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Abstract

A vast amount of research has documented the eg&stEf earnings management in for-
profit settings. Nonprofit organizations are thoutghpay less attention to the bottom line
of the income statement. Earnings management aksganonprofit settings has
therefore focused on the manipulation of expensesder to improve efficiency ratios or
taxable income, not reported earnings per se. Gvagtting in which such ratios are not
reported to the public, manipulation of the actuattom line by nonprofit organizations

is explored in light of the importance of governi@subsidies. The results suggest that
nonprofit organizations drive their results towattaks breakeven point and that

manipulation seems to be intensified by increasee@ighmental funding.



Introduction

Earnings management is an important area of aciocgurgsearch. Healy and Wahlen’s
(1999) often cited definition sets the tone foresaV papers on earnings management.
‘Earnings management occurs when managers use jewolgim financial reporting and
in structuring transactions to alter financial reft® to either mislead some stakeholders
about the underlying economic performance of thepany or to influence contractual
outcomes that depend on reported accounting nurhfldesaly & Wahlen, 1999, p.365).
There is an ongoing flow of literature on compahéssnings managemehMotives for
earnings management that have been documentedhevgears include manipulation of
stock markets (report earnings growth, meet or Heatanalysts’ forecast), decrease of
tax levels, avoidance of political costs and prestgon of CEO reputation.

Companies use two techniques to manage reportedingsy i.e. ‘real’ earnings
management and accounting manipulation. Among tleal ‘earnings management
techniques’ are: selling price cuts, just-in-tintoption, R&D budget cuts, etc. (Kinney
and Wempe, 2004; Mande, File & Kwak, 2000, Roychlowg, 2006). These techniques
are more costly for the firm than ‘simply’ makingeuof discretion in accounting and
financial reporting legislation in order to adjusported numbers. Therefore, researchers
have directed their attention to the use of acdognaccruals as a tool for earnings

management.

Recently, the scope of earnings management reséaoctiened to the nonprofit and

public sector. Although Healy and Wahlen (1999) (csenpanies’ in their definition,



neither motives nor techniques suggest that easmmgnagement is limited to for-profit
organizations. On the contrary, since economicgpernce is increasingly monitored by
a society that demands accountability, earningsagment may well be of importance
in the third sector. Moreover, the growing econoimportance of that sector (Marée,
Gijselinckx, Loose, Rijpens & Franchois, 2008 ; U$tatistics Division, 2003) implies
that an evaluation of financial reporting quality felevant to numerous donors,
governmental agencies, tax authorities, staff mesksnd volunteers as well as
accounting standard setters. The reliability ofprofit financial reports is important. For
instance, prior research indicates that donorginaacial information in their decision to
make donations to an organization (e.g. Parson@3 2thd 2007; Tinkelman, 1999;

Weisbrod & Dominguez, 1986).

Although earnings management research in nonpoofi&nizations is rather scarce in
comparison to for-profit entities, a number of auth have clearly documented its
existence. Nonprofit organizations are reporteddjust accounting numbers for several
reasons: improving their efficiency ratios (JoneRR&berts, 2006; Keating, Parsons &
Roberts, 2008; Khumawala, Parsons & Gordon, 200%shikdan, Yetman & Yetman,
2006;), avoiding taxes (Hofmann, 2007; Omer & Yetma003, 2007) and avoiding

small losses (Ballantine, Forker & Greenwoord, 2Q@bne & Van Horn, 2002).

Four factors distinguish this study from formerea<h. Firstly, the focus is on reported
income, not efficiency ratios nor taxable incomaisTimplicates that the ‘bare bottom

line’ (i.e. reported earnings) is under investigati We contend that nonprofit



organizations use accounting discretion to manegelts towards zero profit. Secondly,
whereas most of the research is done in the U.Beravprivate donations are a main
source of income to nonprofit organizations, thigdg uses data of nonprofits that are
highly subsidized by the government. Therefore,dffect of subsidization on earnings
management is considered. Thirdly, in contrast vatrlier studies that focus on a
specific sector, this paper uses data from the modibgector in general. Lastly, whereas
an important number of studies uses one technmstutly earnings management, we use
three commonly cited methods, creating some fortniafgulation of evidence (see also

Bouwens, Hollander & Schaepkens, 2004).

The remainder of the paper proceeds as followthdmext section, previous literature on
nonprofit earnings management is briefly discussBden, testable hypotheses are
developed, followed by an explanation of the methogly. The last sections contain the

description of the data , results of the analysescanclusions.

Prior Research: Earnings Management in Nonprofit Oganizations: Why and How?

In contrast to the seemingly endless flow of redeaon earnings management by
companies, studies on nonprofit organizations ane f

At first glance, motivations for earnings managetrae less important in a nonprofit
setting. Whereas businesses strive for earningsrdler to distribute them to their
shareholders, nonprofit organizations’ first prigrconsists in providing programs and

services that are of public benefit. Profits — arrenaccurately surpluses- might not be



much more than a side effect and are retained éptganization in order to provide for
future programs. Although the realisation of praditand can not be- the main purpose of
a nonprofit organization, Deneffe and Masson (206pprt that hospitals consider profit
as an important objective (next to output). Brigklend Van Horn (2002) state that
nonprofit hospitals have incentives to focus omificial performance.

In previous research, several reasons for nonprofarnings management are
documented. Nonprofit organizations seem to mocdkfyorted expenses and results in
order to demonstrate higher efficiency ratios, éduce taxable income and to report
small profits or a financial breakeven.

In the U.S., nonprofit organizations’ efficiency expressed in ratios. Expenses are
classified as either fundraising, administrativgopygram expenses. Donors aspire ‘good
use’ of their money, which is substantiated byghtprogram ratio, i.e. the percentage of
total expenses categorized as program expensdsgcie upon donating money (Callen
1994; Greenlee & Brown, 1999; Weisbrod & Domingdé36).

The importance of the program ratio has driven nofffporganizations to manoeuvring
expenses from one category to another. Krishnaralet(2006) demonstrate that
fundraising expenses are misclassified as progrgranses, leading to an understatement
of the fundraising ratio and an overstatement ef pinogram ratio. Using a different
methodology, Keating et al. (2008) reach the saorelosion regarding the misuse of
cost classification. Some expenses are difficultdtegorize. Activities such as direct
mailings can combine a fundraising appeal with puddlucation efforts. The (joint) costs

of this activity need to be allocated among progrénmdraising and administrative



categories. Jones and Roberts (2006) as well asnWwala et al. (2005) find evidence
that charities use joint costs allocation decisimnsifluence program ratios.

Although nonprofit organizations usually can rely & tax-exempt status, some of their
income may still be taxable. In Hofmann’s studyQ2)) associations are estimated to
shift expenses towards their unrelated businessmecin order to decrease taxation.
Omer and Yetman (2003) find an unusual large nunoberonprofit organizations that
report near zero taxable income. The same autlomdwae that nonprofit organizations
misreport taxable income by overstating taxablecesps (Omer & Yetman, 2007).
Finally, some authors find evidence that nonprafiganizations manage reported
earnings to a range just above zero. Leone andH&n (2002) argue that nonprofit
hospitals have motives to manage their reportediregs to a small profit. They find
evidence that allowances of third party settlemamis allowances for doubtful debtors
are used to increase reported earnings. Ballartinal. (2007) substantiate their
hypothesis that English NHS Trusts use accountarghility (discretionary accruals) to
achieve the financial breakeven point.

In summary, evidence of nonprofit organizationsémipts to manage reported financial
numbers is limited but convincing. However, pri@search is mainly dealing with
expense classification and taxes. When reportatreg are studied, data are limited to
one specific sector. In this paper, manipulationeported earnings towards zero profit is
discussed for organizations in the nonprofit se@brarge. Moreover, the level of

governmental financial aid is considered as anntice for earnings management.



Hypothesis Development

Nonprofit organizations cannot actively pursue prof order to redistribute it to the

owners and are expected to spend their revenuaagrgms and services. Due to the
maximization of programs under budget constraitscan be expected that the
distribution of surpluses/losses will be centereduad zero, even in the absence of
accounting manipulation. Nonprofit organizationstttmaximise the use of funds as
program expenses while making sure that budgettonts are met, are showing
reasonable ‘real’ earnings management. There aweVver, reasons to assume that
nonprofit organizations also manage the reportedlte towards zero profit making use
of flexibility in accounting standards. Moreovegnprofit organizations might be more

inclined to manage earnings when important goventaiéunding is at stake.

Government subsidies as a reason for earnings masragnt.

As Anheier, Toepler and Sokolowski (1997, p. 208)npout: public sector dependent
organizations tend to find such government fundmaglequate, see their dependence as
problematic, are fearful of bureaucratization, femlitical pressure, lament a lack of
political concept and diagnose political insecuritfhese authors also conclude that
state dependent organizations are less likelyttodace austerity measures in the case of
financial problems than their fee dependent copargs. The former are more likely to
try to increase funding by making ‘appropriate emts at the right political level’ (p.
203). This indicates that state dependent orgaairatre well aware of the importance

of government funding and are prepared to go a Wengto ensure continuing financing.



Verbruggen, Christiaens and Milis (2010) concluus formal compliance with financial
reporting standards increases with dependence wvergoental subsidies, indicating a
willingness to meet the demands of the most imporsaurce of funding. Since prior
research has shown that nonprofit organizationsagwrearnings when applying for
(increased) debt funding (Bouwens et al.,, 2004) andight of donations (Frank,
Salkever and Mitchell, 1990), we argue that eaminganagement occurs in order to

preserve governmental funding.

Bouwens et al. (2004) show that Dutch nonprofitditaés manage earnings upwards in
the year prior to and the year in which additiohalding is received in the form of

financial debt. They argue thananagers also have incentives to manage the books i

order to attract new or additional funding in thee@rby) future, that is both to obtain
external funding and to obtain it under favouralgienditions (Bouwens et al., 2004,
p.9). Frank et al. (1990) report a negative coti@kabetween (lagged) reported income
and the level of donations. This indicates thataisriake reported earnings into account
when deciding on donations and are less inclinedldoating money to profitable
organizations.

We argue that, similar to the arguments of add#iaebt financing, reporting a loss can
damage the reputation of the nonprofit organizationthe eyes of subsidizing
governments. The question might arise whether oiitrie economically and/or socially
desirable to subsidize an organization that replogses. In the absence of and/or in
combination with other performance indicators, gaweents might turn to income

statements to evaluate the organization’s finansiatus during the decision process.



Taking this into account, heavily subsidized orgations may be inclined to manage
losses upwards in order to uphold governmental ihghdThis upward earnings
management can be expected to occur close to dakdeven point as well as further
down the earnings distribution.

Nonprofit organizations might not only be avoidilugses, they may also benefit from
downsizing reported profits. Most nonprofit orgaations benefit from a tax-exempt
status and a large number of organizations bendéfdsn a substantial level of
governmental subsidies. A budget conscious govemhrwhether local, national or
supranational) will monitor the results of thesgaorizations, on the level of program
services provided as well as on a financial leliiatge profits may attract the attention of
tax authorities as well as subsidizing governmeSBisiilar to private and corporate
donations, the level of subsidies might vary widparted earnings. When they do,

nonprofits can be inclined to manage earnings daavdsv

Other arguments for the ‘drive towards zero profit’
Nonprofit organizations avoid reporting a (smaljsd for several reasons. CEO
reputation and a decrease in cost of debts arenteried grounds for nonprofits to
manage earnings just above the breakeven poirtioédih the realisation of a profit is
not the main concern of nonprofit organizationsacteng a breakeven is necessary in the
end to justify the going concern hypothesis. Bemgfitable enables a nonprofit
organization to build endowments, which in turnateepossibilities for the organization
to smooth program expenses (Fisman & Hubbard, 2808)to safeguard the mission

from decreases in revenue. This might also affde©Ceputation. Brickley and Van
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Horn (2002) show that CEO turnover in nonprofit pritas is relatively high and related
to profitability. Eldenburg, Hermalin, Weisbach aWbsinka (2004) report that board
and CEO turnover in hospitals is related to poaatiicial performance.

Other studies have shown that a reduction in gr@ability of earnings (Trueman &
Titman, 1988) and beating the zero earnings bendhidang, 2008) decrease the cost
of debt. Watts and Zimmerman (1986) and DeFond Aathbalvo (1994) argue that
firms make income increasing accounting choicesmiieing debt covenant violations.
Leone and Van Horn (2002) argue and show thatitads@void small losses through
accounting manipulation because of the costs asgocwith reporting a loss. The same
authors review reasons for downwards earnings nenegt by nonprofit organizations.
Reporting (important) profits puts nonprofit orgeations at risk of losing their tax-
exempt status (Weissenstein, 1997) as well as dosatFrank et al., 1990). Leone and
Van Horn (2002) also include the negotiation powkthird-party payers in the case of
profit reporting hospitals as an argument for doardg earnings management. While
this particular argument might be limited to hoalsit D’'Souza, Jacob and Ramesh
(2001) provide evidence for firms using earningsnagement to reduce labour
renegotiation costs.

Overall, prior research has identified reasonufoawards as well as downwards earnings
management in nonprofit organizations. Combinedh hie arguments for the effect of
governmental subsidies as a reason for earningageament, the following hypotheses
are stated:

H1. Small loss avoidance hypothedi®nprofit organizations manage earnings upwards

to avoid small losses and report small profits.
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H2. Drive towards zero hypothesidNonprofit organizations manage earnings upwards

when pre-managed earnings are negative and vicgaver

H3. Goverment funding hypothedisarnings management increases with the importance

of governmental funding.

Figure 1 summarizes the hypotheses: when unmareayecthgs are negative (positive),
we expect upwards (downwards) earnings manageniémns. drive towards zero is
intensified when the nonprofit organization is Hjghdependent on governmental

funding. We also expect small losses to be mansgedmall profits.

<<< Insert figure 1 here >>>

Sample Selection and Methodology

Sample selection
The hypotheses are tested on a set of Belgian afinprganizations. The arguments to
use these data are threefold: (i) these organimti@ve been confronted with increased
accounting and reporting requirements since 20@&dihg to the use of accrual
accounting and the public availability of standaedi financial statements; (i) an
important number of the organizations are heavilysgdized, providing a possible reason
for earnings management not tested so far and tfi@) nonprofit sector is of large
importance in Belgium and is comparable to othemgpnodern economies. Therefore, it

is in no respect a ‘sui generis’ case.
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The 2006 accounting reform resulted in three dffiérsets of Belgian nonprofit
organizations. They were categorized as very latgege and small organizations
according to the level of total assets, total rexseand number of employees. Very large
organizations needed to switch to accrual accogntoraw up a full scheme of
standardized financial statements and appoint tarread auditor. For large organizations,
accrual accounting and the short scheme of finhisteaements was made mandatory,
approval by an external auditor was, and stilv@untary. Small nonprofit organizations
are still allowed to use cash accounting and ttalements are not publicly available.

To be able to calculate all necessary variablesfult financial statement is needed. In
September 2007, a list of all full scheme filersswaovided by the National Bank of
Belgium. The full scheme financial statements d 82nprofit organizations were keyed
in manually for 2006. The same list of organizasievas used to gather data for 2007 and
2008. In case of a switch from the full to the slsmheme of financial statements in this
period, all available data were gathered. Howeseme data with regard to subsidies are

not available in the short scheme.

Methodology
The majority of current (corporate) earnings managa studies focus on the use of
discretion in accounting as a tool for earnings ag@ment. In these studies, three
methodologies can be identified: the distibutiorregorted earnings, models of specific
accruals (such as doubtful debts) and models tatsfon aggregate accrifalin the
latter case, most often the Jones (1991) modeded,uwhich splits accruals into a non-

discretionary and a discretionary part. The exiteof discretionary accruals is viewed
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as a proof of earnings management. Leone and Van (2002) examined the use of two
specific accruals (third party allowances and duibdebtors) as a means to report
financial break-even in nonprofit hospitals. Thesghors also used the Jones (1991)
model as a robustness check. Ballantine et al.7(2@@d Bouwens et al. (2004) use
Burgstahler and Dichev’s (1997) distribution tecjugs as well as discretionary accruals
models to show that English NHS Hospital Trusts dhgtch nonprofit hospitals
respectively, use accounting discretion to repmtip

In the current paper, all three widely used techesqare applied to analyze the
prevalence of earnings management.

Firstly, the distribution of reported earnings, iasoduced by Burgstahler and Dichev
(1997), is applied to test the hypothesis of lossidance. Graphical evidence is used to
test whether an observable discontinuity existhéndistribution of reported earnings in
the proximity of the zero earnings benchmark. Theeontinuity is then more formally
assessed using a test statistic which comparesatcheal and expected number of
observations in intervals situated close to zerofipt Secondly, we test whether a
specific accrual is used as a tool for earningsagament. This technique is supported
by Marquardt and Wiedman (2004) as well as McNish@000). The accrual under
investigation in this paper, the depreciation esgels specific in a sense that one single
item in the income statement is investigated asospp to an aggregation of different
accruals. The depreciation accrual is however mpaciic to a subsector, such as
hospitals or universities. The choice for depréorats based on the fact that it is widely
used in all sectors, it is subject to some accogntliscretion and it is of enough

importance to influence reported income.
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The importance of depreciable fixed assets in nafitginancial statements is relatively
high. In the sample used, they average 48 % of &stsets. Furthermore, other noncash
expenses that might be used to manage earningsesseimportant: inventory for
example is non-existent in 52% of the 2006 sampd¢esients. Debtors very often
include money owed by the government, which makemtless susceptible to write-offs
(in which estimation and thus discretion is oftee tase). Since parallels can be made
with the balance sheet of public sector bodies fittdings of Van der Zahn and Pilcher
(2008) and Stalebrink (2007) are relevant in defggndhe use of depreciation as a
manageable accrual. Van der Zahn and Pilcher (2€08) that local governments
reporting higher deficits and surpluses had higeeels of unexpected depreciation.
They also document a significant positive assammabetween unexpected depreciation
and the level of capital contributions. Stalebrsg007) findings indicate that discretion
in write-offs and depreciation is used to reporaBraurpluses. Sundgren and Johansson
(2004) report on the use of depreciation to alkgrorted results by non-public Finnish
firms. The setting of that paper is similar to tharent study, since these firms were
recently confronted with an accounting reform thade audit and public financial
statements obligatory.

In order to identify unexpected depreciation, thethmdology of Marquardt and
Wiedman (2004) is applied. The unexpected (dismmatly) component of depreciation

for period t is defined as

GROSSPPE
DER, X ’
DEPR, "~ GROSSPPE,
UDEPR, = = - ’ 1)
TA TA
Where
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UDEPR,;; Unexpected depreciation for organization i in year

DER; Actual (reported) depreciation for organization year t
TA i1 Total assets for organization i in year t-1
Gross PPE; Gross plant, property and equipment for organizaitia year t

Lastly, in accordance with former studies by Bousvenhal. (2004), Leone and Van Horn
(2002) and Ballantine et al. (2007), an aggregatzuals model is used based on the
Jones (1991) model and the modified version by DegiSloan and Sweeney (1995)

(Hereatfter referred to as the Jones model and reddlibnes model, respectively).

For the Jones model, the following ordinary leapiases regression model is used to
estimate accruals as a function of the changedarietel of activity (change in revenue)

and the level of plant, property and equipment.rhals are defined as the change in
operating assets (inventory, accounts receivabiedsrthe change in operating liabilities
(all non-financial short term debts) to accountdbanges in working capital and minus
non-cash expenses such as depreciation and pmsisbnormal or discretionary

accruals are then defined as the error terms afettession.

A% =a +Q(ARE\4J+*’2(PPEtJ+fﬂt @
TAL  TAL TAL TA
Where

AC; = total accruals for firm i in year t

AREV, = revenues in year t —revenues in year t-1

PPE= gross property, plant and equipment in year t

TA.1= Total assets in year t-1
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Dechow et al. (1995) proposed a modification to dhiginal Jones (1991) model by
subtracting the change in receivables from the ghan revenue in order to capture

sales-based manipulation. The modified Jones medieén:

AC, _, 1 +b{ARE\4 —AREC},tj+b{PPEnj+£n @)
TAa  TAa TA TA

Where AREG, = receivables year t — receivables year t-1
Results and Discussion

Descriptives
The analysis is based on a sample of 925 orgaoimatihat filed a full scheme of
financial statements in 2006. In 2007 and 2008p@fanizations switched from the full
to the short scheme of financial statements, etttoieid activities or did not file financial
statement§. The organizations are active in 20 different satzss. The majority of
organizations are to be found in health care (4g@rmzations) and education (146). But
sectors such as agriculture and forestry, busiredaged services, hotels (youth hostels,
vacations for disabled persons), recycling, spartd leisure are also included in the

sample.
The descriptive statistics for the pooled datasaramarized in table 1. Mean total assets

(mean total revenue) amount to 14.6 (11.3) millemo. The organizations are quite

heavily subsidized, as is evidenced by the avemgesidies of 3.6 million euro
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representing on average 43.5 percent of total exelh can be noticed that the medians
are much lower than the means, indicating skewstiilolutions.

In 73.4 percent of the cases, subsidies are graottée organization and in 82.4 percent
of all cases, donations are less than 1 percetudtalf operating revenue (untabulated).

The main sources of funding are therefore subsahesself-generated revenue.

<<< Insert table 1 here >>>

Unexpected depreciation and discretionary accrudlse drive towards zero?
The presence of earnings management is tested waingccruals measures. Firstly, the
depreciation expense is split into an expected anéxpected part, using the
methodology put forward by Marquardt and Wiedma®O@. Positive (negative)
unexpected depreciation is consistent with downw/émgwards) earnings management.
Secondly, discretionary accruals are calculatemhdecate upwards (when positive) and
downwards (when negative) earnings managementuAlscare estimated by sector. Due
to the fact that some sectors have a very limitgdlrer of organizations, only 7 sectors
were taken into account. This, in combination witissing data and the use of lagged
data, reduces the total number of observationgl®8.1As a sensitivity analysis, accruals
were also estimated cross-sectional for the eséineple.
Table 2 summarizes the descriptive statistics dh bweasures. The mean and median
discretionary accruals are slightly negative ang/ wmilar in magnitude in comparison
with prior research by e.g. Bouwens et al. (2004fferences in accruals are very limited

when comparing the Jones and modified Jones mbtln unexpected depreciation is
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slightly negative, whereas the median unexpectguedation is slightly positive. The
mean level of unexpected depreciation is lower thaormer studies. Van der Zahn and
Pilcher (2008) reported a mean unexpected depi@cidevel of -0.13, whereas
Marquardt and Wiedman (2004) reported -0.05. Adsraee both negative and positive,
suggesting upwards as well as downwards earningsageaent. The percentages in
table 2 suggest that downwards earnings manageimemnbre present than upwards

earnings management (for discretionary accrualgedisas unexpected depreciation).

<<< Insert table 2 here >>>

To test whether accruals are used to manage earmapwgards when pre-managed
earnings are negative (and vice versa), the foligwegressions are used, similar to
Leone and Van Horn (2002).

UDER, =a, +a, EBUDER, +a,EARNINGS,  +aUDER  +¢

Lit-1
DA, =b, +bEBDA, +b,EARNINGS  +b,DA  +¢
Where
UDEP, = Unexpected Depreciation year t
EBUDER = Earnings/TA 1+ Unexpected Depreciatipn
DA= discretionary accruals

EBDA = Earnings/Total assets; — Discretionary accruals

EARNINGS. = Reported earnings/Total assets,

When hypothesis 2 holds, we expect the sign obdietnegative and bl to be positive.

Since Kothari, Leone and Wasley (2005) showed ttligtretionary accruals are
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positively correlated with prior year earnings, @gect the sign of a2 (b2) to be negative
(positive). Lagged discretionary accruals and ueetgrl depreciation are added to the
model to deal with (likely) autocorrelation (Leoaed Van Horn, 2005)
<<< Insert table 3 here >>>

The regression results in table 3 confirm hypoth@siEarnings are managed downwards
(upwards) when premanaged earnings are positivga{ne), as is evidenced by the
negative sign of the coefficient of earnings befdiseretionary accruals and the positive
sign of earnings before unexpected depreciatior.chefficient of scaled earnings of the
previous year also shows the expected sign. Thiamxjory power of the discretionary
accruals model (0.714) is higher than the unexped&preciation model (0.336), but
both are acceptable and the analysis of multicdliity diagnostics (untabulated) does
not indicate problems. Overall, the ‘drive towamso’ is confirmed by the regression

analysis.

Loss avoidance

Using the method developed by Burgstahler and DRic{997), we examine the
distribution of reported earnings (divided by tdedged assets) around the benchmark,
in this case the financial breakeven point of zedit. Graph 1 shows the distribution of
reported earnings divided by lagged total assetseclo the breakeven point (datapoints
are in a range of -0.2 to 0.2 for the graphicakprgation). The discontinuity around the
breakeven point is visually clear. The number afesteation in the interval just to the

right of the breakeven point is clearly much molevated than the number just to the
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left. Following Burgstahler and Dichev (1997), tinislicates that organizations manage

reported earnings to a level just above the breakeoint, as suggested by hypothesis 1.

<<< Insert graph 1 here >>>

Table 4, panel A shows the results of the staistimalysis developed by Burgstahler
and Dichev (1997), using interval widths of 0.5qest. The interval just to the right of
the breakeven point contains a significantly langember of observations than is to be
expected under the hypothesis of a normal distohutThe adjacent interval (small
losses) contains significantly less observatioas tio be expected.
This observation is in line with hypothesis 1, isigitthat organizations will avoid small
losses.

<<< Insert graph 2 here >>>

<<< Insert graph 3 here >>>

Graphs 2 and 3 represent the distribution of egmbefore unexpected depreciation and
earnings before discretionary accruals. The disgory around zero is considerably less
visible or even non-existent, which confirms the s the depreciation expense and
accounting accruals as earnings management tdaksislconfirmed by the results of the
statistical tests (table 4, panels B and C). Whesruals and depreciation are used to
manage earnings towards zero, we would expecttédrelard deviation of unmanaged
earnings (i.e. earnings before unexpected depracjadEBUDEP, and earnings before

discretionary accruals, EBDA) to be larger than rieported earnings and means to be
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closer to zero for reported earnings. The distidsutharacteristics in table 5 show larger

standard deviations for unmanaged earnings thamémaged earnings.

<<< Insert table 5 around here >>>

To further analyse the loss avoidance hypothekes,sample is split into four groups,
based on their reported and unmanaged resultsl proéits (losses) are defined as less
than (minus) one percent of total assets.
<<<lInsert table 6 around here>>>

The percentage of organizations that reports al grdit is considerably larger than the
percentage of organizations with unmanaged smsdiel® (14.3 versus 6.4 percent in the
case of unexpected depreciation, 15.3 versus 4cemein the case of discretionary
accruals). This is consistent with the analysistloé earnings distribution and the
Burgstahler and Dichev (1997) statistical teststhea UDEP-analysis (DA-analysis) ,
20.6 (7.0) percent of all small profit reportersalshow an unmanaged small profit.
Almost 45 (35) percent of the small profits are thesult of upwards earnings
management, whereas 34.5 (58.3) percent is thelt redudownwards earnings
management. Depreciation seems to be used moren dfte upwards earnings
management, whereas the majority of discretionagruals is negative (downwards
earnings management). The conclusions based ooardlsstabs are consistent with the
hypothesis that organizations tend to avoid repgré loss (H1). To do so, both upwards
and downwards earnings management seem to be Gsedall, only 44.3 percent

(UDEP) and 38.9 percent (DA) of unmanaged losses¢oe than 1% of total assets) are
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also reported as losses of that size. The stalafiynmanaged into reported profits is

higher: 87.8 percent (UDEP) and 76.9 percent (DA).

Unexpected depreciation in relation to subsidies
Hypothesis 3 states that earnings management geseaith the level of subsidies. To

test the hypothesis, univariate correlations (t&pland OLS regression (table 8) is used.

<<< Insert table 7 around here >>>
Table 7, panel A shows the correlation betweenrtiportance of subsidies (expressed as
a percentage of total revenue) and absolute vabiesliscretionary accruals and
unexpected depreciation. The correlation is non#ggant in the case of discretionary
accruals and positive in the case of unexpectededigpion, suggesting that earnings
management through depreciation increases witlette of subsidies.
Panel B presents correlations according to thectitime of the accruals measure. The
evidence suggests that a higher level of subsaiggides with more upwards as well as
downwards earnings management in the case of uotxpedepreciation. The
correlations for discretionary accruals are nonisicantly different from zero at a 5%
level.
In Panel C, the direction of earnings managementosbined with the sign of
unmanaged results. If the importance of subsidigesl earnings towards the break-even
point, we would see higher levels of upwards (doamis) earnings management when
unmanaged results are negative (positive). Thdtsesbhow that all measures based on

discretionary accruals have non-significant cotietes with the importance of subsidies.
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The results for unexpected depreciation suggest mpwards earnings management
when unmanaged results are negative, which is stem$i with the analysis of loss
avoidance and the distribution characteristicsanhiegs before unexpected depreciation.
The correlation coefficients also suggest, howettat there is also more downwards
earnings management for negative unmanaged reguits subsidies are higher.

Overall, we find no significant correlations of clistionary accruals and subsidies. In the
case of unexpected depreciation, an increased t#velbsidies coincides with more
earnings management (upwards as well as downwardsthe case of negative
unmanaged earnings. This is consistent with hyptt& but contradictory to hypothesis

2.

To further analyze the effect of subsidies on emmimanagement towards zero profit,
the earlier used OLS regression is repeated, adalingteraction term of unmanaged
earnings and the level of subsidies. The restatedr regressions are as follows:

UDER, = a, +a,EBUDEP, +a,EARNINGS _ +a,UDEP _ +a,EBUDEPXSUE +a,SUBSit +¢

-1

DA, =b, +b,EBDA, +b,EARNINGS,_ +b,DA _, +b,EBDAXSUBS, +b,SUBS, &

Where

UDEP, = Unexpected Depreciation year t

EBUDER = Earnings/TA 1+ Unexpected Depreciatipn
DA= discretionary accruals

EBDA = Earnings/Total assets; — Discretionary accruals
EARNINGS.,= Reported earnings/Total assets,

SUBS = subsidies/total revenue year t
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Once again, the coefficients that signal earningeagement towards zero profit are al
(expected to be positive) and b1 (negative). Howat/subsidies increase the process of
earnings management towards the breakeven pomtcdbfficients of the interaction

terms (i.e. a4 and b4) are expected to be signifiaa well, in the same direction.

<<< Insert table 8 here >>>

Although the results of the bivariate correlaticed® mixed, the multivariate linear
regression shows strong results: the coefficiehtsxmanaged earnings are significant in
the expected direction, evidencing hypotheses 2anhings management towards the
breakeven point. The coefficients of the interacterms are significant as well, with the
expected sign, suggesting that the level of subsidicreases the use of accruals to

manage earnings towards zero, which is in supgdrymothesis 3.

Conclusion

In this paper, earnings management of reportediregby nonprofit organizations is
scrutinized. Although previous research has praliseme evidence that organizations
manage earnings in order to improve efficiencyosatind that hospitals manage reported
earnings to a breakeven point, so far no evidere® lheen provided of nonprofit

organizations at large managing earnings to (snmpathfits. Furthermore, no former
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research has investigated the effect of governrhentsidies on earnings management
in nonprofit organizations.

In a sample of more than 700 organizations over-y@a period, the use of the
depreciation expense and other accruals as a eo@drnings management has found
some support. To overcome the drawbacks assoaciatedlifferent methods commonly
used in earnings management research, three metredsombined as a kind of
‘triangulation’ of evidence: unexpected deprecitiodiscretionary accruals and
distribution characteristics of earnings measufésstly, all measures indicate that
earnings management occurs in nonprofit organiastisVe find discretionary accruals
that are similar in size to earlier research resattd indicate upwards and downwards
earnings management. We identify the existencenekpected depreciation expenses,
which are however less important than in reseamiedy Van der Zahn and Pilcher
(2008) and Marquardt and Wiedman (2004). The thistion of reported earnings shows
a clear discontinuity around zero profit, with sfgrantly more (less) than expected
observations of reported small profits (losses)e Tdistribution of earnings before
unexpected depreciation and earnings before dignegl accruals do not show a similar
discontinuity. A crosstabs of unmanaged versus rtegoearnings also suggests loss
avoidance. To test the hypothesis that nonprofasage earnings towards zero profit, an
OLS regression was performed to establish theioel&etween the direction of earnings
management and the sign of unmanaged earningsreshés show, for unexpected as
well as discretionary accruals, that unmanagedetosse managed upwards whereas
unmanaged profits are managed downwards. Thesksrasel confirmed by the crosstabs

of unmanaged earnings and reported earnings, iohwke see that 55.7 to 61.1 percent

-26-



of unmanaged losses is manipulated upwards, acgptdithe measure. In the case of
unmanaged profits, 12.2 to 23.1 percent is dicedtvnwards. The ‘drive towards zero’
is further evidenced by the smaller standard dernadf the distribution of unmanaged
earnings (before unexpected depreciation as webleésre discretionary accruals) than
the distribution of reported earnings. Lastly, wetéd whether earnings management is
stronger in the case of high levels of subsidieseHwe find mixed results in bivariate
and multivariate analyses. Earnings managemeng ubm depreciation expense has a
strong positive correlation with the level of subes, whereas discretionary accruals are
not significantly correlated with governmental fiweng. Unexpected depreciation is
higher when an organization relies more heavilygomernmental financing, in cases of
upwards as well as downwards earnings manageméig. rélationship seems to be
stronger when premanaged earnings are negativeisTim line with the third hypothesis,
but partially inconsistent with the ‘drive towardsro’ hypothesis. In the multivariate
analysis, however, earnings management towardspzefi is positively related to the
level of subsidies for unexpected depreciation af as discretionary accruals. These
results confirm the hypothesis that earnings mamagé towards zero profit occurs in
nonprofit organization and that this type of eagsirmanagement is stronger when
important governmental grants are involved.

Overall, the results suggests that accounting bilétyi is used to manipulate reported
results towards or just above zero profit in nofiprorganizations. However, even
‘unmanaged’ results are already very close to zetuch indicates that accounting

manipulation is not the main reason why nonprofiiggeneral- report small profits.
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Tables

In ‘000 euro Mean Median  Standard N
deviation

Total asse 14 50« 5397 3597: 2 63¢

Total op. revent 11 32¢ 5658 25 15( 2 597

Total subsidie 3 641 107 7 48¢ 2 50¢

Profit/los: 371 97 1 80¢ 2 62¢

In % Mean Median  Standard N
deviation

Subsidies as percentage of operati(| 43.47% 3218% 46.75% 2 50(

revenues

Donations as a percentage operationa| 2.64% 000% 12.55% 2 511

revenues

Table 1. Descriptive statistics on the organizati(pooled)

Mear Mediar Standarc % upwards % downwards N
deviation  earnings earnings
management management

Unexpectec -0.014z  0.0001 0.068¢ 42.6% 57.4% 119¢
depreciation
(UDEP)
Discretionary -0.013¢ -0.011C 0.166¢ 40.8% 59.2% 149¢
accruals Jones
model (DAJ)
Discretionary -0.0127 -0.011: 0.169¢ 41.3% 58.7% 149¢

accruals modified
Jones mode

(DAMJ)

Table 2. Descriptive statistics on unexpected deatien and discretionary accruals
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UDEP DA (original Jones model)
Constar -0.014 (**¥) 0.017 (¥
EBUDEF, 0.220 (***)
EBDA, -0.755 (***)
EARNINGS; -0.04z 0.213
UDEF, 0.304 (*+¥)
DA -0.157 (***)
R2 adjusted 0.33¢ 0.714
F 90.924 614.935
N 534 737

Table 3: regression of UDEP and DA (*** p<0.001; 5%0.05; * p<0.1)

Panel A Ni E(Ni) Test Stat P
Reported earnings/lagged TA

(n=1727)

(-0.01; -0.005( 36 44

(-0.005; 0O( 56 110.5  -5.387 P<0.001
(0 ; 0.005( 185 83.5 7.126 P<0.001
(0.005; 0.01( 111 1435 -2.540 P<0.001
Panel B Ni E(Ni) Test Stat P

Earnings before unexpected
depreciation

(n=1700)

(-0.01; -0.005( 35 52.5

(-0.005; 0O( 67 69 -0.2040 Non-sign.
(0; 0.005( 103 87 1.3730 Non-sign
(0.005; 0.01( 107 103 0.3316 Non-sign
Panel C Ni E(Ni) Test Stat P

Earnings before discretionary
accruals (n=1075)

(-0.01; -0.005( 35 39.5

(-0.005; 0O( 46 34 1.5355 Non-sign.
(0 ; 0.005( 33 39.5 -0.9085 Non-sign
(0.005; 0.01( 33 32.5 0.0722 Non-sign

Table 4. Statistical test of observed discontinaibund the breakeven point

(with Ni is the number of observations in intervalE(Ni) is the expected number of observations in
interval |, Test Stat the test statistic of thefatiénce between the actual and expected number of
observations). Width of the interval is 0.5 perc@&ignificance cut-off at 5% level.
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Reported earnings EBDA EBUDEP
Mear .028¢ 044 .018:
Mediar .0211 .0301 .016¢
Standard deviatic | .086( .199: 1291

Table 5. Distribution characteristics of reportednéngs, earnings before discretionary
accruals and earnings before unexpected depratiatio

Panel A. Reported earnings versus EBUDEP
Reported earnings
Loss Small los:  Small profi  Profit Total
Loss 15€& 21 57 121 357 (309%)
a Small loss 13 22 17 3¢ 91 (79%)
% Small profi 4 9 34 27 74 (6.4%)
. Profit 11 9 57 55€ 63E (549%)
Total 186 (16% 61 (53%) 165 (143%) 745 (644%)| 1157
Panel B. Reported earnings versus EBDA
Reported earnings
Loss Small los:  Smallprofit Profit Total
Loss 13¢ 31 62 14< 375(25,2%
< Small los: 15 10 17 39 81(5,4%
% Small profi 14 6 16 3C 66(4,4%
Profit 56 35 13z 744 968(65%
Total 224(15% 82(5,5% 228(15,3% 956(64,2% 149(C

Table 6. Crosstabulation of the number of orgaromat according to reported and
unmanaged results
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Spearman correlation of the percentage

oDiscretionary Unexpected

subsidies with... accruals depreciation
Panel A

Absolute value of earnings management measu 20.05 0.146***
Panel B

Upwards earnings management -0.074 0.095**
Downwards earnings management -0.038 0.156 **
Panel C

Upwards earnings management when unman 0.145%**
results are negative

Downwards  earnings  management  wi 0.012
unmanaged results are positive

Upwards earnings management when unman - 0.049
results are positive

Downwards  earnings  management  wi 0.259**

unmanaged results are negative

Table 7. Spearman correlation coefficients for mess for earnings management with

the importance of subsidies (subsidies/total reggimar easier interpretation, the absolute value
of discretionary accruals and unexpected deprecdiatias used to calculate correlation coefficie(its:

significant at 1% level, ** significant at 5% leyel

UDEP DA (original Jones model)
Constar -0.009 (**) 0.005
EBUDEF, 0.091 (***)
EBDA, -0.437 (***)
EARNINGS; -0.02: 0.005 (**)
UDEF, 0.239 (**¥)
DA -0.200 (**¥)
EBUDEP x SUB. 0.581 (***)
EBDA x SUBS -0.597 (***)
SUBS -0.016 (**) 0.021 (**)
R2 adjusted 0.50z 0.767
F 999.289 463.189
N 487 702

Table 8: regression of UDEP and DA (*** p<0.001; 5%0.05; * p<0.1)
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Graphs and figures

erd profit

Figure 1. The drive towards zero profit and lossidance in nonprofit organizations
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Graph 1. Distribution of reported earnings befanexpected depreciation divided by

lagged total assets. (width of the intervals isa$€t.5%, observations are limited between
-0.2 and 0.2 for graphical reasons)
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Graph 2. Distribution of EBUDEP (earnings beforexpected depreciation divided by

lagged total assets. (width of the intervals isa$€t.5%, observations are limited between
-0.2 and 0.2 for graphical reasons)
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Graph 3. Distribution of EBDA (earnings before dettonary accruals divided by lagged
total assets). (width of the intervals is set &84).observations are limited between -0.2

and 0.2 for graphical reasons)
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! Healy and Wahlen (1999), McNichols (2000), Fieldgs and Vincent (2001) are excellent reviews on
earnings management literature.

2 Accruals are defined as the change in non-caskemiassets minus the change in non-cash current
liabilities minus the depreciation expense.

3 The expected variance is measured as (Ip) + ¥ N (p1 + p+0)(1- p1 — p+1), Where pis the
probability that an observation will fall into imteal | and N is the number of observations.

* A small minority of organizations has intangibksats. In those cases, depreciation is the suheof t
depreciation expense on PPE and intangibles. Tiigbla PPE is then corrected with the value ofgéhes
intangibles.

® All other variables are defined as in equation (2)

® Therefore, the number of observations varies asdire analyses and is given in each table.
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