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Abstract 

The purpose of the thesis is to explore the usefulness of information from deferred tax disclosures in 

detecting earnings management. A deferred tax disclosure is seen as a dashboard that informs users 

of accounts influenced the most by managerial judgement. 

 

This study contributes to the literature in the several ways. Firstly, unlike the vast majority of 

previous research, it provides empirical evidence outside of the USA. Finland was chosen as a 

country with a high quality of the institutional environment and comparably low levels of earnings 

management among public firms. My empirical analysis covers a decade (2007–2016), which is 

almost the entire period since the adoption of IFRS by the country in 2005. Data on the composition 

of deferred taxes used in the analysis were not available via any of the databases and thus were hand-

collected from firms’ annual reports. To mitigate potential bias resulting from mergers, acquisitions, 

divestitures, or discontinued operations, only the changes in deferred taxes that flow through the 

income statement are considered. Besides, the new classification of deferred tax components is 

developed and applied.   

 

I formulate hypotheses in relation to earnings management around two earnings targets: reaching 

positive earnings (avoidance of a loss) and exceeding the prior year’s earnings (avoidance of an 

earnings decline). Each of the two sets of hypotheses consists of three sub-hypotheses that focus on 

the usefulness of total net deferred tax liability, deferred tax component related to provisions and 

reserves, and deferred tax component related to “other” temporary differences. I doubt the 

usefuleness of total net deferred tax liability in detecting earnings management because of its 

heterogeneous composition. The study extends previous research on the use of deferred tax 

component related to provisions and reserves in detecting earnings management. Deferred tax 

disclosures are not fully transparent in terms of sources of temporary differences, and a considerable 

part of deferred taxes is hidden behind the label of “other”. The testing of this category of deferred 

taxes is conducted for the first time. 

 

The obtained results show that only change in deferred tax component related to provisions and 

reserves provides important information on earnings management to avoid an earnings decline. Thus, 

a significant change in this component of deferred taxes can be used as a complementary indicator 

of possible earnings management for users of financial information. Although, given the relatively 

small number of observations, the significance of the obtained results is rather moderate. Another 

limitation of such types of studies is an assumption that tax accounts are free from manipulation, so 

changes in deferred taxes properly highlight managerial discretion over book accounts. 
Keywords      

Earnings management, deferred taxes, deferred tax components, book-tax differences, provisions 

and reserves, other temporary differences, tax disclosure, public firms, IAS 12, IFRS, Finland 
Additional information   
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1 INTRODUCTION 

1.1 Background 

The Conceptual Framework for Reporting 2010 (the IFRS Framework) proclaims 

relevance and faithful presentation to be two fundamental qualitative characteristics of 

financial information. In order to represent financial information faithfully, managers 

are allowed to exercise their discretion over accounting choices. However, managers 

may use this opportunity to report specific levels of earnings for personal gains. 

Detecting earnings management is not a trivial task, hence a great deal of research has 

been devoted to the subject. 

One of the most developed approach involves the use of discretionary accruals as a 

proxy for earnings management. Since 1980s researchers have suggested number of 

models that estimate discretionary accruals, i.e., those that are most likely to be 

manipulated by managers (e.g., Healey, 1985, DeAngelo, 1986, Jones, 1991, Dechow, 

Sloan and Sweeney, 1995, Dechow, Richardson and Tuna, 2003). Opponents of 

discretionary-accruals models find them unable to always properly distinguish 

discretionary accruals from nondiscretionary ones (e.g., Guay, Kothari and Watts, 

1996, Kothari, Leone and Wasley, 2005). 

In more recent studies, book-tax differences have been considered as a measure of 

earnings quality. Book and tax accounting systems serve different purposes. While 

book accounts are supposed to facilitate the decision-making process, tax accounts are 

used to determine firm’s tax liabilities. Usually, a higher degree of discretion is 

allowed under accounting standards compared to tax rules (Mills and Newberry, 

2001). Resulting from this disparity, book-tax differences emphasize areas of 

managerial discretion. 

Some studies report a correlation between the magnitude of total book-tax differences 

and the quality of earnings (Hanlon, 2005, Blaylock, Shevlin and Wilson, 2012). At 

the same time, Hanlon and Heitzman (2010) argue that total book-tax differences are 

too noisy to be used in detecting earnings management, first of all, because of inclusion 
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of permanent differences. Phillips, Pincus and Rego (2003) focused on exclusively 

temporary differences and found that deferred tax expense (as the annual change in 

total net deferred tax liability) is incrementally useful to accrual measures in detecting 

earnings management to avoid a loss and to avoid an earnings decline. 

As a next step, Phillips, Pincus, Rego and Wan (2004) broke down changes in deferred 

taxes into eight components by their origin. Earlier Amir, Kirschenheiter and Willard 

(1997) found that certain deferred tax elements contain value-relevant information. 

Phillips et al. (2004) provide empirical evidence that the change in deferred tax 

component related to revenue and expense accruals and reserves is incrementally 

useful to accrual measures in detecting earnings management to avoid an earnings 

decline. 

Previously largely overlooked, accounting for income taxes nowadays attracts a lot of 

scholarly attention (Graham, Raedy and Shackelford, 2012). However, as noted by 

Hanlon and Heitzman (2010), the informativeness of book-tax differences have not 

been sufficiently studied yet, and researchers could contribute to the topic by focusing 

on specific measures of book-tax differences in examination of pre-tax accruals. 

1.2 Purpose and contribution 

The thesis explores the usefulness of information from deferred tax disclosures in 

detecting earnings management. Or, more precisely, whether total net deferred tax 

liability or any of its components can serve as a warning sign for users of financial 

statements. A deferred tax disclosure is seen as a dashboard that informs users of 

accounts influenced the most by managerial judgement. 

This study contributes to the existing corpus of literature in the several ways. Firstly, 

unlike the vast majority of previous research, it provides empirical evidence outside of 

the USA. Finland was chosen as a country with a high quality of the institutional 

environment and comparably low levels of earnings management among public firms 

(Burgstahler, Hail and Leuz, 2006). Similar to public firms from other EU countries, 

Finnish corporations prepare their consolidated financial statements in accordance 

with IFRS/IAS since 2005. Although each EU member has its own national tax laws, 
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main sources of deferred taxes are assumed not to differ significantly. My empirical 

analysis covers a decade (2007–2016), which is almost the entire period since the 

adoption of IFRS by Finland. Data on the composition of deferred taxes used in the 

analysis were not available via any of the databases and thus were hand-collected from 

firms’ annual reports. Besides, a new classification of deferred tax components is 

developed and applied. To mitigate potential bias resulting from mergers, acquisitions, 

divestitures, or discontinued operations, only the changes in deferred taxes that flow 

through the income statement are considered. 

Deferred tax components are tested in relation to earnings management around two 

earnings targets: to avoid a loss and to avoid an earnings decline. According to the 

concept promoted by Burgstahler and Dichev (1997) and Degeorge, Patel and 

Zeckhauser (1999), firm-years with small positive earnings and a small increase in 

earnings are affected by earnings management. Despite the alternative explanations of 

the discontinuity in earnings distribution around zero (e.g., Dechow et al., 2003), I 

consider the approach to be a reasonable tool to distinguish test observations from 

control ones. 

I test the usefulness of the following three deferred tax components: total net deferred 

tax liability, deferred tax component related to provisions and reserves, and deferred 

tax component related to “other” temporary differences. I doubt the ability of total net 

deferred tax liability to be a reasonable proxy for earnings management because of its 

heterogeneous composition (hypotheses H1a and H2a). I extend Phillips et al.’s (2004) 

study, which proves incrementally usefulness of deferred tax component related to 

provisions and reserves in detecting earnings management to avoid an earnings 

decline, by testing the use of this deferred tax component under IFRS environment 

(H2b). Additionally, I test its usefulness in relation to earnings management to avoid 

a loss (H1b). The third set of hypotheses is related to the use of so-called “other” 

temporary differences in detecting earnings management (H3c and H3c). As Hanlon 

(2003) mentions, even the largest U.S. corporations are not fully transparent in terms 

of sources of temporary differences, and a considerable part of deferred taxes is hidden 

behind the label of “other”. Apparently, these other deferred taxes in disclosures do 

not draw much investors’ attention. 
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 1.3 Structure of the study 

The remainder of this study is organised as follows. Chapter two discusses earnings 

management practices and their detection methods. Chapter three covers the topics 

related to deferred taxes: their origin and nature, the relation to earnings management, 

the informativeness of separate components, accounting requirements, and the Finnish 

context. The empirical part starts in chapter four with hypotheses development, 

description of methodology, data processing and samples selection, and classifying 

deferred tax components. In chapter five empirical results are presented. This includes 

descriptive statistics, correlation matrices, and the results of regression analyses. The 

last chapter summarizes findings and discusses limitations of the study. 
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2 EARNINGS MANAGEMENT 

2.1 Definition 

In accordance with The Conceptual Framework for Financial Reporting 2010 issued 

by the International Accounting Standards Board (IASB), relevance and faithful 

representation are two fundamental qualitative characteristics of financial information. 

Useful financial information “is capable of making a difference in the decisions made 

by users” (QC6), and it is “faithfully represents the phenomena that it purports to 

represent” (QC12). Managers need a discretion over accounting choices for faithful 

representation of firm’s economic position and performance, i.e., to enhance the 

informativeness of reported earnings (Watts and Zimmerman, 1986 via Subramanyam, 

1996). On the contrary, the discretion creates an opportunity for applying biased 

reporting methods and unfair estimates. Since Healy (1985), the discretion over 

accounting choices has been connected to earnings management. 

Schipper (1989) via Dechow and Skinner (2000), views earnings management as:  

“… a purposeful intervention in the external financial reporting process, 

with the intent of obtaining some private gain (as opposed to, say, merely 

facilitating the neutral operation of the process)…”. 

The most cited definition of earnings management is formulated by Healy and Wahlen 

(1999, p. 368): 

“Earnings management occurs when managers use judgement 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.” 

Walker (2013, p. 446) states that earnings management may be exercised through the 

“real economic decisions” as well: 
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“The use of managerial discretion over (within GAAP) accounting 

choices, earnings reporting choices, and real economic decisions to 

influence how underlying economic events are reflected in one or more 

measures of earnings.” 

Another definition is suggested by Scott (2015, p. 445): 

“Earnings management is the choice by accounting policies, or real 

actions, affecting earnings so as to achieve some specific reported 

earnings objective.” 

In summary, an intention and a focus on earnings are two key elements of earnings 

management. Despite the possibility of manipulation, accrual earnings remain a more 

reliable measure of firm performance than, for instance, operating cash flow that 

suffers from inherent problems of timing and matching (Dechow, 1994). 

2.2 Incentives to manage earnings 

Stock market incentives play an important role in earnings management. There is a 

strong evidence that earnings are manipulated upwards in anticipation of initial public 

or seasoned equity offerings (e.g., Teoh, Welch and Wong, 1998, Rangan, 1998, 

Shivakumar, 2000, Marquardt and Wiedman, 2004). Louis (2004) notes that acquired 

firms report overstated earnings in the quarter preceding the merger. At the same time, 

managers prefer to report a decrease in earnings to reduce stock price prior to 

management buyouts (e.g., DeAngelo, 1986). Burgstahler and Eames (1998), 

Degeorge et al. (1999), Bartov, Givoly and Hayn (2002) provide empirical evidence 

that firms commonly meet and beat analysts’ earnings forecasts because the market 

rewards that. Kasznik and McNichols (2002) find that stock returns are significantly 

greater for firms that consistently meet earnings forecasts, than for those that do not. 

DeAngelo, DeAngelo and Skinner (1996) argue that managers are unlikely to report a 

decrease in annual earnings because breaking the pattern of consistent increases in 

earnings leads to a substantial adverse impact on firm’s stock returns. Similarly, 

Myers, Myers and Skinner (2006) examine firms with long “strings” of consecutive 

increases in quarterly earnings. The authors conclude that these strings resulting from 
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earnings management, since they occur more often than would be expected by chance. 

Besides, incentives to continue the growth are quite strong due to potential negative 

consequences of a decline. 

Another group of incentives to manage earnings is related to executives' employment 

and remuneration terms (Healy, 1985). Holthausen, Larcker and Sloan (1995) state 

that managers manipulate earnings to maximize their bonuses. Furthermore, when 

compensation reaches its maximum limit, earnings become the subject of manipulation 

downwards. Dechow and Sloan (1991), Degeorge et al. (1999), in accordance with the 

agency theory, argue that short time horizon of managers’ contracts motivates them to 

boost earnings even at the expense of firm’s long-term prosperity. 

Burgstahler and Dichev (1997) link avoidance of losses and earnings declines to the 

transaction cost theory. The theory states that earnings information affects contract 

terms with firm’s stakeholders. Watts and Zimmerman (1990) via Sweeney (1994) 

find that accounting choices are determined by the magnitude of transactions costs. 

Sweeney (1994), DeFond and Jiambalvo (1994) state that earnings are being managed 

upwards to avoid debt covenants violation, i.e., to prevent the rise in the cost of capital. 

Accordingly, Dichev and Skinner (2002) report the unusually small number of 

observations (firm-quarters) with earnings just below covenant thresholds compared 

to the number of observations with earnings just above the thresholds. 

Also, gains from insider trading could motivate managers to manipulate earnings 

(Beneish, 2001). Degeorge et al. (1999) suggest that personal satisfaction from 

meeting or beating the target may play a role beyond compensation. Nelson, Elliott 

and Tarpley (2002) note that earnings management can be motivated by a combination 

of incentives.  

Researchers find that purpose and magnitude of earnings management may depend on 

the origination of a country’s legal system. Financial statements in civil-law countries 

play a less important role than in common-law countries. Traditionally, the main 

source of capital in civil-law jurisdictions was the banking sector rather than the stock 

market (Ball, Kothari and Robin, 2000). In a situation when earnings are not too 

important for outsiders, managers are unlikely to manipulate them (Burgstahler et al., 
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2006). Moreover, since investors' rights in civil-law countries are less protected 

compared to common-law countries, there are also greater possibilities for 

opportunistic reporting (Leuz, Nanda and Wysocki, 2003). Lara, Osma and Mora 

(2005) agree that managers in civil-law countries manage firm’s earnings, but rather 

to decrease them in order to reduce or avoid payments of dividends and taxes. Based 

on empirical data across civil-law and common-law Europen countries, Burgstahler et 

al. (2006) find that incentives to report fewer earnings are relevant for private firms, 

and do not play any significant role in case of public ones.  

2.3 Methods of detecting earnings management 

Dechow and Skinner (2000) note the difficulty of distinguishing earnings management 

practices from proper application of accounting standards. Degeorge et al. (1999) 

discern two ways of earnings management: misreporting and “direct management”. 

The former employs discretion allowed under accounting and reporting standards; the 

latter involves operational activities like lowering prices, offering discounts, cutting 

costs of maintenance, R&D, or advertising. Roychowdhury  (2006) adds that such 

activities include overproduction to report the lower cost of goods sold. Graham, 

Harvey and Rajgopal (2005) state that majority of U.S. financial executives would 

sacrifice firm’s long-term economic value to meet earnings targets or to smooth 

earnings. 

DeFond and Jiambalvo (1994), Teoh et al. (1998) find that earnings are commonly 

being manipulated through the changes in working capital. As Burgstahler and Dichev 

(1997) state, a higher level of current assets and current liabilities is associated with a 

lower cost of earnings management. Some researchers have specifically studied the 

role of bad debts allowances in earnings management (e.g., Jackson and Liu, 2010). 

According to Peek (2004), firms smooth high earnings by making hidden reserves. 

Warranty provisions, claims and legal liabilities, or environmental obligations can be 

involved. Young (1999) discusses unlikelihood of earnings management through the 

changes in non-current assets, including depreciation, due to their predictability and 

visibility for outside stakeholders. Bartov (1993) argues that firms prefer to exercise 

earnings management with the use of non-recurrent transactions. Dechow and Skinner 

(2000) summarise key features of firms engaged in earnings management: a large 
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difference between earnings and cash flows, weak corporate governance, strong 

incentives to meet or beat targets, forthcoming stock offerings. 

The existing literature can be roughly divided into two main approaches for detecting 

earnings management: focusing on accruals as part of earnings that is most likely to 

be manipulated (e.g., Healy, 1985, DeAngelo, 1986, Jones, 1991, Dechow et al., 1995), 

and considering firms in the situation of strong incentives to manage earnings (e.g., 

Burgstahler and Dichev, 1997, Degeorge et al., 1999, Phillips et al., 2003). 

2.3.1 Discretionary-accruals models 

Accruals, being unobservable for outside stakeholders, are more likely to be 

manipulated than cash flows (Beneish, 2001). The discretionary component of 

accruals is considered as the best measure of earnings management. This concept has 

been developed by researchers since the mid-1980s (e.g., Healy, 1985, DeAngelo, 

1986). The main problem with discretionary-accruals models is the extreme difficulty 

in splitting total accruals into nondiscretionary (normal) and discretionary (abnormal) 

parts. Misspecification of the components can lead to false conclusions. 

Healy (1985) defines total accruals (TACCt) as a sum of nondiscretionary (NDAt) and 

discretionary (DAt) components:  

TACCt=NDAt + DAt ,                                                                           (1) 

where the total accruals are estimated by the difference between reported earnings and 

cash flow from operations. As Hribar and Collins (2002) suggest: 

 TACCcf = EBXI – CFOcf ,                                                                    (2) 

where TACCcf is the total accruals provided on the cash flow statement under the 

indirect method; EBXI is the earnings before extraordinary items and discontinued 

operations; and CFOcf is the operating cash flow from continuing operations. 
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Healy (1985) argues that normal accruals are those that persist over time. Therefore 

the mean of total accruals represents the measure of nondiscretionary accruals: 

NDAτ = ∑tTACCt / T ,                                                                           (3) 

where NDA is the estimated nondiscretionary accruals; TACC is the total accruals 

scaled by lagged total assets; t = 1, 2,…T is a year subscript for years included in the 

estimation period; and τ is a year subscript indicating in the event period. 

DeAngelo (1986) via Dechow et al. (1995) use last period’s total accruals as the 

measure of nondiscretionary accruals: 

NDAτ = TACCτ-1 ,                                                                                 (4) 

The model treats all changes in total accruals as discretionary, although it is not always 

the case. Despite the similarity, Healy’s (1985) model is more appropriate when 

nondiscretionary accruals tend to be constant with some white noise, while 

DeAngelo’s (1986) model seems to be more suitable in situations when 

nondiscretionary accruals follow a random walk (Dechow et al., 1995). 

Dechow and Sloan (1991) propose the industry model that assumes that firms within 

an industry have common determinants of nondiscretionary accruals: 

NDAt = γ1 + γ2median(TACCt) ,                                                           (5) 

where median(TACCt) is the median value of total accruals scaled by lagged assets for 

all non-sample firms in the same 2-digit SIC code; and γ1, γ2 are the firm-specific 

parameters estimated using ordinary least squares (OLS) on the observations in the 

estimation period. 

Jones (1991) introduces a linear regression approach with control for nondiscretionary 

changes in revenues and property, plant and equipment: 

NDAτ = β1(1/TAτ-1) + β2∆REVτ + β3PPEτ ,                                          (6) 
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where ∆REVτ is the revenues in year τ less revenues in year τ–1 scaled by total assets 

at τ–1; PPEτ is the gross property plant and equipment in year τ scaled by total assets 

at τ–1; TAτ-1 is the total assets at τ–1; and β1, β2, β3 are the firm-specific parameters, 

which are generated by the following model: 

TACCt = b1(1/TAτ-1) + b2∆REVt + b3PPEt + εt ,                                  (7) 

where b1, b2, b3 are estimated by OLS of β1, β2, β3; TACCt is the total accruals scaled 

by lagged total assets. 

Dechow et al. (1995) argue that Jones (1991) model assumes that revenues are free 

from manipulation. At the same time, credit sales that occur close to the year-end can 

be overstated. To overcome this issue, the authors suggest a modified Jones model 

where the change in revenues is adjusted on the change in receivables: 

NDAτ = β1(1/TAτ-1) + β2(∆REVτ – ∆RECτ) + β3PPEτ ,                         (8) 

where ∆RECτ is the net receivables in year τ less net receivables in year τ–1 scaled by 

total assets at τ–1. 

Guay et al. (1996) conduct a comparative analysis of the five above mentioned models: 

Healy (1985), DeAngelo (1986), Dechow and Sloan (1991), Jones (1991), and 

Dechow et al. (1995). The models, although extensively used in the literature, fail to 

estimate nondiscretionary accruals with sufficient accuracy. However, Jones (1991) 

and modified Jones (Dechow et al., 1995) models perform better than the other three 

ones. Peasnell, Pope and Young (2000) find Jones (1991) and modified Jones (Dechow 

et al., 1995) models appropriate for detecting manipulation with revenues through a 

premature recognition of sales, and manipulation with bad debts through a write-back 

of bad debt allowance. McNichols (2000) argues that modified Jones (Dechow et al., 

1995) model controls only for current year sales growth, while firms make decisions 

on their working capital from a rather long-term perspective. 

Dechow et al. (2003) suggest a forward-looking model derived from modified Jones 

(Dechow et al., 1995) model: 
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TACC = β0 + β1((1 + kt)∆REVt – ∆RECt) + β2PPEt + β3LagTAt + 

              + β4GR_REVt + εt ,                                                                 (9) 

where k is the slope coefficient from the regression ∆RECt = a + k∆REVt+ γt that 

captures the expected change in accounts receivable for a given change in sales; 

LagTAt is the lagged value of total accruals; and GR_REVt is the change in sales from 

the current year to next year scaled by current sales. 

Dechow and Dichev (2002) develop an approach to measure the quality of firm’s 

accruals with the magnitude of estimation errors. Current accruals are the estimation 

of the future cash flows. Thus, the quality of accruals can be measured as the standard 

deviation of working capital residuals from the firm-specific regression:  

∆WCt = b0 + b1CFOt-1 + b2CFOt + b3CFOt+1 + εt ,                           (10) 

where ∆WC is the change in working capital equals ∆Accounts receivable + 

∆Inventory – ∆Accounts payable + ∆Taxes payable + ∆Other assets; and CFO is the 

cash flow from operations. 

Dechow and Dichev (2002) report that the quality of accruals is negatively correlated 

to their magnitude, and positively correlated to earnings persistence. The authors note 

that the magnitude of estimation errors grows with the complexity of transactions and 

the volatility of the environment.  

Kaplan (1985) via Decow et al. (1995) notes that changes in economic circumstances 

need to be accounted in accruals models. It is agreed that the normal component of 

accruals correlates with firm’s economic performance, and have to be controlled. 

Dechow et al. (1995), Teoh et al. (1998), McNichols (2000), Kothari et al. (2005) 

discuss the importance of the use of such control variable. Gu, Lee and Rosett (2005) 

state that the level of normal accruals depends on firm size, leverage, variability of 

cash flows, growth in assets, operating cycle, industry, and other factors. Dechow, 

Hutton, Kim and Sloan (2012) find that the omission of relevant control variables leads 

to the misspecification of discretionary-accruals model. 
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Kothari et al. (2005) argue that discretionary-accruals models are often misspecified 

because of observations with extreme performance. To improve control for 

nondiscretionary accruals, the authors propose the matching of sample observations to 

control observations with a comparable level of return on assets (ROA). Alternative 

matching techniques have been suggested by other authors: by industry and earnings 

(Teoh et al., 1998), by cash flows (DeFond and Subramanyam, 1998), by median 

industry performance (Kasznik, 1999 via Kothari et al., 2005).  

Dechow et al. (2012) argue that performance matching procedures have two significant 

limitations. First, it is hard to choose the relevant performance measure. Second, the 

matching increases the standard error of the test. While matching on ROA mitigates 

misspecification caused by extreme returns, it does not control for other extreme 

economic characteristics likes firm size or operating cash flows. Dechow et al. (2012) 

examine the role of reversed discretionary accrual in earnings management. They 

report that incorporation of the reversals into discretionary-accruals models 

significantly improves test power and mitigates negative effects of omitted variables. 

2.3.2 Earnings targets  

The alternative approach of detecting earnings management focuses on earnings 

around the specific earnings targets, i.e., when the incentive to exercise discretion is 

especially strong. 

Carslaw (1988), Thomas (1989) via Burgstahler and Dichev (1997) find that firms 

exercise discretion to increase the level of earnings when it is slightly less than a round 

number. Hayn (1995) reports a discontinuity in earnings distribution around zero. 

Surprisingly greater number of small positive earnings compared to small losses in 

terms of normal distribution. Hayn (1995, p. 132) interprets this as a result of earnings 

management to avoid a loss: 

“…firms whose earnings are expected to fall just below the zero earnings point 

engage in earnings manipulations to help them cross the ‘red line’ for the year”. 
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Consistently, Burgstahler and Dichev (1997) show that firms tend to report small 

positive earnings and small increases in earnings, rather than small losses and small 

decreases in earnings, respectively. They use Compustat data for the years 1976–1994. 

To mitigate differences in firm size, all earnings variables are scaled by market value 

of the common equity at the beginning of the year. Alternative deflators, such as book 

value of common equity at the beginning, total assets at the beginning, or the prior 

year’s net sales, give qualitatively similar results. Burgstahler and Dichev (1997) 

consider firm-years with scaled earnings changes within intervals: 0–0.005, 0–0.01, 

and 0–0.015, and firm-years with scaled earnings within intervals: 0–0.01, 0–0.02, and 

0–0.03. The authors note, broader intervals are associated with higher costs of earnings 

management. Based on their results, Burgstahler and Dichev (1997) conclude that 8–

12% of firms with small increase in earnings, and 30–44% of firms with small earnings 

are engaged in earnings management, i.e., earnings management to avoid a loss is more 

pervasive among firms than earnings management to avoid an earnings decline. 

Additionally, they decompose earnings into three components: cash flow from 

operations, changes in working capital other than cash, and a residual component 

labelled as other accruals. The authors state that firms manage earnings upwards with 

cash flow from operations and changes in working capital. 

Degeorge et al. (1999) find similar patterns in the distribution of earnings per share 

(EPS) and changes in EPS. In addition, the authors propose a hierarchy of earnings 

targets: positive earnings as the main goal, increase in earnings is less important, then 

meeting analysts’ forecast. Dechow et al. (2003) note that the role of the last target is 

growing. 

Healy and Wahlen (1999) argue that focusing on earnings targets allows assessing 

pervasiveness of earnings management among firms. However, the method is unable 

to measure the magnitude of manipulation or specify the mechanism of earnings 

management. Dechow et al. (2003) propose alternative explanations for the earnings 

distribution anomaly (the “kink”): employees that simply work harder, the selection 

bias caused by listing requirements, the scaling of earnings by market value, and a few 

others. The selection bias means that the stock exchanges have profitability 

requirements for listed firms. The scaling of earnings by the number of shares 

outstanding instead of market value mitigates the disparity in earnings distribution 
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around zero. Dechow et al. (2003) do not support the conclusion that firms use cash 

flow from operations to manage earnings upwards.  

Durtschi and Eatson (2005), as well as Dechow et al. (2003), explain the discontinuity 

in earnings distribution around zero by selection and scaling biases. Jacob and 

Jorgensen (2007) provide empirical evidence that the magnitude of the discontinuity 

in fiscal year earnings is significantly higher than for altered periods. This finding 

supports the interpretation offered by Hayn (1995) and Burgstahler and Dichev (1997). 

Durtschi and Eatson (2009) disagree with Jacob and Jorgensen (2007). They argue that 

the scaling of earnings by market value causes the kink. It happens because of the 

positive correlation between earnings and prices, i.e., between the numerator and the 

denominator, respectively. Jorgensen, Lee and Rock (2014) analyse patterns of digits 

in reported EPS. They offer additional evidence that the discontinuity in earnings 

distribution is neither the result of the selection bias nor the scaling of earnings. 

Ayers, Jiang and Yeung (2006) examine relationships between discretionary accruals 

and earnings targets. The authors use four measures of discretionary accruals: total 

accruals, deferred tax expense, modified Jones (Dechow et al., 1995) model, and 

forward-looking Jones (Dechow et al., 2003) model. Ayers et al. (2006) report the 

positive association between discretionary accruals and the discontinuity in earnings 

distribution around the two actual earnings targets: positive earnings and increase in 

earnings. However, there are similar kinks around the so-called “pseudo” earnings 

targets as well. Beating these targets cannot be explained by earnings management. 
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3 DEFERRED TAXES 

3.1 Book-tax differences 

Firms file their annual financial statements and income tax returns every year. 

Accordingly, corporate income is calculated for both book and tax accounting 

purposes. Tax accounting is needed to calculate income tax for the current year and 

determine future tax consequences of occurred events and transactions.  

Accounting Standards Codification 740: Income Taxes (ASC 740), formerly known 

as Statement of Financial Accounting Standards 109: Accounting for Income Taxes 

(SFAS 109), issued by the Financial Accounting Standards Board (FASB) responsible 

for United States Generally Accepted Accounting Principles (US GAAP), defines two 

primary objectives related to accounting for income taxes: 

“a. To recognize the amount of taxes payable or refundable for the 

current year; 

b. To recognize deferred tax liabilities and assets for the future tax 

consequences of events that have been recognized in an entity’s financial 

statements or tax returns.” (ASC 740-10-10-1) 

International Accounting Standard 12 Income Taxes (IAS 12) issued by the IASB, 

states that accounting for income taxes is needed to account for the current and future 

tax consequences of: 

“(a) the future recovery (settlement) of the carrying amount of assets 

(liabilities) that are recognised in an entity’s statement of financial 

position; and  

(b) transactions and other events of the current period that are recognised 

in an entity’s financial statements.” 
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It needs to be noted that most of the literature on book-tax differences is based on 

empirical data from U.S. companies. This study considers firms that prepare their 

consolidated financial statements in accordance with IFRS as adopted by the European 

Union (EU). Therefore, the emphasis is made on the requirements of IFRS. 

IFRS define accounting (book) profit as “profit or loss for a period before deducting 

tax expense”, and taxable profit as “profit (loss) for a period, determined in accordance 

with the rules established by the taxation authorities, upon which income taxes are 

payable (recoverable)” (IAS 12.5). Differences between accounting profit and taxable 

profit may be either permanent or temporary. Permanent differences arise when 

revenues are not taxable, or expenses are non-deductible. Permanent differences do 

not give rise to deferred tax liabilities or deferred tax assets. Temporary differences 

may be either taxable or deductible. “A deferred tax liability shall be recognised for 

all taxable temporary differences…” with a few exceptions (IAS 12.15). Accordingly, 

“a deferred tax asset shall be recognised for all deductible temporary differences to the 

extent that it is probable that taxable profit will be available against which the 

deductible temporary difference can be utilised…” also with a few exceptions (IAS 

12.24). 

All revenues and expenses that cause temporary differences appear in both accounting 

systems but in different reporting periods. The most common source of deferred tax 

liability is the difference in depreciation between book and tax accounts (Graham et 

al., 2012). Usually, tax rules allow tangible assets to be depreciated at a quicker rate 

compared to accounting standards. It means that more expenses occur for tax purposes 

in the early years. These expenses reduce tax base and current tax liability. The 

deferred tax liability appears. 

According to accounting standards, revenue recognition requires certain criteria to be 

met, while under tax rules revenue is typically recognised when cash is received 

(Hanlon, 2005). Alley and James (2005) find that tax accounts, first of all, serve the 

administrative purposes, and thus they precisely reflect past events. Hanlon (2003) 

notes that tax accounts are used for determination of firm’s tax liability, book accounts 

are supposed to provide investors with relevant information on firm's economic 

performance to facilitate the decision-making process. A considerable degree of 
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discretion is allowed under accounting standards (Watts and Zimmerman, 1986 via 

Mills and Newberry, 2001). Estimates are rarely used for tax purposes (Mills and 

Newberry, 2001), in contrast, IAS 37 Provisions, Contingent Liabilities and 

Contingent Assets states: 

“The use of estimates is an essential part of the preparation of financial 

statements…” (IAS 37.25) 

Accordingly, the estimates require managerial judgement: 

“The estimates of outcome and financial effect are determined by the 

judgement of the management of the entity, supplemented by experience 

of similar transactions…” (IAS 37.38) 

Mills, Newberry and Trautman (2002) discern three origins of book-tax differences: 

“mechanistic” (unconditional) differences between the two accounting systems, 

differences due to exercising discretion over book accounts, and differences due to 

exercising flexibility under tax accounts. The last type is related to tax compliance 

risk. Alternatively, Plesko (2000) via Lee, Vetter and Williams (2015) identifies five 

sources of book-tax divergences: a) temporary and permanent differences between 

book and tax accounts; b) differences in the consolidation rules between book and tax 

accounts; c) macroeconomic effects; d) differing levels of discretion with respect to 

book and tax accounts; e) tax sheltering activities. 

The discrepancies between book and tax accounts have drawn the attention of 

investors, academics and officials since the collapses of Enron and WorldCom. Both 

companies reported large book-tax differences. Mills et al. (2002) note that book-tax 

differences of U.S. firms grew throughout the 1990s. Desai (2003) links the growth to 

tax-sheltering activities stimulated by transfer-pricing opportunities of overseas 

operations. Wilson (2009) agrees that increasing book-tax differences are associated 

with tax-sheltering. As a result, U.S. authorities are seeking to narrow the gap between 

book income and taxable income (Blaylock, Gaertner and Shevlin, 2015). 
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3.2 Book-tax differences and earnings management 

Mills and Newberry (2001) find that higher magnitude of book-tax differences of 

public firms compared to private ones indicates earnings management induced by 

stock market incentives. Hanlon (2005) reports that firms with large (positive or 

negative) book-tax differences have less persistent earnings compared to firms with 

small book-tax differences. She concludes that investors interpret large positive book-

tax differences (book income exceeds taxable income) as a red flag about current 

earnings quality. Similarly, Atwood, Drake and Myers (2010) find that lower book-

tax conformity, i.e., higher book-tax discrepancy, is associated with higher earnings 

persistence. It is also associated with a stronger correlation between current earnings 

and following cash flows. 

Blaylock et al. (2012) note that when large positive book-tax differences are caused 

by earnings management, earnings and accruals are less persistent than in case of tax 

avoidance or firm’s economic characteristics. Since the information contained in book-

tax differences is associated with earnings quality, the gap is useful in credit-risk 

assessment (Ayers, Laplante and McGuire, 2010). The authors find that large (positive 

or negative) changes in book-tax differences are consistent with less favourable 

changes in credit ratings. Dhaliwal (2004) argues that decrease in effective tax rate 

(tax expenses divided by pre-tax earnings) from the third to the fourth quarter points 

out earnings management to meet analysts’ forecast. Burgstahler et al. (2006), 

Blaylock et al. (2015) report that higher book-tax conformity is associated higher 

levels of earnings management. On the contrary, Tang (2015) argues that degree of 

book-tax alignment and levels of earnings management are negatively correlated. 

Seidman (2010) finds that variation in accounting rules (US GAAP), variation in 

macroeconomic conditions, variation in earnings management together explain more 

than 55% of the variance in book-tax differences. She concludes that the gap, which 

includes both temporary and permanent differences, is a reasonable proxy for earnings 

management. Hanlon and Heitzman (2010) argue that total book-tax differences are 

too noisy to be used for this purpose. Temporary differences have to be separated from 

permanent differences that are not related to pre-tax accruals and produce no deferred 

taxes. 
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Phillips et al. (2003) explore the use of deferred tax expense, as a proxy for book-tax 

differences, in detecting earnings management. Deferred tax expense is estimated as 

the annual change in total net deferred tax liability: 

DTEt = NDTLt – NDTLt-1 ,                                                                 (11) 

where NDTL is the net deferred tax liability equals to deferred tax liability minus 

deferred tax assets at the end of the year. 

Phillips et al. (2003) examine if managers exploit discretion of book accounting to 

achieve the three earnings targets: to avoid a loss, to avoid an earnings decline, and to 

meet analysts’ forecast. Following Burgstahler and Dichev (1997), and Degeorge et 

al. (1999), they consider three situations associated with earnings management: firm-

years with zero or slightly positive earnings, firm-years with zero or slightly positive 

earnings changes, and firm-years with zero or slightly positive analysts’ forecast 

errors. Phillips et al. (2003) find empirical evidence that deferred tax expense is 

incrementally useful to accrual measures in detecting earnings management to avoid a 

loss and to avoid an earnings decline. At the same time, no evidence was found that 

deferred tax expense is useful in detecting earnings management to meet analysts’ 

forecast. The authors note that earnings management may be done without any effect 

on book-tax differences, for instance, through the use of permanent differences or cash 

flow transactions. Their study also assumes that tax accounts have not been 

manipulated. 

Tang and Firth (2012) decompose book-tax differences of Chinese firms into normal 

and abnormal components. The authors report that firms with a large discretionary 

component of book-tax differences have less persistent earnings compared to firms 

with a large nondiscretionary component. 
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3.3 Information content of deferred tax components 

ASC 740 requires an assessment of the probability of future realisation of tax benefits. 

Potentially unrealisable tax benefits reduce the calculated deferred tax asset: 

“Reduce deferred tax assets by a valuation allowance if, based on the 

weight of available evidence, it is more likely than not (a likelihood of 

more than 50 percent) that some portion or all of the deferred tax assets 

will not be realized. The valuation allowance shall be sufficient to reduce 

the deferred tax asset to the amount that is more likely than not to be 

realized.” (ASC 740-10-30-5(e)) 

Under IFRS, the valuation allowance for deferred tax assets is not required. Instead, 

deferred tax asset shall be recognised only in the amount of realisable tax benefits: 

“…to the extent that it is probable that taxable profit will be available 

against which the deductible temporary difference (unused tax losses and 

unused tax credits) can be utilised.” (IAS 12.24, 12.34) 

Chludek (2011) notes that the US GAAP's two-step approach leads to more 

transparent, comparable, and informative deferred tax disclosures compared to IFRS. 

Since the amount of the valuation allowance is a matter of discretion, it may be used 

in opportunistic reporting. Burgstahler (2002) finds that firms manipulate the 

allowance to avoid a loss. On the other hand, Frank and Rego (2006) provide the 

evidence that the valuation allowance is used for smoothing earnings to meet analysts’ 

forecast, but not for loss avoidance. 

Amir et al.  (1997) report that certain components of deferred taxes contain value-

relevant information, i.e., explain part of the changes in firm’s market value. The 

authors classify deferred tax components into seven categories: depreciation and 

amortisation, losses and credits carried forward, restructuring charges, environmental 

charges, employee benefits, valuation allowance, and all other components. The 

components that are likely to be reversed in the following period (restructuring 



26 

charges) are more value-relevant than long-term ones (environmental charges, 

employee benefits). 

Raedy, Seidman and Shackelford (2011) examine association between deferred tax 

components and earnings quality. The authors find that firms with smaller temporary 

differences related to revenue recognition, asset impairment, employee benefits, and 

market-to-market accounting have higher earnings persistence. They also report that 

firms with smaller temporary differences related to environmental costs, credit 

carryforwards, timing effects of mergers and acquisitions, amortization, foreign 

earnings, dividends, and tax credits demonstrate higher future earnings growth.  

Phillips et al. (2004) extend Phillips et al. (2003) by examining whether separate 

deferred tax components can be used in detecting earnings management to avoid an 

earnings decline. They decompose total change in net deferred tax liability into eight 

components: revenue and expense accruals and reserves, compensations, depreciation 

of tangible assets, other asset valuation, miscellaneous items, tax carryforwards, 

unrealised gains and losses on securities, and deferred tax asset valuation allowance 

account. 

Phillips et al. (2004) use Compustat and hand-collected data for the years 1994–2000. 

Financial companies and utilities are excluded from consideration. The annual change 

in total net deferred tax liability is not always equal to firm’s deferred tax expense. 

Items related to mergers, acquisitions, divestitures, or discontinued operations do not 

flow through the income statements, although they affect the balance sheet accounts. 

To avoid this noise, Phillips et al. (2004) remove the appropriate firm-years from the 

sample. At the same time, the authors report that results are not sensitive to the 

inclusion of such observations. 

Phillips et al. (2004) apply the following probit regression: 

EMit = β0 + β1∆NDTLit + β2ACit + β3∆CFOit + βj∑jINDit + εit ,       (12) 

where EMit equals 1 if the change in firm i’s earnings from year t–1 go t divided by 

market value of equity at the end of year t–2 is ≥ 0 and < 0.01, and 0 if the change in 
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earnings is ≥ –0.01 and < 0; ∆NDTLit the annual change in firm i’s total net deferred 

tax liability, calculating using deferred tax assets and liabilities disclosed in firm’s 

income tax disclosure, between years t–1 and t, scaled by total assets at t–1; ACit is a 

measure of firm i’s accruals computed using total accruals model (Healy, 1985), or 

modified Jones (Dechow et al., 1995) model, or forward-looking Jones (Dechow et al., 

2003) model; ∆CFOit is the change in firm i’s cash flow from continuing operations 

from year t–1 to t, scaled by total assets as of the end of year t–1; and ∑jINDit equals 

1(0) if firm i is (is not) in industry j in year t, based on one-digit SIC codes. 

Phillips et al. (2004) find that unlike the change in total net deferred tax liability, the 

change in deferred tax component related to revenue and expense accruals and reserves 

is incrementally useful to accrual measures in detecting earnings management to avoid 

an earnings decline.  

Following Phillips et al. (2004), Kasipillai and Mahebthiran (2013) examine the 

usefulness of deferred tax components in detecting earnings management to avoid an 

earnings decline. The authors use data from Malaysian public firms for the year 2008. 

Malaysian accounting standards have been harmonised with IFRS since 1975. 

Kasipillai and Mahebthiran (2013) report that changes in deferred tax component 

related to revenues and expenses accruals and changes in deferred tax component 

related to the valuation allowance are associated with earnings management to avoid 

an earnings decline. 

3.4 Accounting for deferred taxes 

Despite the overall similarity in accounting for deferred taxes between US GAAP and 

IFRS, there are certain differences1. The main distinctions, other than the use of the 

valuation allowance for deferred tax assets, are presented in Table 1. 

 

                                                 
1 For more details see, e.g., “IFRS and US GAAP: similarities and differences” by PwC (2017). 
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Table 1. The main differences in accounting for deferred taxes between US GAAP and IFRS 

Subject US GAAP IFRS 

Deferred 

taxes on 

undistributed 

earnings 

Permanently reinvested undistributed 

earnings of foreign subsidiaries do not 

give rise to deferred tax liability. (ASC 

740-10-55-209) 

The recognition exemption applies to 

investments in all (foreign and domestic) 

subsidiaries, branches and associates, 

and interests in joint ventures. (IAS 

12.39, 12.40) 

Nonmonetary 

assets and 

liabilities in 

foreign 

currency 

No deferred taxes are recognised on the 

remeasurement of foreign nonmonetary 

assets or liabilities from local currency 

to functional currency. (ASC 740-10-25-

3(f)) 

Such deferred taxes need to be 

recognised. (IAS 12.41) 

 

Uncertain tax 

positions 

Uncertain tax positions are recognised 

and measured using a two-step 

approach. (ASC 740-10-25-6, 740-10-

30-7) 

Tax uncertainties are not specifically 

addressed within IFRS. 

 

Intercompany 

transfers of 

assets 

At the group level tax impact for the 

seller as a result of an intercompany sale 

or transfer is deferred until the assets are 

disposed or sold to a third party, and no 

deferred taxes are recognised for the 

buyer. (ASC 740-10-25-3(e)) 

Tax impact resulting from intra-group 

transfer of assets is recognised; at the 

buyer’s level, deferred taxes are 

recognised using the buyer’s tax rate. 

(IAS 12.11) 

 

New tax rates Only enacted tax rates are used in the 

calculation of taxable income. (ASC 

740-10-10-3) 

Announced tax rates (and tax laws) can 

be used. (IAS 12.48) 

 

Share-based 

compensation 

 

Deferred taxes are computed based on 

share-based compensation expenses 

recognised for book purposes. (ASC 

740-20-45-11(d)) 

Deferred taxes are computed based on 

share-based payments in every period, 

therefore changes in share price affect 

related deferred taxes. (IAS 12.68A) 

Subsequent 

changes in 

deferred 

taxes 

 

Subsequent changes in deferred taxes are 

recognised in profit or loss, even if 

originally they were taken through other 

comprehensive income or equity. (ASC 

740-10-45-14) 

Recognition of subsequent changes in 

deferred taxes depends on where the 

related transactions were recorded. (IAS 

12.58) 

The update No. 2015-17 to ASC 740 eliminates the difference in representation 

between US GAAP and IFRS. Now all deferred tax assets and liabilities are classified 

as noncurrent assets and liabilities on the balance sheet. 
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US GAAP and IFRS have similar requirements regarding disclosure of deferred tax 

components. In accordance with US GAAP the entity shall disclose: 

“…the approximate tax effect of each type of temporary difference and 

carryforward that gives rise to a significant portion of deferred tax 

liabilities and deferred tax assets (before allocation of valuation 

allowances).” (ASC 740-10-50-6) 

In a like manner, IFRS state that each type of temporary difference shall be disclosed 

separately: 

“(g) in respect of each type of temporary difference, and in respect of 

each type of unused tax losses and unused tax credits: 

(i) the amount of the deferred tax assets and liabilities 

recognised in the statement of financial position for each 

period presented” (IAS 12.81(g)(i)) 

Additionally, IFRS require “the aggregate current and deferred tax relating to items 

that are charged or credited directly to equity…” and “the amount of income tax 

relating to each component of other comprehensive income…” to be disclosed 

separately (IAS 12.81(a), 12.81(ab)). 

Bushman, Piotroski and Smith (2004) define corporate transparency as the availability 

of information about a firm for its outside stakeholders. Barth and Schipper (2008) via 

Cassell, Myers and Seidel (2015) define reporting transparency as an extent to which 

financial statements reveal information about firm’s economic performance to the 

users. At the same time, investors tend to ignore the information contained in the notes 

to the financial statements (e.g., Barth, Clinch and Shibano, 2003), Hirshleifer and 

Teoh, 2003). Ready et al. (2011) state that investors do not use information from tax 

disclosures because it is complex and it requires accounting and tax expertise.  

According to the context theory, the interpretation of an isolated piece of information 

is different compared to when it is provided in combination with other information 
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(Medin and Schaffler, 1978 via Cassell et al., 2015). Cassell et al. (2015) find that non-

transparent disclosure on changes in firm’s reserves indicates accrual earnings 

management. It is consistent with Nelson et al.’s (2002) finding that managers choose 

reserves to manipulate earnings. The U.S. law, 45 Fed. Reg. 63679, from 1980, 

requires corporations to file Schedule II as a supplement to the annual report (Form K-

10). This schedule provides information on the beginning and closing balances and 

changes in “all valuation and qualifying accounts and reserves not included in specific 

schedules”, i.e., changes in discretionary accounts. Cassell et al. (2015) argue that 

omission of this comprehensive schedule in case if transparent disclosure is provided 

elsewhere in the notes, does not increase the likelihood of earnings management. 

Mgammal and Ismail (2015) state that the transparency of tax disclosures is difficult 

to measure and compare. Chludek (2011) notes that despite the effort and cost 

consuming, practitioners do not consider deferred tax disclosures to be relevant to the 

decision-making process. The Internal Revenue Service (IRS) requires U.S. 

corporations to file tax Form 1120, namely Schedule M-1 for those with total assets 

between $25,000 and $10 million, or Schedule M-3 for those with total assets equal or 

exceed $10 million at the year-end. Both schedules reconcile reported earnings and 

taxable income per tax return (Lee et al., 2015). 

Hanlon (2003) assesses the informativeness of U.S. firms’ income tax disclosures. She 

notes that since SFAS 109 (now ASC 740) does not provide clear guidance on levels 

of materiality, the content of deferred tax disclosures varies a lot across the firms. As 

Hanlon (2003) states, Microsoft Corporation lists only three deferred tax items, and 

one of them is labelled "other". It is hard to infer what book-tax difference is behind 

this category. To improve the transparency of tax disclosures, Mills and Plesko (2003) 

suggest making tax information publicly available, especially the reconciliation 

between book income and taxable income. Hanlon (2003) proposes to supplement 

financial statements with: the reconciliation between current tax expense and cash 

taxes paid, more detailed information on sources of deferred taxes, and the 

specification of tax jurisdictions. Lee et al. (2015) agree that publicly available 

reconciliation between book income and taxable income would be beneficial for 

investors. 
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3.5 Finnish context 

Leuz et al. (2003) discuss the differences in earnings management practices between 

common-law and civil-law countries. The authors note that country's institutional 

characteristics, particularly dispersed ownership, strong investor protection (especially 

protection for minority shareholders), and developed stock market, are associated with 

lower levels of earnings management. According to Transparency International's 

Corruption Perceptions Index, which measures the quality of country’s institutional 

environment, Finland was among the top five countries in the world during 2007–2016 

(Transparency International, 2016). It is consistently higher than that of, for example, 

the USA. 

Street and Larson (2004) list impediments to convergence Finnish Accounting 

Standards (FAS or Finnish GAAP) with IFRS as of December 31, 2002: complicated 

nature of particular standards, tax-driven nature of the national accounting regime, 

disagreement with certain significant IFRS, limited capital markets, satisfaction with 

national accounting standards among investors/users, and language translation 

difficulties. Finland has traditionally been a country with a strong link between 

taxation and accounting (Aisbitt, 2002). By the middle of the 1990s, there was no strict 

regulation for deferred taxation (Hoogendoorn, 1996 via Aisbitt, 2002). 

Besides Finland, European countries with a high level of book-tax conformity are 

Austria, Belgium, Germany, Greece, France, Italy, Portugal, Spain, and Sweden. In 

contrast, Denmark, the Netherlands, and the United Kingdom have a low level of the 

conformity (Goncharov and Werner, 2007). This differentiation is consistent with the 

type of legal system. The antithesis between common-law and civil-law countries has 

been used in a number of research (e.g., Ball et al., 2000, Leuz et al., 2003). 

Alternatively, Burgstahler et al. (2006) classify countries according to legal origin into 

four categories: English, French, German, and Scandinavian (including Finland). The 

authors report that public firms from the UK and Finland demonstrate the lowest levels 

of earnings management across 13 European countries. In terms of earnings 

management to avoid a loss specifically, Finland ranks fifth. 
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European Parliament and Council Directive (1606/2002/EC) requires publicly traded 

companies of the European Community to prepare their consolidated accounts in 

conformity with the international accounting standards (IAS) for each financial year 

starting on or after January 1, 2005. The regulation extends to Finland, which is an EU 

member state since January 1, 1995.  

Ding, Hope, Jeanjean and Stolowy (2007) argue that implementation of IFRS does not 

improve national accounting system without development of economic policy, 

corporate governance, and financial market. Jeanjean and Stolowy (2008) examine the 

proportion of firms with slightly positive earnings before and after the mandatory 

introduction of IFRS. While the number of such firms has not significantly changed in 

the UK and Australia, it has increased in France. This can be explained by differences 

in economic incentives and institutional environments. Callao and Jarne (2010) find 

that earnings management in EU countries has intensified since the adoption of IFRS 

in 2005. At the same time, among Finnish firms increase in discretionary firms is not 

statistically significant compared to the pre-IFRS period. However, a discontinuity in 

the distribution of ROA around zero is higher under IFRS than under Finnish GAAP. 

Sellhorn and Gornik-Tomaszewski (2006) note that with the adoption of IFRS the 

degree of accountability to outside investors (public versus private) and the type of 

accounting of financial statements (consolidated versus individual) have become the 

key criteria for differentiation of European companies. Similarly, Goncharov and 

Werner (2007) find that the factor of book-tax conformity at the group level is 

mitigated compared to the individual level. Nobes and Parker (2008) argue that even 

with the adoption of IFRS for consolidated financial statements, the effect of the 

difference between common-law and civil-law systems remains.  

The European Union has seriously considered the use of IFRS for calculation of the 

Common Consolidated Corporate Tax Base (CCCTB) (Hanlon and Heitzman, 2010). 

This proposal has not been implemented so far due to the following reasons. First, it 

requires delegation of control over national taxation systems to the IASB (Blaylock et 

al., 2015). Second, the CCCTB would not match completely with consolidated income 

under IFRS, since the former is supposed to be applied only to the subsidiaries within 

EU jurisdiction (Sikka, 2016). In 2016 the EU accepted that the original proposal needs 
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to be adjusted and a concept of the Common Corporate Tax Base (CCTB) has been 

introduced (Sikka, 2016). 

Finland’s corporate tax rate has been changed twice during the period 2007–2016: 

from 26% to 24.5% in 2012, and from 24.5% to 20% in 2014 (Trading Economics, 

2018). Scholes, Wilson and Wolfson (1992) provide empirical evidence that U.S. 

companies postponed revenue recognition and accelerated expense recognition in 

anticipation of the reduction of the federal corporate income tax rate from 46% to 34%. 

Roubi and Richardson (1998) report similar results regarding non-manufacturing firms 

in Canada, Malaysia and Singapore. 

Main discrepancies between Finnish GAAP and IFRS are related to accounting for 

financial instruments, lease contracts, impairment, and business combinations (Street 

and Larson, 2004). According to Jarva and Lantto (2012), most of the differences are 

caused by the ‘substance over form’ approach and fair value measurement used for 

IFRS purposes. Kvaal and Nobes (2012) find that content of tax disclosures required 

by IFRS varies significantly across industries and countries. Nevertheless, the 

traditional dichotomy between Anglo-Saxon and continental European countries is not 

detected. Notably, that Finland is one of the few countries in the world where firms 

unveil taxation information. However, it becomes publicly available in only 10–11 

months after the year-end, which makes it less relevant for stakeholders (Laitinen and 

Laitinen, 2017). 
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4 RESEARCH DESIGN 

4.1 Hypotheses development 

This study adds to the literature by examing the use of total net deferred tax liability 

and its components in detecting earnings management.  

I formulate hypotheses in relation to earnings management around two earnings 

targets: reaching positive earnings (avoidance of a loss) and exceeding the prior year’s 

earnings (avoidance of an earnings decline). Each of the two sets of hypotheses 

consists of three sub-hypotheses that focus on the usefulness of total net deferred tax 

liability, deferred tax component related to provisions and reserves, and deferred tax 

component related to “other” temporary differences. 

Prior studies have examined the informativeness of total book-tax differences and their 

proxies. Phillips et al. (2003) find empirical evidence that deferred tax expense, i.e., 

change in total net deferred tax liability, is incrementally useful to accrual measures in 

detecting earnings management to avoid a loss and to avoid an earnings decline. At 

the same time, Hanlon and Heitzman (2010) argue that total book-tax differences are 

too noisy, first of all, because of inclusion of permanent differences. Furthermore, even 

total net deferred tax liability (resulting from only temporary differences) consists of 

heterogeneous components. Therefore I doubt its usefulness in detecting earnings 

management. 

H1a: The change in total net deferred tax liability is NOT incrementally 

useful to the accrual measure in detecting earnings management 

to avoid a loss. 

Phillips et al. (2004) break down changes in deferred taxes into components and 

provide empirical evidence that the change in deferred tax component related to 

revenue and expense accruals and reserves is incrementally useful to accrual measures 

in detecting earnings management to avoid an earnings decline. I extend their analysis 

by testing the usefulness of the component in detecting earnings management to avoid 

a loss and to avoid an earnings decline in relation to public firms operating under IFRS. 
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H1b: The change in deferred tax component related to provisions and 

reserves is incrementally useful to the accrual measure in 

detecting earnings management to avoid a loss. 

As Hanlon (2003) notes, even the largest U.S. corporations are not fully transparent in 

terms of sources of temporary differences by burying them under the label of “other”. 

The use of this category of deferred taxes is tested for the first time.  

H1c: The change in deferred tax component related to other temporary 

differences is incrementally useful to the accrual measure in 

detecting earnings management to avoid a loss. 

The three mirrored hypotheses for earnings management to avoid an earnings decline 

are formulated as follows: 

H2a: The change in total net deferred tax liability is NOT incrementally 

useful to the accrual measure in detecting earnings management 

to avoid an earnings decline. 

H2b: The change in deferred tax component related to provisions and 

reserves is incrementally useful to the accrual measure in 

detecting earnings management to avoid an earnings decline. 

H2c: The change in deferred tax component related to other temporary 

differences is incrementally useful to the accrual measure in 

detecting earnings management to avoid an earnings decline. 

The accrual measure is estimated using the modified Jones model suggested by 

Dechow et al. (1995). 
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4.2 Methodology 

Following Burgstahler and Dichev (1997) and Degeorge et al. (1999), this study 

examines situations when managers have strong incentives to manage earnings toward 

a target. Despite the alternative explanations of the discontinuity in earnings 

distribution around zero (e.g., Dechow et al., 2003), I consider the disparity to be a 

result of earnings management. 

Phillips et al. (2003, 2004) use a probit regression. This study deploys a binary logit 

regression, which is also appropriate for the situation of the dichotomous dependent 

variable: 

EMit = β0 + β1∆DT_COMit + β2∆DT_FAit + β3∆DT_FINit +                                      

+ β4∆DT_FVBCit + β5∆DT_IAit + β6∆DT_INMit +                          

+ β7∆DT_OTHit + β8∆DT_PRit + β9∆DT_TLit +                               

+ β10∆DT_MISCit + β11∆DT_TOTALit + β12DACCit +                   

+   β13CFOit   +   β14SIZEit   +   εit,                                       (13) 

where the first ten variables represent changes in deferred tax components as stated in 

Table 2. Statistical significance of the regression coefficients is tested using the Wald 

χ2 (chi-square) statistic. 

Table 2. Variable definitions 

Variable 
Deferred tax 

component 
Origin 

∆DT_COM Employee 

compensation 

Differences related to pension plans, share-based 

payments, and other obligations to employees. 

∆DT_FA Fixed (tangible) assets Differences between book and tax amounts of tangible 

assets related to depreciation, impairment, capitalisation, 

and finance lease. 

∆DT_FIN Financial instruments Effects of fair value measurement of financial 

instruments, including derivatives. Differences between 

carrying amount and tax base of financial assets and 

financial liabilities. 
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∆DT_FVBC Changes in fair value 

related to business 

combinations 

Effects of fair value measurement of acquired net assets. 

∆DT_IA Intangible assets Differences between book and tax amounts of intangible 

assets, including goodwill, related to amortisation, 

impairment, and capitalisation. 

∆DT_INM Intercompany margins Effects of elimination of intercompany profit margins. 

∆DT_OTH “Other” temporary 

differences 

Unspecified temporary differences, named as follows: 

“other”: “other deferred taxes”, “other items”, “other 

temporary differences”, etc. 

∆DT_PR Provisions and reserves Differences between book and tax amounts of provisions, 

reserves, and accrued expenses. This category also 

includes provisions and reserves in combination with 

other items, for example, names like “Depreciation 

differences and other provisions”. 

∆DT_TL Tax-loss carryforwards Unused tax losses and tax credits. 

∆DT_MISC Miscellaneous items Sources of deferred taxes that do not fall in any of the 

previous categories. They are either less frequent (e.g., 

"Impact of tax rate change"), or unspecified (e.g., "Current 

assets"), or combine two or more items (e.g., "Pension 

obligations and impairment losses"). 

The change in an appropriate deferred tax components from year t–1 to year t is 

computed using firm’s income tax disclosure for the year t. All the variables are scaled 

by total assets (Datastream code WC02300 “Total assets – As reported”) at the end of 

year t–1. 

Other variables are defined as follows: 

EMit (EM_ALit or EM_ADit) – a binary dependent variable which equals either 

1 (earnings management) or 0 (no earnings management), please see below; 

EM_ALit – earnings management to avoid a loss; the variable equals 1 if firm 

i’s earnings (WC18150 “Income – Continuing operations”) in the year t, scaled 

by market value of equity (WC08001 “Market capitalization”) at the end of 

year t–1, is ≥ 0 and < 0.03; and 0, if firm i’s earnings ≥ –0.03 and < 0; 
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EM_ADit – earnings management to avoid an earnings decline; the variable 

equals 1, if the change in firm i’s earnings (WC18150 “Income – Continuing 

operations”) from year t–1 to year t, scaled by market value of equity 

(WC08001 “Market capitalization”) at the end of year t–2, is ≥ 0 and < 0.015; 

and 0, if the change in firm i’s earnings is ≥ –0.015 and < 0; 

∆DT_TOTALit – the annual change in firm i’s total net deferred tax liability 

from year t–1 to year t, computed using deferred tax assets and liabilities 

disclosed in firm’s income tax disclosure, and equal to net deferred tax liability 

(WC03263 “Deferred taxes”) for the year t, scaled by total assets at the end of 

year t–1; 

DACCit – firm i’s discretionary accruals estimated with modified Jones 

(Dechow et al., 1995) model (8); total accruals for the model are computed as 

the difference between firm i’s earnings and cash flow from operating activities 

(WC04860 “Net cash flow – Operating activities”), scaled by total assets at the 

end of year t–1; 

CFOit (CFO_ALit or ∆CFO_ADit) – control variable related to operating cash 

flow; CFO_ALit – firm i’s cash flow from operating activities for the year t, 

scaled by total assets at the end of year t–1; ∆CFO_ADit – the annual change 

in firm i’s cash flow from operating activities from year t–1 to year t, scaled by 

total assets at the end of year t–1; 

SIZEit – control variable related to firm size, computed as the natural logarithm 

of firm i’s market value of equity at the end of year t–1. 

Additional control variables for firm’s economic performance:  

ROAit – the average return on total assets over the prior three years; 

GROWTHit – the average sales growth scaled by total assets over the prior three 

years. 
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Consistent with Phillips et al. (2004), only the dependent variables, i.e., earnings and 

changes in earnings, are scaled by market value. All independent variables are scaled 

by lagged total assets to reduce heteroskedasticity, as in most similar studies. 

Burgstahler and Dichev (1997) use three intervals for scaled earnings (0–0.005, 0–

0.001, 0–0.015), and three intervals for scaled earnings changes (0–0.01, 0–0.02, 0–

0.03). Phillips et al. (2003) use the middle intervals. For this study, the largest ones are 

taken, i.e., from 0 to 0.015 for scaled earnings changes, and from 0 to 0.03 for scaled 

earnings. 

4.3 Data processing and samples selection 

To test the hypotheses, I use data from Finnish public firms that have been listed on 

the Helsinki Stock Exchange (Nasdaq Helsinki) from 2007 to 2016. Since 2005, all 

publicly traded companies of Finland prepare their consolidated financial statements 

in accordance with IFRS. 

Using Thomson Reuters Datastream, I identified 382 unique International Securities 

Identification Numbers (ISIN). Each number represents one equity instrument. 

Following prior studies, I removed 48 items related to the financial sector: “Asset 

managers” (Datastream industry code 104), “Banks” (code 102), “Consumer finance” 

(code 42), “Financial administrators” (code 46), “Specialty Finance” (code 113),  and 

“Unclassified” industry (code 116). 11 items with a prefix SE (Swedish) in ISIN code 

were also removed. 

For each ISIN following financial parameters were downloaded from Datastream: 

earnings (WC03263 “Income – Continuing operations”), market value (WC08001 

“Market capitalization”), total assets (WC02300 “Total assets – As reported”),  

operating cash flow (WC04860 “Net cash flow – Operating activities”), and net 

deferred tax liability (WC03263 “Deferred taxes”). The full set of these five 

parameters for the period 2007–2016 were available for 144 ISIN numbers. 

195 firm-years met the criterion of small scaled earnings (within the interval from –

3.0 to 3.0% of market value), and 257 firm-years met the criterion of small scaled 
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changes in earnings (within the interval from –1.5 to 1.5% of market value). Frequency 

distributions of selected observations are shown in Figures 1 and 2. 

Figure 1. The frequency of firm-years across intervals of scaled earnings

 

Figure 2. The frequency of firm-years across intervals of scaled earnings changes 

 

Data on the composition of deferred taxes were not available via any of the databases. 

Therefore, it was hand-collected from firms’ annual reports available in electronic 

format on corporate websites. 

Hanlon (2005) notes that deferred taxes may contain extraordinary items resulting 

from mergers, acquisitions, divestitures, or discontinued operations. In accordance 

with IFRS, not all deferred taxes flow through the income statements (profit or loss): 
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“Current and deferred tax shall be recognised as income or an expense 

and included in profit or loss for the period, except to the extent that the 

tax arises from: 

(a) a transaction or event which is recognised, in the same 

or a different period, outside profit or loss, either in other 

comprehensive income or directly in equity; or 

(b) a business combination.” (IAS 12.58) 

Thus, the extraordinary items could affect deferred tax balances without charging the 

income statement. As was discussed earlier, tax disclosures provide information on the 

structure of deferred tax assets and liabilities at the beginning and at the end of the 

year. Additionally, deferred tax items related to the income statement, other 

comprehensive income, or equity directly, should be represented separately. In order 

to mitigate potential bias resulting from mergers, acquisitions, divestitures, or 

discontinued operations, only the changes in deferred taxes that flow through the 

income statement are used in the analysis. 

From the first preliminary sample of 195 firm-years, 71 items were excluded for the 

following reasons: an annual report is not available through the Internet (27 items), no 

separation between the income statement and other comprehensive income items (24 

items), an annual report is not translated into English (9 items), no deferred tax 

disclosure at all (7 items), financial period is other than January-December (3 items), 

figures in deferred tax disclosure are all equal to zero (1 item). 

From the second preliminary sample of 257 firm-years, 78 items were excluded for the 

following reasons: no separation between the income statement and other 

comprehensive income items (35 items), an annual report is not available through the 

Internet (16 items), an annual report is not translated into English (12 items), 

significant difference between total change in net deferred tax liability and the similar 

figure per Datastream (WC03263 “Deferred Taxes”) (9 items), no deferred tax 

disclosure at all (4 items), financial period is other than January-December (1 item), 

figures in deferred tax disclosure are all equal to zero (1 item). 
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The final sample sizes comprised of 124 firm-years with small earnings and 179 firm-

years with small changes in earnings. 25 firm-years are common for two samples. 

Comparably, Phillips et al. (2004) used a sample of 396 firm-years with small changes 

in earnings related to the period 1994–2000. 

4.4 Classifying deferred taxes into categories 

Firms disclose deferred tax composition in the notes to the consolidated financial 

statements, which are usually part of the annual report. A typical deferred tax note 

provides information on the beginning and closing balances of each deferred tax 

component, as well as the corresponding side of the changes: the income statement, 

other comprehensive income, or equity directly. In some notes, charges related to 

business combinations and forex effects are also shown separately. 

My examination of deferred tax disclosures has shown that the names of deferred tax 

items vary greatly across firms. To deal with this variety, I introduced a novel 

classification method. It is different from those used by Amir et al. (1997) or Phillips 

et al. (2004) in the following ways. There are two separate categories of items related 

to tangible and intangible assets, ∆DT_FA and ∆DT_IA, respectively. Amir et al. 

(1997) use the category of “depreciation and amortisation”, while Phillips et al. (2004), 

besides “depreciation of tangible assets”, employ the category of “other assets 

valuation” that might include items related to changes in intangible assets. My 

∆DT_FIN is similar to Phillips et al.’s (2004) category of “unrealised gains and losses 

on securities”. I introduced new components: ∆DT_FVBC for changes in fair value 

that are clearly related to business combinations, and ∆DT_INM for items related to 

elimination of intercompany margins. The later one is lacking in the studies by Amir 

et al. (1997) and Phillips et al. (2004) since under US GAAP no deferred taxes are 

recognised from intercompany transfers. ∆DT_INM turned out to be even more 

frequent category than ∆DT_IA or ∆DT_FIN (Table 3). Accordingly, due to the 

difference in deferred tax assets recognition approach between US GAAP and IFRS, I 

do not have “valuation allowance” or “deferred tax asset valuation allowance account” 

categories. Items related to provisions, reserves, accrued expenses are included in 

∆DT_PR, which is an analogue of Phillips et al.’s (2004) category of “revenue and 

expense accruals and reserves”. Amir et al. (1997) use two categories for items that 
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require considerable managerial discretion: “restructuring charges” and 

“environmental charges”. Another novelty of my classification is that the items that 

contain the word “other” and its derivatives comprise the separate component 

∆DT_OTH. Similar to Amir et al.’s (1997) “all other components” and Phillips et al.’s 

(2004) “miscellaneous items”, ∆DT_MIS includes the rest of the names. 

Although the number of sources of deferred taxes is limited, the variability in naming 

is significant. I identified a total of 518 unique names, including those that differ at 

only a single symbol. Thus, for example, the category ∆DT_OTH aggregates 24 names 

likes “other”, “others”, “other deferred taxes”, “other items”, “other temporary 

differences”, “other timing differences”, etc. The most diverse category, ∆DT_MIS, 

comprises of 91 names. It includes, among other items, fair value adjustments that 

cannot be identified as ∆DT_FIN or ∆DT_FVBC, items related to ∆DT_FA and 

∆DT_IA at the same time, undistributed retained earnings of subsidiaries, and currency 

translation differences. The category ∆DT_PR additionally includes items related to 

provisions, reserves and accrued expenses in combination with other categories. For 

example, names like “depreciation differences and other provisions” or “provisions for 

operating expenses and other items”. It is because of a high degree of discretion that 

is supposed to be involved in such items. 

The described ten categories form ten deferred tax components. To control for extreme 

amounts of deferred tax components, values below the 1st percentile or above the 99th 

percentile were removed from analyses. Information on number and frequency of non-

zero components by type of earnings management is presented in Table 3. 

Table 3. Number and frequency of non-zero deferred tax components 

EM type COM FA FIN FVBC IA INM OTH PR TL MIS TOTAL 

EM_AL 60 

(48%) 

70 

(56%) 

42 

(34%) 

51 

(41%) 

25 

(20%) 

46 

(37%) 

102 

(82%) 

64 

(52%) 

98 

(79%) 

51 

(41%) 

124 

(100%) 

EM_AD 87 

(49%) 

101 

(56%) 

55 

(31%) 

68 

(38%) 

34 

(19%) 

66 

(37%) 

151 

(84%) 

101 

(56%) 

136 

(76%) 

82 

(46%) 

177 

(99%) 

The most frequent deferred tax components are: “other” temporary differences 

(∆DT_OTH), tax-loss carryforwards (∆DT_TL), tangible assets (∆DT_FA), provisions 

and reserves (∆DT_PR), and employee compensation (∆DT_COM). Phillips et al. 
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(2004) discuss the probability of certain components to be affected by discretion. They 

note that tax carryforwards (∆DT_TL) are unlikely to be managed as they are related 

exclusively to taxable income. The same with unrealised gains and losses on securities 

(∆DT_FIN) since market prices are beyond managerial control. 
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5 EMPIRICAL RESULTS 

5.1 Descriptive statistics 

Tables 4 and 5 present descriptive statistics for the test samples (Panels A) of zero and 

slightly positive earnings (EM_AL  = 1) and zero and slightly positive earnings 

changes (EM_AD = 1); and descriptive statistics for the control samples (Panels B) of 

slightly negative earnings (EM_AL = 0) and slightly negative earnings changes 

(EM_AD = 0). 

First of all, means of the decomposed changes in deferred tax components are very 

low, less than 0.2% of total assets at the beginning of the year. Their medians are equal 

to zero, except to ∆DT_TL (–0.00085) in the sample of firm-years with slightly 

negative earnings (Panel B of Table 4). 

Earnings management to avoid a loss 

There are two positive means in the test sample (Panel A of Table 4): ∆DT_COM 

(0.00024) and ∆DT_FIN (0.00016). In the control sample (Panel B) three components 

have positive signs: ∆DT_IA (0.00022), ∆DT_FA (0.00009), and ∆DT_COM 

(0.00006). Among the decomposed changes in deferred taxes, the largest negative 

means have ∆DT_TL (–0.00175) and ∆DT_FVBC (–0.00073) in Panels A and B, 

respectively. 

In both samples, means of ∆DT_OTH, ∆DT_PR and ∆DT_TOTAL are all negative. 

Difference in (DACC) between the test sample (0.00223) and the control sample           

(–0.00452) is considerable. It seems that the selected accrual measure successfully 

outlines the difference between firm-years affected by earnings management to avoid 

a loss and firm-years in the control group. 

 

 



46 

Table 4. Descriptive statistics. Earnings management to avoid a loss 

 

Panel A: Zero and slightly positive earnings of at least 0 and less than 3.0% (EM_AL = 1) 

Name N Mean 
Standard 

deviation 
Max 

Percentiles 
Min 

75th Median 25th 

∆DT_COM 83 0.00024 0.00093 0.00642 0.00007 0 0 –0.00098 

∆DT_FA 83 –0.00009 0.00458 0.03373 0.00009 0 –0.00036 –0.01331 

∆DT_FIN 83 0.00016 0.00269 0.01714 0 0 0 –0.01289 

∆DT_FVBC 83 –0.00058 0.00221 0.00948 0 0 –0.00058 –0.00695 

∆DT_IA 83 –0.00019 0.00099 0.00201 0 0 0 –0.00566 

∆DT_INM 83 –0.00020 0.00151 0.00216 0 0 0 –0.01272 

∆DT_OTH 83 –0.00018 0.00351 0.01519 0.00088 0 –0.00059 –0.01433 

∆DT_PR 83 –0.00002 0.00153 0.00851 0 0 –0.00026 –0.00348 

∆DT_TL 83 –0.00175 0.01053 0.01533 0.00045 0 –0.00167 –0.08909 

∆DT_MISC 83 –0.00065 0.00625 0.01530 0 0 0 –0.05104 

∆DT_TOTAL 83 –0.00309 0.01018 0.01600 0.00130 –0.00145 –0.00438 –0.05803 

         

SIZE 83 5.42118 0.66278 7.00020 5.84429 5.51579 4.89287 4.08307 

DACC 83 0.00223 0.07620 0.12457 0.03657 0.01175 –0.02186 –0.49505 

CFO_AL 83 0.07396 0.08452 0.59100 0.10511 0.05798 0.03223 –0.05647 

ROA 74 –0.00326 0.02068 0.06976 0.00684 –0.00468 –0.01337 –0.06305 

GROWTH 74 0.05473 0.17289 0.79988 0.07620 0.02682 –0.02194 –0.26152 

 

Panel B: Slightly negative earnings of at least –3.0% and less than 0 (EM_AL = 0) 

Name N Mean 
Standard 

deviation 
Max 

Percentiles 
Min 

75th Median 25th 

∆DT_COM 41 0.00006 0.00068 0.00175 0.00002 0 –0.00002 –0.00250 

∆DT_FA 41 0.00009 0.00353 0.01256 0.00039 0 0 –0.01069 

∆DT_FIN 41 –0.00015 0.00081 0.00074 0 0 0 –0.00356 

∆DT_FVBC 41 –0.00073 0.00265 0.00313 0 0 –0.00028 –0.01354 

∆DT_IA 41 0.00022 0.00143 0.00761 0 0 0 –0.00275 

∆DT_INM 41 –0.00002 0.00148 0.00447 0 0 –0.00011 –0.00502 

∆DT_OTH 41 –0.00036 0.00360 0.00467 0.00036 0 –0.00085 –0.02053 

∆DT_PR 41 –0.00053 0.00154 0.00461 0 0 –0.00123 –0.00437 

∆DT_TL 41 –0.00033 0.00681 0.01680 0.00162 –0.00085 –0.00183 –0.02229 

∆DT_MISC 41 –0.00012 0.00335 0.01165 0 0 0 –0.01554 

∆DT_TOTAL 41 –0.00188 0.00718 0.01577 0.00159 –0.00131 –0.00581 –0.01528 

         

SIZE 41 5.47936 0.72996 7.20314 5.91756 5.49330 4.90001 4.18483 

DACC 41 –0.00452 0.05363 0.18350 0.02199 –0.00523 –0.03698 –0.14312 

CFO_AL 41 0.05735 0.05204 0.17713 0.08264 0.05442 0.03372 –0.09413 

ROA 40 –0.01144 0.02126 0.03827 –0.00086 –0.00909 –0.02390 –0.06786 

GROWTH 40 0.01343 0.09284 0.33018 0.05723 0.00777 –0.02806 –0.19340 
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Table 5. Descriptive statistics. Earnings management to avoid an earnings decline 

 

Panel A: Zero and slightly positive earnings changes of at least 0 and less than 1.5% (EM_AD = 1) 

Name N Mean 
Standard 

deviation 
Max 

Percentiles 
Min 

75th Median 25th 

∆DT_COM 92 –0.00005 0.00084 0.00166 0 0 0 –0.00719 

∆DT_FA 92 0.00024 0.00149 0.00848 0.00037 0 0 –0.00527 

∆DT_FIN 92 –0.00008 0.00072 0.00431 0 0 0 –0.00339 

∆DT_FVBC 92 –0.00038 0.00265 0.01165 0 0 –0.00040 –0.01718 

∆DT_IA 92 –0.00009 0.00143 0.00594 0 0 0 –0.00657 

∆DT_INM 92 –0.00019 0.00085 0.00149 0 0 –0.00004 –0.00431 

∆DT_OTH 92 –0.00023 0.00354 0.00633 0.00082 0 –0.00055 –0.02718 

∆DT_PR 92 0.00029 0.00177 0.00958 0.00023 0 –0.00008 –0.00323 

∆DT_TL 92 –0.00061 0.00668 0.03271 0.00080 0 –0.00138 –0.02800 

∆DT_MISC 92 0.00027 0.00251 0.01602 0 0 0 –0.00460 

∆DT_TOTAL 92 –0.00083 0.00670 0.01784 0.00233 –0.00062 –0.00353 –0.02619 

         

SIZE 92 5.54728 0.76078 7.13451 6.06898 5.59143 4.97159 3.42193 

DACC 92 –0.00009 0.05522 0.16183 0.03907 –0.00241 –0.03699 –0.18994 

CFO_AD 92 0.11586 0.08497 0.35225 0.16302 0.11128 0.05653 –0.08127 

ROA 89 0.00866 0.02182 0.08607 0.01639 0.00627 –0.00418 –0.03290 

GROWTH 89 0.05606 0.15496 0.84234 0.10641 0.02891 –0.02082 –0.39038 

 

Panel B: Slightly negative earnings changes of at least –1.5% and less than 0 (EM_AD = 0) 

Name N Mean 
Standard 

deviation 
Max 

Percentiles 
Min 

75th Median 25th 

∆DT_COM 87 0.00015 0.00065 0.00350 0.00006 0 0 –0.00088 

∆DT_FA 87 –0.00080 0.00387 0.00736 0 0 –0.00064 –0.02750 

∆DT_FIN 87 0.00027 0.00175 0.00930 0 0 0 –0.00454 

∆DT_FVBC 87 –0.00028 0.00339 0.02380 0 0 –0.00024 –0.01354 

∆DT_IA 87 0.00008 0.00096 0.00485 0 0 0 –0.00424 

∆DT_INM 87 –0.00004 0.00057 0.00203 0 0 0 –0.00401 

∆DT_OTH 87 –0.00016 0.00197 0.01099 0.00061 0 –0.00064 –0.00720 

∆DT_PR 87 –0.00023 0.00121 0.00535 0 0 –0.00054 –0.00437 

∆DT_TL 87 0.00077 0.00757 0.04527 0.00091 0 –0.00112 –0.02517 

∆DT_MISC 87 0.00045 0.00386 0.02113 0 0 0 –0.01176 

∆DT_TOTAL 87 0.00022 0.00920 0.04139 0.00359 –0.00046 –0.00399 –0.03004 

         

SIZE 87 5.71563 0.76058 7.43646 6.24087 5.71965 5.29382 4.04265 

DACC 87 0.00010 0.04576 0.14659 0.03087 0.00294 –0.02790 –0.11634 

CFO_AD 87 0.10061 0.07726 0.27480 0.15674 0.09733 0.04827 –0.21317 

ROA 85 0.00906 0.02654 0.10358 0.01724 0.00452 –0.00486 –0.05113 

GROWTH 85 0.03501 0.11105 0.41992 0.07339 0.01492 –0.01618 –0.27049 
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Earnings management to avoid an earnings decline 

According to Panel A of Table 5, among firm-years with zero slightly positive the 

means of ∆DT_PR (0.00029), ∆DT_MISC (0.00027), and ∆DT_FA (0.00024) are 

positive. In the control sample (Panel B) there are six means with positive sign: 

∆DT_TL (0.00077), ∆DT_MISC (0.00045), ∆DT_FIN (0.00027), ∆DT_COM 

(0.00015), and ∆DT_IA (0.00008), and ∆DT_TOTAL (0.00022). Similarly to Table 4, 

excepting the total net deferred tax liability variables, the largest negative means have 

∆DT_TL (–0.00061) in the test sample, and ∆DT_FA (–0.00080) in the control sample. 

Notably, that means of ∆DT_OTH, ∆DT_PR and ∆DT_TOTAL in the test samples have 

opposite signs to ones in the control samples. The same with DACC. 

5.2 Pearson correlations 

Tables 6 and 7 report Pearson correlations between all independent variables. Similarly 

to the descriptive statistics above, Panels A and B display test and control samples, 

respectively. There are several correlation coefficients that exceed 0.6. The strongest 

negative correlation is between discretionary accruals and operating cash flow 

measures in all four samples. As shown in Table 6, the correlation between DACC and 

CFO_AL equals –0.9 among firm-years with zero and slightly positive earnings (Panel 

A), and –0.85 among firm-years with slightly negative earnings (Panel B). According 

to Table 7, the correlation between DACC and CFO_AD equals –0.67 in Panel A, and 

–0.57 in Panel B. This strong negative correlation is expected due to the equations (1) 

and (2). Another pattern common to all four samples is moderate or strong positive 

correlation between ∆DT_TL and ∆DT_TOTAL. 

The rest of strong correlations are concentrated in Panel A of Table 6: between 

∆DT_TL and ∆DT_FA (–0.78), between ∆DT_TL and ∆DT_FIN (–0.64), and between 

∆DT_MISC and ∆DT_TOTAL (0.67).
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Table 6. Pearson correlations. Earnings management to avoid a loss2 

Panel A: EM firm-years (EM_AL = 1) 

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 

1. ∆DT_COM   1.00                

2. ∆DT_FA –0.10   1.00               
3. ∆DT_FIN   0.09   0.42***   1.00                

4. ∆DT_FVBC   0.06   0.03   0.15   1.00             

5. ∆DT_IA –0.03   0.18   0.02 –0.20*   1.00            
6. ∆DT_INM   0.04   0.04   0.02 –0.50***   0.28**   1.00           

7. ∆DT_OTH –0.07   0.08   0.07 –0.12   0.10   0.04   1.00          

8. ∆DT_PR   0.03   0.03 –0.15   0.10 –0.08   0.00 –0.02   1.00         
9. ∆DT_TL   0.05 –0.78*** –0.64*** –0.13 –0.00 –0.01 –0.00 –0.05   1.00        

10. ∆DT_MISC   0.09   0.12   0.03   0.04 –0.08 –0.01 –0.04   0.02   0.00   1.00       

11. ∆DT_TOTAL   0.17 –0.13 –0.15   0.04   0.15   0.09   0.35***   0.09   0.48***   0.67***   1.00      
12. SIZE   0.15   0.11   0.22**   0.07   0.06   0.11   0.02   0.11 –0.16   0.18   0.12   1.00     

13. DACC   0.03   0.15   0.50***   0.17 –0.05   0.01   0.15   0.04 –0.17 –0.02   0.10   0.14   1.00    

14. CFO_AL –0.03 –0.13 –0.48*** –0.15   0.06 –0.11 –0.12 –0.00   0.18   0.03 –0.06 –0.06 –0.90*** 1.00   
15. ROA   0.01 –0.35*** –0.36*** –0.05 –0.02 –0.05   0.06   0.10   0.40*** –0.35*** –0.02 –0.07 –0.01 0.11 1.00  

16. GROWTH –0.02 –0.01 –0.09   0.11   0.12 –0.03   0.02   0.12   0.06   0.06   0.14   0.04 –0.02 0.12 0.12 1.00 
 
Panel B: Non-EM firm-years (EM_AL = 0) 

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 

1. ∆DT_COM   1.00                
2. ∆DT_FA –0.05   1.00               

3. ∆DT_FIN   0.04 –0.23   1.00                

4. ∆DT_FVBC –0.04   0.02   0.05   1.00             
5. ∆DT_IA   0.17 –0.02   0.03   0.06   1.00            

6. ∆DT_INM –0.05 –0.04   0.06   0.01 –0.02   1.00           

7. ∆DT_OTH –0.15   0.10 –0.00 –0.10 –0.09 –0.38**   1.00          
8. ∆DT_PR –0.07   0.06 –0.02   0.17   0.04 –0.11 –0.04   1.00         

9. ∆DT_TL   0.13 –0.01   0.08 –0.19 –0.05 –0.01 –0.23   0.09   1.00        

10. ∆DT_MISC –0.10   0.03 –0.14 –0.10   0.03 –0.04   0.05 –0.41*** –0.45***   1.00       
11. ∆DT_TOTAL   0.07   0.53***   0.05   0.16   0.16 –0.06   0.20   0.15   0.58*** –0.07   1.00      

12. SIZE   0.19   0.19 –0.07   0.15   0.01 –0.07   0.07 –0.33** –0.21   0.03 –0.04   1.00     

13. DACC –0.05 –0.00 –0.12 –0.17 –0.09   0.10   0.42***   0.06 –0.09   0.05   0.08 –0.01   1.00    
14. CFO_AL   0.02 –0.13   0.14   0.04   0.15 –0.18 –0.37** –0.10   0.18 –0.05 –0.10   0.06 –0.85***   1.00   

15. ROA –0.05 –0.08 –0.14 –0.16   0.03   0.19 –0.02 –0.06   0.11 –0.21 –0.09 –0.17   0.17 –0.11   1.00  

16. GROWTH –0.02   0.04 –0.09 –0.08   0.06 –0.14   0.00   0.02   0.07 –0.04   0.02 –0.15   0.15 –0.00   0.11 1.00 

                                                 
***, **, and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively 
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Table 7. Pearson correlations. Earnings management to avoid an earnings decline3 

Panel A: EM firm-years (EM_AD = 1) 

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 

1. ∆DT_COM   1.00                

2. ∆DT_FA –0.11   1.00               
3. ∆DT_FIN –0.18*   0.07   1.00                

4. ∆DT_FVBC   0.01 –0.06   0.25**   1.00             

5. ∆DT_IA –0.01   0.12   0.01 –0.00   1.00            
6. ∆DT_INM –0.03   0.01   0.07 –0.03 –0.00   1.00           

7. ∆DT_OTH –0.06   0.01 –0.03   0.18* –0.08   0.08   1.00          

8. ∆DT_PR –0.16   0.16 –0.00 –0.04 –0.29*** –0.07   0.02   1.00         
9. ∆DT_TL   0.00 –0.20* –0.04 –0.33***   0.02 –0.00 –0.38*** –0.06   1.00        

10. ∆DT_MISC   0.04 –0.07 –0.04   0.06   0.02   0.07   0.02 –0.08 –0.06   1.00       

11. ∆DT_TOTAL   0.02   0.05   0.14   0.18*   0.15   0.17   0.22**   0.12   0.58***   0.33***   1.00      
12. SIZE –0.15   0.05   0.03   0.03   0.08 –0.07   0.08   0.02   0.11 –0.10   0.13   1.00     

13. DACC   0.23** –0.03   0.01 –0.02   0.17 –0.13   0.04 –0.10 –0.08 –0.11 –0.09   0.06   1.00    

14. CFO_AD –0.11 –0.03   0.02   0.08 –0.18* –0.19* –0.09   0.13   0.12   0.12   0.10 –0.01 –0.67*** 1.00   
15. ROA   0.18* –0.00 –0.05 –0.09   0.06 –0.03 –0.02 –0.07 –0.11   0.16 –0.10 –0.05   0.06 0.28*** 1.00  

16. GROWTH   0.09   0.06 –0.11 –0.12   0.10 –0.04 –0.16 –0.11 –0.04   0.06 –0.15 –0.02   0.00 0.12 0.46*** 1.00 
 
Panel B: Non-EM firm-years (EM_AD = 0) 

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 

1. ∆DT_COM   1.00                
2. ∆DT_FA –0.02   1.00               

3. ∆DT_FIN –0.07 –0.02   1.00                

4. ∆DT_FVBC –0.01 –0.02   0.01   1.00             
5. ∆DT_IA   0.00 –0.03 –0.01 –0.01   1.00            

6. ∆DT_INM   0.08 –0.05   0.01 –0.02   0.05   1.00           

7. ∆DT_OTH   0.11   0.06   0.01 –0.18* –0.14   0.04   1.00          
8. ∆DT_PR   0.13 –0.11   0.04   0.04 –0.07   0.05   0.15   1.00         

9. ∆DT_TL –0.06   0.10 –0.00 –0.15 –0.23** –0.16   0.02   0.08   1.00        

10. ∆DT_MISC –0.09 –0.43***   0.04   0.10 –0.03 –0.01   0.01 –0.09 –0.08   1.00       
11. ∆DT_TOTAL   0.01   0.30***   0.20*   0.24** –0.15 –0.07   0.21*   0.17   0.75***   0.20*   1.00      

12. SIZE   0.09 –0.06   0.05 –0.02   0.26**   0.16   0.03   0.08 –0.28*** –0.20* –0.28**   1.00     

13. DACC   0.06   0.02   0.21**   0.20*   0.01   0.30***   0.01   0.15 –0.01   0.05   0.18*   0.14   1.00    
14. CFO_AD   0.04   0.10 –0.17   0.00 –0.17 –0.23**   0.14 –0.01   0.06 –0.11   0.02 –0.11 –0.57***   1.00   

15. ROA   0.16   0.07   0.04   0.27** –0.21*   0.05 –0.03   0.22   0.21* –0.07   0.30*** –0.07   0.21*   0.13 1.00  

16. GROWTH –0.13 –0.13 –0.05   0.10   0.00   0.00 –0.06   0.12 –0.04   0.21*   0.02 –0.28**   0.15 –0.10 0.22** 1.00 

                                                 
***, **, and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively 
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5.3 Regression results 

A positive change in net deferred tax liability means either increase in deferred tax 

liabilities or decrease in deferred tax assets. In both cases, book income grows in 

relation to taxable income. This would be the ultimate goal for those who engaged in 

earnings management. 

There is no ∆DT_TOTAL is Panels A of Tables 8 and 9, since the variable is in linear 

combination of all other deferred tax variables: 

∆DT_TOTALit = ∆DT_COMit + ∆DT_FAit + ∆DT_FINit +                               

+   ∆DT_FVBCit + ∆DT_IAit + ∆DT_INMit +               

+  ∆DT_OTHit + ∆DT_PRit + ∆DT_TLit +                     

+      ∆DT_MISCit,                                                (14) 

Earnings management to avoid a loss 

As reported in Panel A of Table 8, two variables are statistically significant at the 1% 

level: DACC (coefficient = 47.9441, p-value = 0.0001) and CFO_AL (coefficient = 

50.5838, p-value = <.0001). None of the deferred tax components are significant. 

Similar results are shown in Panel B of Table 8, which considers only deferred tax 

components from the testing hypotheses. As was expected, ∆DT_TOTAL (H1a) is not 

incrementally useful to the accrual measure in detecting earnings management to avoid 

a loss. Although, the coefficient of ∆DT_PR (H1b) is positive, it is not statistically 

significant (coefficient = 221.1, p-value = 0.1826). ∆DT_OTH (H1c) has negative 

coefficient (–13.4618). 

The statistical significance of DACC and CFO_AL means that they effectively capture 

the difference between the samples resulting from earnings management. This finding 

supports previous literature that considers discretionary accruals as a reasonable proxy 

for earnings management (e.g., Dechow et al., 1995, Dechow et al., 2003). On the 

other hand, the significance of CFO_AL may indicate only that the difference between 

the samples is caused by economic performance, not earnings management. This is an 



52 

inherent limitation of the model that interprets the discontinuity in earnings 

distribution as the evidence of earnings management. 

The chosen control variable CFO_AL may not be the best measure of firm 

performance. Thus, I conducted an additional test with two more control variables: 

ROA and GROWTH (Panel A of Table 9). Unlike CFO_AL, the new variables reflect 

preceding economic performance. Although, the coefficient of ROA is relatively high 

(coefficient = 13.8565), it is not statistically significant (p-value = 0.2292). GROWTH 

is even less significant (coefficient = 0.2933, p-value = 0.8645). 

Finland’s corporate tax rate has been changed twice during the testing period: from 

26% to 24.5% in 2012, and from 24.5% to 20% in 2014. To mitigate the potential 

impact of these shocks, I excluded all observations related to the years 2012 and 2014 

from the samples. The results remain unchanged (Panel B of Table 9). 

Changes in deferred taxes that do not charge the income statement are out of my 

consideration. Alternatively, Phillips et al. (2004) removed all firm-years with mergers, 

acquisitions, or divestitures from the analysis. To check the effect of such events on 

the results, I conducted another additional test without M&A firm-years. Information 

on mergers and acquisitions is taken from firms’ annual reports. As previously, only 

DACC (coefficient = 48.7896, p-value = 0.0005) and CFO_AL (coefficient = 52.2537, 

p-value = 0.0004) are statistically significant (Panel C of Table 9). 

 

 

 

  

 



53 

Table 8. Regression results. Earnings management to avoid a loss4 

Results from the logit regression (13) of the earnings management indicator variable (EM_AL) 

on deferred tax components and other control variables 

 

Panel A: All components 

Name 

 
Predicted 

coefficient sign 

 N = 124 

  
Coefficient  

Pr > χ2 

(p-value) 

Intercept  ?       0.0985  0.9590 

∆DT_COM  +         477.3  0.2610 

∆DT_FA  +     41.3167  0.6375 

∆DT_FVBC  +     31.1321  0.7874 

∆DT_FIN  +        189.9  0.3009 

∆DT_IA  +      –943.7  0.0337 

∆DT_INM  +        120.4  0.5821 

∆DT_OTH  +    –6.6960  0.9247 

∆DT_PR  +        198.6  0.2742 

∆DT_TL  +  –61.6952  0.1918 

∆DT_MISC  +  –29.0350  0.5968 

DACC  +    47.9441  0.0001 

CFO_AL  ?    50.5838  <.0001 

SIZE  ?    –0.4755  0.1811 

-2 log likelihood      122.394   
 
Panel B: Tested components 

Variable 

 
Predicted 

coefficient sign 

 N = 124 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?         –0.3656  0.8281 

∆DT_OTH  +       –13.4618  0.8464 

∆DT_PR  +        221.1  0.1826 

∆DT_TOTAL  +  –25.8858  0.3678 

DACC  +    42.0192  0.0002 

CFO_AL  ?    42.1522  0.0002 

SIZE  ?    –0.2879  0.3475 

-2 log likelihood      132.686   

 

 

 

 

                                                 
See Table 2 for variable definitions. 

The test sample consists of 83 firm-years, the control sample includes 41 firm-years. 

The statistical significance of the regression coefficients is tested using the Wald χ2 (chi-square) 

statistic; the associated p-values are one-sided when the coefficient has a predicted sign. 
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Table 9. Additional analysis. Earnings management to avoid a loss5 

Results from the logit regression (13) of the earnings management indicator variable (EM_AL) 

on deferred tax components and other control variables 

 

Panel A: With additional control for performance 

Variable 

 
Predicted 

coefficient sign 

 N = 114 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      0.1078  0.9525 

∆DT_OTH  +    86.1250  0.3244 

∆DT_PR  +        256.9  0.1600 

∆DT_TOTAL  +  –36.2200  0.2787 

DACC  +    35.5816  0.0025 

CFO_AL  ?    37.6701  0.0012 

SIZE  ?    –0.3312  0.3293 

ROA  ?    13.8565  0.2292 

GROWTH  ?      0.2933  0.8645 

-2 log likelihood      122.483   
 
Panel B: Without years of tax rate change 

Variable 

 
Predicted 

coefficient sign 

 N = 99 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      1.9963  0.3274 

∆DT_OTH  +    45.0818  0.5815 

∆DT_PR  +        347.0  0.1253 

∆DT_TOTAL  +  –23.2726  0.4696 

DACC  +    44.4920  0.0006 

CFO_AL  ?    45.5529  0.0007 

SIZE  ?    –0.7580  0.0444 

-2 log likelihood        98.734   
 
Panel C: Without years of M&As 

Variable 

 
Predicted 

coefficient sign 

 N = 97 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?  –0.5925  0.7553 

∆DT_OTH  +  51.7064  0.5398 

∆DT_PR  +  211.6  0.2512 

∆DT_TOTAL  +  –48.5207  0.2172 

DACC  +  48.7896  0.0005 

CFO_AL  ?  52.2537  0.0004 

SIZE  ?  –0.3581  0.3004 

-2 log likelihood    98.981   

                                                 
See Table 2 for variable definitions. 

Panel A: The test sample consists of 74 firm-years, the control sample includes 40 firm-years. 

Panel B: The test sample consists of 65 firm-years, the control sample includes 34 firm-years. 

Panel C: The test sample consists of 65 firm-years, the control sample includes 32 firm-years. 

The statistical significance of the regression coefficients is tested using the Wald χ2 (chi-square) 

statistic; the associated p-values are one-sided when the coefficient has a predicted sign. 
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Earnings management to an earnings decline 

As shown in Panel A of Table 10, ∆DT_PR (coefficient = 286.9, p-value = 0.0465) 

and ∆DT_FA (coefficient = 162.9, p-value = 0.0566) are statistically significant at the 

5% and 10% level, respectively. Both of them are statistically significant at the 5% 

level in Panel B. Thus, ∆DT_PR (H2b) is incrementally useful to the accrual measure 

in detecting earnings management to avoid an earnings decline. Neither ∆DT_TOTAL 

(H2a) nor ∆DT_OTH (H2c) are not.  

As previously, I performed additional tests by adding more control variables for 

economic performance (Panel A of Table 11), and by excluding observations related 

to the years 2012 and 2014 (Panel B). In both cases, ∆DT_PR and ∆DT_FA are 

statistically significant at the 5% level. 

According to Young (1999), earnings management is unlikely to be exercised through 

non-current assets since they are rather predictable. The significance of ∆DT_FA may 

result from business combinations. Panel C of Table 11 presents regression results on 

firm-years with no mergers or acquisitions. ∆DT_PR remains statistically significant 

at the 5% level (coefficient = 158.6, p-value = 0.0364), but ∆DT_FA does not 

(coefficient = 135.8, p-value = 0.1232). 
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Table 10. Regression results. Earnings management to avoid an earnings decline6 

Results from the logit regression (13) of the earnings management indicator variable (EM_AD) 

on deferred tax components and other control variables 

 

Panel A: All components 

Variable 

 
Predicted 

coefficient sign 

 N = 179 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      1.7335  0.1684 

∆DT_COM  +      –610.7  0.0710 

∆DT_FA  +        162.9  0.0566 

∆DT_FVBC  +  –23.8183  0.6579 

∆DT_FIN  +      –241.0  0.1070 

∆DT_IA  +  –64.0039  0.6702 

∆DT_INM  +      –288.7  0.2451 

∆DT_OTH  +  –31.1776  0.5778 

∆DT_PR  +        286.9  0.0465 

∆DT_TL  +  –41.9429  0.0969 

∆DT_MISC  +      2.5112  0.9645 

DACC  +      2.8184  0.4755 

CFO_AD  ?      1.5132  0.6613 

SIZE  ?    –0.2903  0.1886 

-2 log likelihood      221.907   
 
Panel B: Tested components 

Variable 

 
Predicted 

coefficient sign 

 N = 179 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      1.8781  0.1238 

∆DT_FA  +        199.5  0.0197 

∆DT_OTH  +      8.7643  0.8724 

∆DT_PR  +        303.4  0.0242 

∆DT_TOTAL  +  –42.6849  0.0540 

DACC  +      1.9108  0.6196 

CFO_AD  ?      1.9267  0.5576 

SIZE  ?    –0.3217  0.1322 

-2 log likelihood      229.491   

 

 

 

                                                 
See Table 2 for variable definitions. 

The test sample consists of 92 firm-years, the control sample includes 87 firm-years. 

The statistical significance of the regression coefficients is tested using the Wald χ2 (chi-square) 

statistic; the associated p-values are one-sided when the coefficient has a predicted sign. 
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Table 11. Additional analysis. Earnings management to avoid an earnings decline7 

Results from the logit regression (13) of the earnings management indicator variable (EM_AD) 

on deferred tax components and other control variables 

 

Panel A: With additional control for performance 

Variable 

 
Predicted 

coefficient sign 

 N = 174 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      1.9500  0.1231 

∆DT_FA  +        209.7  0.0159 

∆DT_OTH  +    10.9671  0.8430 

∆DT_PR  +        325.3  0.0186 

∆DT_TOTAL  +  –48.7943  0.0394 

DACC  +      1.9465  0.6300 

CFO_AD  ?      0.9922  0.7726 

SIZE  ?    –0.3377  0.1251 

ROA  ?    –4.0851  0.5727 

GROWTH  ?      1.1316  0.4039 

-2 log likelihood      219.783   
 
Panel B: Without years of tax rate change 

Variable 

 
Predicted 

coefficient sign 

 N = 140 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?       2.2001  0.1174 

∆DT_FA  +        212.4  0.0375 

∆DT_OTH  +    35.9583  0.5709 

∆DT_PR  +        440.6  0.0112 

∆DT_TOTAL  +       –29.9766  0.2043 

DACC  +      0.1921  0.9645 

CFO_AD  ?      0.0328  0.9929 

SIZE  ?    –0.3780  0.1254 

-2 log likelihood      176.258   
 
Panel C: Without years of M&As 

Variable 

 
Predicted 

coefficient sign 

 N = 144 

  
Coefficient 

 Pr > χ2 

(p-value) 

Intercept  ?      2.1215  0.1091 

∆DT_FA  +        135.8  0.1232 

∆DT_OTH  +  –17.9627  0.7543 

∆DT_PR  +       331.9  0.0364 

∆DT_TOTAL  +  –25.3728  0.3432 

DACC  +      0.5492  0.8995 

CFO_AD  ?      1.1309  0.7586 

SIZE  ?    –0.3572  0.1225 

-2 log likelihood      187.169   

                                                 
See Table 2 for variable definitions. 

Panel A: The test sample consists of 89 firm-years, the control sample includes 85 firm-years. 

Panel B: The test sample consists of 71 firm-years, the control sample includes 69 firm-years. 

Panel C: The test sample consists of 76 firm-years, the control sample includes 68 firm-years. 

The statistical significance of the regression coefficients is tested using the Wald χ2 (chi-square) 

statistic; the associated p-values are one-sided when the coefficient has a predicted sign. 
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The results of hypotheses testing are summarised in Table 12: 

Table 12. Conclusions on the hypotheses 

Type of earnings 

management 

Total net deferred tax 

liability (is not 

incrementally useful) 

Deferred tax component 

related to provisions and 

reserves 

Deferred tax component 

related to other 

temporary differences 

EM to avoid a loss H1a: accepted H1b: rejected H1c: rejected 

EM to avoid an 

earnings decline 

H2a: accepted H2b: accepted H2c: rejected 

As was expected, the change in total net deferred tax liability is not incrementally 

useful to the accrual measure in detecting earnings management neither to avoid a loss 

(H1a) nor to avoid an earnings decline (H2a). Deferred tax component related to 

reserves and provisions has proved its usefulness in detecting earnings management to 

avoid an earnings decline (H2b). At the same time, this component is not useful in 

relation to earnings management to avoid a loss (H1b). My analysis shows that 

deferred tax component related to “other” temporary differences is not appropriate for 

detecting any of two types of earnings management (H1c and H2c). 
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6 CONCLUSIONS 

This study contributes to the previous studies on the informativeness of book-tax 

differences. It assesses the use of total net deferred liability and its components in 

detecting earnings management. 

Hypotheses were formulated in relation to two earnings targets: to avoid a loss and to 

avoid an earnings decline. Sample sizes for testing these hypotheses consist of 124 and 

179 firm-year observations, respectively. Each of the two sets of hypotheses consists 

of three sub-hypotheses that focus on the usefulness of total net deferred tax liability, 

deferred tax component related to provisions and reserves, and deferred tax component 

related to “other” temporary differences. 

While collecting data from deferred tax disclosures of Finnish public firms, several 

supplementary observations have been made. Companies use a wide range of namings 

for the same or close deferred tax items. Another observation is that origin of a 

considerable part of deferred taxes is hidden behind the label of “other” temporary 

differences. Both observations are consistent with Hanlon (2003). On the other hand, 

deferred tax disclosures for the majority of selected firm-years appear available and 

provide all required information, including, for instance, the separation between 

deferred taxes that charge the income statement and those that do not. Such disclosure 

transparency reduces incentives for Finnish firms to manage earnings. 

Finland has traditionally been a country with a closely linked book and tax accounts. 

Researchers show that the link is not relevant in case of public firms that prepare their 

consolidated financial statements in accordance with IFRS (Goncharov and Werner, 

2007). The extrapolation of the findings to other EU countries may be limited since 

national tax rules still differ significantly and they will be probably until at least an 

introduction of any form of European common corporate tax base (Sikka, 2016). 

For the first set of hypotheses, I assumed that change in total net deferred tax liability, 

as a conglomerate of heterogeneous items, is not a reasonable proxy for earnings 

management. As was expected it is not incrementally useful to the accrual measure in 

detecting earnings management neither to avoid a loss nor to avoid an earnings decline. 



60 

Usefulness of the deferred tax component related to reserves and provisions have been 

previously proved by Phillips et al. (2004) in regarding earnings management to avoid 

an earnings decline. My empirical results are consistent with their study. Additional 

examination of the component showed that it is not incrementally useful in relation to 

earnings management to avoid a loss. 

The use of “other” temporary differences has been tested for the first time. This is the 

most common deferred tax component among selected disclosures: in above 80% of 

the firm-years part of deferred taxes were labelled as "other". However, results show 

that this component is not appropriate for detecting any of two types of earnings 

management. It might be due to overall non-significance of the discretion involved 

into the component or due to highly inhomogeneous composition of it. It also could be 

a result of a Type II error, i.e. of a failure to demonstrate the usefuleness of the 

component. Future research may seek to further decompose the “other” temporary 

differences, although it may not be a justified approach in terms of cost and time 

consumption. 

Several robustness checks were also conducted. Finnish corporate income tax rate has 

been changed twice during the testing period (from 26% to 24.5% in 2012, and from 

24.5% to 20% in 2014). To avoid a possible incompatibility, observations related to 

the first years of new tax rates (2012 and 2014) were removed from the samples. The 

removal did not affect the primary results. The results were also robust to the use of 

alternative control variables of firm’s economic performance. 

The study introduces a novel classification of deferred tax components. Besides, it 

extends prior research by focusing on the changes in deferred taxes that flow through 

the income statement. This allows me to mitigate potential bias resulting from mergers, 

acquisitions, divestitures, or discontinued operations. Another sensitivity analysis 

showed that further removal of firm-years with mergers and acquisitions makes 

deferred tax component related to tangible assets statistically insignificant, while the 

significance of deferred tax component related to provisions and reserves remain 

unchanged. 
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The purpose of this study was to explore the use of deferred tax information in 

detecting earnings management. The obtained results show that only change in 

deferred tax component related to provisions and reserves provides important 

information on earnings management to avoid an earnings decline. Thus, a significant 

change in this component of deferred taxes can be used as a complementary indicator 

of possible earnings management for users of financial information. 

Although, given the relatively small number of observations, the significance of the 

obtained results is rather moderate. Another limitation of such types of studies is an 

assumption that tax accounts are free from manipulation, so changes in deferred taxes 

properly highlight managerial discretion over book accounts. 
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