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TRANSITIONAL INFLUENCES IN ACCOUNTING  
STANDARDS ON MANAGEMENT OF EARNINGS  

 
KAWA WALI 

 

Abstract— This paper examines whether the transition in accounting standards has an effect on the use of management of earnings. 
Using the item provisions from 4 equally large listed companies in The Netherlands and Germany from before the year 2005 and compare 
them with the annual reports of these companies after 2005 in order to get a clear picture about the possibilities to apply management of 
earnings before and after IFRS. Annual reports from before the year 2005 have all been formulated according to Dutch and German GAAP. 
From the year 2005 onwards Dutch and German listed companies have been obliged to report according to the International Financial 
Reporting Standards (IFRS). Also I have engaged more specifically into the balance sheet item ‘Provisions’. For this item I have debated 
regulations under Dutch and German GAAP and indicated what has changed after the obligation to report under IFRS. Also in the item 
provisions it can be clearly seen that IFRS rules are stricter than Dutch and German GAAP. The results show in this paper that the 
transformation in regulations has an influence on the level of earnings management. 

Keywords— Management of Earnings, item provisions, IFRS, and GAAP.   

——————————      —————————— 

1 INTRODUCTION                                                                     
nnual reports before 2005 have all been prepared in ac-      
cordance with Dutch and German GAAP. From the year 
2005, it became required for Dutch and German listed 

firms to report following the International Financial Reporting 
Standards (IFRS).  In this paper, I discussed the regulations 
under former GAAP’s and then indicate what changed after 
the obligation to report under IFRS. Also in the item provi-
sions it can be clearly seen that the IFRS regulations are stricter 
than former regulations. 
     The International Accounting Standards (IAS), now re-
named as International Financial Reporting Standards (IFRS), 
have been developed to harmonize corporate accounting prac-
tices and to answer the need for high quality standards to be 
adopted in the world’s major capital markets.  
    Previous research provides evidence that the extent of earn-
ings management is on average higher in code-law countries 
with low investor protection rights, compared to common-law 
countries with high investor protection rights (Leuz et al., 
2003). Hence, to assess whether companies that report under 
IFRS can be associated with higher earnings quality, beside 
The Netherlands I focus also on Germany, which is a code-law 
country with relatively low investor protection rights (La Por-
ta et al., 2000). Moreover, a relatively large number of German 
companies have already voluntarily chosen to adopt IFRS pri-
or to 2005.   
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This paper will focus on the legal and regulatory aspects. As I 
have mentioned, for Dutch and German listed companies it is 
required since 2005 that the annual report be drawn up on the 
basis of the IFRS. In the first section, I will discuss a summary 
of the German Accounting System; also discuss why the IFRS 
ever came to exist. Then I will discuss why the IFRS also be-
came mandatory for Dutch and German listed companies. 
Finally, I will compare the IFRS with Dutch GAAP and Ger-
man GAAP and I will highlight the main differences. 
 
THE GERMAN ACCOUNTING SYSTEM 
Germany can be classified as a code-law country with weak 
investor protection rights (La Porta et al., 2000). A good over-
view of the German accounting system is provided by Harris 
et al. (1994), Ball et al. (2000) and Macharzina and Langer 
(2002). German companies have historically relied heavily on 
debt, usually from a few banks. Large ownership blocks by 
other corporations or individuals are common, with banks 
often owning shares and acting as trustees for the funds of 
small investors. The objectives of the German accounting sys-
tem are to preserve equity, protect creditors and facilitate the 
computation of taxable income. Financial statements form the 
basis for tax accounts. Since expenses are only tax deductible if 
they are included in the commercial accounts, the influence of 
tax law largely determines accounting for individual company 
financial statements. Guenther and Young (2000) argue that in 
countries where there is a conformity between financial and 
tax accounting rules ‘financial accounting information may 
differ from underlying economic activities because firms at-
tempt to minimize taxable income’. Managers are given a 
large number of options regarding inclusion and valuation of 
items in the balance sheet and the opportunity to control net 
income. The ‘true and fair’ view concept is subordinated to 
compliance to individual provisions of law and the dominant 
principle of valuation is prudence.  

A  
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As a result, German accounting is in general rather conserva-
tive. This tendency towards conservative reporting is rein-
forced by law, preventing management from retaining more 
than half of net income for the year, and strong labour unions, 
with substantial representations on the supervisory boards, 
strengthening their demands when reported earnings are 
higher. However, while German accounting is widely pre-
sumed to be conservative because of the reduction of reported 
income during good years, German managers also tend to 
increase reported income in bad years. German firms can thus 
be expected to engage particularly in a specific form of earn-
ings management, called earnings smoothing, to reduce the 
volatility of reported earnings. 
Earnings smoothing is facilitated through the allowed use of 
hidden reserves. This can be created by building up un-
justified provisions, recognizing excessive depreciation of as-
sets or setting aside certain profits in tax-free reserves. In this 
way, a company can build up hidden reserves, which are then 
charged against income, when profits are high and release 
them in periods of losses or low earnings (Haller, 1992; 
Dumontier and Raffournier, 1998). 
As in other countries in continental Europe, more and more 
firms are looking for public equity financing. Hence, the own-
ership and financing of these companies are changing and 
investors are becoming a more important user group of finan-
cial reporting in Germany. However, potential investors con-
sider the discretion in German standards, which allows firms 
to manage income using large ‘silent reserves’, and the 
influence of tax avoidance strategies as too large and criticize 
the lack of detailed disclosures designed to satisfy the infor-
mation needs of investors and financial analysts (Leuz and 
Verrechia, 2000). 

RESTRUCTURING AND PROVISIONS 
 (IAS 37, Provisions, Contingent Liabilities and Contingent Assets) 
defines a provision as: 
a. an enterprise has a present obligation, legal or construc-

tive, as a result of a past event; 
b. it is probable that an outflow of resources embodying 

economic benefits will be required to settle the obligation 
and  

c. a reliable estimate can be made of the amount of the obli-
gation.  

If these conditions are not met no provisions are allowed. Be-
cause the timing as well as the amount often is based on man-
agement judgment a restructuring provision and other provi-
sion such as a guarantee provision, a provision for environ-
mental pollution and a provision for contract risks are quali-
fied as discretionary.  

DUTCH LEGISLATION 
The Dutch legislation concerning provisions has slightly 
changed since January 1, 2005. From 2005 onwards there is no 
longer the possibility to include provisions against risks, exist-
ing on the date of the balance sheet from certain obligations or 
expected losses. Before 2005 this was still possible under 
Dutch law. It is however still possible to create a cost equaliza-
tion provision after 2005 (article 2:374 paragraph 1 BW). 
When recording a provision there should be an obligation 

There are two possible obligations (IAS 27.10/14, RJ 
252.110/201):  
- A legal obligation  
- A constructive obligation     
A legal obligation means an obligation that is the result of an 
agreement or obligation under the law. In an actual obligation 
the obligation is due to actions of the legal entity which has no 
choice but to settle the obligation. Provisions differ from other 
debts because the amount and timing of settlement are subject 
to much uncertainty. Two other criteria, apart from the exist-
ence of a liability, for a provision to be recorded are probabil-
ity and reliable estimation. (IAS 37.14, RJ 252.201). One speaks 
of an obligation if, on the basis of available information from 
the past, it is likely that the obligation will occur. It is probable 
if the chance is more than 50%. If it is probable that the obliga-
tion exists and meets the other criteria for a provision, then the 
provision is made. The criterion ’'reliable estimate'’ means that 
a provision may only be included if the magnitude of the obli-
gation can reliably be determined. The determination of the 
magnitude of the provision is made by the method of best es-
timate (IAS 37.36, RJ 252.301). In determining the magnitude 
of the provision one should take into account the risks and 
uncertainties associated with the provision. "Best estimate" 
means the amount that a rationally acting legal entity would 
pay to take over the obligation, or to transfer it to a third par-
ty. Because the determination of the magnitude of the provi-
sion brings about many uncertainties, the item “provisions” 
features a perfect item for applying management of earnings. 

 
1.1 INTERNATIONAL FINANCIAL REPORTING STANDARDS (IFRS) 
The abbreviation IFRS stands for International Financial Re-
porting Standards. IFRS is an accounting standard for the 
preparation of annual reports of companies. The IFRS includes 
International Accounting Standards (IAS), which have been 
further developed, and a number of IFRS norms. The Interna-
tional Accounting Standards Board (IASB) keeps track of 
whether the rules are properly observed. The major difference 
between IFRS and national legislation is in the way of report-
ing. The IFRS reporting is based on ‘fair value’, this means that 
reporting is against current values. 
In The Netherlands the Dutch GAAP is the going regulation. 
Dutch GAAP stands for Generally Accepted Accounting Prin-
ciples in The Netherlands. Before 2005 the Dutch GAAP was 
valid for all companies in The Netherlands. Since 2005 this has 
changed because of the requirement for listed companies to 
report under IFRS. Since 2005 Dutch GAAP applies only to 
non-listed companies although they may also report under 
IFRS. The guidelines for the Dutch GAAP are established by 
the Board for Annual Reporting. Additional requirements to 
Dutch GAAP can be found in Title 9 Book 2 of the Civil Code. 
There are a number of reasons why listed companies are man-
dated to report under IFRS since 2005. The first reason is that 
IFRS is seen as a quality standard that can contribute to the 
quality of annual reports (Beast, 2008). In IFRS there is, less 
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than in Dutch GAAP, attention to the quality of earnings ra-
ther than the level of earnings. 
Also, the introduction of IFRS led to a better global compara-
bility of financial statements. Every analyst and investor can 
easily compare financial statement from different countries 
(Hoogendoorn, 2006). It is also expected that the stricter regu-
lations of IFRS will lead to less earnings management. Dutch 
GAAP is more principle-based, while IFRS is more rules- 
based. The IFRS are uniform rules that have to be applied in 
the same way everywhere (Intermediair, 2004). 

1.2 GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (GAAP) 
Generally Accepted Accounting Principles (GAAP) have been 
developed by standards boards throughout the world. While 
accounting standards vary from country to country, the intent 
of GAAP is to encourage managers to record similar economic 
transactions in consistent ways across firms and over time. 
GAAP is not so rigid that it offers managers only one choice 
for every recording decision. For example, within GAAP 
guidelines managers have several alternatives when deciding 
how to depreciate assets. Depreciation choice will speed up or 
slow down expense recognition, which in turn, will reduce or 
increase income. However, because accrual accounting deals 
with expectations of the future, GAAP is founded in conven-
tions of conservatism and measurability to help reduce distor-
tions that may arise from over-optimism (Wild, et al., 2007) 
In a flawless world, managers would record transactions in 
the manner that best reflects the underlying economics of the 
firm. In our flawed world, many managers try to provide 
meaningful, if not unambiguous, financial information to the 
market. Others are not as candid, and still others are down-
right deceptive. As potential or actual shareholders and em-
ployees, it would behove us to spend considerable time ana-
lysing a firm’s financial reports, or at least the reports of those 
who have the ability to analyse financial statements with some 
degree of sophistication.   

1.3 LEGISLATION AND MANAGEMENT OF EARNINGS  
It may well be said that a lot has changed for listed companies 
in 2005 when they were obliged to report under IFRS. The dif-
ferences between national standards and IFRS mainly relate to 
pensions, goodwill, income taxes, provisions, financial in-
struments and share-based payments (Hoogendoorn 2006). 
But also other balance sheet items are processed differently 
under IFRS. It is often difficult to determine the fair value of a 
balance sheet item, which paves the earnings management. It 
is pretty easy for managers to value a balance sheet item 
slightly higher (or lower). It is not realistic to compare regula-
tions within Dutch GAAP with comparable regulations in 
IFRS at each balance sheet item and to investigate whether 
under the new legislation the ability to influence results of the 
item has become easier or harder. In this chapter, firstly the 
regulations concerning provisions item will be discussed. The 
regulations according to Dutch standards will be looked at 
and what has changed since the obligation to report under 
IFRS. 

IFRS, DUTCH AND GERMAN LEGISLATION 
In this section I will look at which points the regulations con-

cerning provisions changed after listed companies were re-
quired in 2005 to report under IFRS. The first difference is 
found in the valuation of provisions. Under previous law and 
regulations a company had the choice to value either at nomi-
nal value or at present value. 

Under IFRS it should be measured at present value if the time 
value is material. At this point the IFRS is stricter. There are 
also differences between the previous legislation and IFRS 
regarding expenditure on major maintenance, the provision 
for restructuring reorganizational costs, the provision for res-
toration costs, the provision for disability insurance costs and 
regarding changes in the provision for restoration costs.  

On all these issues, IFRS is stricter than the former legislation. 
In a stricter way of reporting it can be expected that the use of 
earnings management is more difficult. Under former law it is 
permissible to make provisions in good times. In bad times, 
the company has a buffer on hand to equalize profits.  

I expect therefore that the research in this paper will reveal 
that Dutch and German listed firms have taken greater provi-
sions in the years they could still report under Dutch and 
German legislation (before 2005), than if they would have had 
to apply the IFRS rules. This view is descriptive the highest 
paid executives may be the ones who make the greatest con-
tribution to firm value. For example, (Chang, Dasgupta and 
Hilary 2010) find that, in a broad cross-section of firms, the 
level of compensation is positively correlated with the per-
formance of CEO’s. Although compensation of sales execu-
tives is likely to mainly reflect their capacity to generate sales, 
the compensation may also reflect other dimensions of the job 
such as the quality of sales reporting. If this view is empirical-
ly descriptive, higher paid sales executives may generate bet-
ter quality sales reports if these executives have the capacity to 
affect the quality of financial statements and if it is in the best 
interest of their employers to provide high quality financial 
reporting. In contrast to this “pay-for-transparency” view, the 
agency theory predicts that sales executives behave opportun-
istically and manipulate the reporting to maximize their com-
pensation, their bonus in particular.  
 

2. MOTIVES OF MANAGERS TO MANAGE EARNINGS  
So far discussion explains the phenomenon management of 
earnings and what the motives of managers to manage 
earnings are and how accruals are managed. This section 
discusses the way forward how managers manage their 
earnings.  According to Arthur Levitt (1998), the former 
president of the Security Exchange Commission (SEC), there 
are five potential forms of earnings management. 
 
2.1 Big Bath 
The strategy of manipulating a company's income statement to 
make poor results look even worse. The big bath is often 
implemented in a bad year to enhance artificially next year's 
earnings. The big rise in earnings might result in a larger 
bonus for executives. New CEO’s sometimes use the big bath 
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so they can blame the company's poor performance on the 
previous CEO and take credit for the next year's 
improvements. For example, if a CEO concludes that the 
minimum earnings targets can't be made in a given year, 
he/she will have an incentive to move earnings from the 
present to the future since the CEO's compensation doesn't 
change regardless if he/she misses the targets by a little or a 
lot.  

2.2   Acquisition Accounting 

This type of management of earnings occurs in acquiring a 
shareholding. Levitt (1998) declares about creative acquisition 
accounting as "merger magic." A merger or takeover can occur 
by two different methods, namely under the purchase method 
of accounting and pooling of interests'. The main difference 
between these methods is that with the purchase method, the 
fair values of the acquire is included in the accounts of the 
acquirer, while in the pooling method, the step towards mar-
ket values  is not made (Bois Evan & Kuipers, 2005). Levitt 
emphasized in his speech that a company cannot always 
choose between the two methods and to choose the purchase 
method as this can result in lower future profits. This is a re-
sult that companies do not want to take; as a result, Creative 
Acquisition accounting is applied in order to disguise the re-
sults. This is done by a portion of the purchase price to be in-
cluded as in-process research and development, with the ad-
vantage that this sum is to be depreciated. Dichev et al. (2012) 
provided in there research when they interviewed several 
CFO’s mentioned that accounting for acquisitions was com-
mon setting for management of earnings:  

‘‘acquisitions accounting would be the biggest area where I’ve seen 
some CFO’s taking advantage. I have seen acquisitions used to estab-
lish numerous balance sheet items and those provide huge opportuni-
ties in the future to manage the P&L. They would set up provisions 
that are always worth more than they were set up for’’.    

2.3  Cookie Jar Reserves 
The third category of earnings management is so called 
‟cookie jars reserves". An accounting practice, in which a 
company uses generous reserves from good years against 
losses that might be incurred in bad years. Cookie jar account-
ing is a sign of misleading accounting practices. This gives the 
sense of "income smoothing", because earnings are understat-
ed in good years and overstated in bad years. Several studies 
have looked at reasons why managers choose to equalize in-
come. Healy (1985) identifies as one possible reason for man-
agers that distort the profits is in order to achieve their bonus, 
while other researchers believe that managers use income 
smoothing so that they don’t lose their job. (Fudenberg and 
Tirole 1995, Arya et al 1998). Demski and Frimor (1999) give 
the 'contracting theory' as a reason for turning profits. Accord-
ing to this theory, they turned to income as an equilibrium 
situation. The above studies reinforce the idea that there may 
be little value attached to the profits reported since data can be 
easily twisted. There are also studies that find "income 
smoothing as a method, managers can use to give information 
about future earnings. Kirschenheiter and Melumad (2002) 

give as an explanation, for "income smoothing" that investors 
on the one hand, can deduce from the reported figures how 
the future cash flows will be, while on the other hand, the fluc-
tuation of the figures leads to declining confidence in inves-
tors. 
There is evidence that German firms engage in substantial 
income smoothing (e.g., Ball et al. 2003; Leuz et al. 2003). On 
the one hand, this approach is limiting in the sense that it only 
reports on a subset of earnings management, namely earnings 
smoothing behaviour. On the other hand, it centers the re-
search on the best documented and probably most prevalent 
financial accounting issue. It thus provides evidence for an 
earnings management activity, which is central to German 
reporting. 
If the numbers are evened out by 'income smoothing' princi-
ple, the investor confidence is not damaged. Ronen and Sadan 
(1981) say that only companies with good future prospects use 
this form of management of earnings application. For compa-
nies with less positive expectations it would have disastrous 
consequences. It is important to determine whether "income 
smoothing” is done to the profits to twist or to provide infor-
mation about future earnings. As "income smoothing" is pri-
marily used to distort earnings, little information can be gath-
ered about the future profits. If the purpose of "income 
smoothing” is to provide information then there exists a 
strong relationship between earnings and future earnings in-
formation. 

2.4 Materiality 
Material in the pattern for the preparation and presentation of 
financial statements (1998) is defined as follows: "Information 
is material if its omission or misstatement of the economic de-
cisions of users based on the financial statements, could be 
affected". According to Levitt (1998), the concept of 'materiali-
ty' is still abused by managers. Then there are deliberately 
made mistakes in the figures that can be regarded as immate-
rial because they do not really matter but they still provide for 
differences. 

 
2.5 Revenue Recognition   

The last type of earnings management is revenue recognition 
that former Securities and Exchange Commission (SEC) 
Chairman Arthur Levitt listed premature recognition of reve-
nue as one of the five major areas of earnings management 
(Levitt 1998) An accounting principle under generally accept-
ed accounting principles (GAAP) that determines the specific 
conditions under which income becomes realized as revenue. 
Generally, revenue is recognized only when a specific critical 
event has occurred and the amount of revenue is measurable.  

For most businesses, income is recognized as revenue when-
ever the company delivers or performs its product or service 
and receives payment for it. However, there are several situa-
tions in which exceptions may apply. For example, if a com-
pany's business has a very high rate of product returns, reve-
nue should only be recognized after the return period expires. 
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Companies can sometimes play around with revenue recogni-
tion to make their financial figures look better. For example, if 
XYZ Corp. wants to hide the fact that it is having a bad year in 
sales, it may choose to recognize income that has not yet been 
collected as revenue in order to boost its sales revenue for the 
year.1  

It is therefore natural for researchers to investigate the drivers 
of sales reporting quality. For example, Altamuro, Beatty and 
Webber (2005) show that board independence or financial 
covenants are associated with the propensity to manage sales 
reporting. The literatures in economics, management and ac-
counting have also long discussed the role played by individ-
ual executives in the management of the firm. However, most 
of this debate has focused on CEO’s, and to a lower extent on 
CFO’s 2 (e.g. Core, Holthausen and Lacker 1999, Geiger and 
North 2006). 

A related debate is whether the level of compensation reflects 
the role played by managers. One view is that higher compen-
sation reflects higher executive value. If this view is descrip-
tive, the highest paid executives may be the ones who make 
the greatest contribution to firm value; Chang, Dasgupta and 
Hilary (2010), but again most of the research has focused on 
CEO’s behaviour. If the agency theory is empirically descrip-
tive in our setting, highest paid managers may be the most 
successful manipulators.  

In the next section, I will research the use of management of 
earnings on the item “provisions”. The value of the Dutch and 
German listed companies for 2005 will be compared with val-
ues after the year 2005. Therefore it is important to see what 
exactly has changed in the regulations after the transition to 
IFRS. 
 

3 ANALYSING THE LEVEL OF MANAGEMENT OF EARN    
INGS UNDER GAAP & IFRS 

In this section, I will take the item provisions from 4 equally 
large listed companies in The Netherlands and Germany from 
before the year 2005 and compare them with the annual re-
ports of these companies after 2005 in order to get a clear pic-
ture about the possibilities to apply management of earnings 
before and after IFRS.   
The companies that will be investigated are: 
- Ahold  
- Unilever  
- Henkel  
- Südzucker     
I will compare the annual reports of 2003, 2004, 2005, 2006, 
2007 and 2008 of above-mentioned companies, in which the 
annual reports of 2003 and 2004 have been made according to 
the Dutch and German legalisation, while the annual reports 
of 2005, 2006 2007, and 2008 have been made according to the 
IFRS. The most important comparison I make in this research 
 
1 http://www.investopedia.com/terms/r/revenuerecognition.asp 
2 Executives most affected by these governance reforms are the chief  
  executive officer (CEO) and chief financial officer (CFO) (Chang et   
  al. 2006; Zhang 2007)     

will be between the annual reports of 2003 and 2004 on the one 
hand, and the annual reports of 2005, 2006, 2007 and 2008 on 
the other hand.  
On the balance sheet of Ahold and Südzucker from before the 
year 2005 the item provisions is to be found under  ‘obliga-
tions’ not shown in the balance sheet . On these balance sheets 
the item provisions comprises: 
- Pensions and other related payments, 
- Defferred tax liabilities, 
- Restructuring provisions 
- Other provisions 
In this research, only the values of the other provisions and 
restructuring provisions are included. The reason for this is 
that precisely in these forms of provisions management of 
earnings is applied. The restructuring provisions and other 
provisions are used as a ’cookie jar’. In good years, with great 
profit, the jar is being filled and in the years of downturn, the 
jar is being emptied. As a result that profit is equalised.  
On the balance of Ahold and Südzucker from the year 2005, 
the item provisions separated into non-current and current 
provisions. The following parts are included under the item 
provisions in the balance sheets after the year 2005: restructur-
ing, self-insurance program, loyalty programs, and other. As 
shown in table 2 and 3, the mandatory transition in 2005 to 
IFRS has had the necessary impact on the net profit. The net 
profit over 2004 was under IFRS 1,3 billion Euros higher than 
was determined under Dutch GAAP. 3 
In table 2 and 3 it can be seen that the net result is far from 
equal. The item provisions seem not to have been used as a 
‘‘cookie jar’’. An explanation for the negative net result in the 
first 3 years can be found in the accounting scandal which 
took place at Ahold.   
It is obvious that in these years another form of management 
of earnings has been applied, namely, ‘Big Bath’. This means 
that in years with bad results, extra costs are added so that in 
the following years one can start with a clean sheet again. In 
the year 2005 it can be seen that the total provisions amounted 
to € 1766 million, while the net income is € 159 million. The 
following year, the total provisions reduced by half, while the 
net income was almost fivefold.  This could imply that the 
‘cookie jar’ that was full in the year 2005, has been used to in-
crease the result of 2006. However, in 2007 and 2008 the net 
result has increased again significantly by 2 billion. It is more 
obvious that Ahold has found the right track again from 2005 
onwards and has left all the trouble about the accounting 
scandal behind.  
From the Ahold and Südzucker numbers one can in my opin-
ion not deduct that the item provisions is used to manage 
earnings. Also based on just these numbers, it is hard to de-

 
3 CHANGES IN ACCOUNTING POLICIES 
Adoption of International Financial Reporting Standards. Until 2004, Ahold 
prepared its consolidated financial statements under generally accepted account-
ing principles in The Netherlands (Dutch GAAP) as required by a European 
Union (EU) regulation, from 2005 onwards the consolidated financial statements 
are prepared in accordance with International Financial Reporting Standards 
(“IFRS”) as adopted by the EU. All standards issued by the International Ac-
counting Standards Board (the “IASB”) effective for 2005 and all interpretations 
issued by the International Financial Reporting Interpretations Committee (the 
“IFRIC”) effective for 2005 have been adopted by the EU. 
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termine whether under (IFRS) it has become more difficult to 
manage earnings.      
For the Unilever and Henkel- Group the provisions for re-
structuring and other provisions are included in the item pro-
visions. In the annual reports of 2006, 2007 and 2008 under the 
provisions are also included provisions relating to preferred 
shares, provisions for disputed indirect taxes, juridical provi-
sions and provisions for negative net value of an associated 
company. These provisions have not been included in the re-
search while the data of different years can otherwise hardly 
be compared. Just as with Ahold and Südzucker, also with 
Unilever from the year 2005 the item provision is splitting into 
non-current and current part.  
 
Furthermore in the annual report of 2005 the net income of the 
year 2004 is given both following the directives of Dutch legis-
lation as following IFRS. 
In the table above, two things are striking. Firstly, that the net 
income in the years that the annual reports are made accord-
ing to IFRS are higher than in the years when they were made 
according to the basic principles of Dutch and German GAAP.  
 
Additionally, it attracts the attention that the amount that is 
included on the balance sheet as ‘other provisions’ is lower 
from the year 2006 onward, compared to the years before.  
This indicates the application of management of earnings. Uni-
lever has more opportunities under the Dutch GAAP and 
German to oppress profit by means of management of earn-
ings. Due to the  stricter rules of IFRS it has become harder to 
build up ‘cookie jar’ reserves under the item ‘other provisions’ 
causing the profit to come out higher.    

 

4 DEMONSTRATING THE INFLUENCE OF GAAP & 
IFRS ON MANAGEMENT OF EARNINGS IN RELATION 
TO SELF-INTEREST FACTORS 

Managers have more opportunities and ways to manage earn-
ings under local GAAP than with new IFRS-rules. See also 
Tables 2, 3, 4, and 5.  
A positive relationship has emerged between self-interest of 
managers on the one hand, and EPS (earnings per share) and 
net income on the other, Table.5; in other words: in GAAP EPS 
goes down and managers have a self-interest to depress earn-
ings. While under IFRS it can be seen that, EPS rising even if 
net income goes down. If managers want to show good per-
formance and keep up their image, they will use both material 
and moral interest, Table 6. This is reliable with result which 
provided by Dichev et al. (2012), they show that CFO’s have a 
clear preference for converging U.S. GAAP and IFRS over the 
outright adoption of IFRS. They show also in their survey 
study that in any given period about 20% of firms manage 
earnings and for such firms 10% of the typical EPS number is 
managed. 
Income is only earned through equity transactions outside the 
firm, not with those involving the firm's owners. If no gain or 
loss is on stock buybacks, how can they be used for manage-
ment of earnings? The answer is that although a stock buyback 
does not affect earnings, it does affect earnings per share, a 

widely used earnings surrogate4. In a profit-making organiza-
tion, it is essential for all members of the management team 
and their staff to work together and to achieve the strategic 
objectives of the organization5. The situation which leads the 
individuals or groups to take actions which are in their self-
interest and also in the best interest of the organization is 
called Goal Congruence6. Table 1 Demonstrates Schedule 
compression techniques process of IFRS with GAAP  

 
Management of earnings consists in different forms. In this 
paper I have joined the five forms of the ‘Security Exchange 
Committee’ (SEC). Those were ‘Big Bath’ accounting, creative 
acquisition accounting, cookie jar reserves (also known as ‘in-
come smoothing’), materiality and revenue recognition. 
In this paper I have engaged more specifically into the balance 
sheet item ‘Provisions’. For this item I have discussed regula-
tions under Dutch and German GAAP and indicated what has 
changed after the obligation to report under IFRS. Also in the 
item Provisions it can be clearly seen that IFRS rules are more 
strict than Dutch and German GAAP, Table 1 
After it has been clear how regulations have changed for 
Dutch and German listed companies in the year 2005, I have 
researched in this paper if the change in regulations has had 
an impact on the use of management of earnings. Based on the 
results of this research I will come to answer the assumption.  
In the research I have compared the annual reports over the 
years 2003, 2004, 2005, 2006, 2007 and 2008 of 4 equally large 
listed companies in The Netherlands and Germany. 
In the research I have looked at values of the items provisions 
and net profit. I have specifically looked if from these values it 
is proven whether the company has applied management of 
earnings in any given year.  
I believe that due to the obligation to report according to IFRS, 
it has indeed become more difficult to apply management of 
earnings. In the years that annual reports were formulated 
according to Dutch and German GAAP it can be clearly seen 
at multiple occasions that the item provisions has been used to 
manage net profit. 
In general, it is striking that in the years that reporting was 
made according to IFRS; the net result is higher than in the 
years 2003 and 2004. This could be the result of the more strict 
way of regulating. Because of the many rules it has become 
harder to suppress profit. From the values of the item provi-
sions and net results in the years 2005, 2006, 2007 and 2008 I 
cannot see the use of management of earnings at all. 

 
 
 
 
 

                                         
4  For more info see Kieso, D.E., J.J. Weygandt, and T.D. Warfield. 2001.    
   Intermediate Accounting. New York: John Wiley and Sons, p.952 
5 http//lasanthaw.com/hub/potential-strategic-financial-objectives-o-f-  
  an-organization 
6http://www.mbaknol.com/financial-management/concept-of-goal-congruence 
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                                       TABLE 1 
                        COMPARISON IFRS WITH GAAP                                             
                            
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 

 
  Source: Deloitte Touche Tohmatsu London, www.deloitte.com 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

 
                                      

                                                   TABLE 3 

SÜDZUCKER GROUP :CONSOLIDATED BALANCE (IN MILLION 

EUR)

 

                                           TABLE 2        
AHOLD GROUP: CONSOLIDATED BALANCE (IN MILLION EUR) 
 

                                 TABLE 4  
UNILEVER GROUP: CONSOLIDATED BALANCE (IN MILLION EUR) 

                                 TABLE 5 
HENKEL GROUP: CONSOLIDATED BALANCE (IN MILLION EUR 
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5    CONCLUSION  
The requirement for Dutch and German listed companies to 
report from the year 2005 onwards according to IFRS has had 
the necessary impact in preparing the financial statements. 
This paper mainly focuses on the balance sheet item “provi-
sions”. Examining the changes in regulations has led to man-
agers making less use of management of earnings. 
This paper shows that after the obligation to apply the Interna-
tional Financial Reporting Standards, Dutch and German 
listed firms have made less use of management of earnings. 
Annual reports before 2005 have all been prepared in accord-
ance with Dutch and German GAAP. From the year 2005, it 
became required for Dutch and German listed firms to report 
following the International Financial Reporting Standards 
(IFRS).  
In this paper, I discussed the regulations under former 
GAAP’s and then indicate what changed after the obligation 
to report under IFRS. Also in the item provisions it can be 
clearly seen that the IFRS regulations are stricter than former 
regulations. Because of the many principles under IFRS it is 
difficult for managers to apply management of earnings. 
Management of earnings is the influencing of financial report-
ing in a direction that is favourable to the manager.  The man-
ager thus tries to mislead the interested parties, whereby the 
rules for formulating the annual report have to be taken into 
consideration. The action of managers is to be explained from 
the Positive Accounting Theory (PAT), conducted by Watts 
and Zimmermann (1986).  
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