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Summary

This study addresses two questions: Is there eggmmnagement in the REIT
industry? How are earnings management practicesteftf by firm-specific factors?

Discretionary accruals methods are used to measanagement in earnings. In
addition, the difference between actual and expe&EO is used to capture the
potential FFO manipulation. Capital market-relatedentives for financial results
manipulation can be divided into two types: specifevent-driven and
benchmark-driven. Both types of incentives are arathin this study. With regards
to the specific event case, seasoned equity offd@EQO) is selected as the specific
event around which financial results might be malafed. As for the second case,
zero earnings/FFO and zero growth in earnings/[FF® chosen as the two
benchmarks in testing whether REITs manipulater theancial results to surpass
certain thresholds.

Clear evidence of FFO manipulation around SEOsusd in this study, but the
extent of earnings management is relatively we#kan that in industrial firms. It is
found that REITs that issue SEOs more often areemaggressive in manipulating
FFO and less so in managing earnings. Moreovergtie a notable difference
between these two types of financial results mdatmn. A mean-reversion trend is
found in discretionary accruals, but not for FFOnipalation. Combined with the
supportive findings in testing the benchmark-drieamnings management, this study
demonstrates that manipulation in financial resoftREITs is influenced by various
factors. Financial constraints, frequent SEOs dackggovernance are the features of

REITs more likely to manipulate financial results.
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Chapter 1 Introduction

1.1 Motivations and Objectives

This study focuses on earnings management issutgiREIT industry. Two
guestions are addressed: Is there earnings managemie REIT industry? If so,

how is earnings management behavior affected bpwsfactors?

Studying earnings management in a REIT contextnisresting for several
reasons. First, because of the strict regulatotgsrutangible property assets and
highly predictable cash flow, the REIT industry hbsen thought to be more
transparent than other industries. In such a temesp industry with less asymmetric

information, is it possible that REITs can manipeldneir financial results?

Second, to maintain tax-exempt status, REITs ageimed to pay out a high
percentage of their taxable income and hence haveely heavily on external
financing sources to fund their investments andaegns. Therefore, they are forced
to go to the capital markets more frequently thanegal stocks. How would this

difference in capital raising feature influence RE€lkarnings management behavior?

Third, a unique characteristic of the REIT industsy that there are two
performance measures both closely monitored by ebgrticipants: Net Income (NI)
and Funds From Operation (FFO). NI is calculateithiwithe framework of generally
accepted accounting principles (GAAP), while FFOnisated and promoted by the

REIT industry itself and not ruled by GAAP. In faokthese two equally important



performance measures, how would earnings managémeehavior of REIT

managers be affected, if any?

1.2 Background and Research Strategy

Earnings management issues in earnings and FF@satessed separately in this
study. Discretionary accruals methods such as @®ds$onal modified Jones model
(Dechow et al. 1995) and working capital accruatslet (Teoh et al. 1998) are used
to measure manipulation of earnings. In additibwe, difference between actual and

expected FFO is employed to capture the potenalipulation of FFO.

The earnings management literature can be categoazcording to different
incentives to manipulate financial results. Capitarket incentives examine how
earnings management practices are affected byr$aottated to the capital market
while non-capital market incentives focus on in&rand external contracts between

different stakeholders. This study mainly focuse<apital market incentives.

The literature on earnings management driven byitalapnarket-related
incentives can be further divided into two direnso specific event-driven and
benchmark-driven. They are actually two differemections in examining earnings
management. The specific event direction statesfitinas manage their performance
around specific events such as Initial Public Giigs (IPO), Seasoned Equity
Offerings (SEO) and merger. The benchmark incentigiecates that firms manipulate
their financial results in order to exceed certhiresholds, failing which they would
be punished by the capital market. Both casesheiliested in this study. The specific

event selected to test the first direction is SE@ancial results in the five quarters

1 In this study, manipulation of FFO is taken asi@ue earnings management even though theoretieBlly is
not an earnings measure. In this study, the termireggs management and manipulation are used iraaggably.

2



around SEOs are examined to test whether theramngs management. To test the
benchmark direction, zero earnings/FFO and zerowttpoin earnings/FFO are

employed as benchmarks.

1.3 Resultsand Contributions

It is found that REITs do manage earnings aroun@sbut the extent varies.
Evidence for earnings management around SEOs iREH€ industry is weaker than
in industrial firms. In contrast, the extent of FR@nipulation by a REIT is positively
associated with its frequency of equity offeringie more frequently REITs go to
capital market and issue seasoned equity, the naggressive they are in

manipulating FFO and the less so in manipulatingiegs.

There are notable differences between manipulationet income and FFO.
There is a mean-reversion trend in discretionarykimg capital accruals, but not for
FFO manipulation. This suggests that earnings ne&neagt cannot persist for a long
period, but manipulation of FFO has no such linotat This result explains in part
why the focus of manipulation shifts from earnings FFO as SEO frequency
increases. Financial manipulation in the REIT induss influenced by various
factors. Limited capability to generate cash flbvgh leverage, high volatility in cash
flow, frequent SEOs and slack corporate governaneghe features of REITs that are

more likely to manipulate financial results.

Additionally, in testing the benchmark directiohjs found that REITs manage
their earnings/FFO in an attempt to avoid reportosges or declines in earnings/FFO.
High leverage, high M/B and constrained cash flemayating ability are basically

associated with earnings management in these soenaiowever, the relation



between earnings management and the REIT sizexedmi

In summary, REITs with financial constraints, freqtiequity offerings and weak

corporate governance are more likely to manipulagencial results.

1.4 Sructureof theThess

The next section reviews relevant literature andetigs hypotheses. Section 3
discusses how to measure manipulation of earnings=&O. Section 4 presents and
interprets the empirical results of univariate gs&l and multivariate regressions.

Section 5 concludes.



Chapter 2 Literature Review

2.1 Earnings M anagement

Cash flows are a noisy measure of firm performdmeeause there are timing
and matching problems associated with cash flovogeitions. To address these
problems and to mitigate timing and matching stmrings of cash flows, General
Accepted Accounting Principles (GAAP) introduce raets to adjust the timing and
matching of cash flows in calculating earnings. ritags management is closely
related to accrual accounting. Earnings are thesoreaof firm performance produced
under the accrual basis of accounting (Dechow, 19B4is measure is believed to be

more informative in evaluating performance tharhdésws.

As mentioned by the FASB in various Statement afaRcial Accounting
Concepts, the primary focus of financial reportisgnformation about an enterprise’s
performance provided by measures of earnings anmbinponents. The principal role
of accrual accounting is to help investors bettsseas the entity's economic
performance during a period. By using basic acdongntrocedures such as accrual,
deferral, allocation and matching, earnings restats convey more information than
merely listing the cash receipts and outlays (Declamd Skinner, 2000). In this
process, managers are allowed to use their owrmjadgjto make financial reporting

more informative for users through accounting cegior estimations.

Although managerial judgment in financial reporticen make financial results
more informative, there are possible downsides. ddanal discretion over

accounting choices and estimations could be uséuteaationally distort information



and mislead both internal and external financigbores users. Within GAAP,
managers have considerable flexibility in the chaif inventory methods, bad debt
allowance, expensing versus capitalization, redcagnof sales, estimation of pension
liabilities, stretching out payables, delay in bimgk maintenance expenditures,
securitizations of receivables and so on. These akeexamples of earnings
management. Healy and Wahlen (1999) provide a cehemsive review of the
earnings management literature from the perspeofivegulators and standard setters.
They define earnings management as follows: “Egsiimanagement occurs when
managers use judgment in financial reporting andtincturing transactions to alter
financial reports to either mislead some stakehsl@bout the underlying economic
performance of the company or to influence contraicbutcomes that depend on

reported accounting numbers”.

There are two important points in this definitiom motice when analyzing
earnings management. First, managerial incentivesnaportant in the analysis of
earnings management because managerial manipulatioites are affected by
different incentives. Second, it is necessary tniily the accounting discretion in
unexpected accruals or accounting choices. Thabaut how to identify earnings
management. These two critical points in the dedniare also reflected in the
research design of this thesis in which the twadblenms of why and how will be
discussed separately. In this section, two typesmahipulation incentives are
reviewed, that is, capital market-driven incentia®sl non-capital market incentives.
In this study, more emphasis is placed on capitatket-driven incentives which
include two directions: the specific event direntiand the benchmark direction. In
section 3, the question of how to measure manipuawill be discussed in more

detail. Manipulation of both earnings and FFO el examined respectively.



2.2 Non-Capital Market I ncentives

There are two major streams of incentives to madaipufinancial results:
non-capital market incentives and capital markeeimives. The difference lies in
whether the incentives are driven by capital maneated factors. Non-capital
market incentives, also termed as contracting thdocus on contractual incentives
to manage earnings. One function of accountingrin&ion is to help monitor and
regulate the contracts between the firm and itkeswlders. For example,
management compensation contracts are used toerdgei@gency cost and align the
incentives of management and external stakeholdersling covenants are specified
to limit manager actions that benefit the firm'sas#holders at the expense of its
creditors. Government regulation can also be inétep as another contract between
the government and firms. These contracts all ereéatentives for earnings
management. Management compensation plans (DeAd§8®;, Dechow and Sloan,
1991), debt covenant restrictions (Watts and Zinmagr, 1986; DeFond and
Jiambalvo, 1994) and government regulation (Jo®&&)YLmay influence managerial
incentive to manage earnings. The incentives fonagars to make particular
accounting choices depend on the terms of confrémtexample, setting executive
compensation, labor wage negotiation, proxy costastl debt covenants (Chung et al,

2002).

A number of studies have examined compensation racst to identify
managerial earnings management incentives becheseewards to a firm's senior
managers depend both implicitly and explicitly dve tearnings achieved on their
watch (Healy 1999). Healy (1985) is among the fitst investigate earnings

management and earnings-based bonus schemeodfigallto suspect that managers



under such a bonus scheme would manipulate ptofgsnooth their remuneration so
that they can get better rewards. Healy finds thabagers are more likely to choose
income-increasing accruals when their bonus plaage hno upper bound and
income-decreasing accruals when these bounds adeangi DeAngelo (1988) finds
that during proxy contest managers choose to eseeraccounting discretion to
improve reported earnings which can benefit thema agsult. Improved financial
results can give them advantage in the contesth@e@nd Sloan (1991) report that
CEOs in their final years in office reduce R&D sg@ierg in order to increase reported
profits. They show that this behavior is consisteith the short-term nature of their
compensation contracts. By reducing R& D expen$esy, can boost financial results
in the current period which are directly related tkeeir own benefits. In short,
evidence reported in these studies shows that mahage accounting judgment to
increase earnings-based bonus awards. These areexathples of earnings

management caused by management compensationatentra

Other studies have examined whether constraintsnsdébt covenants would
induce managers to manipulate earnings. In debterwmus, creditors impose
restrictions on dividends payout, share repurchasdsssuance of extra debt in order
to ensure repayment of their principal and inte¥gatts and Zimmerman, 1986).
These restrictions are usually expressed in tefnigmancial ratios such as working
capital ratio, interest coverage ratio and nettas3éerefore, managers would tend to
choose particular accounting methods to increag®rted earnings and avoid
breaching such restrictions. Sweeney (1994) exam@iweounting changes, costs of
default and accounting-based covenants violateti30yfirms that report violations in
annual reports. The author finds that for firmg i@ approaching default, managers

tend to use income-increasing accounting changes.theé analysis, earnings



management is affected by the default costs impbgel@énders and the accounting
flexibility managers have. Similarly, DeFond andnibalvo (1994) examine a group
of firms which violated their lending covenants.eyhfind that income-increasing
accruals are aggressively employed in the year psicovenant violation. They take
this behavior as evidence that firms attempt tagmw®e violating lending covenants
as long as possible. Earnings management is ortleeof tools to avoid breaching

restrictions set in debt contracts.

Another stream of earnings management literatuabdait taxation and industry
regulation. The tax-related research finds evidetie# firms make accounting
choices to reduce tax burden. Most of the reseaxaémining the effect of
government regulation on accounting choice is bas@on industry-specific
regulations. For instance, banking regulations ireqhat banks satisfy certain capital
adequacy requirements in terms of accounting raf\ssa response, banks tend to
manage relevant accounts in order to avoid falihgrt of the requirements. Collins
et al. (1995) find that banks that are close toimirm capital requirements tend to
overstate loan loss provisions and understate leate-offs. Similarly, firms in
regulated industry such as utilities have been perdhto only a normal return on
their invested assets. The normal practice in thitsiation would be using
profit-decreasing accruals and control reportediags within an acceptable range. It
Is asserted that such regulations create incenfivasanagers to control earnings and
balance sheet variables. Jones (1991) posits ithad Seeking import relief tend to
defer income in the year of application. Poor ficiahperformance would help firms
to get more support from the government. Cahan J198d that firms under
anti-trust investigation report income-decreasibgaamal accruals in investigation

years. Understating earnings intentionally woulahdd# these firms in face of the



regulation or investigation from the governmentstimmary, these studies show that

regulatory issues induce firms to manage earnings.

The incentives highlighted above are not drivenchpital market factors and
thus are included in the non-capital market inc@sti As mentioned, non-capital
market incentives mainly focus on contractual inis&s to manage earnings. These
incentives are determined by different contractsragrstakeholders, that is, managers,
shareholders, creditors and government, etc. Neoéntives related to capital market

are introduced and analyzed.

2.3 Capital Market I ncentives

In examining capital market related incentivesisitstated that managers can
intentionally mislead investors about the undedywalue of the firms either to
obscure a firm’s fundamental value or to affecbtese allocation (Healy and Wahlen,
1999). The widespread use of accounting informatigninvestors and financial
analysts can create incentives for earnings managiers a result, Dechow and
Skinner (2000) argue that the more fruitful wayidentify firms whose managers

practice earnings management is to focus more pitatanarket incentives.

There are basically two branches of papers thatidsscapital market incentives
for earnings management. The benchmark directiaesthat managers manipulate
financial results to surpass certain benchmarksitored by market participants or
they will be punished by the capital market ondénig short of these benchmarks.
The specific event perspective is about earningsag@ment around specific events
such as equity offerings and takeovers. Aroundettsgecific events, managers may

manipulate financial results in an attempt to naidlenvestors about the fair valuation

10



of the firm.

These two directions are quite different and thifeence is also reflected in the
research design of this study. This study mainbuges on possible financial results
manipulation in the REIT industry. Both cases atan@ned while the specific event
direction has been paid more attention to. SEOhsen as the specific event to
detect possible financial results manipulation niyirine five quarters around SEOs.
Additionally, several benchmarks are also examineithis thesis as a supplement to
the findings in testing the specific event isslRssults of these two parts are finally
combined into an overall conclusion about possiinlancial results manipulation in

the REIT industry.

2.3.1 Specific Event

In the first subset of the capital market incergjvattention is paid to specific
events that create opportunities for earnings memagt. Specific events include
initial public offering (IPO), seasoned equity offlgs (SEO), takeovers, etc. The
intuition is that firms may take advantage of thgmametric information and
manipulate earnings in an attempt to influence v@ation of the firm and hence

benefit themselves in these events.

In a paper discussing potential earnings managerpgat to management
buyouts, Perry and Williams (1994) find that unectpd accruals are significant even
when changes in revenues and depreciable capédatantrolled. The results show
that managers intentionally use income-decreasingials to reduce earnings before
management buyouts. Understated financial resutddwdrag down share prices and

hence reduce their buyout costs. Erickson and WA899) examine earnings
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management around stock-financed acquisitions smtithat there is a reversal of

abnormal accruals following stock-financed acqioeg. This means managers use
discretionary accruals to boost earnings beforeliaitopns in order to push up share
prices. Therefore, they will benefit when acquasis are financed using these stocks.
These are both examples of earnings managemenhdaigpecific events such as

Management Buyout (MBO) and merger & acquisition &M). Earnings

management is used as a tool to manipulate stookspn favor of management.

Equity offerings also provide a direct incentivent@anage earnings. Dechow et al.
(1996) suggest that one important motivation fanegs manipulation is the desire
to attract external financing at low cost. If issuean increase reported earnings, they
can improve the terms on which securities are sottie public, giving direct benefits
to themselves and their firms. A higher price b#ag¢he firm because the issuer can
receive more money from the offerings. Additionaftyr the same amount of money
to be raised, there will be less dilution of owtgpscaused by the new shares. Given
these incentives, it is reasonable to suspectriatagers tend to manage earnings

higher before issuing equity.

Recent studies have examined whether earnings anaged higher before IPO
(Teoh et al., 1998a; Teoh et al. 1998) and SEO Rar1998; Teoh et al. 1998b;
Shivakumar 2000; Kim and Park 2005). Teoh et @98} find that IPO firms, on
average, have high positive issue-year earningsabndrmal accruals, followed by
poor long-term performance and negative abnormaluats. They show that these
high abnormal accruals are achieved by employimgnre-increasing depreciation
policies and reducing uncollectible accounts resigles. Teoh et al. (1998a) provide

evidence that the most aggressive IPO issuers hattwee-year market return of
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nearly 20% less than the most conservative IPCeissthis provides evidence that
financial results are boosted by managers befo@ettPimprove the terms on which

shares are sold.

Rangan (1998), Teoh et al. (1998b) and Shivaku2@0(d) examine the relation
between SEOs and earnings management. They amguestimings management may
be one explanation for the stock underperformarawing SEOs. Managers
overstate earnings before SEOs because of oppsmurBy overstating earnings
before offerings, managers try to mislead investord issue stocks at higher prices.
These authors find reported earnings of SEO firresuausually high at the time of

SEO and these high earnings are caused by abngimgil accruals.

Rangan (1998) suggests that investors can nottie#gc “undo” earnings
management at the time of SEOs, but they are subsedy disappointed by
predictable declines in earnings caused by earmmgsagement. Rangan (1998) and
Teoh et al. (1998b) both find a strong associabetween the extent of earnings
management and the underperformance following g@dfierings. Firms with higher
accruals at offerings tend to have worse performahweing the years after offerings.
In sum, their findings support the hypothesis tiratestors naively extrapolate
managed earnings and therefore overvalue the filvteagers can use earnings

management skills to boost financial performandereeseasoned equity offerings.

Rangan (1998) examines a sample of 230 SEOs frenyehrs 1987-1990 and
finds that discretionary accruals during the offgriyear are negatively correlated
with earnings changes in the following year. Disoreary accruals around the
offering also predict poor stock returns in theldaing year. The ability of

discretionary accruals to predict stock returm®imist to the inclusion of sales growth,
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capital expenditure growth, firm size and market kook ration as additional
predictors. He concludes that issuing firms can imdate their stock prices by
managing earnings and the market appears to ektapsarnings growth associated
with discretionary accruals and hence overvalussing firms. After the offerings,
when the reversal of accruals causes earnings a¢bneethe market corrects its

valuation errors and stock prices fall as a result.

Teoh et al. (1998b) also find evidence for earningsagement at SEOs. They
document that discretionary accruals grow befoeedfiering, peak in the offering
year, and decline thereafter. This accruals pattauses earnings to grow before, peak
in and decline after the offering year. The posti#&snet income decline is especially
profound for issuers who aggressively manage disti@y accruals before issue.
Additionally, they find a negative relation betwepre-issue earnings management
and post-issue earnings and stock returns. Thasioakhip remains after controlling
for firm size, market to book ratio and post-issagital expenditures. This finding is
consistent with the hypothesis that investors ngivrist pre-issue earnings and
ignore relevant information contained in pre-issdiscretionary accruals. An
information imperfect market is too optimistic whequity is offered and later on
becomes disappointed when the high earnings cabenstistained. This explains why

there is underperformance after equity offerings.

Shivakumar (2000) points out that tests done bygRarand Teoh et al. listed
above are severely mis-specified due to the skesvindeng-term returns data and the
survival bias in their sample selection. Moreoves, points out that investors can
rationally infer the earnings management at equoiferings announcements and

hence reduce their price response to expectedngarmeleased which is different
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from the results in Rangan (1998) and Teoh et1#198b). As a point of departure
from the above two studies, Shivakumar raises addganal Response Hypothesis
based on the game theory and adverse selectionl.niostates that investors assume
that firms announcing SEOs have all previously myadaearnings upward, and
therefore discount these firms’ stock prices. Iis thituation, issuers who have not
previously manipulated earnings would unfairly suftock price declines at offering
announcements. As a result, it is rational foressuo manage earnings higher before
SEO announcements. He finds that earnings managdmessuers is wasteful on
average and can be unraveled by investors wellrdefo equity offering, as can be
explained by the rational expectations framework dluthor proposes. Rather than
intend to mislead investors, earnings management atiually be the rational

response by issuers to anticipated market behavigifering announcements.

Previous studies (Teoh et al., 1998; Rangan, 1988akumar, 2000) examine
earnings management around SEOs and find that tbeee negative correlation
between pre-offering earnings management and pfestrg stock returns, but none
of these studies directly examines the relatiomvbeh earnings management and the
pricing of SEOs. In contrast, Kim and Park (2006)ngs out earnings are managed
only when equity issuers benefit from manipulatieBmamining the relation between
earnings management by SEO firms and the pricintpeif offers is more important
and direct if issuers want to manage earnings dieroto boost the offering price and
thus reduce the cost of capital because this ectlyr related to the issuer’s wealth.
They argue that equity issuers have incentivesotistbearnings before offerings and
push offer prices up to increase offering procdegtsause net income is an important
factor in determining the value of firms. Firms kwitetter financial results could have

more advantage in bargaining over offering pricegnwinderwriting investment banks.
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Kim and Park examine a sample of 1,040 SEOs fro®0 lthrough 2000. Their
finding, so called issuer’s greed hypothesis, iagis that firms opportunistically
exercise accounting discretion to issue new eqaitynflated prices. There is a
negative relation between SEO underpricing andiegsnrmanagement. The negative
relation is more significant for firms with highformation asymmetry. All these
studies show that there is earnings managementn@r&EOs and earnings
manipulation is used by managers to change stacksgand influence valuation of
the firm. However, these papers merely focus onegdnstocks and REITs, as a

regulated industry, are normally dropped from tla@ialysis.

Ghosh et al. (2000) examine the pricing of SEO®Jy. equity REITs over the
period of 1991-1996. They document that REIT SEf@ssignificantly underpriced
and the underpricing extent is larger than thdt980s. This reflects more information
asymmetry for post-1990 REITs. However, earningshagament has not been

considered in their study.

To the best of my knowledge, few studies have dised earnings management
in the REIT industry. There are several factorg thake this study interesting. In
such a relatively transparent industry, is it polgsifor managers to manipulate
financial results? Because of their tax-exemptustaand the high payout ratio
requirement, REITs need to issue stocks more freatyuéhan general stocks. How
would the frequency in equity offering affect eags management practices?
Moreover, how the unique dual performance meadarde REIT industry affect the
earnings management choices of managers, if angreidre, possible earnings
management around REIT SEOs is an interesting @mobd explore. This study tries

to fill this gap.
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2.3.2 Benchmark

The benchmark-driven incentive indicates that fiarns expected to meet or beat
certain earnings benchmarks, if not, they will henished by the capital market.
Degeorge et al. (1999) and Dechow and Skinner (280éhmarize that there are
normally three thresholds that drive earnings manmant: (1) avoiding losses; (2)
reporting increases in seasonally adjusted quertatnings; (3) meeting analysts’

expectations.

When a large number of firms are included in a damiheir earnings and
earnings increases should be normally distributéalvever, several studies report
that small reported losses are unusually rare, ewkihall profits are unusually
common. At the same time, small drops in earnirrgsuausually rare, while small
increases in earnings are unusually common (Burgstaand Dichev, 1997;
Burgstahler, 1997; Degeorge et al., 1999, Burgestanhd Eames, 2006). These
findings are considered as evidence that managewspuolate earnings to avoid
missing certain benchmarks. As a result of this imdation, small positive profits
and small positive profit growth are abnormally ecoan while small negative profits
and small profit declines are abnormally rare. Addally, Degeorge et al. (1999)
also find that the number of cases in which angalystecasts are just exactly met or

slightly beaten is unusually high, while the maggimiss cases are unusually rare.

Several papers document that meeting these benktnmarvital to market
participants and managers. Barth et al. (1999) Mgdrs and Skinner (2000) both
show that firms reporting continued growth in eags are priced at a premium to
other firms, other things being equal. The premiannreases with the length of the

growth string, and the premium is reduced whensthi@g is broken. This result is
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similar to the finding of DeAngelo et al. (1996)athfirms breaking a pattern of
consistent earnings growth experience an averagfenbgative abnormal stock return
in the year the pattern is broken. Skinner and r5[@800) find that the stock price
response to earnings disappointments is disprapaity large for growth stocks.

Thus, even when these firms report very small rsiseey suffer abnormally large
stock price declines. There seem to be strong thveenfor earnings management to
surpass the thresholds. If managers know that giocks would respond strongly to
adverse earnings information or negative surprises, natural to anticipate that they
would take steps to avoid such bad news, espedfatlyey have personal wealth
increasingly associated with stock prices eithestocks or in options. One of their

choices is earnings management.

Degeorge et al. (1999) try to explain these thrielshrom three psychological
effects. First, there is something fundamental &positive and non-positive numbers
in human thought process. Hence, this dividing taeies over for the threshold on
absolute earnings. Second, according to the progpeory, individuals choosing
among risky alternatives behave as if they evalwatteeomes as changes from a
reference point. In the analysis context, earninghe same quarter last year can be
used as a reference point. Third, people dependutes of thumb to reduce
transaction costs. Analyst forecasts are usuakyl s this kind of reference in the
capital market. When a firm falls short of analydtgecasts, managers will be
thought to have performed poorly. Burgstahler andh&v (1997) also apply the
prospect theory as an explanation which highligisimportance of a reference point.
Zero changes of earnings and zero levels of essrang both natural reference points.

These are the two benchmarks to be discussedsistinly.
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Burgstahler and Dichev (1997) find that the two poments of earnings,
operating cash flow and changes in working capdat used to achieve earnings
surprises. Based upon former studies, BurgstalmdrEBames (2006) examine both
earnings management and analysts’ forecast managieifieey indicate that both
operating cash flow and discretionary accruals comepts of earnings are managed

to realize zero or small positive earnings surgtise

Degeorge et al. (1999) provide a hierarchy among tifree benchmarks
discussed above. They find that the most importsrichmark for managers to
surpass is to avoid losses. Once profitability ¢hieved, it becomes important to
report an increase in quarterly earnings. Onceteugiincreases are in place, the goal
shifts to meeting analyst forecasts. Accordingdiys study will focus on the first two
thresholds, that is, to avoid losses and to aveicliges in earnings. In contrast to
previous studies which only focus on general stobk$h GAAP earnings and FFO

are discussed in testing the benchmark directighignresearch thesis.

Given that testing earnings management around SE@® main focus of this
thesis, the analysis of the benchmark-driven mdaijgun only serves as a supplement
and is presented at the end of this study as atsste In addition to the three
benchmarks discussed above, there is another bamnkhimique to the REIT industry,
that is, managers may manipulate results to mairttaeir REIT status. But this
unique benchmark is not examined in this study stmalild be a good direction for

future research.
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2.4 Performance Management in REITs

A distinct feature of the REIT industry is the dpa&rformance measures. One is
earnings, which is calculated within the framewofkgenerally accepted accounting
principles (GAAP). The other one is FFO initiatealgromoted by the REIT industry

itself and not governed by GAAP.

Claiming that net income is misleading in measutimg operating performance
of real estate industry, National Association ofaR&state Investment Trusts
(NAREIT) published a White Paper to give a formaffidition to FFO in 1991.
NAREIT argues that GAAP historical cost depreciatiof real estate assets is
generally not correlated with changes in the valithose assets, whose value does
not diminish predictably over time, as historicabst depreciation implies.
Subsequently, NAREIT has updated the White Papesrakbtime$ and made some
revisions to the definition. NAREIT promotes FFO a® industry-specific
performance measure that could resemble GAAP agnas closely as possible.
Though NAREIT does not intend FFO to be used eitlera measure of cash
generated by REITs or its dividend payout capaé&ifQ actually reflects operating
cash flow generated as a result of the REIT paatfaperation, indicating the

cash-generating capability of a REIT.

Normally most REITs report quarterly results usiRgO numbers. However,
REIT analysts from several Wall Street firms anremehin 2001 that they would

include EPS estimates in REIT research reportsgaidth FFO. Going forward, they

2 NAREIT updated the White Paper in 1995, 1999 ar@i2fbnsequently, making additional disclosure
requirement on certain specific accounts.
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would promote a consistent method for calculati®SEThis has caused a debate
over which method is the better way to measurentire performance of REITs. EPS
depreciation calculations can be overly consereathwt it is an audited measure
which is fairly consistent from company to compa#yiniform performance measure
will make it easier for investors to compare REM# other general stocks. The SEC
permits REITs to disclose FFO as an industry-spenieasure under the accounting
standard SFAS No0.131 but requires that REITs miilstraport GAAP earnings as

their primary measure of operating performance €@ard Stott, 1998).

Over time, FFO and changes in FFO have become twbeomost common
measures of REIT management performance and am fasedetermining the
compensation level for REIT managers (Vincent 198J)en though FFO is very
popular and widely regarded by the industries lastier measure of performance than
GAAP earnings, there are still some concerns al®eiposure to manipulation. FFO
Is a non-GAAP measure, which mean its calculatios gresentation are not subject
to consistency rules or outstanding audits (Fieldsl. 1998). For instance, FFO is not
calculated consistently across REITs, and is nobrrelled to net income by many
REITs (Vincent 1999). Moreover, in their financiegports many REITs do not
provide sufficient information about how FFO isaadated. In the absence of clear
definitions about the calculation of FFO and withdegal obligations to follow
NAREIT guidelines, REITs managers have substamtistretion to decide which
items are included or excluded when calculating FB{examining REITS' financial
reports, it can be found that accounts such asrdef@ercentage lease revenue, other
income/expenses from property settlement, defdmascing cost, provision for loss
on impairment, other amortization items, adjustreefiir unconsolidated joint

ventures are up to the discretion of REIT managéen calculating FFO.
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Additionally, Gore and Stott (1998) find that FF©Omore closely associated with
stock prices than net income. This result genesalfyports NAREIT’s claim that FFO
iIs a more informative measure of firm performanieant net income. Graham and
Knight (2000) examine information content of netame and FFO. They have a
similar finding that FFO is relatively more inforthae than net income in predicting
stock return. It is natural to suspect that FFOhnhlge more likely to be manipulated

when discussing earnings management in the REUSing

However, the problem of earnings management inRBET industry is largely
unexplored in the literature. Fields et al. (19€8&cuss FFO manipulation problems
in one section of their paper and suggest that R&iih limited free cash flow which
have a higher need for external financing are nikety to manage FFO. Firms with
lower profitability have greater incentives to narate FFO upward for capital
market or compensation reasons. But they merelgragpthe REITs sample roughly
into two groups, aggressive group and conservativap, and do not provide a direct
measure of FFO manipulation. This limits their fmgs. Another paper on FFO
manipulation is Zhu (2006) which focuses on earminganagement around
benchmarks. The author reports that managers nlatepbeFO to meet benchmarks
such as analysts’ forecasts and reported FFO of peiar. The results show that REIT
managers exercise discretion in converting earniog&FO to help beat analyst

forecasts on FFO and to avoid FFO decfines

3 Zhu (20086) finds no evidence that managers maaipuBAAP earnings, but the author just briefly riem the
finding and does not provide the detailed calcataprocess.
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2.5 Hypothesis Development

2.5.1 Earnings Management and SEOs

Research on firms that issue SEOs finds that reg@arnings of offerings firms
are unusually high at the time of SEO and thesé legrnings are attributed to
unusually high accruals. If managers decide toeissguity well before the offering
announcement, they would choose to manage earnmgslvance to influence
investor expectations toward the firm. Dechow et (4B96) point out that one
important motivation for earnings manipulation esattract external financing at low
cost. With window-dressed financial results, issuean have an advantage in
bargaining with underwriters over the terms on \utsecurities are sold. At the same
time, a higher price benefits the firm becauseidbeer can receive more money from
the offering. For the same amount of money to eda there will be less dilution of

ownership caused by the new shares.

Despite the benefits from overstating earnings,rethare potential costs
associated with earnings management. Dechow e{(1896) report that firms
identified by SEC as earnings manipulators facéndrigcost of capital. Moreover,
there is the possibility that qualified audit refgoor lawsuits may damage the firm’s
image and reputation. Therefore, it is logical xpect that managers would try their
best to manage financial results. It is naturaxpect that earnings management will
continue for several quarters because this will endde manipulation smoother and
more difficult to detect. Therefore, the quartersuad offering announcement are
most susceptible candidate for earnings managefRamigan, 1998). In this study all
the five quarters around offering announcementseaemined, especially quarters

closely prior to the SEO quarter.
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Hypothesis 1There is financial results manipulation around>SE

To maintain tax-exempt status, REITs are requiceddy out a high percentage
of their taxable income and hence have to rely inean external financing sources
to fund their investments and expansions. TherefBf€lTs has to go to capital
market and raise fund more frequently than gerstaadks. As frequent SEO issuers,
REITs face more scrutiny from various capital margarticipants. This feature is

expected to influence earnings management behaVREIT managers.

Dechow et al. (1996) suggest that managers of fithad require frequent
external financing will report earnings conservalyvto create a positive reputation in
the market, from which they can benefit in subsegusferings. These frequent
issuers are defined as having two or more publferioigs within two years. In
previous studies on earnings management, SEOsatleatoo close to previous
offerings are usually excluded from the sample,abhee when an offering is made,
managers may have already anticipated the nexiraffen pipeline. This anticipation
Is suspected to change the managers’ incentivesnigage in earnings management
and the extent of earnings manipulation (Shivakug@i0). Anticipating that there
will be another offering soon after the current ,omanagers will have to leave some
leeway in earnings management because too aggFesmwipulation of financial
results would probably hurt the firm’s reputatiordahus incur higher financing costs
for subsequent offerings. As discussed above, baeacteristic of the REIT industry
is frequent SEOs. This study will examine the refethip between REITs SEO

frequency and financial results manipulation.

Hypothesis 2REITs with higher SEO frequency practice less imaation.
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2.5.2 Earnings Management and Financial Constraints

The previous two hypotheses are mainly about viasatelated to SEO such as
timing and frequency which are important becausmm@ting to the specific event
direction, SEOs provide the direct incentives fanpulation. Meanwhile, earnings
management is still affected by other factors sashaccounting quality, financial
stability, information asymmetry and corporate goamce. Factors other than SEOs
can be divided into two types: financial featuresl anformation asymmetry-related
governance arrangement. This section focuses andial features related to earnings
management and corporate governance-related faarersexamined in the next

section.

Findings from Watts and Zimmerman (1986) and DeFamd Jiambalvo (1994)
indicate that financially constrained firms are mdikely to manipulate financial
results. Fields et al. (1998) also point out thE TR with constrained free cash flow
and a higher need for external financing are mitedyl to manage FFO. Firms with
lower profitability have greater incentives to mauate FFO upward for capital
market or compensation reasons. In this studyn@iah features such as profit margin,
leverage ratio, cash-generating ability and cast flolatility are used to proxy for
financial constraints. REITs that are not operatimgll are more susceptible to
earnings management. The intuition is that whenEATRis not operating well,
managers tend to have more incentives to manipdiagacial results. Earnings
manipulation in the previous period is also con®den the analysis. This is more
about the reversing characteristic of accrualsréals have a mean-reversion feature
(Sloan, 1996). Aggressive earnings managementewviqus period makes it harder to

do the same thing for current period. High levetraals in previous quarter will
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presumably limit managers’ ability to exert dismatin the current period. Therefore
lagged values of earnings management measuresedeinu the study to control for

the potential influence from prior manipulation.

Cash flow is an important factor affecting managegarnings management
decisions. Cash flow is a very important consideraftor REITs. Free cash flow,
together with FFO and AFFO, are usually used bylyate to investigate the
profitability of REITs. Cash flow is widely used toeasure the financial constraints.
Additionally, Pennathur and Shelor (2002) find ttieit REIT manager compensation
is related to stock returns and Funds from Openditio the years 1997-1999. They
find no link between compensation and EPS, whetiherREIT is self-managed, or
type of property in which the REIT specializes. peviously noted, REITs are
required to pay out a high percentage of theirlibexancome. At the same time, any
reduction in dividends will be probably interpreteylthe market as a negative signal
on REIT operation. Therefore, the ability to gemereash flow and the volatility of
cash flow are critical for REITs. Financially corahed firms are more likely to
manipulate earnings (Fields et al., 1998), dimiedsltash flow and highly volatile
cash flow both indicate financial constraints; her@FO is used in this study to
control for the influence of cash flow on manageecision to manage earnings. CFO
scaled by total assets is used in the study asx fpor the firm’s ability to generate
cash flow. Standard deviation of cash flows over sample period is used to reflect
cash flow volatility. If a REIT has limited capalbyl to generate cash or face volatile
cash flows from operation, it is expected to hawarincentives to manage financial

results.

Leverage is expected to be positively correlateth veiarnings management.
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Managers of firms facing debt covenants are mdaaylito use aggressive earnings
management trying not to breach the debt cover(@sts and Zimmerman, 1986).
REITs with high leverage have more financial caasts which might force

managers to be more aggressive in manipulatinghdiah results. Gearing ratio is
used in the study to control for the possible imipat leverage on earnings

management practices.

Hypothesis 3Financially constrained REITs tend to manipufatancial results.

Other financial variables to capture firm-specdi@aracteristics include firm size
and market to book ratio (M/B ratio). Conclusiot®at the relationship between firm
size and earnings management are mixed so fars\&att Zimmerman (1986) posit
that large firms are more likely to manipulate @ags. However, there are other
researchers suggesting that size is negativelycadsd with earnings management
(Becker et al., 1998; DeFond and Park, 1997). éndtludy, total assets are used as a
proxy for firm size. M/B ratio reflects the premiuar discount on net assets of a
REIT. A high M/B ratio indicates that investors exp more growth from current net
assets. This variable is expected to be positicelgrelated with financial results
manipulation because managers are under pressyustify the premium over net

assets reflected in M/B ratio.

2.5.3 Earnings Management and External Audit

Dechow et al. (1996) provide evidence that corgogaivernance structures are
most commonly associated with earnings manipulatidhey indicate that low
managerial oversight is a significant catalystdarnings management. They find that

firms subject to SEC enforcement actions are mketylto have weaker governance
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structures. REITs with more asymmetric informataond weak governance are most
susceptible to financial results manipulation. his tstudy, external audit quality is
used to reflect the information asymmetry and ewkemonitoring. Institutional

investor holding ratios are used to proxy for cogb® governance.

Becker et al. (1998) examine the relation betweamirgs management and
audit quality. The results show that clients of B&y auditors report lower
income-increasing discretionary accruals than thieperted by clients of non-Big 6
auditors. Firms with lower quality auditors haveebefound to have higher
discretionary accruals Clients of non-Big Six aoditreport discretionary accruals
that are, on average, 1.5-2.1 percent of totaltadsigher than the discretionary
accruals reported by clients of Big 6 auditors. yilaso find that the mean and
median of the absolute value of discretionary aasrare greater for firms with
non-Big 6 auditors. This result also indicates tloater audit quality is associated

with more "accounting flexibility".

It is a widely used assumption in accounting litera that Big 6 auditors are of
higher quality than non-Big 6 auditors. To test thiee this assumption holds, Kim et
al. (2003) investigate whether different audit efifeeness between Big 6 and non-Big
6 auditors is influenced by a conflict or convergeif reporting incentives faced by
corporate managers and external auditors. Thetsesubw that only when managers
have incentives to prefer income-increasing accechaices are Big 6 auditors more
effective than non-Big 6 auditors in deterring andnitoring opportunistic earnings
management. The above findings are robust to difteproxies for opportunistic
earnings management and different proxies for trextion of earnings management

incentives. Therefore, this assumption about theiom between auditor quality and
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earnings management is supported.

High auditor quality is associated with more supgon and less earnings
management. In this study, external auditor quaitysed to capture supervision from
outside. For REITs that hire external auditors wfhbr quality, the monitoring is
stronger and thus earnings management should ©dhesontrast, more manipulation
for REITs with lower audit quality is expected. Digethe fundamental changes in the
auditing industr§, a dummy variable of AUDIT is employed to refleshether

external auditors are Big 4 auditors or not.

Additionally, financial reports for the fourth quer are normally under the
scrutiny of auditors, while the statements of ttreeothree quarters are issued without
outside audit (Shivakumar, 2000). A dummy variaQié is introduced to explore
whether there is significant difference in earnimganagement between the audited
and unaudited quarters. It is expected that easmmgnagement in the fourth quarter
is lower than in the other three quarters. Thi$ &0 reflects the relation between

external audit quality and earnings management.

Hypothesis 4REITs with high auditor quality have less mangiidn.

2.5.4 Earnings Management and Corporate Governance

As REITs get increasingly accepted by institutiomavestors, institutional
holding ratio is on the rise over time. Chan e{#.98) document that prior to 1990,
institutional investors invested more of their faneh other stocks than in REITS,

whereas after 1990 they invest more of their fumd®REITs than in other stocks.

4 The Big 6 became the Big 5 in July 1998 when Prie¢effiouse merged with Coopers & Lybrand to form
PricewaterhouseCoopers. The Enron scandal promgpitetiny of their financial reporting, which was ated by
Arthur Andersen. Arthur Andersen was eventuallyigtetl for obstruction of justice for shredding downts
related to the audit in the 2001 Enron scandal.ré€kelting conviction meant the end for Arthur Areds. Most
of its business around the world has been soldetminers of what is now the Big 4.
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Institutional investors have the opportunity, reses and ability to monitor

management. Whether institutions use these poweyartly a function of the size of
their individual or collective holdings. Instituhal investors with large shareholding
are more likely to monitor the management becaleg will lose more money than
investors who own a smaller shareholding and becthes exit option becomes more

expansive (Hsu and Koh, 2005).

When institutional investors have relatively lowhpldings, there is less
incentive for them to monitor managerial opportunisTherefore, institutions with
large shareholdings tend to play an active roleamitoring managerial opportunism
as it relates to accounting discretion and in dirta the earnings management
behavior of managers (Chung et al., 2002). They fivat institutional investors play
an active role in monitoring and curtailing the opgpnistic behavior of managers. To
roughly capture the supervision from large stalgtitutional holders, the sum of the
three biggest institutional investors’ holding oais used as a proxy in this analysis.
This variable is expected to be negatively coreglavith earnings management, that
is, REITs with higher institutional holdings haveora supervision and less earnings

management.

Hypothesis S5REITs with low institutional holdings tend to mpualate financial

results.

In addition, the variable “TIMESEQ?” is introduced find out if there exists a
linear trend in earnings management practices one. This is also related to the
governance and regulation environment in the REidustry. In order to help
investors better understand and measure REITsOmmeance, NAREIT has updated

its guideline about the definition of FFO and i@ctlation method several times
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since 1991. Moreover, SEC has also made some icdiiins regarding the
accounting issues in the REIT industry. Yearly dwmwariables are used to detect

changes across different years covered in the sampl

At the same time, regulatory requirements in broadpital markets have been
profoundly strengthened after a slew of financiehrslals since the late 1990s.
Accounting scandals at prominent companies suckrasn and WorldCom have
dramatically shaken the confidence of investors.aAgsponse, the Sarbanes-Oxley
Act imposes a number of corporate governance mtesll public companies with
stock traded in the US. As a result of these lagis# and regulatory changes, it is
reasonable to hypothesize that as time passesabyngs management practices in
REIT industry are reducing because of more restaategulation and more scrutiny

from investors.

Hypothesis 6Financial results manipulation is decreasing awvee.

2.5.5 Earnings Management and Benchmarks

As mentioned in the literature review, Degeorgelet(1999) summarize that
there are normally three thresholds that providentives for earnings management:
(1) avoiding losses; (2) reporting increases irsseally adjusted quarterly earnings;
(3) meeting analyst expectations. Burgstabler amthéy (1997) and Degeorge et al.
(1999) report that small declines in reported eagriare unusually rare, while small
increases in reported earnings are unusually comiechow et al. (2003) also find
that too few firms report small loss and too mainy$ report small profit. Shown in
graphs, there will be a “kink” to the right in tHestribution of net income. This means

that more firms would report small positive profiissmall growth in earnings. These
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findings can be interpreted as evidence that masaganipulate earnings to avoid
losses and earnings declines. Considering the andharacteristic of the REIT
industry, where both earnings and FFO are closelgitored by market participants,
it is natural to expect that REITs managers wikreise manipulation to avoid losses
and declines in both earnings and FFO. The fisshgpotheses will be tested using
both univariate analysis and multivariate regressiifferent from the hypotheses
related to Specific Event theory, hypotheses 7 &ndill be tested separately in

Section 4.4.

Hypothesis 7 REITs manipulate earnings/FFO to avoid lossessannings/FFO.

Hypothesis 8REITs manipulate financial results to avoid deesi in earnings/FFO.

2.6 Chapter Summary

Chapter 2 reviews related literature on earningeagament and points out that
this study focuses on capital market-driven ince#ti Two types of incentives for
earnings management related to capital marketspetbras Specific Event and

Benchmark, will be discussed in this study respebi

Here is a summary of the hypotheses to be tested:

Hypothesis 1: There is financial results manipolaéround SEOs.

Hypothesis 2: REITs with higher SEO frequency pcaciess manipulation.

Hypothesis 3: Financially constrained REITs tendhmipulate financial results.

Hypothesis 4: REITs with high auditor quality hdgss manipulation.

Hypothesis 5: REITs with low institutional-holdingend to manipulate results.
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Hypothesis 6: Financial results manipulation isrdasing over time.

Hypothesis 7: REITs manipulate earnings/FFO toclasses in earnings/FFO.

Hypothesis 8: REITs manipulate financial results @woid declines in

earnings/FFO.
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Chapter 3 Measuring Manipulation

3.1 Measuring Earnings M anagement

Since earnings management can not be directly medsuesearchers have
developed several methods of approximating poterg@nings management,
including the total accruals method, the discretignaccruals method, the single
accrual method, the accounting change method andigtribution method. Among
them the discretionary accruals method is most lwidsed by researchers as the
proxy for earnings management. The main task o thethod is to effectively
separate the discretionary part from the total wadsr(Hribar and Collins 2002). As
Teoh et al. (1999) point out, due to imperfectiomsthe models used to identify
discretionary accruals, the discretionary accruaky can be noisy, regardless of the
model used. However, under most circumstancestetisoary accruals are the most
effective proxies for earnings management. Thikesmethod employed in this study.
Discretionary accruals are used to reflect earnmgaagement. REITs calculate net
income using GAAP, just as other non-REIT companiéerefore, the discretionary
accruals methods developed in the broader literatior non-REITs are also

applicable to REITs.

There are five time-series models of discretiorergruals in the literature: the
DeAngelo (1986) model, the Healy (1985) model,ittteistry model used in Dechow
and Sloan (1991), the Jones (1991) model and ttokfied Jones model (Dechow et
al. 1995). Among these only the Jones and modifmtes models are most frequently
used. This time-series approach is actually a tranaof the event study method.

However, a limitation of this approach is that animium of several consecutive years
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of data prior to event dates are required to deternine normal pattern of accruals for
a specific firm. It is difficult to find such a @de period for REITs because of the high
SEO frequency in this industry. This would dramgtic reduce the sample size.

Another concern about this model is the possiktésrship bias in sample selection.

Some researchers improve this model by introdugegeral cross-sectional
versions of the Jones model. Cross-sectional vessiof the Jones model are
estimated using data from firms matched on timeiaddstry. These cross-sectional
models have replaced the original time-series nsontetecent applications (DeFond
and Jiambalvo, 1994; Subramanyam, 1996; Teoh 408B; DuCharme et al. 2004).
Their findings demonstrate that the cross-sectialmales model is no worse than
time-series models such as the Jones model andfietbdones model. Moreover,
cross-sectional method has less strict requirenfentthe historical data availability
of sample firms and higher precision of the estemaiKothari, 2001). The

cross-section discretionary accruals model is tbezaused in this study.

The intuition behind the discretionary accruals hodtis that accruals can be
decomposed into two parts: discretionary and nanelimnary. Nondiscretionary part
is determined by external economic environment igaaistrial-specific situations,
which are not controlled by REIT managers. What agans can influence is the
discretionary part, that is, earnings managemenandders can exercise their
discretion over accounting methods and accountstignates related to discretionary
accruals as well as over the timing of recognizingse accruals. According to the
specific accruals being examined, the discretiorergruals method can be further
differentiated into two methods. The first methal discretionary total accruals

method (DTA) where total accruals (TA) are examinElde second is discretionary
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working capital accruals method (DWA) where the kuag capital accruals (WA) are
analyzed. Both methods are used in this study. BAADWA are the two measures of

earnings management.

3.1.1 Cross-sectional Modified Jones Model

As shown in Equation (3.1) and (3.2), two indeperdeariables are introduced
in the Jones model to control for the changes imamaged accruals caused by
external economic environment. Changes in reverirev() capture the change in
working capital and the level of gross plant, prtyand equipment (gppe) is used to
control for depreciation expenses. In this modeg tmplicit assumption is that
revenues are nondiscretionary and difficult for agers to manipulate. This
assumption makes the problem easier to analyzegVewit is not always the case in
practice. As Jones recogni2egeported revenues may be affected to some elent
managers. For example, managers may control thadiof revenue recognition. If
managers do manipulate earnings through the disoegy part of the revenues, the

discretionary accruals level calculated from thsded would be biased toward zero.

Dechow et al. (1995) make an improvement to thgimal Jones model by
correcting its assumption about revenues manimulatin calculating discretionary
accruals, the changes in receivablésef) are deducted from changes in revenues.
This modified model implicitly assumes that all ttleanges in accounts receivables
are caused by earnings management. Dechow eél3)2eview this issue and state
that on average a $100 change in sales will rasulh $7 increase in accounts
receivable, which means 93% of changes in rece?gahte discretionary, thus the

method used in the modified Jones model is bagigadtified. Another paper about

® See Footnote 31 in Jones (1991)
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specific accruals find that accounting receivaloliesquity issuers are extremely high
(Marquardt and Wiedman 2004), which also makegasonable to take changes in
receivables as discretionary accruals. In thisystile cross-sectional modified Jones

model is used to calculate DTA.

For non-offering REITs in the same quarter, totetraals are regressed on
Change in revenue®fev) and Gross plant, property and equipment (gpeeshawn
in Equation (3.1). These two independent varialaes introduced to control for
changes in working capital and depreciation expemsspectively. By doing so, the
normal level of nondiscretionary accruals for thdustry in certain quarter can be
identified. The estimated coefficients from the +odfering REITs regression are then
used in Equation (3.2) to estimate DTA of offerlRg4Ts by subtracting the estimated
nondiscretionary accruals from total accruals. dwihg Dechow et al. (1995) and
Rangan (1998),Arevis adjusted by subtracting Change in receivablg®q) in an
attempt to remove the effects of managerial digmmetver credit sales. Discretionary
working capital accruals (DWA) can be estimatedha similar way as shown in

Equation (3.3) and (3.4).

3.1.2 Working Capital Accruals Model

There is another stream of earnings managemertlite using an alternative
discretionary accruals method initiated by Teohakt(1998). In contrast to the
discretionary total accruals method explained apomby working capital accruals are
analyzed in this method. Teoh’s model follows thme rationale as Jones model. As
shown in Equation (3.3), working capital accruate aegressed on changes in
revenues f{rev) for all non-offering REITs in the same quarteneTrelation indicated

by the coefficients can be seen as an industryatdrfor accruals. These coefficients
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from non-offering REITs are then used in EquatiBmi) to calculate discretionary
working capital accruals. Rangan (1998) modifies itiodel by introducing changes

in cost of goods soldXcogs) as an additional explanatory variable. Howeveg\oid

potential multicollinearity problef only changes in revenue are used in the study.

In the four papers on earnings management arour@s SEangan (1998) and
Teoh et al. (1998b) examine DWA while Shivakum#&0@) and Kim and Park (2005)
use DTA to measure earnings management. Teoh €t248) states that managers
have more discretion over current accruals tham lovey-term accruals, therefore the
discretionary component of working capital accru@¥VA) may be a better proxy
than that of total accruals (DTA)However, given that depreciation is a dominant
component in the costs of REITs, excluding deptexsidgrom the analysis of earnings
management may result in a loss of information.réfeee, both total accruals and
working capital accruals are examined in this stddyy different conclusions about
earnings management for the two models would mbah depreciation expenses

should account for the difference.

® It is found that changes in revenue and chang€iGS are highly correlated for the sample REITs hiay
be caused by the feature of this REIT industry lidlh revenues and expenses are related to thessdrog
properties.

’ Working capital accruals are defined as the sushafges in receivables, inventory and other cuassets less
the sum of changes in accounts payable, incoms e other current liabilities. Total accrualsaquorking
capital accruals less depreciation.
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3.1.3 Model Settings

The two discretionary accruals models used inghidy are listed below:
Modified Jones Model:
TAJa, = BAla )+ By(Arev, [a,_,) + S(0pPe, /8. )+& (3.1)
DTA =TA /a,, b 1/a, ,)~b,(Arev, /a, ,~Areg, /a,_)-b(gppe, /3, ) (3.2)
Working Capital Accruals Model:
WA 18, =118, )+ Br(Arev, 18, ) +& (3.3)
DWA, =TA, /a,, -b@/a,_,)-b,(Arev, /a,_,—Arec, /a,_,) (3.4)

The meanings of the parameters are:

Table 3. 1 Definition of variables in DA models

TA, total actual accruals of firm i during quarter t;
WA, working capital accruals of firm i during quarter t
DTA, discretionary total accruals of firm i during queart;

DWA, | discretionary working capital accruals of firm irthg quarter t;

Arev, change in revenue from quarter t-1 to quarter t;

Arec, change in accounts receivables from quarter teusoter t;

gppe; Gross property, plant and equipment at the endiaftgr t;

A4 total assets at the end of quartetr')’t-l

Source: Author, 2007

Hribar and Collins (2002) suggest that discretignaccruals estimated from
balance sheet data may be biased and they finddibatetionary current accruals

estimated from cash flow statements are lower thase estimated from balance

sheet data for a sample of SEOs. As such, cashdlatements are used to calculate

8 Scaling the variables with the total assets of ipeyv quarters a weighted least squares (WLS) approa
aimed at addressing the potential heteroedaspoitijlems associated with the disturbance termisanmegression.
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discretionary accruals in the study.

Table 3. 2 Calculation method and data items in Compustat Manuals

Quarterly Data Item Data Item #
Income Before Extraordinary Items 76

+ Depreciation and Amortization 77

+ Extraordinary Items and Discontinued Operations 78

+ Deferred Taxes 79

+ Equity in Net Loss (Earnings) 80

+ Sal_e of Property, Plant, and Equipment and 8&levestmentd-oss 102
(Gain)
Funds from Operations — Other 81
Accounts Receivable — Decrease (Increase) 103

+ Inventory — Decrease (Increase) 104

+ Accounts Payable and Accrued Liabilities — liase (Decrease) 105

+ Income Taxes — Accrued — Increase (Decrease) 106

+ Assets and Liabilities — Other (Net Change) 107

= OperatingActivitiesNet Cash Flow 108

Source: Compustat, 2007

By definition, working capital accruals equal thersof changes in receivables,
inventory and other current assets less the sumhahges in accounts payable,
income taxes and other current liabilities. Totatraals equal working capital
accruals less depreciation. Shivakumar (2000) asedgect way to calculate total
accrual. At the same time, an indirect method can be iadutom the equation
relationship shown in the table ab&%eAll the data in this equation can be found in
Compustat database. Both these two methods aretasadtulate total accruals. It is
found that two set of results are largely the sameresults of the indirect method are
finally reported. It has less missing values andckewould provide better data

quality.

9 In Shivakumar (2000), the total accruals equ@b##106—#103-#104-#107-#77 and the working capital
accruals equal #105+#106—#103-#104-#107.

10 In the indirect method, the total accruals afnéd as #76+ #78+ #79+ #80+ #81+ #102- #108 laed t
working capital accruals equal #76+#77+ #78+ #7868+ #81#102- #108
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In original Jones model settings, the independantiile PPE is supposed to be
the total book value of the gross property, plard aquipment. However, due to the
unique characteristic of the REIT industry, there amany missing values in this
particular account in the Compustat Database,easdime time, in the REIT industry,
real estate properties are actually treated as teng investments which are not
included in the PPE account. In order to captume éffect of depreciation and
amortization, the account of other assets (Comp@arterly data item #43) is used
as a proxy. In quarterly balance sheets, this #&® equals the sum of long term
investments, goodwill, other intangibles, and otloeig term assets. It is believed to

be able to reflect the depreciation and amortinatoREITs.

Moreover, definitions of some variables in the dmuns are different in the
REIT context. For example, according to Compussat imnanuals, the account cost of
goods sold means total operating costs for non-faaturing firms such as REITs.
Therefore, the variable COGS in the above equastarsds for operating expenses of

REITs.

3.2 Measuring Manipulation of FFO

NAREIT published a White Paper in 1991 to give marfal definition to FFO and
has updated the White Paper several times evee.sincts White Paper in 2001,
NAREIT provided best practices disclosure modelsriter to advocate consistency
in reporting. By definition, calculating FFO begingth earnings calculated in
accordance with GAAP. These earnings are then t&djus exclude gains or losses
resulting from the sale of portfolio properties foom debt or financing activities.
Then depreciation and amortization charges aredaddek to the resulting number to

get FFO. However, because REITs have no legal atiig to follow NAREIT
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guidelines, there is still much scope for FFO malapon.

Table 3. 3 Definition of FFO given by NAREIT

Net Income (GAAP)

Gains(Losses) from sales of property
+ Depreciation and amortization
Adjustments for unconsolidated
interests
= Funds From Operations

+

Source: NAREIT, 2007

Although FFO is widely regarded as a better measidrgerformance than
GAAP earnings, there are some concerns about pesexe to manipulation. As
Fields et al. (1998) and Vincent (1999) point &tEQO is a non-GAAP measure whose
calculation and presentation is not subject to istascy rules or outstanding audits.
Additionally, many REITs do not provide sufficiemtformation about how FFO is
calculated. Without legal obligations to follow NAR guidelines, REITs managers
have substantial discretion to decide which itemes iacluded or excluded when
calculating FFO. The fact that FFO is not calcdat®nsistently across REITs is
considered the main reason why it can be maniplil®dMAREIT also states that the
measure of FFO is not a static definition and migh&ange from time to time to
address relevant changes in accounting standaflS, r8les and regulations and

periodic best practices review.

To better reflect cash profitability, many REITs@freport adjusted FFO (AFFO),
cash available for distribution (CAD), or funds dahle for distribution (FAD). None
of these figures is standardized, and many REITis@léhem differently. Report users
need to consider the details each company prowadésjudge by themselves how
closely those details mirror the company's opemnati®ome of the more common
items rolled into AFFO, CAD and FAD include recugi capital expenditures,
straight-line rental income, tenant improvements] éeasing commissions. All of

42



these items are different under accrual accountingdjusted for, they'll decrease

FFO in most cases, but to different extent.

To measure FFO manipulation, the definition ginBnNAREIT is used as a
best practice standard in this study. The diffeeelnetween the FFO actually released
in financial reports and the FFO calculated acewydd the NAREIT definition can
be used as a proxy for the manipulation of FFO (Z806). The difference between
these two figures is caused by certain adjustmeptsto managerial discretion.
Following Gore and Stott (1998), FFO is calculdiedn financial statement variables
in accordance with the NAREIT definitibh The different between this expected
value and the actual value released in financipbnts is termed as the variable

DIF*2DIF is used in the study as a proxy for manipokatf FFO.

To make it comparable to DTA or DWA, the two measurof earnings
management discussed before, DIF is scaled by astdts and market value at the
beginning of the quarter, generating new varialidSA and DIFMV respectively.

These two variables are used to measure FFO matigouin the rest of this thesis.

3.3 Chapter Summary

Chapter 3 mainly discusses how to measure manipalat REITS' financial
results. In the REIT industry, there are two perfance measures both closely
monitored: GAAP earnings and FFO. At the same tilmey provide two channels for

managers to manipulate financial performance.

To manage GAAP earnings, they can make use of efisnary accruals:

1 FFO equals Income before extraordinary items allilto common shareholders (#25) plus Minoritgriests
(#3) plus Depreciation and Amortization of reabéstproperty (#272) minus Gain/Loss from salexaf estate
property (#271)11.

12 1n calculating DIF, both expected FFO and acti@DRre scaled by total assets or market valuetend t
beginning of the quarter. Therefore there are twadesl DIFs in this study, DIFA and DIFMV respective
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discretionary total accruals (DTA) and discretignaorking capital accruals (DWA).
Modified Jones’ model and Teoh’s model are usedagture these two discretionary

accruals.

To manipulate FFO, managers can exercise theirafisn in calculating FFO.
In this study, the difference (DIF) between defikeD and actual FFO is used as a

proxy for FFO manipulatior.

13 n this study, the difference between actual FR® expected FFO is used as a proxy for manipulatid#-O.
This best guess is a practical choice because REifils do not release all the details of FFO calautain their
financial statements. However, it might cause spotential bias. This problem will be discussed étt®n 5.3..
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Chapter 4 Empirical Results

4.1 Data Sour ces and Sample Description

The REITs sample as well as REIT names, exchaokers and business sectors
come from the NAREIT. All mortgage and hybrid REAr dropped from the sample.
To keep the fiscal year matched with the calendar,yREITs whose end month of
the fiscal year is not December are dropped. Exotuthose without qualified data

series results a sample of 140 REITs.

Table 4. 1 Summary of the property sector distribution

Property Sector Numbers Percentage
Industrial/Office 36 25.71%
Office 23
Industrial 6
Mixed 7
Retail 31 22.14%
Shopping Centers 17
Regional Malls 9
Free Standing 5
Residential 26 18.57%
Apartments 21
Manufactured Homes 5
Others 47 33.57%
Diversified 12
Lodging/Resorts 16
Self Storage 5
Health Care 11
Specialty 3
Total 140

Source: NAREIT, 2007

All seasoned equity offerings data are from NAREIhe sample contains 251
SEOs from 90 REITs. The sample period is 2001Qdautdin 2006Q4, a total of 24

consecutive quarters. Quarterly financial redtilare selected from the Compustat

1 In Compustat Database, the quarterly financia #taCash Flow Statement is reported on the Yedate-
pattern. The data are further processed to gatubejuarterly data as needed.
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Database. Dates when REITs first publicly annouhe& quarterly financial results
are obtained from Compustat too. Information alexérnal auditors comes from the
Audit Analytics Database. The institutional investbolding ratios are collected from
Thomson Financial Ownership Database. FFO dataalfctteleased are collected

from 10-Q/10-K reports in SEC’s EDGAR system.

Fig 4. 1 Asummary of SEOs from different sectors

SEOs from different sectors
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Fig 4. 2 Amount of REIT SEOs in the US
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Fig 4. 3 Frequency of REIT SEOs in the US
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One possible concern about this study may be celamtethe sample period it
covers. The SEO frequency discussed above is mezhdiy the number of SEOs
during the sample period of 2001-2006. Equity afigs during a 6-year period may
not fully capture the whole landscape. In factstperiod is an intended choice.
Capital markets in the US experienced significandnges during the period of
1999-2000 when the turmoil in capital markets tredwsly reduced the number of
SEOs over that period. This structural change énvthole market also affects equity
offerings in the REIT industry. As can be seenha figure below, the number of
SEOs in year 2000 is unusually small. This brea&ffarings can serve as a firewall
and help to virtually separate the sample periothfprevious periods. SEO history in

the past will not affect the analysis of SEOs ia tiew current period.

Before 2001, another important event in the REITustry is the REIT
Modernization Act of 1999. Its provisions allow &H to own up to 100% of stock

of a taxable REIT subsidiary that can provide smwito REIT tenants and others. The
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law also changed the minimum distribution requiratfeom 95 percent to 90 percent
of a REIT's taxable income. Taken together, iemsonable to believe that significant
changes have taken place in the REIT industry theeperiod of 1999-2000 and have
probably altered industry fundamentals. This alsiified the choice of starting the

sample period from 2001.

Fig 4. 4 Distribution of SEOs over 1998-2006
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Fig 4. 5: Distribution of DIFA
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Fig4.5 above demonstrates the distribution of DIR8.can be seen in the figure,
most DIFA variables are closely bigger than zers.aAcommon practice in the REIT

industry, REIT managers do not have to calculat® Frictly according to the
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definition given by NAREIT and hence have enougbpscto exert their discretion

during the process.

4.2 Testing Specific Event: Univariate Analysis

This study first analyzes changes in earnings mamagt (DTA, DWA) and
FFO manipulation (DIF) around SEOs. In previouseaegsh about earnings
management around equity offerings (Rangan 1998h B¢ al. 1998b; Shivakumar
2000; Kim and Park 2005), frequent issuers whickiehenore than one public
offerings of seasoned common stock in two yearsustglly excluded from the
analysis. Dechow et al. (1996) state that frequesues will report their financial
results more conservatively in order to createstpe reputation in the market, from

which they can benefit in subsequent offerings.

Due to the high payout requirement (90% of taxaddenings), REITs rely
heavily on external capital to finance their invesnhts and expansions. Therefore, the
frequency for REITs to raise capital in public metrks higher than that in other
industries (Li, et al. 2006). The graph below destmtes the SEO frequency of
REITs in the sample. During the 24 quarters covémetthis study, most REITs have
1-6 times seasoned equity offerings. However, sBEBHSs go to capital market much
more frequently. An extreme example is the REIT ahhhas ten SEOs over the

24-quarter period.
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Fig 4. 6 SEO frequency of US equity REITs
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4.2.1 Earnings Management around SEOs

Hypothesis 1 is to test whether earnings managemastis around SEOs in the
REIT industry. In this analysis, Quarter -1 is defil as the quarter for which the latest
financial reports are available when the equityefig announcement is made. All
other quarters are coded relative to this quaFieancial results reported for Quarter
-1 are most susceptible to earnings managemeistnttural to expect that earnings
management will continue for several quarters bseathis will make the
manipulation smoother and more difficult to detebherefore, the quarters around
offering announcement are most susceptible caraifiat earnings management
(Rangan, 1998). The Wilcoxon signed-rank and tealests are used to decide
whether the manipulation of earnings (through DA &WA) and FFO (through

DIFA and DIFMV) around the event quarter are sigaiftly larger than O.
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Fig 4. 7 Earnings Management in Case 1
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In the figure above is the distribution of manigida for REITs with only one
SEO. Considering the high SEO frequency in the REdilistry, this restricted sample
definitely can not represent the general charasttesi of the whole industry. This is
the extreme case which is even more restrictive that discussed in previous studies
such as Dechow et al. (1996) and Shivakumar (2@0@h focus on general stocks
rather than REITs. In their studies, only frequessuers having two or more public
offerings within two years are excluded. It mea&©OS that have a long interval since
the previous one can still be included in the agialyNext, this restriction will be
relaxed step by step. Namely, REITs with more thae SEO will be added into the

analysis subsequently.

This analysis of earnings management around SEQwited into three cases.
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In Case 1, REITs with only one SEO during the sang@riod are included, that is,
REITs with more than one SEO are dropped. In Casml SEOs that are less than
one year from the previous SEO are dropped fromotiginal sample. Compared
with Case 1, SEOs that are more than one year thi##REIT's previous SEOs are
added into the analysis. This is the situation Kesps comparability with previous
studies on general stocks. In Case 3, all SEOshen sample are taken into
consideration. The distribution of earnings manag@min these three cases is

demonstrated in Fig 4. 7, Fig 4. 8 and Fig 4. 9.

Fig 4. 8 Earnings management in Case 1 and Case 2
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As can be seen in these three figures, the fousuanes of financial manipulation
(DTA, DWA, DIFA and DIFMV) all become higher prido quarter O, indicating that
financial results are boosted higher before SEQpe@ally in quarter -2 and -1.
However, although this trend is relatively cleathese figures, not all measures in the

three cases are statistically significant. To tlst significance of these changes in

52



earning management, the Signrank and T-value éestased to examine whether the

four measures are larger than zero and the remdtissted in Table 4. 2.

All the four measures are not statistically sigrgfit in Case 1. In Case 2,
restrictions are relaxed by adding into analysiOSEt least one year later from
previous ones. In other words, SEOs too closeddMBIT’'s previous equity offerings
are dropped from the analysis. Distribution of @aga management in both Case 1
and 2 is demonstrated in the same graph as shotig ih. 8. Distribution patterns of
earnings management are similar in both cases,yewmanipulation of FFO (DIFA
and DIFMV) are generally higher in Case 2 than as€1, but not for discretionary
accruals measures (DTA and DWA), which reflectgbential impact SEO frequency
has on earnings management practices. In Casee2Sitinrank test shows that
manipulation of FFO are all significantly positiue the five quarters around SEOs,
while T-test indicates that DIF is statisticallysitove in the two quarters immediately
prior to SEOs. These results provide evidencettiee is FFO manipulation around
REIT SEOs. In contrast, the same tests for DTARWHA have only one statistically
significant result and the other p-values are @il{0-15% level. These findings are

supportive to Hypothesis 1 that financial resuitsrmanaged around SEOs.

Case 2 is comparable to previous studies on eamramagement issues because
the same restriction on SEO samples is applieds Tdsult is weaker than that of
general stocks examined by Shivakumar (2000) amty&a(1998). Even though the
same method is used to calculate DTA, the p-vadfi€gnrank tests in Shivakumar’s
study are nearly 0 in all the eight quarters aroaffieling announcement. Moreover,
the median of DTA in the sample is lower and lgssigtically significant. It is the

same when comparing the DWA result with that in ¢#an(1998). Small sample size
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may be one explanation for this difference. Anotpessible explanation is that

discretionary accruals are less obvious in the REdllistry than in other industries.

Testing results of earnings management in REITA(BXTd DWA) are weaker than in

general stocks, however, the results of FFO maaijul (DIF) are significant. The

Signrank test shows that FFO manipulation is ahisicantly positive in the five

quarters around SEOs, indicating that more maniijuman the REIT industry is

achieved by using discretion in calculating FFO.

Table 4. 2 Test results of earnings management

T-Test Signrank Test
3 2 1 0 1 2 3 2 1 0 1 2
DIFA 068 051 028 065 052 090 082 082 092 088 083 083
DIFMV 049 042 024 076 041 0.85 0.83 076 092 088 083 083
Casel 1A 056 032 027 043 011 092 011 073 020 058 025 0.99
DWA 033 038 024 079 023 0091 079 085 027 085 075 0.94
DIFA 059 002 001 070 030 041 002 00l 002 004 003 000
DIFMV 055 0.6 0.02 067 024 041 001 001 002 004 003 0.00
Case2  pra 066 012 015 039 018 023 039 019 016 028 054 0.30
DWA 090 007 011 051 083 043 0.86 024 038 066 091 0.26
DIFA 064 000 000 032 047 004 0.00 000 000 000 000 000
DIFMV 054 0.00 0.02 040 025 0.02 0.00 000 000 000 000 0.0
Case3  pra 073 003 009 016 013 017 022 020 026 028 030 0.23
DWA 091 002 031 068 089 062 067 031 050 041 088 011
Source: Author, 2008
Table 4. 3 Comparison between the results in Case 2 and those in other papers
p-value -3 -2 -1 0 1 2
DTA in this study 0.39 0.19 0.16 0.28 0.54 0.30
DTA in Shivakumar(2000) 0.04 0.00 0.00 0.00 0.00 0.00
DWA in this study 0.86 0.24 0.38 0.66 0.91 0.26
DWA in Rangan(1998) 0.37 0.29 0.15 0.02 0.00 0.29

Source: Author, 2008; Shivakumar (2000) and Rangan (1998)

In Case 3, restrictions are furthered relaxed sb #f SEOs in the sample are
taken in consideration. REITs with more than on©S$#ll also be taken into account
in the analysis. Distribution of earnings managemienCase 1 and Case 3 is
combined in the same graph. The trends in manipaldound in the previous two

cases remain in Case 3. An interesting findindna in Case 3 earnings management
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measured by DTA or DWA remains weakly significantdadoes not change much
from Case 1. In contrast, DIFA and DIFMV are higherCase 3 than in Case 1,
additionally, statistical tests reveal that FFO rpalation (DIF) is significantly

positive in all the five quarters around SEOs. Meer, as shown in Table 4. 2,
p-values in this case are even lower (more sigmficthan those in Case 2. In sum,
results in Case 3 are supportive to previous figslithat there is FFO manipulation
around SEOs. Meanwhile, evidence for earnings nmemagt (DTA and DWA) is

stronger than in Case 2 where only one quartergisifieant. In Case 3, earnings
management measures DTA and DWA are significanblsitye in the two quarters

before SEOs. In a word, evidence of earnings managebecomes clearer when all
SEOs are considered. As such, the hypothesis abantpulation of earnings and

FFO is supported. REITs do manipulate their finah@sults around SEOs.

Fig 4. 9 Earnings Management in Case 1 and Case 3
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4.2.2 Earnings Management and Issuing Frequency

Based on the above analysis of frequent issuerss found that earnings
management in the REIT industry associates witheiipaty offering frequency of
REITs. As demonstrated in the three figures aboempared with Case 1 where only
REITs with one SEO during the sample period aresiciemed, when frequent issuers
are added into the analysis, average DIF becongésehwhile DTA and DWA are
relatively lower. Frequent issuers tend to havehé&igFFO manipulation, while no
clear increase is found in discretionary accrukilgs expected that REITs that issue
equity more often would exert more manipulation BFO instead of using

discretionary accruals to boost reported finanaalilts.

4.2.2.1 Testing Hypothesis 2

To test Hypothesis 2 and further investigate tHatin between manipulation
and issuing frequency, all REITs with SEOs are s#pd into 3 groups according to
their SEO times during the sample period. Namehu@ 1 contains REITs with 1-3
SEOs. Group 2 contains REITs with 4-6 SEOs. REIi& wore than 6 SEOs are
included into Group 3. The relation between marmpoh and SEO frequency is
demonstrated in the figure below. Both mean andiameof earnings management are

provided. Additionally, REITs with no SEOs are atsmsidered in this case.

As shown in the figure below, as offering frequemagreases, manipulation of
FFO increases while discretionary accruals areelgrgn the decline. The four
manipulation measures used in the graph above aamsnof earnings management
over the three quarters (-3 through -1). An ANOWAttis used to compare DIFA,
DIFMV, DTA and DWA among these three different gosu DIFA and DTA among

these three groups are significantly different.
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Fig 4. 10 Earnings Management and SEO Frequency

Manipulation and SEO frequency(MEAN)

0.0025
| N
0.002 (31 DTA
0.0015
DWA
0.001
| DIFA
0. 0005
0 DIFMV
-0. 0005
Manipulation and SEO frequency(MEDIAN)
0.0012 -
0.001 |
0.0008 [ DTA
0.0006 DWA
0.0004
0.0002 B DIFA
0 DIFMV
-0.0002
-0.0004 L
0 1 2 3
Source: Author, 2008
Table 4. 4 ANOVA of different SEO frequency groups
ANOVA DIFA DIFMV DTA DWA
F-value 2.59 1.59 3.76 1.03
p-value 0.08 0.21 0.02 0.36

Source: Author, 2008

Fig 4. 11 SEO frequency and manipulation
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As shown in the figures above, frequent SEO issuersl to have less
management in earnings through discretionary atsramd more manipulation of
FFO through DIF. This is related to the charactiessof accruals and FFO. Accruals
under managers’ discretion are limited becauseaicedccruals will offset across
different accounting periods. This is related te tbversing characteristic of accruals
(Sloan, 1996). For instance, increase in accoucgivables can increase revenue
during the current period but this accrual willdily decrease when the payment is
actually made. Chan et al. (2004) find that earmimgnagement causes the negative
relationship between current accruals and futureiegs. Current accruals will be
reversed with the decrease in future earnings enniéxt one and three years. But
those adjustment accounts used to calculate FF@otilhave these limitations and

give managers more flexibility to exert their destton on the reported figures.

At the same time, accounting practices in accraadsstrictly ruled by GAAP,
which makes it difficult for managers to continulyusoost earnings over a long time.
In contrast, FFO is just an industry-specific measihat NAREIT recommends its
members to use. Although NAREIT has published s¢wthite Papers to clarify and
formalize the calculation method of FFO, theretil esnough scope for manipulation.
FFO is not calculated consistently across REITs iantbt reconciled to net income
by many REITs (Vincent 1999). Without legal obligas to follow NAREIT
guidelines, REITs managers have substantial discrever what adjustment to make
when calculating FFO. In summary, REITs that iSSE® more frequently have more
manipulation of FFO and less earnings managemdmrefore Hypothesis 2 is not
completely supported. This conclusion is achievgddmparing the average level of
manipulation in certain group of REITs. To test the robustness of this analysis,

several other relevant issues are addressed below.
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4.2.3 Robustness Discussions

4.2.3.1 SEO Sequence

For REITs with multiple SEOs, FFO manipulation eer@age is relatively higher
than REITs with only one SEO; meanwhile, averagmiegs management of these
multi-issuers is relatively lower. This conclusias based upon the average

manipulation in different SEO frequency groups s in Fig 4. 10.

To test the robustness of this argument, SEOs frauiti-offering REITs are
divided into different groups. For multi-offeringeRTs, their first SEOs during the
period are included into one group and all the sgbent ones into another. Each of
these two groups is compared with REITs with ormg &EO in the analysis, that is,
Case 1 discussed above. Results indicate thatofbr fiyst and subsequent SEOs of
multi-offering REITS, earnings management is lotvem REITs in Case 1 (with only
one SEO) and FFO manipulation is higfiefThis finding reinforces the conclusion
about the relation between SEO frequency and fiaanesults manipulation.
Frequent issuers are more aggressive in manipgl&#®© than in managing earnings,
which is determined by the characteristic of actimgnaccruals and the regulatory

environment in the REIT industry.

15 As shown in the figure below, DWA for subsequeBO8 is significantly lower compared with other #are
gauges. This is related to the characteristic aking capital which goes up and down more frequethihn other
three indicators. This problem will be further dissed next.
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Fig 4. 12 Sequence of SEOs for multi-issuers
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One question left unanswered is how the manipulatio a specific REIT
changes over time. As shown g 4. 13, for multi-offering REITSs, first SEOs and
subsequent SEOs are compared. Three out of therfeasures of manipulation are
higher for subsequent SEOs than first SEOs evemgth@dNOVA testing results are
not significant. As Dechow et al. (1996) suggesgnagers of firms that require
frequent external financing will report earningsnservatively to create a positive
reputation in the market, from which they can b#naf subsequent offerings.
Multi-offering REIT managers can reasonably antitgpsubsequent SEOs and hence
would choose to be less aggressive in manipuldimancial results before the first

batch of SEOs in order to give some leeway for egbent offerings.

However, the difference in manipulation betweerstfiand subsequent SEOs
from multi-issuing REITs is not statistically sifioant. It means simply separating
SEOs into two groups, as the method used aboveyatagifectively capture possible

changes in manipulation choices. To address thbkl@m, the relation between SEO
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sequence and manipulation of financial resultseagemined. SEOs in the sample are
categorized according to their sequence in therinffehistory of certain REIT. By

doing so, the trend in manipulation as SEO frequemcreases can be demonstrated.

Fig 4. 14 SEO sequence and manipulation
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Fig 4. 15 demonstrates how financial manipulation changemglwith SEO

sequence. To remove possible influence from extreases, REITs that issue SEO
too often are all dropped from the analysis, teaREITs with SEO frequency larger
than 7 are ruled out. As SEO frequency increasef) manipulation (DIFA and
DIFMV) is generally on the rise while earnings mgement (DTA and DWA) is
declining. However, no clear trend in one directiwes been found in the figure,
which means the relation between SEO sequenceraanttial results manipulation is
quite contextual and not conclusive. Results ia #rialysis are supportive to previous
findings when testing Hypothesis 2. As SEO freqyeincreases, REITs are more
likely to manipulate FFO instead of earnings. Toleustness of previous conclusions

is supported.
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4.2.3.2 SEO Interval

Another factor affecting financial results manigida is the interval between
SEOs. As mentioned in the literature, if managens anticipate future SEOs in the
pipeline, they tend to be more conservative inentrmanipulation. One reasonable
hypothesis is that a longer delay from previous SEOuld place less restriction on
REIT managers when manipulating financial resuléezdoise the influence from

previous offerings becomes weaker over time.

The variable used to capture this feature, intengadlefined as the difference in
dates of two adjacent SEOs by the same REIT. leutation, REITs with only one
SEO are excluded. Similarly, for multi-offering RIB]| their first SEOs during the
sample period are no included. The remaining sangpliivided into three groups
according to the length of intervals. SEOs witleimal length of less than one year is
included into Group 1, SEOs with intervals londsrt one year and shorter than two

years fall into Group 2, the rest goes to Group 3.

As shown in the figure below, all the four manigida measures become higher
as the length of intervals increases. The resuldicate that both earnings
management and FFO manipulation are positivelyetated with the length of
intervals between the two SEOs. A longer delay frpravious SEOs can make
managers more aggressive in manipulating finamesults. Shorter intervals would
induce managers to be more conservative. That iesplahy REITs with SEO

intervals larger than 720 days would have so machiegs management.

62



Fig 4. 16 Manipulation and SEO interval
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4.2.4 Regulatory Environment

When examining the financial results manipulatiorthie REIT industry, it is far
from enough to consider only equity offering-rethtéactors, even though these
characteristics are what make REITs different frattmer stocks. As SEO frequency
and sequence issues discussed above can not dsitynow manipulation choices are
affected, several other factors which may havecetie manipulation are discussed in
this section as a supplement to previous discussitm this additional section,

changes in the regulatory environment in the UStalamarkets are considered.

4.2.4.1 The Sarbanes-Oxley Act

The regulatory environment in the US has dramayicdianged during the past
few years. Regulatory requirements in capital nmiarkkave been profoundly
strengthened after a series of financial scandelenterprise America. Scandals in

famous companies such as Enron, Tyco Internatigkdgphia, Peregrine Systems
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and WorldCom cost investors billions of dollars wtie share prices of the affected
companies collapsed, dramatically damaged publiofidence in the nation's
securities markets. In response to these majorocaigp and accounting scandals, the
Sarbanes-Oxley Act (SOX) was enacted on July 30228imed at restoring public
confidence in the nation's capital markets by, agnother things, strengthening
corporate accounting controls, the legislation eebkd standards for all U.S. public
company boards, management, and public accountimg.fAs such, one reasonable
expectation is that internal control and corpogieernance in the REIT industry are
getting stronger and there would be less finarre@sililts manipulation. To verify this
judgment, an additional question to be discussedhsther there is a structural

change in financial manipulation caused by the &a#b-Oxley Act.

The SOX was enacted on July 30, 2002, which camsbkd as a break point. The
whole sample period covered in this study can lpars¢ed into two sub periods:
pre-SOX and past-SOX. Considering possible delayhia effect of this law on
manipulation choices of REIT managers, another fmat chosen to detect possible
structural changes is Jan 1, 2003. Introducingcars® break time point is to test the
robustness of this. Therefore, a total of two soesaare considered and the only
difference between them is the break time pointuedocate the possible structural

change.

The ANOVA test is applied in both scenarios. Eclgaine multivariate analysis
in latter part of this study, a total of three ations are considered. In the first two
situations, manipulation in Q (-1) and Q (-3 thrbugd) is investigated respectively
for REITs that have SEOs during the sample pefodsumably this restricted sample

of REITs with SEOs can not provide an overall pietabout earnings management
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practices in the industry. As discussed before, TREhat issue equity frequently tend
to be more aggressive in performance manipulaiiberefore, the restrictive effect of
the Sarbanes-Oxley Act can somehow be offset byeasing SEOs. To address this
bias, in the third situation, REITs without SEOs added in an attempt to investigate
whether the finding of the first two tests still lti® if restrictions about equity
offerings are removed. The results in the thirdagibn would be more informative

and reasonable.

As the table below shows, the only four significatructural changes detected
are all in FFO manipulation. Manipulation of FFOQn(-1) has significantly changes
since the Sarbanes-Oxley Act took effect. Even waleREITs, with or without SEOs,
are taken into consideration, this result doeschange. Although the Sarbanes-Oxley
Act does not affect the FFO calculation directiyhas brought stricter internal control
and disclosure requirement, which in turn makevéreharder for REIT managers to
manipulate FFO. In contrast, no such significarsngye in structure has been found in
earnings management. It means that the extentroings management in the REIT
industry was already relatively lower than in othedustries even before the
Sarbanes-Oxley Act. This law has not brought actiral change to earnings

management in the REIT industry, which remainsraiatively lower level.

Table 4. 5 Testing for possible structural changes caused by SOX

July 2002 Jan 2003
Q(-1) Q(-3t0-1) Al Q(-1) Q(-3to-1) Al
DIFA 0.0345 0.8988  0.0060 0.0891 0.6390 0.0075
DIFMV 0.0227 0.9566  0.0009 0.0625 0.4692  0.0001
DTA 0.6829 0.1687  0.3477 0.5979 0.1016  0.4768
DWA 0.8799 0.4364  0.6600 0.9132 0.3527 0.4537

Source: Author, 2008

No matter which break point is used in the analysiee result remains

18 This is the first break point of July 30, 2002 ttate when the Sarbanes-Oxley was signed intcteBesak
point 2 is Jan 1, 2003, assuming that there wadagy @f five months before this law started to efimanipulation
decisions.
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unchanged. In both scenarios, the results revesl tthe Sarbanes-Oxley Act has
significantly affected FFO manipulation and no #igant structural change has been
found in earnings management. As shown by previesslts, earnings management
in the REIT industry tends to be less significand @bservable. It is understandable
that stricter internal control measures broughttivy Sarbanes-Oxley Act do not
considerably change manipulation in GAAP earnir@sen the widely recognized
transparency in the industry and strict monitorfrgm regulatory authorities, this
type of manipulation has already been limited evefore the Act came into force. In
contrast, stronger control and monitoring have liess space for managers to exert
their discretion over the calculation of FFO, whishmuch easier to manipulate
before. As a result, there is less FFO manipulaafter the introduction of the
Sarbanes-Oxley Act. In multivariate analysis, fimsling will be further investigated

with other influencing factors being controlled.

4.2.4.2 Accounting Flexibility over Time

A series of financial scandals in enterprise Angegcompted the authority to
further enhance regulatory environment in the U&gWRatory requirements in capital
markets have been profoundly strengthened. Aloisgttend in the whole market, the
regulatory environment in the REIT industry hasrbegensified too. For instance, in
order to help investors better understand and med2EITs performance; NAREIT
has updated its guideline about the definition &0OFand its calculation method
several times ever since 1991. With these develosnet is reasonable to
hypothesize that regulation becomes stricter awe in the REIT industry, as a result,

there would be less accounting flexibility left fmanagers to manipulate.

66



Fig 4. 17 Accounting flexibility over time for REITs
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Following Becker et al. (1998), absolute valuesimdncial results manipulation
(DTA, DWA, DIFA, DIFMV) are used to measure accduogt flexibility. It is
demonstrated in the figure above (Fig 4. 17) hoeoanting flexibility in the REIT

industry changes over the six years covered instiigy.

A clear declining trend can be found in DIFA and=BAV since after 2002 while
no clear trend can be found in earnings manage(desaretionary accruals). This is
consistent with previous findings about the streadtichange in FFO manipulation
caused by the Sarbanes-Oxley Act. As NAREIT publsimore White Papers about
how to calculate FFO, the definition becomes clearal there is less flexibility in
FFO calculation which is up to managerial discretidt the same time, accounting
flexibility in favor of earnings management remalasgely the same and no clear

change in trend is observable.

4.2.5 Test Summary: Univariate Analysis

When examining earnings management around spesiients (SEOs), both

univariate analysis and multivariate analysis anpleyed. Here is a summary of the
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findings so far using the univariate method.

It is found that REITs manipulate earnings and F&Ound SEOSs, but their
earnings management is less obvious than genecsstHypothesis 1 is supported.
REITs that issue SEO more frequently have more podetion in FFO and less
earnings management. Hypothesis 2 is supportecilif earnings management is
considered. Financial results manipulation in tl&#TRNndustry is different from other

industries.

Additionally, the robustness of the analysis abawefurther discussed. As
regulatory environment in the industry and corpsrgbvernment inside REITs get
strengthened, it becomes more and more difficultREIT managers to manipulate
FFO. As a result, FFO manipulation is decreasingr avne. Hypothesis 6 about the

trend in financial results manipulation over tirsgartly supported.

4.3 Testing Specific Event: Multivariate Analysis
4.3.1 Variable Definition

Based on the univariate analysis above, in thi§ f@ur multivariate regressions
are used to examine how earnings management maadtcthe REIT industry are
influenced by SEOs as well as other factors. Végmlised in the analysis include

financial features, governance arrangements, bssitypes and time-related factors.
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Definitions of the variables are given below.

Table 4. 6 Definitions of variables in multivariate regression
Variable Definition

DTA  discretionary total accruals, discretionary acadadm modified Jones model

DWA  discretionary working capital accruals, discretignaccruals from Teoh's model

DIEA difference between the expected and actual FF@adnl total assets at the beginnafg
current quarte
DIEMV difference between the expected and actual FF@ddal market value at the beginning
of current quarte

ROA return on assets, ROA = net income/total assets

CFO  cash flow from operation scaled by total asseteebeginning of current quarter

CFOVOL volatility of CFO measured by standard deviatioerosample period

X_LAG lagged value of any variable

AUDIT dummy variable, equals 1 for big four auditing firland O otherwise

LEV leverage ratio, LEV = total liability/total assets

= In (1+ih). The variable ih is the total holding ratd the three biggest institutior
investor:in the quarte

MB Market to book ratio
wcC Working capital scaled by total assets
|BEI Income before extraordinaryeims scaled by total assets at the beginning afeit

INSTI

EXT  Extraordinary items scaled by total revenue

FCE  Free cash flow scaled by total as
NOOP Non-operation income scaled by total revenue

Q4 dummy variable, equals 1 if current quarter isftheth quarter and 0 otherwise
TIMESEQ time variable, all the 24 quarters from 2001Q1 tigln2006Q4 are coded 1,2,...,24

SIZE size of the firm, SIZE = In (total assets)

SEOAMT value amount of SEO scaled by total assets

Dummy variables for different REIT sectors, sectondl to 5 stand foindustrial/Office

SECTOR Lodging, Residential, Retail and Others respedfivel

Dummy variables for different SEO frequency, seodustands for 1-3 SE) seodum

SEQO {6 4-6 SEOs, seodum 3 for 7-10 SEOs.

YEAR Dummy variables to control for different years.

Dummy variable to control for possible structurbbnges caused by the Sarba@atey

SOX Act (SOX) enacted on July 30, 2002. SOX equalshkfbre this date and 0 otherwise.

Source: Author, 2008
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4.3.2 Model Settings

In Equation (4.1) and Equation (4.2), attentiopasd to manipulation in Quarter
-1. By definition, Quarter -1 is defined as the erafor which the latest financial
reports are available when the equity offering ameement is made, therefore,
financial results reported for Quarter -1 are nsastceptible to earnings management.
In Equation (4.1), the dependent variable DA stdnd®TA and DWA in Quarter -1.
Similarly, DIF stands for DIFA and DIFMV in Quartel in Equation (4.2). The
assumption is that managerial manipulation choiaes affected by fundamental

characteristics of the REIT in current and previquarters.

Meanwhile, it is expected that earnings managemalhtcontinue for several
quarters because that will make the manipulatiomather and more difficult to
detect. Therefore, the quarters around offeringpancement are also very susceptible
candidate for earnings management (Rangan, 199&quation (4.3), DEP on the
left side of the equation represents mean of D®Ibr over the three quarters from
Quarter -3 to Quarter -1. Average earnings manageleeel over these three quarters
should be more informative than that in Quarterbegcause maybe not all the
manipulation is carried out in Quarter -1. Otheddpendent variables are also

averaged over these three quarters respectively.

All the analysis above focuses on equity-offeringI® and their financial
results manipulation. This might cause some biasaoiple selection. To address this
concern, in Equation (4.4), all REITs in the samgoie considered, that is, REITs with
or without SEOs during the sample period are alluded in the analysis. DEP in the

equation stands for all the four measures of firnesults manipulation. This
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equation is used to investigate whether the firglimgthe other three equations are
changed if the sample is enlarged to non-offeribdTR. This analysis can serve as a
robustness test of previous findings about earnmngsagement of REITs with SEOs;
at the same time, it can capture the whole piotfifenancial results manipulation in

the REIT industry by considering many other factaraddition to equity offerings.

The four regression functions used in the anabysadisted below.
Equation (4.1)
DA=a,+a,DEP_LAG+a ,CFO_LAG+a,JBEl _LAG+a LEV _LAG
+a,NOP_LAG +a,EXT _LAG+a,MB _LAG+a,SZE _LAG
+a,INSTI _ LAG + a,,AUDIT +a [ SEOAMT +a,JNTVAL

4 3 5
3 20 31 SOCHON + 31, e
i=1 i=2 i=2

Equation (4.2)

DIF =5, + B,DEP_LAG+ B,ROA_LAG+ B.LEV _LAG+ S FCF _LAG
+B,MB_LAG+ B,SZE _LAG+ S,INSTI _LAG+ B XP _LAG
+BWC _LAG + B, ,SEOAMT + B, INTVAL + 5 AUDIT

4 3 5
+Z Bioi * €O +Zﬂ15+i*seCt0ri +Zﬂl7+i *year, + u
i=1 i=2 i=2

Equation (4.3)
DEP =y, + ,SEOAMT + y,SZE + y INSTI

+y,MB+ y,LEV +y,CFO+ y.CFOVOL + y,AUDIT

4 3 5
+Z Vo ¥ S€O +Zy11+i*seCtori +Zy13+i *year, +v

i=1 i=2 i=2

Equation (4.4)
DEP =g +@DEP_LAG+@CFO _LAG + ¢CFOVOL + ¢, ROA _LAG

+@LEV _LAG+@MB _LAG + @S ZE + @INSTI + @AUDIT + ¢, TIMESEQ

4 3 5
+@,Q4+ z@lﬂ *seo + 24014“ *sector; +z¢16i *year, + w
i=1 i=2 i=2
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4.3.3 Main Findings

4.3.3.1 Manipulation in Quarter -1

Equation (4.1) and Equation (4.2) mainly focus @mneigs management in
Quarter -1. The results provided in Table 4. 7 uigtoTable 4. 10 reveal that there are
significant differences between discretionary aalswand FFO manipulation. These
two tools of manipulation have different charagies and should be discussed

separately.

Earnings management (DTA, DWA) is negatively redate their lagged values,
that is, there is a mean-reversion trend in digmmaty accruals. This result is
consistent with Sloan (1996). In contrast, DIF asipvely associated with its lagged
value and there is no mean-reversion trend in Fl@ipalation. This is probably the
reason why earnings can not be consistently maatigailhigher over a long period.

However, manipulation of FFO is not subject to stedtriction.

Another finding is that discretionary accruals (D&) negatively associated
with external audit quality, indicating that morerginy helps reduce earnings
management. Hypothesis 4 about external auditolitgqus supported. Higher
external auditor quality is associated with lessrniegs manipulation, but
auditing-related factors have no direct effect dAROFmanipulation. As for the
expected negative effect of institutional holdirggs earnings management, no clear
evidence has been found in either DA or DIF. Hypsett 5 about governance is not
supported in this case. The negative relation b&tw®EO frequency and earnings
management is nearly not significant. Some of thefficients are only statistically

significant at a 10% level. Therefore, Hypothesigtibut SEO frequency is only
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weakly supported in these two regressions.

In addition, most of the coefficients of SOX areakdy significant, indicating
the possible structural change caused by the Sesb@rley Act is not clear if only
equity-issuing REITs are considered. Conclusionmfthe restricted sample can not
provide an overall picture about earnings managérpeactices in the industry. As
discussed before, REITs that issue equity frequdetid to be more aggressive in
performance manipulation. The restrictive effect tbk Sarbanes-Oxley Act is
somehow offset by increasing SEOs. Further invastg will be done in Equation
(4.4), where REITs with or without SEOs are all gidered and the results would be

more informative and reasonable.

Year dummy variables are most significant in Equraté.1) but not in Equation
(4.2), which means that the level of FFO manipalain Quarter -1 does not change
much from its level in Year 2001. In contrast, @gs management is generally lower
than in 2001. It is found that earnings managenmeREITs is mainly associated with
manipulation in previous periods and auditing fextélowever, manipulation of FFO
is positively correlated to free cash flow and wogkcapital in the past quarter. If the
financial health of a REIT in terms of operatingltdlow gets worse, managers will
be under more pressure and hence have strongemtires to manipulate FFO.

Deterioration in cash flows is one feature of polgsmanipulation of financial results.

To sum up the findings in Equation (4.1) and (4REITs with high external
auditor quality and frequent SEO issuing have é&s8ings management. In contrast,
REITs with deteriorating cash flow and frequent SE&Ye more FFO manipulation.
The effect of the Sarbanes-Oxley Act is not obvidumly equity-issuing REITs are

considered.
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Table 4. 7 Regression results of earnings management (DTA) in Quarter -1

1 2 3 4 5 6 7 8
DTA_LAG 01924 -0.2175 -0.1691 -0.1675 -0.13  -0.1154 -0.1806 -0.2087
(2.48)*  (3.13)"*  (2.20)* (2.20)*  (1.90)*  (1.85)*  (2.55)*  (2.86)%**
CFO_LAG 0.1077 0.0802  0.087 0.0626 0.1086 0.1144 0.0865  0.064
-1.58 -1.24 -1.28 -0.93 -1.62  (1.82*  -1.33 -0.97
IBEI_LAG -0.0034 -0.0408 -0.0684 -0.0182 -0.0506 0.0067  0.0597  0.0014
-0.03 -0.39 -0.61 -0.16 -0.46 -0.06 -0.57 -0.01
LEV_LAG -0.0054 -0.004 -0.0086 -0.0076 -0.0068 -0.004 -0.0019  -0.0049
1.2 -1 (2.07)*  (1.86)*  (1.69)*  -1.02 -0.48 1.2
NOOP_LAG  0.0049 0.0064 0.0062 0.0065 0.0085 0.0082 0.0075  0.0077
-0.62 -0.87 -0.78 -0.83 -0.99 -1.05 -1 -1.02
EXT_LAG -0.0037 -0.0084 -0.0061 -0.0041 -0.0053 -0.0072 -0.0045 -0.006
-0.73 -1.64 -1.2 -0.81 -0.99 -1.47 -0.96 -1.22
MB_LAB -0.0003 0.0017 0.0025 0.0013 0.0035 0.0032 0.0024  0.0008
-0.11 -0.72 -1.01 -0.57 -1.43 -1.35 -1.07 -0.32
SIZE_LAG  -0.0007 0 -0.0003 -0.0005 -0.0001 -0.0001 -0.0005 -0.0002
-1.21 -0.01 -0.51 -1.03 -0.12 -0.11 -0.84 -0.46
INSTI_LAG  0.0041 0.0067 0.0013 0.0071 0.0038 0.0061 0.0086  0.0102
-0.57 -0.97 -0.18 -1.03 -0.48 -0.85 -1.29 -1.53
AUDIT -0.0049 -0.0031 -0.0043 -0.0049 -0.0035 -0.0032 -0.0034 -0.0031
(2.24y*  -158  (1.88)* (2.29)*  -1.44 152 (1.66)*  -1.49
SEOAMT -0.0014 -0.0039 -0.0045 -0.0016 -0.0016 -0.004 -0.0035 -0.0026
-0.23 -0.66 -0.72 -0.26 -0.23 -0.62 -0.56 -0.42
INTERVAL 0 0 0 0 0 0 0 0
-0.36 -0.59 -0.35 -0.21 -0.23 -0.16 -0.19 -0.26
Industrial/Office  -0.001 0 0.0003  -0.0009 -0.001
-0.78 -0.03 -0.26 -0.73 -0.78
Lodging -0.0031 -0.0023 -0.0018 -0.0034 -0.0036
(2.09*  -1.63 113 (2.30)* (2.55)*
Residential  -0.0025 -0.0012 -0.0007 -0.0021 -0.0018
-1.39 -0.72 -0.39 -1.17 -1.03
Retail 0.0003 0.0012  0.002 -0.0002 -0.0003
-0.26 -0.85 -1.37 -0.17 -0.19
SOX -0.0026
(L77)
4-6 SEOs -0.0017 -0.0019 -0.0014 -0.0018
(L76)*  (L77)* -1.23  (L.78)
>6 SEOs -0.0016  -0.0026 -0.0015  -0.0015
111 (L.74)¢ -0.96 -1.02
Year 2002 -0.0078 -0.0079 -0.0079 -0.0078
(3.49)** (3.25)**  (3.31)*  (3.27)
Year 2003 -0.0051 -0.0059 -0.0054 -0.0053
(2.18)* (2.38)*  (2.23)*  (2.12)*
Year 2004 -0.0053 -0.0056 -0.0046  -0.0048
(2.30)* (2.33*  (L.95)*  (2.01)*
Year 2005 -0.0034 -0.0048  -0.0042  -0.0039
-1.37 (1.90)*  (L.70)*  -154
Year 2006 -0.0042 -0.0055 -0.0047 -0.0043
(1.69)* (.18  (1.92*  (L67)*
Constant 0.0078 0.0049 0.0044 0.0061 -0.0005 0.0032 0.0038  0.0073
-1.54 -1 -0.89 -1.25 -0.1 -0.64 -0.79 -1.44
Observations 149 146 149 150 150 150 148 149
R-squared 0.27 0.37 0.27 0.23 0.17 0.28 0.28 0.32

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008
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Table 4. 8 Regression results of earnings management (DWA) in Quarter -1
1 2 3 4 5 6 7 8

DWA_LAG -0.2591 -0.2506 -0.2678 -0.2579 -0.248 -0.2467 -0.2551 -0.2412
(3.85)*  (3.94)* (3.89)* (3.80)* (3.49)* (3.95)* (3.82)* (3.85)**
* * * * * * * *

CFO_LAG 0.0585 0013 00294 00392 00207 0.0106 00164 0.0295
0.9 0.2 -0.44 0.6 0.3 0.17 0.25 0.47
IBE|_LAG 0.0024 00173 -0.0295 -0.0369 -0.0549 0.0189 0.0035 0.0031
-0.02 -0.16 -0.25 -0.32 05 -0.19 -0.03 -0.03
LEV_LAG ~0.0065 -0.0054 -0.0087 -0.0087 -0.0087 -0.0061 -0.0056 -0.0045
-1.48 2126 (2000 (2.04)*  (2.22)%*  -157 1.34 -1.07
NOOP_LAG 0.0013  0.0057 00025 0.0024 0.0047 0.006 00057 0.0056
-0.16 0.76 -0.32 -0.31 057 -0.81 0.73 0.77
EXT_LAG 0.002  0.0006 0.0007 0.0015 00012 -0.0002 0.0006 0.0013
0.4 -0.12 -0.13 0.3 -0.25 -0.04 -0.12 -0.28
MB_LAB 0.0007  0.003 00019 00012 0.0017 0.0024 00015 0.0022
-0.29 121 -0.78 05 0.7 -1.04 0.67 -0.95
SIZE_LAG -0.0004  0.0001 0 -0.0001 0 0.0001  0.0002  -0.0001
-0.67 0.21 -0.02 0.27 -0.02 0.22 0.41 013
INSTI_LAG -0.0005 0.005  -0.002 00015 00017 0.006  0.0068  0.005
-0.07 0.7 -0.26 -0.21 -0.22 -0.88 -0.95 -0.75
AUDIT -0.0054 -0.0037 -0.0054 -0.0053 -0.0049 -0.0035 -0.0033 -0.0039
*% *% *%
288 (5 ggyes  @BL™ O RINT 5 ague 200y (172 (2.16)
SEOAMT 20004 -0.0052 -0.0045 -0.0032 0.0003 -0.0042 -0.0003 -0.0036
-0.49 -0.64 -0.54 -0.38 -0.03 -0.53 -0.04 -0.44
INTERVAL 0 0 0 0 0 0 0 0
-0.16 -0.34 -0.47 -0.68 -0.24 -0.32 -0.79 0.27
L”dus”'a'/ Offic 0004 00005 00006 0.0002 0.0002
-0.29 -0.39 -0.46 -0.19 017
Lodging 0.001 00014 00014  0.0009 0.0011
-0.67 -0.99 -0.93 -0.62 -0.79
Residential -0.0004  0.0001 0 ~0.0004 ~0.0004
-0.22 -0.04 -0.02 -0.24 -0.27
Retalil 0.0014 00008 00015  0.0011 0.0004
11 -0.56 -1.07 -0.82 -0.33
SOX -0.0025
(1.74)*
4-6 SEOs 20.0005 -0.0011 0.0002  -0.0003
-0.55 -1.05 -0.15 -0.28
>6 SEOs 20.0011 -0.0016 -0.0001  -0.0008
0.77 -1.05 0.1 057
Year 2002 -0.0101 -0.0102 -0.0099  -0.008
(3.91)* (4.01)*  (3.60)* (3.45)*
* * * *
Year 2003 -0.007 0.0072 -0.0069 -0.0046
*%
(2.60)* @78  oarp  (1.96)
Year 2004 -0.0079 20.008 -0.0075 -0.0054
*% *% *%
(2.89) BO4™ @7 ) oon
Year 2005 -0.0067 -0.0068 -0.0052 -0.0042
(2.39)* (2.50)* (183  (L72)*
Year 2006 -0.0081 -0.0081 -0.0076  -0.0055
*% *% *%
(2:82) (298) (2677 (5 5y
Constant 0.0049 00054 00031 0.0037 0003 00068 00058 0.0044
1 -1.08 -0.62 -0.75 -0.61 -1.45 113 -0.88
Observations 154 152 154 154 154 152 153 153
R-squared 0.29 0.35 0.28 0.28 0.23 0.35 0.32 0.33
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Absolute value of t statistics in parentheses
* significant at 10%; ** significant at 5%; *** significant at 1%
Source: Author, 2008

Table 4. 9 Regression results of FFO manipulation (DIFA) in Quarter -1
1 2 3 4 5 6 7 8

DIFA_LAG 04316 02624 03088 0.4211 0.4207 0.2906 0.4465  0.4441
(8.00)* (4.81)* (5.87)* (7.57)* (7.18)* (5.77)* (8.00)* (8.02)*
* * * * * * * *

ROA_LAG -0.0212 -0.0124 -0.0156 -0.0255 -0.0232 -0.0056 -0.0156 -0.0233

-1.3 -0.66 -0.86 -1.53 -1.37 -0.33 -0.89 -1.39
LEV_LAG -0.0014 -0.0005 -0.0009 -0.0016 -0.0008 0 -0.0005 -0.0013
(1.75*  -0.55 -1.02 (194  -1.07 0 -0.72 -1.55

FCF_LAG 0.0027  0.0019 0.0024 0.0025  0.0022 0.002 0.0018  0.0024

(34;8)** (2 14)** (28*3)** (3 ];9)** (28*1)** (250)** (242)** (30*5)**
MB_LAG 0.0003  0.0005 00001 0.0005 0.0003 0.0001 0.0005 0.0005
-0.69 0.92 -0.15 -1.08 0.67 0.27 -0.98 -1.08
SIZE_LAG 0.0002 -0.0001 0.0001 0.0002 0.0002 0.0001 0.0002  0.0002
(178  -0.47 -1.16 1.4 -1.38 -0.69 -1.44 -1.42
INSTI_ LAG _ -0.0012 0.0033 0.0009 0.0005 -0.0001 0.000L -0.0012 -0.0004
0.84  (1.91)*  -0.52 -0.33 -0.06 -0.08 0.8 -0.28
XP_LAG 0 0.0001 -0.0001 -0.0001 -0.0001 -0.0001 -0.0001  0.0001
-0.03 0.14 -0.09 -0.15 -0.15 -0.15 0.1 -0.15
WC_LAG 0.005 00058 0.0053 0.0054 0.0047 00044 0.0048  0.0049
(06" (312)% 285"  (BINT (269" e g (2997
SEOAMT 0.0011 00012 00009 0001 0001 00013 0.0008 0.0009
-0.81 0.73 0.6 -0.75 -0.66 -0.83 -0.56 -0.61
INTERVAL 0 0 0 0 0 0 0 0
055  (L.70)*  -1.59 -0.97 13 1.44 -1.08 0.91
AUDIT 0.0006  0.0004 0.0006 0.0005 0.0005 0.0003 0.0004  0.0005
-1.51 -0.99 -1.29 1.4 -1.14 -0.85 -0.97 -1.32
'”dus”éa”omc -0.0001 -0.0001 -0.0002 -0.0001 -0.0002
-0.53 0.27 -0.52 -0.28 0.67
Lodging -0.0003 -0.0001 -0.0003 -0.0003 -0.0003
-1.07 0.27 -0.97 -0.94 -1.02
Residential _ 0.0007 _ 0.0005  0.0005  0.0005 0.0006
(L99y*  -1.07 -1.07 -1.29 -1.58
Retalil 0 20.0003 -0.0003 0 0
0.17 0.75 -0.75 -0.08 0.12
SOX ~0.0006
(2.01)**
4-6 SEOs 0.0003 0 ~0.0001 0
-1.34 -0.06 -0.48 -0.06
>6 SEOs 0.0009  0.0005 0.0003  0.0004
(2.48)  -1.45 111 1.32
Year 2002 0.0003 0.0002  -0.0002 -0.0003
0.37 03 -0.35 -0.46
Year 2003 0.0009 0.0012  0.0007  0.0006
-1.24 (169  -1.25 -1.05
Year 2004 0.0006 0.0007  0.0004  0.0003
0.77 -1.04 -0.66 -0.54
Year 2005 -0.0001 0.0003  0.0001 _ 0.0001
-0.15 -0.45 0.22 -0.18
Year 2006 0.0003 0.0007  0.0002  0.0002
-0.37 1 -0.42 -0.26
Constant -0.0009 -0.0011 -0.0008 -0.001 -0.0012 -0.0017 -0.0017 -0.0013
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-0.85 -0.85 -0.74 -0.95 -1.17 -1.47 -1.55 -1.17
Observations 147 149 149 147 148 146 147 148
R-squared 0.47 0.37 0.35 0.41 0.39 0.38 0.44 0.47

Absolute value of t statistics in parentheses
* significant at 10%; ** significant at 5%; *** significant at 1%
Source: Author, 2008
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Table 4. 10 Regression

results of FFO manipulation (DIFMV) in Quarter -1

1 2 3 4 5 6 7 8
DIFMV_LAG 0.2676 0.2354 0.231 0.2349 0.2307 0.2532 0.2314 0.2239
(5.07)** (3.91)%** (4.12)%* (8.49)%* (4.45)** (4.10)*** (4.31)%* (4.16)**
ROA_LAG 0.0141 0.001 -0.0091  0.0034 0 0.0076 0.0051 0.0013
-0.39 -0.03 -0.25 -0.09 0 -0.2 -0.13 -0.03
LEV_LAG 0.001 0.001 0.0006 0.0006 0.0007 0.0011 0.0005 0.0004
-0.51 -0.49 -0.33 -0.29 -0.44 -0.57 -0.3 -0.19
FCF_LAG 0.005 0.0057 0.0045 0.0047 0.0047 0.0061 0.0046 0.0049
(2.89)%*  (3.03)*  (2B6L** (261  (2.83)  (3.37)%* (.51 (.53
MB_LAG -0.0012  -0.0009  -0.0009 -0.001 -0.0011  -0.0012  -0.0007  -0.0005
-1.14 -0.77 -0.88 -0.92 11 -1.11 -0.6 -0.42
SIZE_LAG 0.0002 0 0.0001 0.0003 0.0002 0 0.0001 0.0001
-0.95 0 -0.59 -1 -0.85 -0.08 -0.5 -0.44
INSTI_LAG -0.0007  0.0046 0.0028 0.0008 0.0018 0.0038 0.0001 0.0012
-0.23 -1.31 -0.83 -0.27 -0.54 -1.08 -0.04 -0.36
XP_LAG -0.0007  0.0002 0 -0.0007  -0.0006  -0.0007  -0.0011 -0.001
-0.43 -0.11 -0.03 -0.46 -0.42 -0.44 -0.71 -0.6
WC_LAG 0.0098 0.014 0.0122 0.0099 0.0102 0.0113 0.01 0.0094
(2.69)%*  (3.69)*  (3.3B)%  (2.60)%* (.73 (97) (.22 (.41
SEOAMT 0.0032 0.0044 0.0038 0.0029 0.0035 0.0033 0.0022 0.0024
-1.05 -1.32 -1.28 -0.95 -1.13 -0.97 -0.67 -0.73
INTERVAL 0 0 0 0 0 0 0 0
-1.47 .67y (.36 (1.82)*  (L98y* (243  (L98*  (2.11)*
AUDIT 0.0006 0.0009 0.0009 0.0004 0.0005 0.0005 0.0001 0.0002
-0.75 -0.95 -1.03 -0.5 -0.6 -0.56 -0.15 -0.17
Industrial/Office  -0.0005  -0.0011 -0.001 -0.0005 -0.0004
-0.89 (1.72)* (1.68)* -0.77 -0.68
Lodging -0.0001  -0.0002  -0.0004 0 0.0002
-0.08 -0.25 -0.59 -0.07 -0.22
Residential 0.0004  -0.0001  -0.0003  0.0003 0.0002
-0.44 -0.07 -0.33 -0.37 -0.27
Retail 0.0001  -0.0011  -0.0009 0 0
-0.22 -1.59 -1.33 -0.06 -0.07
SOX -0.0014
(1.92)*
4-6 SEOs 0.0003 0.0001 0.0002 0.0004
-0.63 -0.17 -0.43 -0.86
>6 SEOs 0.0018 0.0012 0.0008 0.0015
(251)*  (1.69)* -1.29 (2.27)*
Year 2002 -0.0001 0.0001 0.0007 0.0006
-0.08 -0.05 -0.51 -0.45
Year 2003 0.0016 0.002 0.0013 0.0012
-1.16 -1.43 -0.97 -0.86
Year 2004 0.0007 0.0013 0.001 0.0009
-0.51 -0.97 -0.77 -0.65
Year 2005 -0.0001 0.0002  -0.0001  -0.0003
-0.06 -0.18 -0.08 -0.22
Year 2006 0.0002 0.001 0.0007 0.0004
-0.16 -0.73 -0.49 -0.3
Constant -0.0012  -0.0014  -0.0009  -0.0015  -0.0018 -0.002 -0.0017  -0.0017
-0.52 -0.54 -0.43 -0.67 -0.81 -0.76 -0.66 -0.65
Observations 150 151 149 152 152 152 151 152
R-squared 0.3 0.38 0.28 0.25 0.25 0.34 0.27 0.27

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008
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4.3.3.2 Manipulation over the Three Quarters

Although financial results reported for Quarteraré most susceptible to earnings management,
other adjacent quarters are also very susceptddause earnings management naturally continues
for several quarters to make the manipulation sheyadnd more difficult to detect. Combined with
the findings in the univariate analysis, the thgearters before offering announcement are chosen

to detect potential earnings management.

Equation (4.3) is used to address this problemré&sgon results of manipulation in the three
quarters (Quarter -3 through Quarter -1) before SE@s illustrated in Table 4. 11 and Table 4. 12,
show that as SEO frequency increases, FFO manipuliaton the rise while earnings management
decreases. This supports the findings in testingadthesis 2. As SEO frequency increases, the
focus of manipulation is shifted from earnings #CF This finding is supportive to the notion that

earnings management is more strictly monitored #@&0 manipulation.

Additionally, manipulation of earnings is negativehffected by the ability of REITs to
generate cash flow while positively associated i volatility of cash flow from operation. The
association between DIF and cash flow volatilitiaigely not significant. As mentioned, low levels
of cash flow level as well as volatile cash flows &troduced to proxy for financial constraints.
These findings support Hypothesis 3 which states fihancially constrained REITs are likely to
manage earnings. Constrained cash flow forces neamdg be more aggressive in manipulation.

The effect of the Sarbanes-Oxley Act is not obvious

17 Dependent variable is average manipulation dufieghree quarters prior to SEO quarter, that isr€@r -3 through Quarter -1.
Other variables such as MB, ROA, CFO, and LEV araadtaged over these three quarters.
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Table 4. 11 Regression results

of manipulation in Quarter -3 to -1 (Panel A: earnings)

DTA DWA
1 2 3 4 5 1 2 3 4 5
SEOAMT -0.0014 -0.0018 -0.0018 -0.0007  -0.001 -0.0018  -0.0015 -0.0024  -0.0018  -0.001
-0.57 -0.69 -0.7 -0.29 -0.38 -0.87 -0.67 -1.11 -0.87 -0.46
SIZE -0.0001 0 0.0001 0 -0.0001 0.0001  0.0002  0.0002  0.0001  0.0001
-0.61 -0.08 -0.34 -0.08 -0.48 077 1.2 -1.23 -0.81 -0.61
INSTI 0.0011 -0.0011 -0.0007 0.0029  0.0021 0.0004  0.0008 -0.0009  0.0003  0.0022
-0.38 -0.38 -0.26 -1.06 -0.72 -0.18 -0.31 -0.37 -0.15 -0.95
AUDIT -0.0006 -0.0003 -0.0004 -0.0001  -0.0006 -0.0003  -0.0007 -0.0004  -0.0005  -0.0002
-0.75 -0.42 -0.47 -0.13 -0.69 -0.45 -1.14 -0.56 -0.7 -0.23
MB -0.0007 -0.0002  0.0001  -0.0004  -0.0007 0.0008  0.0019  0.0012  0.0012  0.0016
0.8 -0.18 -0.15 -0.45 -0.67 2101 (241  -1.63 -1.61 (2.18)*
ROA 0.0283  0.0272  0.0224  0.0265  0.0306 0.0641  0.064  0.0606  0.0628  0.0656
-1.18 -1.09 -0.92 -1.08 -1.22 (3.08)*  (3.07)* (2.92)**  (3.06)**  (3.18)**
LEV -0.0034 -0.0038  -0.0041 -0.0046  -0.0039 -0.0021  -0.0017 -0.0027  -0.0029  -0.0016
(A1) (2.27)% (2.3  (2.89)%*  (2.33)* -1.55 123 (199 (2.11)* -1.19
CFO 0277  -0.2922 -0.2981 -0.3007 -0.2881 -0.2902 -0.3096 -0.3063  -0.3104  -0.3063
(7.40)%*  (7.09)* (7.87)"** (7.97)%** (7.08)** (9.38)*  (9.63)* (9.82)*** (10.20)** (9.89)***
CFOVOL 0.1536  0.1508  0.144  0.1385  0.1463 0.1742  0.1603  0.175 0.1771  0.1653
(3.83)%*  (3.70)* (3.57)** (3.38)**  (3.56)* (5.O1L)*  (5.62)** (5.00)** (5.17)***  (5.80)%*
Industrial/Office  -0.0015  -0.0013  -0.0014 -0.0016  -0.0014 -0.0007 -0.0006 -0.0007  -0.0008  -0.0007
(2.83)%  (236)**  (2.55)*  (2.95)%%  (2.72)%* -1.59 -1.32 -1.43 (1.72)* -1.58
Lodging -0.0041 -0.0039 -0.0038 -0.0041 -0.0042 -0.0001  0.0004  0.0002  -0.0001  0.0001
(6.53)* (5.88)* (5.80)"** (6.39)**  (6.42)** -0.15 -0.71 -0.27 -0.2 -0.26
Residential -0.003  -0.0026 -0.0027 -0.0028  -0.003 -0.001  -0.001  -0.0008  -0.001  -0.0012
(4.65)*  (3.93)* (4.02)** (4.38)** (4.52)%** (176 (177 -1.44 L77F  (2.22)*
Retalil 0.0005  0.0006  0.0004 0 0.0004 0.0002  0.0002  0.0003  0.0002 0
-0.86 -1.03 -0.73 -0.09 -0.7 -0.53 -0.33 -0.58 -0.51 -0.01
SOX -0.0012 ~0.0006
(2.10)* -1.3
4-6 SEOs -0.0005  -0.0004 -0.0005  -0.0006
-1.12 -1.05 -15 (1.69)*
>6 SEOs -0.0011  -0.0012 -0.0006  -0.0006
(1.90)*  (1.95)* -1.16 -1.17
Year 2002 0 -0.0004 -0.0006 -0.0007
-0.06 -0.46 -0.78 -0.94
Year 2003 0.001 0.0011 0.0006 0.0005
-1.21 -1.42 -0.83 -0.66
Year 2004 0.0004 0.0006 -0.0003 -0.0004
-0.48 -0.79 -0.48 -0.61
Year 2005 0 0.0001 -0.0004 -0.0006
-0.01 -0.12 -0.61 -0.87
Year 2006 0.0011 0.0011 -0.0007 -0.0008
-1.15 -1.17 -0.92 -1.05
Constant 0.0088  0.0074  0.0074  0.008 0.008 0.003 00015 0.0028  0.0032  0.0022
(4.12)%*  (3.23)*  (3.43)"** (3.68)**  (3.49)* (1.73)* 0.8 -1.61 (1.84)* -1.17
Observations 223 225 225 225 224 234 236 233 233 235
R-squared 0.42 0.42 0.4 0.39 0.42 0.38 0.41 0.4 0.4 0.41

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008
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Table 4. 12 Regression results of manipulation in Quarter -3 to -1 (Panel B: FFO)

DIFA DIFMV
1 2 3 4 5 1 2 3 4 5
SEOAMT 0.0019 0.0021  0.0022  0.0018  0.001 0.0024 0.0033  0.0037 0.0024  0.0038
-1.44 (185  (1.79  -1.38  (1.68) -0.93 -1.38 -1.46 -0.93 -1.53
SIZE 0.0002 0 0.0001  0.0002 0 0.0003 0.0001  0.0002 0.0003  0.0003
-1.39 -0.13 -0.98 -1.59 05 -1.54 -0.59 -1.09 -1.55 -1.38
INSTI 0.0002  0.0027  0.0023 0 0.0007 0.0019 0.0043  0.0054 0.0019  0.0017
0.1 (187  -151 -0.01 -0.51 -0.66 155 (187  -0.67 -0.61
AUDIT 0.0004 0.0007  0.0005 0.0004  0.0005 0.0009 0.0013  0.0011  0.0009  0.0009
-1.05 (195  -1.42 -1.01 -1.36 121 (197 -1.58 121 -1.21
MB -0.0003 -0.0005 -0.001  -0.0003  0.0001 -0.001  -0.0018 -0.0024  -0.001  -0.0006
-0.7 097 (202  -0.74 -0.32 2112 (L9 (259  -1.14 -0.63
ROA 0.018  0.0247 00195 0.0199  0.0192 0.0368 0.0395 0.0389 0.0368  0.069
129 (204  -1.48 121 -1.58 143 (1.68)*  -1.55 144 (3.06)
LEV 0.0013 0.0013  0.0016 0.0013  0.0012 0.0022  0.0023  0.0031  0.0022  0.0021
144 (L74)¢ (197  -1.48 -1.59 -1.28 145  (1.90) -1.3 -1.29
CFO 0.0183 0.0055  0.0285 0.0195 -0.0008 0.0579 0.0451  0.071  0.0578  0.0017
-0.93 0.3 -1.53 -1.02 -0.05 -1.58 127 (200  -1.62 -0.05
CFOVOL -0.0193 -0.0199  -0.022 -0.0175 -0.0175 -0.0609 -0.0417 -0.0653 -0.061  -0.0229
-0.89 -1.06 -1.08 -0.83 -0.97 -15 115 (1.67*  -151 -0.6
Industrial/Office 0 0 -0.0002 0 0.0002 -0.0001 -0.0004 -0.0006 -0.0001 -0.0001
-0.14 -0.12 -0.83 -0.07 0.7 -0.15 -0.85 -0.99 -0.16 -0.22
Lodging 0.0004 0.0004  0.0002 0.0004  0.0006 0.0006 0.0004  0.0002 0.0006  0.0008
121 -1.25 -0.45 126 (L.97)* -0.93 -0.59 -0.25 -0.93 -1.28
Residential 0.0006 0.0006  0.0001  0.0004  0.0009 0.001  0.0004 00003 0001  0.001
-1.65 (193  -0.25 122 (2.94) -1.42 -0.68 -0.46 -1.42 -1.56
Retail -0.0001 -0.0006 -0.0007 -0.0002  -0.0001 -0.0007 -0.0018 -0.0015 -0.0007  -0.001
046 (2100  (2.28)*  -0.73 -0.41 2117 (3.27)%* (258  -1.22  (1.88)
SOX -0.0002 0
-0.54 -0.02
4-6 SEOs 0.0002  0.0003 0.0001  0.0004
-0.89 -1.38 -0.15 -1.05
>6 SEOs 0.0013  0.0014 0.0023  0.0024
(428 (4.26) (3.94)*+  (3.89)*
Year 2002 -0.0005 -0.0005 -0.0009 -0.0008
-1.16 -1.3 -1.09 -0.9
Year 2003 0.0003 0.0001 0.0001 0.0001
-0.67 -0.26 -0.14 -0.16
Year 2004 -0.0001 -0.0002 -0.0006 -0.0008
-0.27 -0.54 -0.73 -0.99
Year 2005 -0.0008 -0.0009 -0.0014 -0.0018
(1.80)* (2.04)* (1.74)* (2.18)*
Year 2006 0 -0.0001 -0.0002 -0.0006
-0.01 -0.22 -0.28 -0.67
Constant -0.0017 -0.0008 -0.0014 -0.0019  -0.001 -0.0032 -0.0006 -0.0023 -0.0032  -0.0022
-1.55 -0.83 -1.3 w72+  -1.07 -1.54 0.3 -1.11 -1.55 -1.08
Observations 238 234 237 235 235 238 235 237 238 237
R-squared 0.06 0.24 0.13 0.06 0.16 0.09 0.21 0.14 0.09 0.16

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008
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4.3.3.3 Manipulation in the REIT Industry

In Equation (4.4), REITs without SEOs during theige: are also added into the analysis. As
can be seen in Table 4.13 and Table 4.14, restiltisecfirst three equations are supported here:
there is a mean-reversion trend in earnings manageut not in FFO manipulation; earnings
management is negatively associated with audititgu#ie relation between FFO manipulation and
audit quality is weak and not significant; highdeCs frequency is associated with less earnings

management and more FFO manipulation.

Additionally, DWA and DIF are both positively cetated with gearing ratio, indicating
financially constrained REITs are more susceptiblearnings management. Earnings management
is negatively affected by REIT’s leverage ratio #mel ability to generate cash flow while positively
associated with the volatility of cash flow fromesption. Hypothesis 3 about the relation between
financial constraints and manipulation is suppartddancially constrained REITs are more likely
to manipulate earnings. No such relation has beend in FFO manipulation. Additionally, the
coefficients of ROA_LAG are significantly negatifer DA, suggesting in the face of better
performance in the previous quarter, managers wioale more incentives to manipulate earnings
aggressively. Positive coefficients of M/B ratio anethat high expectation from investors reflected

in this ratio would encourage managers to be mggeessive to boost both earnings and FFO.

No clear evidence for the relation between earnmgsagement and firm size has been found.
The relation between firm size and earnings managém so far mixed. Moreover, the coefficients
of INSTI are significantly negative when DIF is exaed, indicating that higher institutional
holdings help reduce discretion in FFO calculatma thus reduce manipulation. This evidence is
stronger than in the previous three equations wiereoefficients are not significant. Hypothesis 5
concerning governance and monitoring is only weaklypported in this analysis. Only
manipulation of FFO significantly reduced after ®arbanes-Oxley Act came into force, which is

consistent with the findings in the univariate gsa.
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Table 4. 13 Regression results of all REIT sample (Panel A)

DTA DWA
1 2 3 4 5 1 2 3 4 5
DEP_LAG 0.1072  0.1099  0.1037 01091  0.102 -0.1364 -0.1328  -0.138  -0.1352  -0.1403
(5.46)*  (5.60)** (5.38)** (5.50)*** (5.25)** (6.44)*  (6.32)** (6.62)*** (6.45)"**  (6.65)***
CFOLAG 0.0971  0.0977 0.1002 0.0952  0.0978 0.01 0.009  0.0104 0.0072  0.0106
(5.46)*  (5.680)** (5.7L)™** (5.43)"**  (5.45) -0.65 0.6 -0.68 -0.48 -0.68
CFOVOL 0.0302 0.0315 0.0508 0.0519  0.0383 0.0411  0.0377 0.0419  0.0246  0.0352
-1.09 114 (1.83)*  (1.85)*  -1.42 -1.63 151 (170  -0.98 -1.43
ROA_LAG 0.0436  0.0414  0.046  0.0416  0.0417 0.0406  0.0436  0.0432  0.0436  0.0433
(3.00)*  (2.83)* (3.IG)™* (.84 (2.84) (3.49)  (3.T7)™ (BT (BTITI* (374
LEV_LAG 0.0004  0.0005  0.0005 0.0001  0.0008 0.0016  0.0014  0.0017 0.0018  0.0017
-0.43 -0.57 -0.63 -0.07 -0.95 (2.16)*  (L94y*  (2.35)*  (2.37)*  (2.26)*
MB_LAG -0.0005 -0.0004 -0.0005 -0.0002  -0.0006 0.0008  0.0008  0.0007 0.0009  0.0006
-0.99 0.8 -0.95 -0.47 -1.16 (1.85)  (1.86)*  -1.42  (2.22)*  -1.27
SIZE -0.0001  -0.0001  -0.0001 0 -0.0001 -0.0002 -0.0002 -0.0002 -0.0002  -0.0002
-0.58 -0.75 -0.59 -0.18 -0.71 (1.88)*  (2.16)*  (1.85)*  (2.03)*  (2.03)*
INSTI 0.0019  0.0017  0.0004  0.0016  0.0003 0.0004  0.0006 -0.0006 -0.0002  0.0005
-1 -0.95 -0.22 -0.88 -0.14 -0.24 -0.39 -0.33 0.1 -0.32
AUDIT -0.0011 -0.0011  -0.001  -0.0011 -0.0009 -0.0005 -0.0006 -0.0006 -0.0008  -0.0005
(2.99)%*  (3.01)** (2.58)* (3.0L)**  (2.30)* -1.64  (2.02)%*  (L75)*  (2.40)* 15
Industrial/Office  0.0003  0.0005  0.0005  0.0003  0.0003 0.0013  0.0015  0.0014  0.0014  0.0013
-0.86 -1.19 -1.3 0.7 -0.87 (3.84)%  (4.40)*  (4.03)** (421 (3.97)
Lodging -0.0025 -0.0024 -0.0022 -0.0024  -0.0024 0.0006  0.0008  0.0008  0.0009  0.0006
(A.97)%  (4.T5)** (437  (ATT)™  (4.87) 4135 (L.93)*  (1.88)*  (2.15)**  -1.41
Residential 0.0001  0.0002  0.0003  0.0003 0 0.0007  0.0009  0.0006 0.0006  0.0007
-0.23 -0.34 -0.74 -0.54 -0.06 (1.82)*  (2.27**  -1.53 153 (L7
Retalil 0.0015  0.0016  0.0018  0.0016  0.0014 0.0015  0.0017  0.0016 0.0016  0.0016
(3.75)%*  (3.89)**  (4.34)**  (3.85)**  (3.59)** (4.35)%  (4.87)* (4420 (AATY™*  (4.51)
SOX -0.0002 0
-0.66 -0.18
Q4 -0.0004 -0.0004
-1.29 (1.81)*
1-3 SEOs 0.0002  0.0002 -0.0005  -0.0005
-0.66 -0.84 (2.13)%*  (L.97)*
4-6 SEOs -0.0001  -0.0001 -0.001  -0.001
-0.15 -0.27 (3.13)*  (3.07)***
>6 SEOs -0.0011  -0.0012 -0.0009  -0.0009
-1.54  (L78)* -1.6 -1.58
Year 2002 0.0007 0.0008 0.0001 0.0001
(1.66)* (L77)* -0.15 -0.26
Year 2003 0.0001 0.0002 0.0002 0.0002
-0.29 -0.42 -0.45 -0.61
Year 2004 0.0004 0.0005 0.0003 0.0002
-0.93 -1 -0.69 -0.55
Year 2005 0.0005 0.0006 0.0003 0.0002
-1.11 -1.34 -0.71 -0.48
Year 2006 0.0006 0.0007 0.0002 0.0001
-1.2 -1.42 -0.41 -0.18
Constant -0.0014 -0.0015 -0.0022 -0.0021 -0.0017 -0.0023 -0.0019 -0.0018 -0.0017  -0.0021
-1.18 .32 Q77 @77 <145 (2.32)%* (210  (1.82)*  (L.84)}*  (2.19)*
Observations 1755 1755 1760 1759 1761 1727 1726 1732 1727 1729
R-squared 0.1 0.1 0.1 0.1 0.1 0.06 0.07 0.07 0.07 0.07

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008

83



Table 4. 14 Regression results of all REIT sample (Panel B)

DIFA DIFMV
1 2 3 4 5 1 2 3 4 5
DEP_LAG 0.1362 0.1389 0.131 0.1334 0.1335 0.2804 0.2865 0.2732 0.2779 0.2757
(10.08)***  (10.31)***  (9.75)***  (9.96)***  (9.90)*** (16.68)***  (17.44)*** (16.40)*** (16.71)*** (16.59)***
CFOLAG -0.0362 -0.0267 -0.0345 -0.028 -0.0337 -0.0534 -0.0381 -0.052 -0.0499 -0.0518
(3.82)*** (2.86)***  (3.70)***  (3.04)***  (3.60)*** (2.49)** (1.83)* (2.45)** (2.36)** (2.44)**
CFOVOL -0.0307 -0.0302 -0.0153  -0.0215  -0.0233 -0.0278 -0.0191 -0.0301 -0.0346 -0.0335
-1.56 -1.54 -0.77 -1.08 -1.19 -0.62 -0.43 -0.67 -0.76 -0.76
ROA_LAG 0.0052 0.0035 0.0011 0.0021 0.0046 -0.0128 -0.0175 -0.0162 -0.0145 -0.0151
-0.58 -0.4 -0.12 -0.24 -0.51 -0.61 -0.84 -0.77 -0.69 -0.72
LEV_LAG 0.0019 0.0019 0.0022 0.0023 0.002 0.0035 0.0046 0.0042 0.0041 0.0039
(3.66)*** (3.69)***  (4.2L)***  (4.30)***  (3.79)*** (2.74)*** (3.69)*** (3.30)*** (3.20)*** (3.08)***
MB_LAG 0.0009 0.0003 0.0007 0.0001 0.0009 0.0002 -0.0007 0 -0.0007 0.0002
(2.86)*** -1.06 (2.04)** -0.5 (2.81)x* -0.23 -1.05 -0.02 -0.99 -0.26
SIZE 0.0001 0.0001 0.0001 0.0001 0.0001 0 0 -0.0001 0 0
-0.93 -1.09 -0.67 -0.71 -0.94 -0.1 -0.05 -0.34 -0.01 -0.15
INSTI -0.0017 -0.0033 -0.0013  -0.0026  -0.0016 -0.0074 -0.0107 -0.0058 -0.0083 -0.0063
-1.45 (2.91)x+* -1.08 (2.28)** -1.36 (2.62)*** (4.07)x* (2.03)** (3.03)x** (2.24)*
AUDIT -0.0004 -0.0004 -0.0002 -0.0001  -0.0004 -0.0002 -0.0003 0 0.0002 -0.0003
(1.91)* -1.56 -0.74 -0.53 -1.61 -0.37 -0.54 -0.04 -0.31 -0.52
Industrial/Office  -0.0008 -0.0007 -0.0009 -0.0009 -0.0008 -0.0014 -0.0011 -0.0015 -0.0014 -0.0014
(3.25)*** (2.98)***  (3.84)***  (3.69)***  (3.46)*** (2.51)** (2.09)** (2.75)*** (2.47)* (2.57)**
Lodging 0.0002 0.0001 0 -0.0002 0.0002 -0.0004 -0.0003 -0.0003 -0.0004 -0.0002
-0.71 -0.19 0 -0.51 -0.73 -0.6 -0.42 -0.47 -0.5 -0.22
Residential -0.0004 -0.0003 -0.0004 -0.0003  -0.0004 -0.0008 -0.0008 -0.001 -0.0007 -0.001
(1.68)* -1.37 -1.42 -1.32 -1.63 -1.42 -1.3 -1.63 -1.23 -1.62
Retail -0.0009 -0.0008 -0.0011  -0.0011  -0.0009 -0.0016 -0.0016 -0.002 -0.0017 -0.0017
(3.74)x* (3.39)**  (4.40)** (4.35)x* (3.74)x** (2.77)x** (2.84)x* (3.34)** (2.93)x** (3.00)***
SOX 0.0008 0.0011
(4.38)%** (2.62)%**
Q4 -0.0006 -0.0016
(3.43)*** (4.22)%*
1-3 SEOs 0.0004 0.0004 0.0002 0.0002
(2.24)*  (2.23)** -0.57 -0.6
4-6 SEOs 0.001 0.001 0.0008 0.001
(4.23)***  (4.37)*** -1.53 (1.78)*
>6 SEOs 0.0013 0.0013 0.0013 0.0014
(4.02)***  (4.21)*** (1.82)* (1.92)*
Year 2002 0.0004 0.0003 -0.0003 -0.0003
-1.26 -1.18 -0.45 -0.5
Year 2003 -0.0005 -0.0005 -0.0017 -0.0017
(1.80)* 1.77)* (2.53)* (2.58)***
Year 2004 -0.0004 -0.0005 -0.0013 -0.0014
-1.47 (1.71)* (1.90)* (2.01)**
Year 2005 -0.0004 -0.0005 -0.0015 -0.0016
-1.52 (1.84)* (2.25)** (2.37)**
Year 2006 -0.0007 -0.0009 -0.0019 -0.0019
(2.52)** (2.87)** (2.67)*** (2.79)**
Constant -0.001 0 -0.0008 -0.0004  -0.0006 0.0015 0.0028 0.0028 0.0021 0.0029
-1.43 -0.04 -1.04 -0.54 -0.81 -0.89 (1.74)* -1.61 -1.28 (1.69)*
Observations 1498 1498 1500 1499 1498 1490 1490 1490 1490 1490
R-squared 0.13 0.12 0.15 0.14 0.13 0.21 0.23 0.22 0.21 0.22

Absolute value of t statistics in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%

Source: Author, 2008
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Difference in FFO manipulation across years is nsogaificant than in earnings
management. In addition to year dummies, the veriabTIMESEQ is introduced to
detect possible linear trend in financial resulemipulation. A clear declining trend in
manipulation over time has been found. CoefficieaftIIMESEQ are significantly
negative for FFO manipulation. It means that malaifpen of FFO is decreasing over
time. This is consistent with Hypothesis 6 and vafe findings in the additional

discussion section.

Under more scrutiny and stricter regulation, mal@pon in REIT industry is as
a whole declining. This is consistent with the f#tat corporate governance and
regulatory environment in the REIT industry haveretrengthened over time. As
NAREIT publishes more White Papers about how t@uate FFO, the definition
becomes clearer and there is less flexibility inOF€alculation up to managerial
discretion. Meanwhile, accounting flexibility inéngs management remains largely

the same and no clear change in the trend is fddyjbthesis 6 is supported.

Fig 4. 18 Earnings management in four quarters

Earnings Management in Four Quarters
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Source: Author, 2008

85



Earnings management is negatively related to apditity but no such relation
has been found between audit quality and FFO métipo. That means, for REITs
hiring external auditors of higher quality, there less earnings management.
Meanwhile, coefficients of Q4 are significantly =¢ge for both earnings
management (DWA) and FFO manipulation (DIFA and N)A, indicating that
manipulation is less in the fourth quarter tharthe other three quarters. Both these
two findings support the argument that weak momtprincreases financial

manipulation.

4.3.4 Test Summary: Specific Event

Here is a summary of findings in testing earninggsnagement around SEOs

using the multivariate method. Most hypothesesapported in the test.

Evidence is found that both earnings and FFO areipukated around SEOs.
REITs with more frequent SEOs tend to have moreipodation of FFO and less
earnings management. As SEO frequency increasesfottus of manipulation is

shifted from earnings to FFO.

Additionally, financial results manipulation is ilnénced by several other factors.
It is found that financially constrained REITs anere likely to manipulate financial
performance. Higher external auditor quality arstitational holdings help to reduce
earnings management. In a word, frequent equitgrioi§, financial constraints and
weak governance and supervision are the featureRREITs more likely to

manipulation financial results.

Moreover, manipulation of financial results is gedly declining over the
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sample period of 2001-2006 which indicates thaulegn and monitoring in the

REIT industry is getting strengthened over time.

4.4 Testing Benchmark

As a supplement to the analysis about the speeifent, benchmark related
earnings management is discussed in this sectin. Benchmarks are discussed:
avoiding losses (Hypothesis 7) and avoiding deslifitypothesis 8). Considering the
dual performance measures in the REIT industryheaenchmark is discussed
separately in terms of net income and FFO. As alttabere are four scenarios: level
of earnings (NI), level of FFO (FFO), changes ime&s (ANI ) and changes in FFO
(AFFO).The sample period covered in this analysis iSOZIDthrough 2006Q4. All

financial data are from Compustat database

Following Burgstahler and Dichev (1997) and Decleival. (2003), net income
and reported FFO are scaled with market valueeaetid of the quarter (hereafter NI
and FFO respectively). Changes in NI/FFO are ddfias changes from the same
guarter last year. The results are categorizedgraaps defined by band width. Each
group has a width of 0.085 For instance, when analyzing the distributionNbf
Group 0 contains all firm-quarters whérg NI <0.005, Group 1 includes all
firm-quarters where0.005< NI < 0.01( and so on. Similar criteria apply to the other

three scenarios.

Three methods are utilized to test earnings managemround benchmarks.
First, the distribution of different groups in th&ur scenarios is examined. Second,

mean comparison method is used to investigate whéltlere is significant difference

18 This section focuses on testing the benchmarleiasd is separate from previous sections. Infoonabout

equity offerings discussed before is not relevauk lzence not considered hefenly financial results are used.
19 Follow the method used by Burgstahler and Dich®@7). and Dechow et al. (2003).
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in firm characteristics among groups around thecherarks. Third, quartile plots are

used to directly examine changes in earnings managemeasures.

4.4.1 Distribution Method

The distributions of NI, FFOANI and AFFO are shown in Fig 4. 19. The two
long tails are truncated because the focus is oapgr around benchmarks. Kinks in
the distribution of NI and FFO are obvious. In tiygper two graphs, frequency of
Group -1 is extremely lower compared with Group. OFBis means REITs reporting
small losses are unusually rare and REITs reporsmgll profits are unusually
common. The same pattern can be found in the liigion of FFO. There are
relatively fewer REITs reporting small negative FB@d far more REITs reporting
small positive FFO. This finding is consistent widypothesis 7. However, no clear

evidence of kinks is found in the distributions ANI andAFFO .

4.4.2 Mean Comparison Method

As mentioned, there are four scenarios each whikrechmark to meet. In each
scenario, the four groups closely around benchmanéselected, that is, Group -2, -1,
0, and 1. Manipulation measures such as DTA, DWAEAD DIFMV and firm
characteristics such as leverage ratio (LEV), ntatasebook ratio (M/B), firm size
(SIZE) and operating cash flow over total assets({Care compared among the four
groups. In each scenario, the four groups can b&letl into two types: close
benchmark beaters and close losers (hereafterrbeatd losers). Namely, beaters are

Group 0 and Group 1, while losers stand for Gré@iand Group -1.
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Fig 4. 19 Distribution in the four scenarios

g

The distribution of net income

a0
1

Number of Frmquarters
400
1

T T T T T T T T T T T T T T T T T T T T T
-20-18-16-14-12-10 -8 -6 -4 -2 0O 2 4 6 8 10 12 14 16 18 20
Net income groups

The distribuion of net income changes

400
1

Number of firm-quarters
(Se0]
|

T T T T T T T T T T T T T T T T T T T T T
-20-18-16-14-12-10 -8 -6 -4 -2 0O 2 4 6 8 10 12 14 16 18 20
Net income changes

Source: Author, 2007

The distribution of reported FFO

1

1

Number of FHrmquarters

100 20 30 400 500
|

T T T T T T T T T T T T T T T T T T T T
-20-18-16-14-12-10 -8 -6 -4 -2 0O 2 4 6 8 10 12 14 16 18 20

The distribuion of FFO changes

400 6800
1 1

Number of firm-quarters

200
1

T T T T T T T T T T T T T T T T T T T T T
-20-18-16-14-12-10 -8 -6 -4 -2 0 2 4 6 8 10 12 14 16 18 20
FFO changes

89



4.4.2.1 Net Income (NI) Comparison

As shown in Table 4. 15, in comparison with alletiREITs, DTA and DWA of
beaters are not significantly higher even at 109&lleThis finding is consistent with

previous findings that earnings management in REITass obvious.

However, differences in leverage, M/B ratio, firnezes and cash flow are
statistically significant in most comparisons. Cargdl with other REITSs, beaters
tend to have higher leverage, higher M/B, largee €ind poor cash flow generating
ability. In contrast, losers are more likely to $maller REITs with higher leverage

and constrained ability to generate cash flows.

These findings about the relations between earnmgsagement and firm
characteristics are consistent with the findingeafings management around SEOs
discussed in previous sections. REITs with highriggaand poor ability to generate
cash flow tend to manipulate their reported finahperformance. Additionally, Watts
and Zimmerman’s (1986) indication that large firmse more likely to manage
earnings is supported. Large firms are more rehidtareport losses and hence have

stronger incentives to boost earnings.

4.4.2.2 FFO Comparison

In the second scenario with zero FFO as the bendghrsiailar comparisons are
conducted to detect any difference in firm chandsties among the four selected
groups. The results are given in Table 4. 16. Dsffié from the first scenario of NI,
differences in FFO manipulation among various geoape strongly significant in
both Panel B and C. Losers have lower DIF thanro®telTs. For REITs reporting

small positive FFO, FFO manipulation measured by BImuch larger than losers.
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This is also consistent with the findings in tegtiypothesis 1. Manipulation of FFO
is more observable and significant. In Panel Atérsahave higher DIF although the
result is only significantly at a 15% level. A Signk test is tried in addition to mean

comparison (t-test), but the significance of theuits is not improved.

Moreover, differences in leverage, M/B ratio, strel the ability to generate cash
flow are not as clear as those found in the ficsinsirio of NI. Compared with others,
both beaters and losers have smaller size, whideetls no significant difference in
firm size between these two groups. When the tvooigg are compared, beaters tend
to have lower cash flow-generating ability. In stamall size REITs with constrained

cash flow is more likely to manipulate FFO.

4.4.2.3 Changein NI (ANI ) Comparison

Similar comparison in firm characteristics amonfjedent groups is conducted
in the third scenario where zero change in NI is benchmark. The results are
demonstrated in Table 4. 17. As shown in Panel A Df beaters is significantly
higher than other REITs, while the difference in B@hd DIF is not significant. The
mean DTA and DWA of losers are both lower, but tbgults are only significant at a
15% level. In Panel C, two groups are comparedctiireCompared with losers,
beaters have higher DTA, DWA but lower DIF. It mgdhat both beaters and losers
have manipulated their GAAP earnings trying to asgthe benchmark. REITs which

slightly beat the benchmark i&NI are more aggressive in manipulation.

The relation between earnings management and gpéomh characteristics is
different from previous two scenarios. Comparechwaither REITs, beaters and loser
both have higher M/B ratio, larger firm size andher cash flow. When these two

groups are compared, beaters have higher leverayjioaer M/B ratio, smaller size
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and low cash flow. This means that both beaters lasdrs exercise earnings
management. However, only part of them can suagdgssiurpass the benchmark and
finally become benchmark beaters. Compared witlergsbeaters tend to have

smaller size and lower ability to generate casw.flo

4.4.2.4 Changein FFO (AFFO) Comparison

The final comparison is for groups with differenhanges in FFO. The
comparison results are listed in Table 4. 18. Asashin Panel A, beaters have higher
DIF than the other REITs. In contrast, no significalifference in DIF is found
between losers and the other REITs. When the Iseated losers are compared,
Beaters’ DIF is significantly higher than that afsérs. Again, the relation between
these firm characteristics and earnings manageprantices are different from those
in discussing the first two benchmarks of zero NIFF-O. In this scenario, both
beaters and losers have the same characteristiosasuarge firm size and better cash
flow ratio. Comparison between beaters and loseesttly reveals that close beaters

tend to have higher leverage, smaller size andrdcagh flow ratio.

To sum up the mean comparison method, both Hypisti@esnd 8 are supported.
Results show that financial results (earnings aR@)Fare manipulated in order to
beat certain benchmarks (zero NI, zero FFO, zeowvilyr in NI and zero growth in
FFO). Meanwhile, analysis of the relation betweearicial results manipulation and
firm characteristics provides additional evidenoesupport of Hypothesis 3. High
leverage and diminished capability to generate ¢lashare the common features of
earnings manipulators. Financially constrained REHre more likely to exert

managerial discretion and manage financial results.
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Table 4. 15 Comparison of firm characteristics: NI

Panel A: Comparison between small profit REITsand all others

Beaters All Others
Mean Number Mean Number t-test p-value
DTA -0.0021538 603 -0.0011642 1845 -0.8668 0.1931
DWA 0.0010181 569 -0.0000494 1833 1.1068 0.1343
DIFMV 0.0009966 516 -0.0002293 1231 1.1873 0.1176
DIFA 0.0005553 516 0.0000538 1250 1.4709 0.0707
Leverage 0.648152 786 0.6046062 2512 5.717 0.0000
M/B ratio 1.310859 786 1.167392 2397 8.1912 0.0000
Size 7.314828 786 6.987388 2512 5.6404 0.0000
Cash flow 0.0142907 785 0.0158435 2445 -3.5858 0.0002
Pane B: Comparison between small loss REI Tsand all others
Losers All Others
Mean Number Mean Number t-test p-value
DTA -0.0034234 116 -0.0013077 2332 -0.9137 0.1805
DWA 0.000177 113 0.0002048 2289 -0.0143 0.4943
DIFMV 0.001613 78 0.0000636 1669 0.6792 0.2486
DIFA 0.0005714 78 0.0001832 1688 0.5141 0.3036
Leverage 0.6536065 153 0.6131054 3145 2.6148 0.0045
M/B ratio 1.16288 153 1.204836 3030 -1.1762 0.1198
Size 6.666073 153 7.084853 3145 -3.5509 0.0002
Cash flow 0.0106369 151 0.015703 3079 -5.7759 0.0000
Panel C: Comparison between small profit REITsand small loss REITs
Beaters Losers
Mean Number Mean Number t-test p-value
DTA -0.0021538 603 -0.0034234 116 0.9508 0.1710
DWA 0.0010181 569 0.000177 113 0.3562 0.3609
DIFMV 0.0009966 516 0.001613 78 -0.6239 0.2665
DIFA 0.0005553 516 0.0005714 78 -0.03 0.4880
Leverage 0.648152 786 0.6536065 153 -0.3993 0.3449
M/B ratio 1.310859 786 1.16288 153 2.7031 0.0035
Size 7.314828 786 6.666073 153 5.8825 0.0000
Cash flow 0.0142907 785 0.0106369 151 4.8037 0.0000

Test statistic is based on mean comparison acamsglss (t-test) with p-values reported.

DTA stands for discretionary total accruals caltedausing the cross-sectional modified
Jones model. DWA means discretionary working capitaruals obtained using the Teoh's

Model.

DIFMV stands for DIF scaled by market value.

DIFA stands for DIF scaled by total assets.

Leverage ratio equals total liability over totasets.

Size equals In(total assets)

Cash flow is calculated using cash flow from operativer total assets.

Source: Author, 2007
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Table 4. 16 Comparison of firm characteristics: FFO

Panel A: Comparison between REITs with small positive FFO and all others

Beaters All Others
Mean Number Mean Number t-test p-value
DTA -0.005089 67 -0.0013044 2381 -1.2554 0.1047
DWA 0.0027518 66 0.0001315 2336 1.0445 0.1482
DIFMV 0.0027454 61 0.0000382 1686 1.0549 0.1458
DIFA 0.0000126 61 0.0002071 1705 0.2289 0.4095
Leverage 0.5561138 87 0.6165794 3211 -2.9753 0.0015
M/B ratio 1.247616 87 1.20156 3096 0.9841 0.1626
Size 6.841944 87 7.07148 3211 -0.4806 0.0694
Cash flow 0.0073628 87 0.0156904 3143 -7.3037 0.0000
Panel B: Comparison between REITs with small negative FFO and all others
Losers All Others
Mean Number Mean Number t-test p-value
DTA -0.002161 12 -0.0014043 2436 -0.1074 0.4572
DWA -0.0031708 12 0.0002204 2390 -0.583 0.2800
DIFMV -0.009849 14 0.0002134 1733 -1.9058 0.0284
DIFA -0.0093161 14 0.0002764 1752 -5.5303 0.0000
Leverage 0.6199667 15 0.6149615 3283 0.1033 0.4589
M/B ratio 1.22691 15 1.202705 3168 0.2172 0.4140
Size 6.583369 15 7.067628 3283 -1.3114 0.0949
Cash flow 0.014744 15 0.0154695 3215 -0.265 0.3955
Panel C: Comparison between REITs with small positive and negative FFO
Beaters Losers
Mean Number Mean Number t-test p-value
DTA -0.005089 67 -0.002161 12 -0.37 0.3562
DWA 0.0027518 66 -0.0031708 12 0.9782 0.1655
DIFMV 0.0027454 61 -0.009849 14 1.7556 0.0417
DIFA 0.0000126 61 -0.0093161 14 2.619 0.0054
Leverage 0.5561138 87 0.6199667 15 -0.9955 0.1609
M/B ratio 1.247616 87 1.22691 15 0.2283 0.4100
Size 6.841944 87 6.583369 15 0.7728 0.2207
Cash flow 0.0073628 87 0.014744 15 -1.4003 0.0823

Test statistic is based on mean comparison acamsgles (t-test) with p-values reported.

DTA stands for discretionary total accruals caltedausing the cross-sectional modified
Jones model. DWA means discretionary working capitaruals obtained using the Teoh'’s

Model.

DIFMV stands for DIF scaled by market value.
DIFA stands for DIF scaled by total assets.

Leverage ratio equals total liability over totasets.

Size equals In(total assets)

Cash flow is calculated using cash flow from operatver total assets.

Source: Author, 2007
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Table 4. 17 Comparison of firm characteristics: changes in NI

Panel A: Comparison between REITs with small NI increases and all others

Beaters All Others
Mean Number Mean Number t-test p-value
DTA 0.0004489 608 -0.0020216 1840 2.1716 0.0150
DWA 0.0001361 598 0.0002258 1804 -0.0946 0.4623
DIFMV 0.0007955 466 -0.0001084 1281 0.8485 0.1981
DIFA 0.0002428 466 0.0001851 1300 0.1638 0.4349
Leverage 0.6113011 784 0.6161329 2514 -0.6307 0.2641
M/B ratio 1.230769 784 1.193685 2399 2.0950 0.0181
Size 7.208392 784 7.020841 2514 3.2175 0.0007
Cash flow 0.0160878 783 0.0152672 2447 1.8906 0.0294
Panel B: Comparison between REITs with small NI decreases and all others
Losers All Others
Mean Number Mean Number t-test p-value
DTA -0.0019828 943 -0.0010478 1505 -0.9250 0.1775
DWA -0.0003688 932 0.0005663 1470 -1.1111 0.1333
DIFMV 0.0011592 734 -0.000611 1013 1.8561 0.0318
DIFA 0.0006012 734 -0.0000848 1032 2.1820 0.0146
Leverage 0.5984744 1219 0.6246647 2079 -3.8853 0.0001
M/B ratio 1.255811 1219 1.169928 1964 5.4960 0.0000
Size 7.318879 1219 6.916815 2079 7.8823 0.0000
Cash flow 0.0169219 1219 0.0145837 2011 6.1251 0.0000
Panel C: Comparison between REITs with small NI increases and decreases
Beaters Losers
Mean Number Mean Number t-test p-value
DTA 0.0004489 608 -0.0019828 943 3.7612 0.0001
DWA 0.0001361 598 -0.0003688 932 1.2932 0.0981
DIFMV 0.0007955 466 0.0011592 734 -0.7014 0.2416
DIFA 0.0002428 466 0.0006012 734 -1.5017 0.0667
Leverage 0.6113011 784 0.5984744 1219 1.6397 0.0506
M/B ratio 1.230769 784 1.255811 1219 -1.8010 0.0359
Size 7.208392 784 7.318879 1219 -1.8164 0.0347
Cash flow 0.0160878 783 0.0169219 1219 -2.1545 0.0157

Test statistic is based on mean comparison acamsgles (t-test) with p-values reported.

DTA stands for discretionary total accruals caltedausing the cross-sectional modified
Jones model. DWA means discretionary working capitaruals obtained using the Teoh'’s

Model.

DIFMV stands for DIF scaled by market value.

DIFA stands for DIF scaled by total assets.

Leverage ratio equals total liability over totasets.

Size equals In(total assets)

Cash flow is calculated using cash flow from operativer total assets.

Source: Author, 2007
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Table 4. 18 Comparison of firm characteristics: changes in FFO

Panel A: Comparison between REITs with small FFO increases and all others

Beaters All Others
Mean Number Mean Number t-test p-value
DTA -0.0012505 405 -0.0014392 2043 0.1425 0.4433
DWA -0.0004596 389 0.0003316 2013 -0.7107 0.2387
DIFMV 0.0017249 391 -0.0003264 1356 1.8160 0.0348
DIFA 0.0006522 391 0.0000719 1375 1.5540 0.0602
Leverage 0.6383613 510 0.610708 2788 3.0701 0.0011
M/B ratio 1.205752 510 1.202259 2673 -0.1679 0.4334
Size 7.285257 510 7.025212 2788 3.7914 0.0001
Cash flow 0.0160211 509 0.0153623 2721 1.2901 0.0986
Panel B: Comparison between REITs with small FFO decreases and all others
Losers All Others
Mean Number Mean Number t-test p-value
DTA -0.0002807 604 -0.0017772 1844 1.3117 0.0949
DWA -0.0000807 583 0.0002946 1819 -0.3923 0.3474
DIFMV 0.0005138 628 -0.0000811 1119 0.6058 0.2723
DIFA 0.0003001 628 0.0001453 1138 0.4776 0.3165
Leverage 0.607491 790 0.6173446 2508 -1.2899 0.0986
M/B ratio 1.303494 790 1.169583 2393 7.6485 0.0000
Size 7.448974 790 6.944611 2508 8.7618 0.0000
Cash flow 0.0171844 790 0.0149098 2440 5.2759 0.0000
Panel C: Comparison between REITs with small FFO increases and decreases
Beaters Losers
Mean Number Mean Number t-test p-value
DTA -0.0012505 405 -0.0002807 604 -0.9182 0.1794
DWA -0.0004596 389 -0.0000807 583 -0.7783 0.2183
DIFMV 0.0017249 391 0.0005138 628 2.3046 0.0107
DIFA 0.0006522 391 0.0003001 628 1.3532 0.0881
Leverage 0.6383613 510 0.607491 790 3.5325 0.0002
M/B ratio 1.205752 510 1.303494 790 -5.7139 0.0000
Size 7.285257 510 7.448974 790 -2.6269 0.0044
Cash flow 0.0160211 509 0.0171844 790 -2.2376 0.0127

Test statistic is based on mean comparison acamsgles (t-test) with p-values reported.

DTA stands for discretionary total accruals caltedausing the cross-sectional modified
Jones model. DWA means discretionary working capitaruals obtained using the Teoh'’s

Model.

DIFMV stands for DIF scaled by market value.

DIFA stands for DIF scaled by total assets.

Leverage ratio equals total liability over totasets.

Size equals In(total assets)
Cash flow is calculated using cash flow from operativer total assets.

Source: Author, 2007
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4.4.3 Quartile Plots Method

Next, an alternative method is used to examineethi@ferences even if they are
not statistically significant. DTA/DWA and DIF a®w different groups are plotted to
display if the increase in manipulation around Wenarks is unusual and different
from other groups. Three quartiles are calculatedefich group and plotted in the
graphs. The Median line in the middle is used atwa the general trend in the level
of earnings management. The Lower quartile line dpger quartile line as well as

the distance between them indicate how manipulatioices vary within certain

group.

4.4.3.1 Benchmark 1: Level of NI/FFO

Distribution of DTA, DWA and DIF across differentayps is shown in Fig 4. 20.
In all the four graphs, a clear increase can bendobetween Group -1 and O.
Additionally, the distribution of DTA has a reveds&J-shape in the middle part and
there is a clear up trend starting from Group -2ca@kding to the middle part of the
graph, as the reported level of NI increases, egamnmanagement indicated by DTA
is on the rise. These findings all indicate that kinks shown in Fig 4. 19 are related

to accruals management. Beaters are associateanw@ithearnings management.

The lower two graphs in Fig 4. 20 illustrate howFDdistribute across different
FFO groups. In contrast with the upper two grafbié; is relatively stable in the
middle but volatile at both ends. However, an iaseein DIF, although not very
obvious, still can be found between Group -2 anaviich provides evidence that
manipulation of FFO exists, consistent with theliimgs in previous sections. Beaters

of FFO tend to have higher DIF than losers.
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4.4.3.2 Benchmark 2: Changesin NI/FFO

Additionally, the distribution of DTA, DWA and DIB&cross groups with different
changes in NI/FFO is examined. Results are showRign4. 21. Similar to the
findings of last section, an increasing trend cenfdund in the upper two graphs.
DTA and DWA increase between Group -4 and Group feans that the kinks found
before can be partly explained by earnings managenihe lower two graphs
display how DIF changes across groups with diffedranges in FFO. The middle
part is very flat and no clear change in trend lwarfiound. One possible reason is that
a window of 21 groups (Group -10 to Group 10) ikesed to display a relatively
long-term trend. If the window is shortened, change DIF would become more

obvious. This problem will be addressed next.

4.4.3.3 Four Manipulation Measures Together

To highlight the changes in earnings managemensacdifferent groups, the
selected window is shortened to 9 groups, namedy iGroup -4 to Group 4. All the
four measures of manipulation (DTA/DWA and DIFA/DN) are displayed in the
same graph. This would help to illustrate how mansgnake choices about financial
results manipulation. Results are shown in Fig 2. Phe four scenarios discussed

before are all demonstrated in this graph.

When Net Income (NI) or changes in NI is consideratiention is paid to
manipulation of GAAP earnings measured by discnetig total accruals (DTA) and
discretionary working capital accruals (DWA). Ao in the left two graphs, there
is an increase between Group -1 and 1 in the ugragrh and an increase between
Group -4 and Group 0 in the lower one. Additionadl\clear increasing trend is found

in DTA but not for DWA. In these two graphs, chasge DIF are less clear,
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especially in the first graph. It may suggest thhen managers try to avoid a loss or a

decline in GAAP earnings, FFO is nearly not relévan

The two graphs on the right show the situation wheanagers need to boost
FFO in order to avoid a negative FFO or a declmeFFO on a seasonal basis.
Therefore the difference in calculating FFO (DIRpsld be the focus. A clear up
trend in DIF in found between Group -2 and O inhbgtaphs, indicating REITs
manipulate FFO aggressively through DIF in ordeavoid reporting a negative FFO
or a decline in FFO. Analysis of these four graptrevides evidence that
earnings/FFO are manipulated around the benchmankstable fact is that DTA and
DIF run in opposite directions at most times. Omasgible explanation is that the
accounting adjustment at managerial discretionnigtdd. In some cases, managers

may have to make a choice between the two goals.

4.4.4 Test Summary: Benchmark

In testing earnings management around benchméues methods are used. The
distribution method and quartile plots method amergraphic, the mean comparison

method is employed to provide more statistical arptions.

Results show that earnings and FFO are manipuiatedder to beat certain
benchmarks in performance. Both Hypothesis 7 arateBsupported. Meanwhile,
analysis of the relation between manipulation airch fcharacteristics provides
additional evidence in support of Hypothesis 3.aRiially constrained REITs are
more likely to exert managerial discretion and nggndinancial results. These

findings are consistent with those in testing thecsic event direction.
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Fig 4. 20 Quartile plots for level values of Nl and FFO
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Fig 4. 21 Quartile plots for changes in NI and FFO
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Fig 4. 22 Manipulation in the four scenarios
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4.5 Chapter Summary

Chapter 4 presents the results of empirical armlgsid demonstrates how to

detect both Specific Event-driven and Benchmarkedriearnings management.

In testing manipulation around specific events (SEMoth univariate and
multivariate analysis indicate that REITs do mafapaitheir financial results around
SEOs, although the earnings management is lesswbtihan that of general stocks.
REITs with more frequent SEOs tend to have moreipudation of FFO and less
earnings management. For REITs with higher SEO ufaqy, the focus of
manipulation shifts from earnings to FFO. Additibpait is found that financially
constrained REITs are more likely to manipulateaficial performance. Frequent
equity offering, financial constraints and weak gmance and supervision are the
features of REITs more likely to manipulation ficél results. Moreover,
manipulation of financial results is generally deiclg over the sample period of
2001-2006 which indicates that regulation and nowimg in the REIT industry is

strengthening over time.

In testing financial results manipulation arounddiemarks, results show that
earnings and FFO are manipulated in order to bexio performance benchmarks.
Meanwhile, financially constrained REITs are moikely to exert managerial
discretion and manage financial results. Theseirfgelare consistent with those in

testing the specific event-driven earnings manageéme
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Chapter 5 Conclusion

5.1 Review of Research Objectives

The two questions raised in the introduction ardresked in the analysis. To
answer the first question of whether there is eg®imanagement in the REIT
industry, both specific event and benchmark relatesentives are examined. To
answer the second question about how earnings reareay is influenced by various
factors, firm characteristics and corporate govecearelated features are discussed.
This study mainly focuses on testing earnings memegt around specific events and
SEOs are selected as the specific event to exafegsting earnings manipulation
around benchmarks can be seen as a supplemengé tdistussion about earnings

management around SEOs, whose results are useasgaheck with each other.

The two questions mentioned above are addressedesting earnings
management around SEOs (the specific event). Fofirdt question, it is found that
REITs do manage their earnings, but the earningsagement behavior is different
from other general stocks. This is partly determdibg the unique characteristics of
the REIT industry. They have two performance messioth closely monitored by
market participants: Net income (earnings) and AR€L.income is calculated within
GAAP framework. In contrast, FFO is just an indystpecific standard that REITs
have no legal obligation to follow. Evidence is fouthat REITsS manage their
earnings through discretionary accruals around SE@®ugh the significance of
statistical tests is not very strong. In contras&nipulation of FFO is more obvious

and statistically significant.

For the second question, this study tries to fintwhich factors affect REITS’
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earnings management practices around SEOs. Theydbilgenerate cash flow, the
stability of cash flow, the frequency to issue &gand corporate governance settings
all influence earnings management. Limited cap@bildb generate cash flow, high
volatility in cash flow, frequent SEOs and slackvgmance and monitoring are the

features of REITs which are more likely to manipelearnings.

5.2 Key Findings and Conclusions

An association is found between financial resul@nipulation and the SEO
frequency of REITs. This is related to another abtaristic of the REIT industry.
Because of its special payout requirement, REI'EIrnie heavily depend on external
capital to finance their investments and expansiéimequent issuers tend to have
more manipulation of FFO. The more frequently REjJdsto capital market and issue
seasoned equity, the more aggressive they are mipmating FFO and the less so in

manipulating earnings.

There are notable differences between these twastgp manipulation. There is
a mean-reversion trend in discretionary workingitedpaccruals, but not for FFO
manipulation. It means earnings management canlasbtfor a long period, but
manipulation of FFO has no such limitation. This gartly explain why the focus of

manipulation shifts from earnings to FFO for REWih higher SEO frequency.

In sum, financial results manipulation in the RENustry is influenced by
various factors. Constrained capability to genecatgh flow, high leverage, volatile
cash flow, frequent SEOs, slack monitoring and weatporate governance are the

features of REITs which are more likely to manipelénancial results.

In exploring the relation between earnings managenand performance
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benchmarks, four scenarios are examined. In eaataso, there is a benchmark or
threshold for REITs to surpass: NI, FF@NI and AFFO. Evidence is found that
REITs manage their earnings/FFO to avoid reportingses or declines in
earnings/FFO. High leverage and low cash flow gty ability are basically
associated with earnings management in all thedoenarios. It is consistent with the

findings in discussing earnings management arolt@sS

Taken together, results of testing the two caséls bapport the hypothesis that
there is financial results manipulation in the REA@ustry and this is influenced by
various factors. Limited capability to generatelcisw, high leverage, high volatility
in cash flow, frequent SEOs, slack monitoring arehkvcorporate governance are the

features of REITs which are more likely to manipelénancial results.

5.3 Contributions and Limitations

This study is, to my best knowledge, the first mmprehensively examine
potential financial results manipulation in the REindustry. This is the most
important academic contribution of this study. Basting two different types of
incentives, this study finds clear evidence thatTREBanagers exert their discretion
and manipulate financial performance, although RE&T industry has long been

regarded as more strictly regulated with highemgparency.

Results in this study indicate that manipulationtlis industry is generally
decreasing as a result of stricter regulation andermonitoring from both inside and
outside. By highlighting the importance of corpergbvernance and financial market
regulation, this study makes some contributionegulatory authorities. Additionally,

this study provides some features of those REI&s ahe more likely to manipulate
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results, which may help REIT investors to be moaatious and informed when
making their investment decisions. Therefore, $tugly has considerable implications
to both regulators and investors. Moreover, NAREHDuld cooperate with SEC and
continue to promote FFO as a uniform and standdedT Roerformance gauge.
However, the definition of FFO itself is not comigleand perfect. For instance, the
maintenance expenditures required to keep buildimggmod working condition such
as light fixtures, flooring repairs, paint, and geal repairs is not considered. It is
important to adjust for these expenditures. Otheasuares such as AFFO, CAD and

FAD also need best practice guidance.

There are also some limitations in this study. @&rence between actual FFO
and expected FFO is used as a proxy for manipualatfoFFO. This best guess is a
practical choice because many REITs do not relakhsbe details of FFO calculation
in their financial statements. However, it mightisa some potential bias. In addition
to the three benchmarks discussed above, therothex benchmark which is unique
to the REIT industry, that is, managers may mamigutesults to maintain their REIT
status. But this unique benchmark is not examinetthis study and should be a good

direction for future research.

The aim of earnings management is to influencekspoces. Whether earnings
management matters in the REIT industry dependswbether managers can
effectively influence share prices. Kim and Par@R(Q2) examine the relation between
earnings management by SEO firms and the pricinghef SEOs. They find that
equity issuers boost earnings before offerings punsh offer prices up to increase
offering proceeds. This finding can also be testetthe context of REITS, which is a

desirable direction for future studies on this topi
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