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Abstract 

Prior research documented earnings management in for-profit settings. Nonprofit 

organizations are thought to pay less attention to the bottom line of the income statement. 

Earnings management research in nonprofit settings has therefore focused on the 

manipulation of expenses in order to improve efficiency ratios or taxable income, not 

reported earnings per se. Considering a different institutional setting characterized by the 

absence of such ratios and the presence of important subsidies, management of the actual 

bottom line is analyzed in the light of the importance of these subsidies. The results of our 

analyses suggest that organizations drive their results towards zero profit and that this is 

intensified by increased governmental funding when unmanaged results are positive. The 

relation between downward earnings management and the presence of subsidies is 

particularly evident for organizations whose accumulated reserves are high. 
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Introduction 

Earnings management is an important area of accounting research. Healy and Wahlen’s 

(1999) often cited definition sets the tone for several papers on earnings management. 

‘Earnings management occurs when managers use judgment in financial reporting and in 

structuring transactions to alter financial reports to either mislead some stakeholders about 

the underlying economic performance of the company or to influence contractual outcomes 

that depend on reported accounting numbers’ (Healy & Wahlen, 1999, p.365). There is an 

ongoing flow of literature on companies’ earnings management. Motives for earnings 

management that have been documented over the years include manipulation of stock 

markets, decrease in tax levels, avoidance of political costs and preservation of CEO 

reputation.  

Recently, the scope of earnings management research has broadened out to include the 

nonprofit and public sector. Although Healy and Wahlen (1999) use ‘companies’ in their 

definition, neither motives nor techniques suggest that earnings management is limited to for-

profit organizations. On the contrary, since economic performance is increasingly monitored 

by a society that demands accountability, earnings management may well be of importance in 

the nonprofit sector. Moreover, the growing economic importance of that sector (Marée, 

Gijselinckx, Loose, Rijpens & Franchois, 2008 ; U.N. Statistics Division, 2003) implies that 

an evaluation of financial reporting quality is relevant to numerous donors, governmental 

agencies, tax authorities, staff members and volunteers as well as accounting standard setters. 

The reliability of nonprofit financial reports is important. For instance, prior research 

indicates that donors use financial information in their decision to make donations to an 

organization (e.g. Parsons, 2003 and 2007; Tinkelman, 1999; Weisbrod & Dominguez, 

1986). 
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Although earnings management research in nonprofit organizations is relatively scarce in 

comparison to that concerning for-profit entities, a number of authors have clearly 

documented its existence. Nonprofit organizations are reported to adjust accounting numbers 

for several reasons: improving their efficiency ratios (Jones & Roberts, 2006; Keating, 

Parsons & Roberts, 2008; Khumawala, Parsons & Gordon, 2005; Krishnan, Yetman & 

Yetman, 2006;), avoiding taxes (Hofmann, 2007; Omer & Yetman, 2003, 2007) and avoiding 

small losses (Ballantine, Forker & Greenwoord, 2007; Leone & Van Horn, 2005).  

Three factors distinguish this study from previous research. First, we focus on reported 

income, rather than efficiency ratios or taxable income. This implies that we look directly at 

the ‘bottom line’. We contend that nonprofit organizations use accounting discretion to 

manage results towards zero profit. Second, whereas most of the research is done using U.S. 

data, where private donations are a main source of income to nonprofit organizations, we use 

data from (Belgian) nonprofits that are highly subsidized by the government. Therefore, we 

consider the effect of subsidization on earnings management. Finally, while earlier studies in 

this field have focused on earnings management within a specific sector, we use data from 

organizations in the nonprofit sector at large. This cross-sector approach has the advantage 

that we test the pervasiveness of earnings management in the entire non-profit sector. The 

disadvantage of the approach lies in the fact that we cannot use sector-specific (and possibly 

more powerful)  earnings management measures nor test sector-specific motives. 

The remainder of the paper proceeds as follows. In the next section, we briefly discuss prior 

literature on nonprofit earnings management. Next, we present testable hypotheses followed 

by an explanation of the methodology. The last sections contain the description of the data, 

results of the analyses and conclusion. 
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Prior Research: Earnings Management in Nonprofit Organizations: Why and How? 

In contrast to the significant amount of research on earnings management by companies, 

studies on nonprofit organizations are few. At first glance, motivations for earnings 

management are less important in a nonprofit setting. Whereas businesses strive for earnings 

in order to distribute them to their shareholders, nonprofit organizations’ first priority consists 

of providing programs and services that are of public benefit. Profits – or more accurately 

surpluses- might not be much more than a side effect and are retained by the organization in 

order to provide for future programs. Previous research documents several reasons for 

nonprofits’ earnings management. Nonprofit organizations seem to modify reported expenses 

in order to demonstrate higher efficiency ratios, to reduce taxable income and to report small 

or zero profits. In the U.S., nonprofit organizations’ efficiency is expressed in terms of ratios. 

Expenses are classified as either fundraising, administrative or program expenses. Donors 

aspire to ‘good use’ of their money, which is substantiated by a high program ratio, i.e. the 

percentage of total expenses categorized as program expenses, when deciding upon donating 

money (Callen 1994; Greenlee & Brown, 1999; Weisbrod & Dominguez 1986). The 

importance of the program ratio has driven nonprofit organizations to shift expenses from one 

category to another (Khumawala et al., 2005; Jones and Roberts, 2006; Krishnan et al., 2006; 

Keating et al., 2008). Although nonprofit organizations usually can rely on a tax-exempt 

status, some of their income may still be taxable. Hofmann (2007) presents evidence 

consistent with associations shifting expenses towards their unrelated business income in 

order to reduce their tax. Omer and Yetman (2003 and 2007) conclude that nonprofit 

organizations misreport taxable income by overstating taxable expenses. Finally, some 

authors find evidence that nonprofit organizations manage reported earnings to a range just 

above zero. Leone and Van Horn (2005) show that nonprofit hospitals have reasons for 
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managing their reported earnings so as to produce a small profit. Ballantine et al. (2007) 

substantiate their hypothesis that English National Health Service Trusts use accounting 

flexibility (discretionary accruals) to achieve zero (or small) profit.  

In summary, evidence of nonprofit organizations’ attempts to manage reported financial 

numbers is limited but convincing. However, prior research has mainly been dealing with 

expense classification and taxes. When reported earnings are studied, data are limited to one 

specific sector. In this paper, management of reported earnings towards zero profit is 

discussed for organizations in the nonprofit sector at large. Moreover, the level of 

governmental financial aid is considered to be an incentive for this type of earnings 

management. 

Hypothesis Development 

Nonprofit organizations cannot actively pursue profit in order to redistribute it to the owners 

and are expected to spend their revenue on programs and services. Therefore, the distribution 

of surpluses/losses should be centered around zero, even in the absence of accounting 

manipulation. There are, however, reasons to assume that nonprofit organizations also 

manage the reported results towards zero profit in a way that makes use of flexibility in 

accounting standards. Moreover, nonprofit organizations might be more inclined to manage 

earnings when important governmental funding is at stake. To substantiate these hypotheses, 

we refer to previous research on the relationship between funding (subsidies, debt financing 

and donations) and financial reporting (earnings, earnings management and compliance) by 

nonprofit organizations. In addition, and given the dataset at hand, we refer to analyses by the 

Belgian Court of Audit of the subsidization process in different areas of the nonprofit sector.  

Funding as a reason for earnings management 
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Given the absence of shareholders, nonprofit organizations  rely quite heavily on donations 

and subsidies. As Anheier, Toepler and Sokolowski (1997, p. 203) point out: ‘public sector 

dependent organizations tend to find such government funding inadequate, see their 

dependence as problematic, are fearful of bureaucratization, feel political pressure, lament a 

lack of political concept and diagnose political insecurity.’ These authors also conclude that 

state-dependent organizations are less likely to introduce austerity measures in the event of 

financial problems than their fee-dependent counterparts. The former are more likely to try to 

increase funding by making ‘appropriate contacts at the right political level’ (p. 203). This 

indicates that state-dependent organizations are well aware of the importance of government 

funding and are prepared to go a long way to ensure continuing financing. Verbruggen, 

Christiaens and Milis (2011) conclude that formal compliance with financial reporting 

standards increases with dependence on governmental subsidies and financial debts, 

indicating a willingness to meet the demands of the most important source of funding.  

Prior research (Bouwens et al., 2004; Frank, Salkever and Mitchell, 1990) has further shown 

that nonprofit organizations can have incentives to manage earnings to preserve or obtain 

funding. Bouwens et al. (2004) show that Dutch nonprofit hospitals manage earnings 

upwards both in the year prior to and the year in which additional funding is received in the 

form of financial debt. They argue that ‘managers also have incentives to manage the books 

in order to attract new or additional funding in the (nearby) future, that is both to obtain 

external funding and to obtain it under favourable conditions’ (Bouwens et al., 2004, p.9). 

Frank et al. (1990) report a negative correlation between (lagged) reported income and the 

level of donations. This indicates that donors take reported earnings into account when 

deciding on donations and are less inclined to donate money to profitable organizations. 

These research results indicate that nonprofit organizations can be motivated to engage in 
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earnings management in order to receive additional funding. It is clearly important for firms 

with financial debts to show positive results and financial strength in order to convince 

financial institutions of creditworthiness. Therefore, we might expect these firms to manage 

earnings  upwards. When trying to increase donations, theory and evidence suggest firms will 

manage earnings downwards in order to show the need for funds.  

In this paper, we consider subsidies  as a possible motive for earnings management. The 

‘optimal’ level of earnings and thus the direction of earnings management is less clear when 

we investigate subsidies as a source of funding. There are reasons for upwards as well as 

downwards earnings management. We argue that, as in the case of additional debt financing, 

reporting a loss can damage the reputation of the nonprofit organization in the eyes of 

subsidizing governments. The question might arise whether or not it is economically and/or 

socially desirable to subsidize an organization that reports losses. Taking this into account, 

heavily subsidized organizations may be inclined to manage losses upwards in order to 

maintain governmental funding.  

Nonprofit organizations might not only be avoiding losses, they may also benefit from 

minimizing reported profits. Governments (whether local, national or supranational) will 

monitor the results of organizations applying for or receiving subsidies, on the level of 

program services provided as well as on a financial level and may be less keen to start or 

continue subsidizing organizations with large profits. As in the case of private and corporate 

donations (Frank et al., 1990), the level of subsidies might vary inversely with reported 

earnings. When they do, nonprofits can be inclined to manage earnings downwards. 

 

Institutional evidence on the relationship between subsidies and earnings 
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The paper uses Belgian data for empirical analysis of the hypotheses. In order to complement 

and support the theoretical expectations explained in the previous section, we shed light on 

the practice of grant application, decision-making and follow-up through comments made by 

the Belgian Court of Audit. This court exercises external control over the budgetary, 

accounting and financial operations of the Federal State, the Communities, the Regions, the 

Provinces and the public service institutions depending upon them. This evidence shows that 

profitability is indeed explicitly considered by Belgian authorities in order to decide upon 

whether and by how much to subsidize nonprofit organizations in various sectors. Moreover, 

in line with our remarks on the appropriate direction of earnings management, some specific 

examples indicate that nonprofit organizations in point of fact receive conflicting signals 

about the relation between profit and subsidies. In the auditor’s report to the Flemish 

Parliament on the subsidization of the arts sector (Vlaams Parlement,2006,p. 8) , we read that 

‘ the absence of correct and uniform annual accounts hamper the level of control over other 

conditions for subsidization such as the required minimum percentage of own income and the 

accumulation of reserves.’ As for these reserves, the report also mentions (p. 32) that ‘the 

annual growth in reserves cannot be higher than ten percent of the subsidies for that year or 

the amount of own income if this is less than ten percent of the subsidies. Accumulated 

reserves cannot be higher than 20 percent of the average operating expenses of the previous 

three years.’ In a similar audit report concerning nonprofit organizations in the tourism sector 

(Vlaams Parlement, 2010, p. 18) the Court stated that ‘the annual accounts of an 

organization can be relevant in assessing the financial strength of the applicant or in judging 

accumulated profits and revenue from subsidies’. The same report specifically indicates that: 

‘subsidies can only be diminished or taken back in the event of profit.’(p. 23). In the report on 

large subsidies by the Flemish Community (Vlaams Parlement, 1999, p. 19) we find that ‘the 

lack of transparency concerning the existence of other revenue for the nonprofit organization 
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is a major issue. The legislation on whether or not other sources of revenue and the 

accumulation of reserves is allowed is unclear.’ Evidence in the sector of social work 

suggests that profitability ratios are taken into account when analyzing applications for 

subsidies. Profits that are lower than one percent of revenue are deemed negative signals, and 

losses are ‘red lights’ in the decision-making process of subsidization (Naert and Tack, 2009, 

p.35).  

Thus, the institutionally driven evidence confirms that (i) annual accounts are taken into 

consideration when an organization applies for subsidies, that (ii) high accumulated reserves 

and profits can hamper the approval of subsidies or even trigger the withdrawal of approved 

subsidies while (iii) on the other hand losses are considered as ‘warning signs’. Organizations 

may take  a ‘better safe than sorry’ attitude towards reporting profit when confronted with 

confusing or unclear signals by the government concerning the relation between profitability 

and subsidization. 

Overall, prior research has identified reasons for upwards as well as downwards earnings 

management in nonprofit organizations in the light of additional funding. Institutional 

evidence demonstrates clear reasons for downwards earnings management and provides some 

arguments for upwards earnings management. Based upon these arguments, we propose the 

following hypotheses: 

H1. Drive towards zero hypothesis: Nonprofit organizations manage earnings upwards 

when pre-managed earnings are negative and downwards when pre-managed earnings are 

positive. 

H2. Goverment funding hypothesis: Earnings management towards zero profit increases 

with the importance of governmental funding as a source of revenue. 
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We use the percentage of subsidies in total operating income to measure the importance of 

government funding. As will be explained in the next section, the level of subsidies is 

compared to the sector median. 

Sample Selection and Methodology 

 

Sample selection 

We test the hypotheses using a set of Belgian nonprofit organizations. The arguments in favor 

of using these data are threefold: (i) these organizations have been confronted with increased 

accounting and reporting requirements since 2006, leading to the use of accrual accounting 

and the public availability of standardized financial statements; (ii) an important number of 

organizations are heavily subsidized, providing a possible rationale for earnings management 

not yet explored in the literature and (iii) the nonprofit sector is of considerable importance in 

Belgium.   

The 2006 accounting reform forced very large Belgian nonprofit organizations to switch to 

accrual accounting and draw up a full set of standardized financial statements. Accrual 

accounting and the short set of financial statements were mandated for large organizations, 

while small nonprofit organizations are still allowed to use cash accounting and their 

statements are not publicly available.  

To be able to calculate all the necessary variables, we require a full set financial statement. In 

September 2007, the National Bank of Belgium provided a list of all full scheme filers. We 

use the full financial statements of 925 nonprofit organizations for 2006. The same list of 

organizations was used to gather data for 2007 and 2008.  Out of the 925 organizations, four 

are excluded from the analysis due to missing data on the sector, 21 have at least one missing 
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financial statement or were liquidated during the investigated time period and 59 were 

excluded due to missing data within the financial statements. Thus, data of 841 organizations 

were used over a three-year period, which is 68 percent of all full scheme filers in 2006. 

Methodology 

The majority of current (corporate) earnings management studies focus on the use of 

discretion in accounting as a tool for earnings management. In these studies, three 

methodologies can be identified: the distribution of reported earnings, models of specific 

accruals and models that focus on aggregate accruals. The Jones (1991) model, which splits 

accruals into a non-discretionary and a discretionary part, is most often used in studies that 

focus on accruals. The existence of discretionary accruals is viewed as evidence of earnings 

management. Leone and Van Horn (2005) examined the use of two specific accruals (third 

party allowances and doubtful debtors) as a means of reporting zero profit in nonprofit 

hospitals. These authors also used the Jones (1991) model as a robustness check. Ballantine et 

al. (2007) and Bouwens et al. (2004) use Burgstahler and Dichev’s (1997) distribution 

techniques as well as discretionary accruals models.  

In this paper, in accordance with Bouwens et al. (2004), Leone and Van Horn (2005) and 

Ballantine et al. (2007), we use an aggregate accruals model based on the Jones (1991) 

model. For the Jones model, we use the following ordinary least squares regression model to 

estimate accruals as a function of the change in the level of activity (change in revenue) and 

the level of plant, property and equipment. Accruals are defined as the change in operating 

assets minus the change in operating liabilities to account for changes in working capital and 

minus non-cash expenses such as depreciation and provisions. Due to the short time period 

and small sample size, abnormal or discretionary accruals are estimated within the sample, 
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similar to Leone and Van Horn (2005), on a sector-by-sector basis and defined as the error 

terms of the following regression: 
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Where 

ACit = total accruals for firm i in year t 

REVit = revenues in year t – revenues in year t-1 for firm i 

PPEit= gross depreciable assets in year t for firm i 

TA i,t-1= Total assets in year t-1 for firm i 

 

As discussed earlier, the Jones model has been used extensively in for-profit earnings 

management research. To assess whether or not the model is appropriate for use in nonprofit 

settings, we examine the nature and importance of the individual accrual accounts.  Inventory 

is of little importance in an average nonprofit financial statement (in the sample, inventory 

ranges from zero to 43 percent of total assets, with an average of less than one percent). 

However, the valuation of inventory can be more difficult in nonprofit organizations and 

therefore more susceptible to earnings management. Accounts receivable (on average 19 

percent of total assets) originate from ‘commercial’ activities of the organization as well as 

from subsidies. In both cases, these amounts are susceptible to earnings management. 

Commercial accounts receivable are subject to doubtful debt expenses, similar to for-profit 

companies. For accounts receivable that originate from subsidies one needs to assess whether 

or not the subsidy can be legitimately recognised as revenue and can be entered in the balance 

sheet. In several Belgian hospitals, for example, this issue has frequently given rise to 

qualified audit opinions. Similarly, the recognition of revenue from subsidies can influence 

accrued and deferred income accounts and therefore accruals. Similar to for-profit 
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companies, non-cash expenses such as depreciation, amortization and write-offs, are a part of 

nonprofit organizations’ income statements and accruals. 

 

Results and Discussion 

Descriptives on the organizations in the sample 

The analysis is based on a sample of 841 organizations that filed a full set of financial 

statements in 2006, 2007 and 2008. The organizations are active in 20 different subsectors 

according to the ‘traditional’ NACE-BEL classification. However, according to the arguably 

more appropriate classification of the satellite accounts for the Belgian nonprofit sector 

(Pacolet et al., 2001; Marée et al., 2008) six different areas of activities can be discerned: 

Culture, sports and recreation (14 organizations), education and research (201), health care 

(57), social services (436), law, advocacy and politics (52) and other areas of activity (81). i   

Descriptive statistics for the pooled data are summarized in Table 1. Mean total assets (mean 

total revenue) amount to 14.8 (11.4) million euro. The organizations are considerably 

subsidized, as is evidenced by the mean subsidies of 3.6 million euro representing on average 

42.8 percent of total operating revenue. We note that the medians are much lower than the 

means, indicating skewed distributions. In 74.0 percent of the cases, subsidies are granted to 

the organization and in 63.6 percent of all cases, donations are less than 1 percent of total 

operating revenue (untabulated). The main sources of funding are therefore subsidies and 

self-generated revenue.  

>>> Insert Table 1 and 2 around here <<< 

Further details on the organizations on a sector-by-sector basis are shown in Table 2. There 

are substantial differences in average size of the organizations. Mean and median total assets 
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and total revenue tend to be high in health care, advocacy and ‘other’ organizations (sectors 

3, 5 and 6). Average profitability, expressed as reported earnings divided by total assets, 

ranges from 2.4 percent in education/ research to 4.6 percent in ‘other activities’. Mean 

dependence on subsidies ranges from 4.4 percent (other activities) to 72.3 percent (education/ 

research). The sector of education and research is very heavily subsidized in comparison to 

the other sectors. Overall, dependence on donations is low, with a mean ranging from 0.09 

percent in health care to 9.59 percent in law, advocacy and politics. In all sectors, the median 

percentage of donations is zero and the standard deviation is high. The percentage of selected 

working capital accounts and depreciable assets in total assets are shown in panel B of Table 

2. Although there are sector differences, the overall picture is quite similar: depreciable assets 

and accounts receivable are an important part of total assets, whereas inventory is negligible.  

Discretionary accruals (DA): descriptives 

As explained, we test for the presence of earnings management by estimating discretionary 

accruals with the Jones model. These accruals are estimated within sample (similar to Leone 

and Van Horn, 2005)  per sector in order to take differences between sectors into account. 

Due to the fact that the analysis requires lagged data, we limit the number of observations  to 

two-year data for 841 organizations. The data are winsorized at mean value +/-  three 

standard deviations in order to mitigate outlier effects. 

Table 3 summarizes the descriptive statistics for discretionary accruals. Mean and median 

discretionary accruals are slightly negative in the entire sample as well as in separate sectors, 

which is in line with the observation that there is more evidence of downwards (58.2 percent 

of observations) than upwards (41.8 percent) earnings management. In all separate sectors, 

the instance of upwards versus downwards earnings management is similar (42.6 to 53.6 
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versus 46.4 to 57.4 percent), except for the sector of education/research where the dominance 

of downwards earnings management is higher (73.9 percent). The difference in the 

occurrence of downwards and upwards earnings management in the sector of education and 

research when compared to all other sectors is statistically significant according to Chi 

Square tests (untabulated).  

>>> Insert table 3 around here <<< 

Discretionary accruals and subsidies: the drive towards zero profit? 

To test whether non-profit organizations use accruals to manage earnings upwards 

(downwards) when pre-managed earnings are negative (positive), we use two methods. 

Firstly, we compare the characteristics of the distribution of reported earnings to those of the 

distributions of unmanaged earnings, i.e. earnings before discretionary accruals (EBDA, 

reported earnings minus discretionary accruals). Secondly, we use regression analysis, similar 

to Leone and Van Horn (2005). 

 >>> Insert Table 4 around here <<< 

In Table 4, we summarize the characteristics of reported earnings and unmanaged earnings. 

The differences between reported earnings and EBDA are consistent with the first hypothesis. 

The mean and median of managed earnings (0.0350 and 0.0215) are closer to zero than those 

of unmanaged earnings (0.0471 and 0.0348). According to the Sign test, the medians are 

significantly different. Furthermore, the boundaries of the first and third quartile of managed 

earnings are closer to zero than the boundaries for EBDA (0.0011 versus -0.0081 and 0.0569 

versus 0.0937). All of these elements indicate a shift towards zero for reported earnings when 

compared to unmanaged earnings.  
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To more formally test hypotheses 1 and 2, we use regression analysis to explain the level of 

discretionary accruals. To assess the first hypothesis, we use EBDA as an explanatory 

variable. In order to test for the effect of subsidization on earnings management (hypothesis 

2), we use the variable SUBS and the interaction term EBDA*SUBS. To take sector 

differences in subsidies into account, SUBS is defined as a dummy variable, taking the value 

one when subsidies are larger than the sector median and zero otherwise. The use of the 

dichotomous variable is helpful in avoiding multicollinearity problems that arise from 

introducing the interaction term when a continuous variable is used. Sector medians were 

used to take the different levels of subsidization (and possibly different procurement) across 

sectors into account (Table 2, panel B). To control for earnings management in the light of 

other sources of revenue (Bouwens et al., 2004, Frank et al., 1990), we add the dummy 

variables DONAT and NEWLOAN to the model. They have the value one when donations 

are a source of revenue and when new financial loans are contracted. In the case of donations, 

a dummy variable is used to deal with the highly skewed distribution of the continuous 

variable (the percentage of donations in total revenue has a median value of zero in all 

sectors) which leads to outlier problems. We use  a dummy variable for financial debts in 

light of  the findings of Bouwens et al. (2004), who demonstrate that earnings are managed 

when new loans are contracted. Kothari, Leone and Wasley (2005) show that discretionary 

accruals are positively correlated with prior year earnings, and thus, we add lagged earnings 

to the model. Finally, we add lagged discretionary accruals to the model to deal with (likely) 

autocorrelation. 

ε++++

++++=
−−

titititi

tititititi

NEWLOANbDONATbSUBSEBDAb

SUBSbDAbEARNINGSbEBDAbbDA

,7,6,,5

,41,31,2,10,

*
         (2)

 

With: 
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DAt = discretionary accruals in year t 
 

EBDAt = Earnings t/TA t-1 – discretionary accruals t 

EARNINGS t-1= Reported earnings t-1/Total assets t-2  

SUBS i,t = 1 when subsidies as percentage of total operating revenue are larger than the sector median, 
0 otherwise 

DONATi,t= donations as percentage of total operating revenue: 0 when equal to 0, 1 otherwise 

NEWLOANi,t = 1 when new financial loan in year t, 0 otherwise 

Subscripts i, t = organization i in year t 

 

Since hypothesis 1 is formulated symmetrically and the signs of unmanaged earnings and 

earnings management measures are important, we split the sample into groups according to 

the unmanaged result (EBDA POSITIVE or NEGATIVE). If the first hypothesis holds, we 

expect coefficient b1 to be negative in both subsamples. In the case of unmanaged losses, we 

expect upwards earnings management, which is measured by positive discretionary accruals 

and vice versa. To analyse whether earnings management towards zero profit increases with 

the importance of subsidies as a source of revenue, we incorporate the interaction term 

EBDA*SUBS into the analysis. We expect the coefficient of the interaction term (b5) to be 

negative when subsidization levels intensify earnings management practices. 

Based on the evidence of  Frank et al. (1999), we expect the sign of the coefficients for the 

control variable DONAT to be negative, consistent with downwards earnings management. 

Since Bouwens et al. (2004) report upwards earnings management in the case of additional 

financing, we expect the sign of the control variable NEWLOAN to be positive. Finally, we 

expect the sign of lagged unexpected discretionary accruals to be negative, due to the reversal 

of accruals (DeFond and Park, 2001) and the sign of the coefficients for lagged earnings to be 

positive (Kothari et al., 2005).  
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In the regression analysis, the use of two-year lagged data reduces the number of 

observations to one year for the 841 organizations. Before performing the regression 

described above, we analyse the univariate data for year 2008 (Table 5) and Spearman 

correlation coefficients (Table 6). Lagged discretionary accruals and current discretionary 

accruals are slightly negative, whereas unmanaged earnings are positive on average, 

consistent with the findings in table 3 and 4 (two-year data). 37.5 percent of organizations 

receive donations  and  32.4 percent of organizations secure a new financial loan in the 

sample period. As expected, the correlation (Table 6) between discretionary accruals and 

unmanaged earnings is negative (-.689). This is also the case when examining positive and 

negative unmanaged earnings separately (respectively -.577 and -.513, untabulated). The 

correlation between subsidies and discretionary accruals is not significant. Due to the fact that 

we claim in hypothesis 2 that earnings management towards zero profit is affected by 

subsidies, the interaction term is more relevant.  The correlation of the interaction term with 

discretionary accruals is significantly negative, as expected. The correlations between the 

dependent variable and the control variables is not significant at the five percent level, except 

for lagged earnings (negative). The correlation between EBDA and EBDA*SUBS is 

relatively high (0.591), indicating that multicollinearity problems may hamper the 

multivariate analysis. 

>>> Insert Table 5 and Table 6 around here <<< 

The results for the regression analysis for the entire sample are shown in Table 7. However, 

since hypothesis 1 is formulated symmetrically, we partition the sample according to the sign 

of unmanaged earnings (EBDA positive versus negative).  The explanatory power of the 

models is very high, ranging from 42.7 percent to 57.2 percent, which is higher than in the 

similar model of the Leone and Van Horn study (2005, 33 percent). The highly significant 
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negative coefficient of EBDA in all models is consistent with the first hypothesis. The 

variable SUBS is significantly linked with discretionary accruals in the case of positive 

unmanaged earnings. However, we do not investigate the effect of subsidies on discretionary 

accruals and do not have specific expectations about a direct relationship between the level of 

subsidies and the level of earnings management. In hypothesis 2, we contend that subsidies 

influence earnings management towards zero profit, or stated otherwise, that subsidies will 

modify the relationship between unmanaged earnings and discretionary accruals. Therefore, 

we are interested in the interaction term EBDA*SUBS. The coefficient on this variable is 

significantly negative in the entire sample as well as in the case of positive unmanaged 

earnings, which is consistent with our second hypothesis. However, the variable is not 

significantly negative in the subsample of negative unmanaged earnings. These results 

indicate that downwards earnings management towards zero profit is stronger when the 

organization is heavily subsidized (higher than the sector median) but that upwards earnings 

management in case of negative unmanaged earnings is not affected by the level of subsidies. 

Therefore, hypothesis 2 is only partially supported by the data, which is in line with the fact 

that the institutional evidence seems to suggest stronger reasons for downwards than for 

upwards earnings management. 

The coefficients of the control variables of lagged earnings (Kothari et al., 2005) are 

consistent with prior research. This is also the case for lagged discretionary accruals (Leone 

and Van Horn, 2005) and consistent with the reversal of accruals. The coefficients of 

donations and new loans are not significantly different from zero, which is not consistent 

with prior research by Bouwens et al. (2004). This may be explained by the fact that 

donations as well as financial loans are not important sources of funding in this sample of 

organizations.  
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Due to the evidence previously cited in the paper that the level of accumulated reserves might 

jeopardize government funding, we perform separate analyses on firms with high and low 

levels of reserves. High and low reserves are defined as in aforementioned institutional 

evidence (Vlaams Parlement, 2006, p.32) which states that ‘accumulated reserves cannot be 

higher than 20 percent of the average operating expenses of the previous three years.’ We 

expect that organizations with high levels of accumulated reserves have stronger incentives 

for downwards earnings management than organizations with low reserves. Since we contend 

that organizations with negative earnings before discretionary accruals will manage earnings 

up, we focus on the sub-sample of firms with positive EBDA to test for the relation between 

downward earnings management and the level of reserves. We partition the sample  into two 

groups based on the percentage of accumulated reserves in the operating expenses in the 

previous period.ii The results in table   indicate that both groups (high as well as low 

accumulated reserves) manage earnings downward when there are positive unmanaged 

results, consistent with our first hypothesis. The presence of subsidies has an incremental 

effect on downward earnings management only for firms with high reserves.   

 

Robustness tests 

To test the robustness of the results, we redefine the variable DONAT as 1 when donations 

exceed the value of percentile 75. The results remain consistent across all subsamples. We 

also redefined the variable NEW LOAN to equal the change (expressed as a percentage) in 

financial loans from year 2007 to year 2008 when a new loan was contracted in 2008 and 

zero otherwise. Again, results remain consistent across all analyses. 
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Furthermore, we ran the regression analysis for the sector of education/research alone and all 

other sectors exclusive of the education sector to test whether the differences in the univariate 

characteristics affect the regression results. In both subsamples the coefficient of the 

interaction term was significantly negative in the case of positive EBDA and non-significant 

in the case of negative EBDA.  

Finally, we performed the analysis for a sample split in high and low reserves with the sector 

median level of accumulated reserves as the cut-off point instead of 20 percent of average 

operating expenses. The results and analysis remain unchanged. We can conclude that the 

results are quite robust for different definitions of the explanatory variables as well as 

different subsamples. 

 

Conclusion 

Summary 

In the current paper, we explored earnings management in the Belgian nonprofit sector, 

which is divided into six subsectors according to satellite accounts. Based on previous 

research into the interaction between funding (subsidies, financial debts, donations) and 

financial reporting (compliance, earnings management) and into the practices regarding 

subsidies in Belgium, we investigated nonprofit entities’ earnings management towards zero 

profit and the interaction with the level of subsidies.  

The characteristics of managed and unmanaged earnings as well as the multivariate analysis 

based on discretionary accruals show strong evidence of earnings management towards zero 

profit. The comparison of reported and unmanaged results shows that the former is more 
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centred around zero profit. Furthermore, regression analysis shows that earnings are managed 

downwards (upwards) when premanaged earnings are positive (negative).   

When analyzing the effect of subsidies on this earnings management pattern, we conclude 

that there is evidence that earnings management is more evident in organizations with high 

levels of subsidization. However, there are differences according to the direction of earnings 

management. The results support the hypothesis that downwards earnings management in the 

case of positive unmanaged earnings is stronger in the case of high levels of subsidization. 

The results do not support the hypothesis that this is also the case for upwards earnings 

management in the case of negative unmanaged earnings. Furthermore, the evidence suggests 

that the level of subsidization only influences the level of earnings management when 

accumulated reserves (an element taken into consideration by subsidizing governments) are 

high. 

Contributions to Scholarship 

Since earnings management studies are few in the nonprofit sector, this study contributes to 

the emerging field of research. First, the cross-sector approach shows that, while there may 

be sector-based differences, earnings management seems prevalent in the entire sector. 

Second, to our knowledge, this is the first research paper that links earnings management 

with the level of subsidization.  

Applied Implications 

There are also some practical implications to this study. First, it is important for subsidizing 

governments to have information about how nonprofit entities react on information on the 

relationship between profit and subsidies, which is often unclear and confusing. Clearly, it is 

important for governments to specify how the statements are used in the process of 
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deliberating about subsidization. Furthermore, it is important for governments and standard 

setters to identify opportunities and reasons for earnings management when analyzing 

regulations for subsidization. Lastly, follow-up research is needed when new types of 

subsidies are introduced. As an example, the subsidization regulations in Belgian education 

have changed recently. It is important for the government to analyze whether this new type 

and level of subsidies increases efficiency in education. In order to rely on accounting 

numbers to help perform this type of analysis, the government needs to understand that the 

earnings number presented by non-profit entities may not be completely objective; it may be 

managed either up or down depending on the organization’s motivations.   

Limitations and directions for further research 

Overall, the paper provides evidence that earnings management is prevalent in different 

nonprofit subsectors, but also that it may be different in various subsectors.  Although we 

have made an attempt to use several subsectors in order to measure the extent of earnings 

management, specific sector research is still needed to get more insight into such issues as 

whether there are sector-specific accruals that are more appropriate than the aggregate 

accruals used in this study. Furthermore, it may be interesting to analyse whether a 

‘competition’ for subsidies influences the degree and direction of earnings management. 

Finally, we see opportunities in follow-up research that combines efficiency measurement 

(e.g. data envelopment analysis) and earnings management measures. It may be the case that 

earnings management is used as a signal of efficiency (consistent with for-profit entities 

signalling information through earnings management, e.g. Sun and Rath, 2008) or to cover up 

inefficiencies.
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Tables 

Table 1. Descriptive statistics on the organizations (2006-2008) 

In ‘000 euro Mean Standard 
deviation 

Perc.25 Median Perc. 75 Number of 
observations 

Total assets 14,810 34,975 2,905 5,771 12,324 2,523 

Total op. revenue 11,434 24,072 3,580 5,861 10,078 2,523 

Total subsidies 3,616 7,200 0 1,129 4,879 2,523 

Profit/loss 381 1,800 5 101 317 2,523 

In % Mean Standard 
deviation 

Perc.25 Median Perc.75 Number of 
observations 

Subsidies as 
percentage of 
operating revenues 

42.79  38.86 0.00 32.57 83.76 2,523 

Donations as a 
percentage of 
operating revenues 

  2.97  13.56 0.00 0.00  0.19 2,523 
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Table 2. Descriptive statistics on the organizations per sector (2006-2008) 

 Sector 1 Sector 2 Sector 3 Sector 4 Sector 5 Sector 6 
PANEL A   
N 42 603 171 1308 156 243 
 
total assets (000 euro) 
Mean  
Median  
Standard deviation  

 
 

13,297 
7,448 

14,010 

 
 

9,687 
4,326 

25,990 

 
 

33,307 
10,708 
62,130 

 
 

8,855 
5,352 

14,870 

 
 

24,735 
12,822 
33,210 

 
 

40,451 
14,184 
72,110 

 
Mean total operating revenue (000 euro) 
Mean  
Median  
Standard deviation  

 
 

11,567 
7,161 

12,780 

 
 

8,605 
6,026 

20,010 

 
 

38,218 
15,045 
61,010 

 
 

8,129 
5,065 

12,850 

 
 

17,059 
8,707 

27,280 

 
 

13,762 
7,034 

20,530 
 
Mean Profit/loss  
(000 euro)/  (% of total assets) 
Mean  
Median  
Standard deviation 

 
 
 

386 / 3.0 
30 / 0.3 
184 / 16 

 
 
 

172 / 2.4 
106 / 2.5 
179 / 19 

 
 
 

1017/4.0 
317 / 3.2 
2,022/4.6 

 
 
 

186 / 2.5 
85 / 1.9 

608 / 5.7 

 
 
 

991 / 2.6 
143 / 1.5 

3,303 / 17 

 
 
 

1107/4.6 
146 / 1.4 
3,459/12 

 
PANEL B  
Subsidies as % of total operating revenue 
Mean 
Median  
Standard deviation 

 
41.91% 
46.39% 
35.95% 

 
72.33% 
87.54% 
31.90% 

 
15.98% 

.00% 
28.48% 

 
42.38% 
29.31% 
36.46% 

 
21.42% 

.64% 
31.08% 

 
4.37% 
.00% 

12.72% 
 
Donations as % of total operating 
revenue 
Mean 
Median 
Standard deviation 

 
 

6.95% 
.00% 

22.52% 

 
 

1.97% 
.00% 

9.47% 

 
 

.09% 

.00% 

.54% 

 
 

2.93% 
.00% 

13.92% 

 
 

9.59% 
.00% 

23.44% 

 
 

2.74% 
.00% 

13.01% 

 
Gross depreciable assets as % of total 
assets 
Mean 
Median 
Standard deviation 

 
 

40.98% 
21.77% 
40.32% 

 
 

64.19% 
69.84% 
25.42% 

 
 

32.82% 
31.98% 
21.63% 

 
 

52.82% 
58.72% 
29.20% 

 
 

17.80% 
8.57% 

21.99% 

 
 

21.33% 
7.37% 

30.12% 

 
Inventory as % of total assets 
Mean 
Median 
Standard deviation 

 
.24% 
.10% 
.33% 

 
.38% 
.03% 
.85% 

 
.77% 
.07% 

1.63% 

 
.89% 
.09% 

2.89% 

 
.55% 
.00% 

5.93% 

 
.63% 
.00% 

2.66% 

 
Accounts receivable as % of total assets 
Mean 
Median 
Standard deviation 

 
31.69% 
17.50% 
33.49% 

 
11.42% 
7.38% 

14.54% 

 
35.74% 
30.82% 
21.01% 

 
18.58% 
11.39% 
18.43% 

 
21.70% 
17.07% 
20.59% 

 
22.17% 
8.17% 

26.13% 

Sectors are defined as: 1. Culture, sports and recreation, 2. Education and research, 3. Health care, 4. 
Social Services, 5. Law, advocacy and politics, 6. Other activities 
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Table 3. Descriptive statistics on discretionary accruals (winsorized, 2007-2008) 

Panel A 

Entire sample 

Mean 

(median) 

Standard 
deviation 

% upwards 
earnings 

management 

%downwards 
earnings 

management 

Discretionary accruals (DA) 

 

- .0119 

(-.0094) 

.1135 41.8% 58.2% 

 

 

Panel B 

Per sector 

Sector 1 

 

Sector 2 

 

Sector 3 

 

Sector 4 

 

Sector 5 

 

Sector 6 

Number of 
observations 

28 402 114 872 104 162 

Mean DA 

Median 

Stand.dev. 

% upwards 

%downwards 

-.0065 

.0025 

.2199 

53.6 

46.4 

-.0221 

-.0226 

.0855 

26.1 

73.9 

-.0124 

-.0041 

.0845 

45.6 

54.4 

-.0064 

-.0053 

.1069 

46.7 

53.3 

-.0099 

.0064 

.1678 

52.9 

47.1 

-.0179 

-.0049 

.1628 

42.6 

57.4 

Sectors are defined as: 1. Culture, sports and recreation, 2. Education and research, 3. Health care, 4. 
Social Services, 5. Law, advocacy and politics, 6. Other activities 
Discretionary accruals (DA) are the residuals of equation (1). 
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Table 4. Descriptive statistics on managed (reported) and unmanaged earnings  

 Reported earnings/ 

lagged total assets  

EBDA= earnings before 
discretionary accruals / 
lagged total assets 

Mean .0350 .0471 

Median .0215 .0348 

Variance .013 .025 

Perc25 .0011 -.0081 

Perc75 .0569 .0937 
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Table 5. Descriptive statistics on regression variables  

 DA  EBDA EARN t-1 DA t-1 SUBS 

 

DONAT 

 

NEW 
LOAN  

Mean -.0099 .0365 .0416 -.0137 .4679 .375 .324 

Median -.0091 .0278 .0234 -.0108 .0000 .000 .000 

Stand.dev. .1125 .1365 .0933 .1079 .4993 .4844 .4682 

N 841 841 841 841 841 841 841 

Discretionary accruals (DA) are the residuals of equation (1). EBDA is reported earnings (divided by 
lagged total assets) minus discretionary accruals. EARNt-1 is earnings in year t-1 divided by total 
assets in year t-2. SUBS is a dummy variable that takes the value one when the percentage of 
subsidies in operating revues is higher than the sector median and zero otherwise. DONAT is a 
dummy variable that takes the value one when the organization receives donations and zero otherwise. 
NEWLOANt is a dummy variable that takes the value one when a new loan is contracted in year t and 
zero otherwise. All continuous variables are winsorized at three standard deviation. 
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Table 6. Spearman correlation coefficients  

 DA EBDA EARN 
t-1 

DA 
t-1 

SUBS EBDA 
*SUBS 

DONAT NEW 
LOAN 

DA 1 -.689*** -.077*      .011 -.010 -..409**  .029 .008 
EBDA  1  .285** -.022 .041  .591** -.049 -.036 
EARNt-1   1  .062 .116*  .277** -.042 -.029 
DAt-1    1 -.001  .025  .066  .059 
SUBS     1  .375**  .294** .060 
EBDA* 
SUBS 

     1  .094**  .090** 

DONAT       1  .058 
NEWLOAN        1 

Significance (two-tailed) at 0.05 level (**) and 0.10 level (*) 

Discretionary accruals (DA) are the residuals of equation (1). EBDA is reported earnings (divided by 
lagged total assets) minus discretionary accruals. EARNt-1 is earnings in year t-1 divided by total 
assets in year t-2. SUBS is a dummy variable that takes the value one when the percentage of 
subsidies in operating revues is higher than the sector median and zero otherwise. DONAT is a 
dummy variable that takes the value one when the organization receives donations and zero otherwise. 
NEWLOANt is a dummy variable that takes the value one when a new loan is contracted in year t and 
zero otherwise. 
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Table 7. Regression results on entire sample 

 E
x
p 

Regression DA(a) 

All sectors 

All EBDA 

Regression DA(b) 

All sectors 

POSITIVE EBDA 

Regression DA(c) 

All sectors 

NEGATIVE EBDA 

  Coeff. T-value Coeff. T-value Coeff. T-value 

Constant  .004 .857  -.009 -1.410  .012 1.204  

EBDA - -.570 -23.209 *** -.502 -15.061 *** -.619 -8.914 *** 

EARNINGS + .136 4.745 *** .131 4.105 *** .189 2.901 ** 

DAt-1 - -.106 -4.377 *** -.110 -3.684 *** -.093 -2.235 ** 

SUBS  .004 .655  .022 2.740 ** -.009 -.707  

EBDAxSUBS - -.133 -3.489 *** -.250 -4.572 *** -.093 -.955  

DONAT - .002 .371  .002 .321  -.001 -.084  

NEWLOAN + .000 -.069  .004 .697  -.011 -1.006  

N 

R² adjusted 

F-value 

VIF max 

 841 

.572 

161.473*** 

1.844 

572 

.492 

80.021 *** 

2.373 

269 

.427 

29.851 

2.698 

 (significance at 0.1 (*), 0.05 (**) and 0.001 (***) levels)  

Discretionary accruals (DA) are the residuals of equation (1). EBDA is reported earnings (divided by 
lagged total assets) minus discretionary accruals. EARNt-1 is earnings in year t-1 divided by total 
assets in year t-2. SUBS is a dummy variable that takes the value one when the percentage of 
subsidies in operating revues is higher than the sector median and zero otherwise. DONAT is a 
dummy variable that takes the value one when the organization receives donations and zero otherwise. 
NEWLOANt is a dummy variable that takes the value one when a new loan is contracted in year t and 
zero otherwise. 
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Table 8. regression results on split sample according to the level of accumulated reserves 

 Exp Regression DA(d) 

POSITIVE EBDA 

LOW RESERVES 

Regression DA(e) 

POSITIVE EBDA 

HIGH RESERVES 

  Coeff. T-value Coeff. T-value 

Constant  .000 -.015  -.027 -3.308 ** 

EBDA - -.710 -19.161  *** -.118 -2.289 ** 

EARNINGS + .148 3.610 *** .097 2.322 ** 

DAt-1 - -.029 -.893  -.282 -5.887 *** 

SUBS  .008 .810  .047 4.196 *** 

EBDAxSUBS  -.027 -.449  -.571 -6.762 *** 

DONAT - -.001 -.085  -.001 -.166  

NEWLOAN + .006 .751  .009 1.027  

N 

R² adjusted 

F-value 

VIF max 

 301 

.678 

91.435 *** 

2.272 

271 

.404 

27.092 *** 

2.537 

 (significance at 0.1 (*), 0.05 (**) and 0.001 (***) levels)  

Discretionary accruals (DA) are the residuals of equation (1). EBDA is reported earnings (divided by 
lagged total assets) minus discretionary accruals. EARNt-1 is earnings in year t-1 divided by total 
assets in year t-2. SUBS is a dummy variable that takes the value one when the percentage of 
subsidies in operating revues is higher than the sector median and zero otherwise. DONAT is a 
dummy variable that takes the value one when the organization receives donations and zero otherwise. 
NEWLOANt is a dummy variable that takes the value one when a new loan is contracted in year t and 
zero otherwise.   
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i
 Satellite accounts are a comprehensive statistical system to describe the activities of the nonprofit sector. 

They are proposed by the UN Statistics division in collaboration with Johns Hopkins Center for Civil Studies.  

ii
 Lagged reserves are used due to the fact that earnings management in the current period influences reported 

results and hence accumulated reserves in the current period.   


