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Abstract 

In the context of radical austerity inspired reforms to the public sector in 

England, this thesis investigates the extent to which public sector organizations 

manipulate financial reports and audit firms mitigate management bias in public 

sector financial reports. A substantial body of literature finds that both public and not-

for-profit managers manage ‘earnings’ to report small surpluses, while limited 

empirical studies have investigated audit quality from direct measures of audit 

adjustment or have provided evidence to examine if real activities are sacrificed in 

public sector organizations under new public management and privatization reform.  

Under agency theory, auditors acting in the interests of their principal(s) would 

tend to reverse this bias. This thesis firstly exploits privileged access to pre-audit data 

to investigate the impact of audit adjustments on the pre-audit financial statements 

of English NHS Foundation Trusts over the period 2010-11 to 2014-15. This study finds 

evidence that auditors act to reverse management bias in the case of Trusts with a 

pre-audit deficit but finds no evidence that this is the case for Trusts with a pre-audit 

surplus. In the case of Trusts in surplus, these findings are consistent with auditors’ 

interests being aligned with management, rather than principals. Although an 

extensive literature has investigated accruals earnings management in the public 

sector, limited research has been conducted to examine real activity management. 

This thesis therefore provides a second study to complement the investigation of 

financial reporting quality for NHS FTs by examining if real activities are manipulated. 

This study finds that non-clinical discretionary expenditures are manipulated when 

pre-managed financial accounts are just below the regulatory threshold to avoid 

regulatory intervention. What’s more, this study adds to previous literature by 

providing evidence suggesting NHS FTs manage clinical expenditures to improve 

financial performance.  Finally, this thesis tests another public sector organization, the 

local authority, to provide further evidence supporting the proposition that managers 

manipulate earnings and general fund balance to achieve small surplus reporting and 

effective use of resources targets. This study also fails to find evidence of audit 

adjustment to reduce management bias in local authorities, which raises again the 

question of the role of auditors in the public sector.
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Chapter 1 Introduction 

The public sector operates in a different context from the private sector. Corporate 

governance in the public sector includes a wider range of stakeholders, such as local 

community, staff and users, than in the private sector which is ultimately responsible to the 

shareholders. Public sector organizations are subject to regulation and concerns about the 

value obtained in the use of public money. The last thirty years have witnessed extensive 

reforms in the public sector. These reforms, captured by the notion of New Public 

Management (NPM), aim at better performance, efficiency, and accountability (Hood, 1991; 

Hood and Peters, 2004; Pollitt and Bouckaert, 2011; Arnaboldi et al., 2015). General NPM 

reform obscured the boundaries between the private and public sectors (Hood, 1991, 1995) 

and introduced a transfer of market principles and corporatization techniques from the 

private sector to the public sector (Siltala,2013). Public sector organizations have been 

characterized by a quasi-market mode of governance and have drawn on private sector best 

practices to improve performance and enhance accountability under NPM (Hood, 1991, 

1995). 

Under NPM reform (Hood, 1991), a transfer of accounting and management practices 

from private sector to public sector (Power, 1997) has resulted in a move away from the 

previous focus of public sector accounting and auditing of “probity and control” to “efficiency, 

effectiveness, cost saving and streamlining” (Broadbent and Guthrie, 1992, p3). Prior research 

finds that non-profit or public sector organizations have incentives to report small surpluses 

(Leone and Van Horn, 2005) and manipulation techniques like discretionary accruals and real 

activities management are applied to manage earnings (Eldenburg et al., 2011; Greenwood 

et al., 2017). Following previous research results, research questions related to the differing 

role of auditing in public sector and different financial reporting incentives in different public 

sector organisations are raised in this thesis. This thesis contributes to public sector literature 

and the understanding of the financial reporting quality and audit quality by investigating NHS 

foundation trusts and local authorities, in which the wave of new public management reforms 

has been felt most. This thesis defines financial reporting quality from the perspectives of 

quality of earnings reporting and audit quality in NHS Foundation Trusts. For local authorities, 

an interesting and unique account, general fund, has also been examined to signal the 

financial reporting quality under the special funding and finance analysis. As for audit quality, 

this thesis defines audit quality from the perspective of direct audit outcomes and choose 

audit adjustments as measurements. 

With more managerial and financial freedom, the introduction of NHS Foundation 

Trusts represents a change in the way in which healthcare services are managed and 

provided, aiming at being more responsive to the need of local communities. As the NHS 

moved towards more independence and managerial freedom, and considering the distinctive 

characteristics of NHS FTs, questions arise about the effectiveness and the impact of the 

progressive reforms and the performance and governance of the new NHS FTs. Under the 

NPM and broader reform, the transition from NHS Trusts to NHS Foundation Trusts draws 

much attention, while limited research (Ellwood and Garcia-Lacalle, 2012) has been 

conducted to investigate the issues in NHS FTs. This thesis is motivated by the different 
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characteristics in governance structure and the greater freedom. It also provides evidence to 

reflect on whether NHS Foundation Trust status makes a difference. 

 The first study was initiated based on the questions, like ‘what do we know about the 

role of audit in public sector?’, ‘what does audit do with the management of earnings?’, ‘does 

audit in the public sector help improve financial reporting quality?’. With unique access to 

pre-audit financial information of NHS FTs, first study investigates the pre-audit financial 

reporting quality and audit adjustments in NHS FTs and makes contributions to separate the 

effect of governance characteristics and external audit on financial reporting quality. In 

addition, apart from accrual management which has already been investigated in the public 

sector literature, real activities management also attracts the most attention in this thesis as 

a contribution to the limited research and the understanding of whether real expenditure 

decisions are managed, especially if clinical expenditure decisions, which closely relate to 

service quality, are affected. 

Another research area for this thesis is to test the financial reporting quality and audit 

quality in local authorities in England. As a supplemental analysis to help understand the 

financial reporting and audit quality in UK public sector organizations, local authorities are an 

interesting setting besides NHS foundation trusts. Apart from similar public sector 

organization characteristics, local authorities have distinctive features as they have a 

Movement of Reserves Statement and are required to produce a balanced budget. Level of 

reserves and spending plans determine how much council tax needs to be raised. The 

incentive framework arises in local authorities where the current year expenditures cannot 

exceed the sum of grant and taxes plus general fund balance. This thesis not only contributes 

to limited research in local government or local authorities but also helps understand the 

financial reporting quality in a broader perspective of the public sector.  

This thesis is structured as follows: Firstly, an institutional context is provided in 

chapter 2 which gives background information about public sector research and the 

institutional settings the studies are based on; Secondly, chapter 3 discusses theories related 

to the studies and the literature related to audit quality, earnings management and real 

activity management; Thirdly, chapters 4, 5, and 6 contain three independent publication 

style studies under the thesis topics. Finally, a conclusion which summarises the three studies 

and the overall thesis in chapter 7.  
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Chapter 2 Institutional Context 

1. New Public Management 

Public management research has mostly been driven by government reforms and a 

desire to evaluate their effects. The last thirty years have witnessed the ongoing wave of New 

Public Management style reform (Hood, 1991; Hood and Peters, 2004; Pollitt and Bouckaert, 

2011; Arnaboldi et al., 2015) in public sector organizations, which has driven the focus of 

result-oriented public service. New Public Management (NPM) introduced a transfer of 

market principles and business management techniques from private sector to public sector 

(Siltala, 2013). The basic assumption is that people are self-interested and profit maximisers 

and that everything can be quantified (Hood, 1991). NPM obscures the boundaries between 

public and private sectors and shifts the focus from process accountability to outcome 

accountability (Hood, 1995). The reform emphasises contracting and completion between 

corporatized units of accountability (Hood, 1995). According to Hood (1991), the stress in 

private‐sector style of management practices results in the stress on performance‐related 

reward and drives out the public service ethic, which means public sector managers are 

increasingly motivated by self‐interest. A “shift to greater competition in public sectors” 

(Hood, 1991) grants public sector organizations greater managerial discretion and leads to 

marketization. Marketization and granting of greater managerial discretion have resulted in 

a more contractually oriented rather than bureaucratised setting. Public sector organizations 

are becoming more contractually oriented and the risk of senior management turnover due 

to poor performance is increased. 

Although NPM has been introduced in many countries, much criticism has been 

levelled against it. It has been accused of failing to be fit for its purposes (Osborne et al., 2012; 

Bevir et al., 2003; Van der Walle and Hammerschmid, 2011). Osborne et al. (2012) argue that 

the NPM focus on intro-organizational while the reality of public service delivery is in 

interorganizational nature and NPM ignores the ‘service’ nature of public service by drawing 

on experience from the manufacturing sector. NPM is based some core values whereas these 

are not consistent with or even often conflict with public values (Fotaki, 2010). For example, 

competition versus homogeneity and choice versus universality of service (Fotaki, 2010). On 

the ground of NPM doctrines, rational theories and public choice theories are applied in public 

management (Dunleavy and Hood, 1994). However, the explanatory power of these theories 

is limited in explaining typical public servant behaviours like self-sacrificing and altruism 

(Frederickson 1997; Perry and Wise 1990). On the other hand, due to structural differences, 

Flynn (2002) and Painter (1997) pointed about the possible risk associated with adopting 

private sector practices. Under critical review, NPM has been questioned as transposing every 

practice of private sector to public sector (Pollitt, 1990; Armstrong 1998; Simonet, 2015).  

However, confidence in NPM has not completely diminished. Lapsley (2008) argues 

that, regardless of the criticism, NPM is still going ahead with no immediate prospect of 

demise. De Vries (2010) supports that “although NPM is in trouble, it is not really dead”. 

Further, Dan and Pollitt (2015) provide an optimistic review of the impact of NPM and 

concluded “NPM can work”. 
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2. NHS system and NHS Foundation Trusts 

The wave of New Public Management (NPM) has been widely felt in the English 

National Health Service (NHS) which is under government control but also able to access free 

market. Before 1983, NHS public hospitals were based on cost centers and reported up 

through District and Area Health Authority to the Department of Health and then in early 

1980s through General Manager (Griffiths Report, 1983). Continuing reforms happened after 

the introduction of the idea of an “internal market” in 1989 (Enthoven, 1991). In 1991, a 

reform of the NHS towards a quasi-market mode of governance built the contracting 

relationship and separated the purchaser and provider functions. The separation of purchaser 

and provider lead to the establishment of the independent NHS Trust (NHS and Community 

Care Act, 1990). The governance of NHS Trusts was modelled on the best practices in the 

private sector (Financial Reporting Council, 2003 and 2006). NHS Trusts are separated from 

the Department of Health as corporatized units but there is still some top-down control. 

Under a broader reform agenda, to free NHS Trusts from top-down control and transform 

them into employee-led enterprises, NHS Foundation Trusts (FTs) were created in 2004 to 

increase the diversity of health service providers (Health and Social Care (Community Health 

and Standards) Act 2003). NHS Foundation Trusts are “Public Benefit Corporations” that differ 

from existing NHS Trusts. It is expected that all NHS Trusts will convert to NHS Foundation 

Trusts. 

Under a broader reform agenda, NHS Foundation Trusts, with greater financial 

freedom than NHS Trusts, were created in 2004 to increase the diversity of health service 

providers (Health and Social Care (Community Health and Standards) Act 2003). NHS 

Foundation Trusts are “Public Benefit Corporations” that differ from existing NHS Trusts. They 

combine public sector nature and private sector practices and are managed and operated in 

a different way. First of all, NHS Foundation Trusts (FTs) are authorized and monitored by an 

independent regulator, Monitor. Secondly, NHS FTs have more freedom to decide the way to 

operate and provide services. Especially, compared to NHS Trusts, NHS FTs do not have the 

financial duty to breakeven but instead have such financial freedom as raising capital from 

both public and private sectors, retaining surpluses and borrowing to pay for services. Thirdly, 

NHS FTs have stronger connections with the local community. They are accountable to local 

people instead of the Secretary of State or Parliament. Local people can become members 

and governors in the board of NHS FTs. The ‘dual board structure’ in NHS FTs includes a council 

of governors which represents the interests of different stakeholders: patients, local 

communities and staff. Under this different board structure from NHS Trusts, NHS FTs gain 

legitimacy through the council of governors and the board in NHS FTs tend to draw on more 

profession enterprises, while the NHS Trusts, with a unitary board, tend to gain legitimacy 

through the board of directors. Fourthly, prior to 2013, NHS FTs are free of the Audit 

Commission. NHS FTs are free to appoint their own external auditors and set audit fees.  

3. Accounting and Audit  

In the UK, the Audit Commission was set up in 1983 as an audit oversight body of local 

government and its role was extended to NHS Trusts in 1991. The Commission set fee scales 
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and determined the audit work for NHS Trusts until being abolished in 2012. The introduction 

of NHS Foundation Trusts changed the accounting and audit regime. NHS Foundation Trusts 

became subject to regulation from the independent regulator, Monitor, instead of the 

Secretary of State for Health. The individual accounts and the FT consolidated accounts 

produced by Monitor are laid separately before Parliament and copied to the Secretary of 

State (Health and Social Care (Community Health and Standards) Act 2003, NHS Act 2006). 

The National Health Service Act 2006 (Schedule 7) laid out main statutory 

requirements for NHS FTs in relation to accounts. NHS FTs should keep and prepare annual 

accounts in the form and content following the direct of regulator, Monitor, with the approval 

of HM Treasury. Monitor should aim at providing a true and fair view of the events, by 

complying with the International Financial Reporting Standards (IFRS) adopted by European 

Union (NHS Act 2006, Schedule 7). Although subject to regulator, in general, NHS FTs have 

the discretion over the form of financial statements as long as the requirements of IFRS are 

met (NHS FT Annual Reporting Manual, 2009). FTs are required to lay their annual reports and 

accounts with auditor reporting before Parliament (FT ARM, 2009). The Annual Report and 

Accounts and auditor’s report on the accounts must be presented to the board of governors 

(Council of governors) at a meeting of the board of governors (Council of governors), which 

holds in a reasonable timescale after the end of financial year and before the time submitting 

to Parliament (NHS Act 2006 paragraph 28, Schedule 7). 

In addition, NHS FTs operate outside the Audit Commission. They are subject to the 

specific Monitor’s Code of Audit Practice. They can appoint their own auditors and are free 

from the audit fee scales and audit work arrangement regulations. In FTs, a council of 

governors is responsible for appointing non-executives and external auditors (Monitor, 

2014b). Each FT has an Audit Committee to assess the auditor’s work and audit fees on an 

annual basis to ensure the audit work and auditors meet the standards set by Monitor.  

Despite the importance of the unique audit context in NHS FT, limited studies have 

been conducted in this setting. Therefore, considering the unique characteristics of NHS 

Foundation Trusts, it is of great interest to investigate the audit quality under the unique audit 

regime in FTs. 

4. Performance measurements  

To assist the New NHS in providing better care and outcomes for people, the 

Performance Assessment Framework (Department of Health, 1999) was introduced to assess 

if NHS provide services cost effectively, appropriately and in a timely manner to meet the 

standards. 

‘Star ratings’ was introduced to NHS Trusts in 2001 by the Commission for Health 

Improvement (CHI). There were two key elements in the Star ratings system. One was the key 

targets that represented the priorities of public services. The other was balanced scorecard 

measures that reflected the wider interests of stakeholders. Key targets were assessed based 

on three points of a scale, according to a negative scoring system: 0 for achievement, 2 for 

underachievement and 6 for significant underachievement. There were nine key measures 

for the assessment of key targets, and they were dominated by the measurement of waiting 
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times. The five dominating measures related to waiting times were four hours and twelve-

hour accident and emergency waits; cancer waits; and inpatient and outpatient waits. As for 

the balanced scorecard measures, performance was scored positively with higher scores 

awarded for the achievement of the targets, on a scale of 0 (worst) to 6 (best). There were 

thirty additional balanced scorecard measures that could be divided into three perspectives: 

clinical perspective, patient perspective and the capacity and capability perspective. The two 

key performance scores then were aggregated to determine the final score of the NHS Trusts 

on a scale of zero star (worst) to three star (best). 

After 2004, when Healthcare Commission (HCC) took the place of the Commission for 

Health Improvement (CHI), HCC became concerned about the possibilities of manipulation 

that identified in star ratings system (Bevan and Hood, 2006) and the need to look at much 

broader issues than the targets used previously. In 2005, ratings system was replaced by a 

new system, Annual Health Check (AHC). Instead of one overall rating, AHC effectively graded 

NHS organizations on two components on a scale of “excellent”- “good”- “fair”- “weak”: the 

‘quality of services’ rating, which captured the performance against nonfinancial measures, 

and the ‘use of resources’ rating, which captured the performance against financial measures. 

“Quality of services” included three targets: Existing national targets, which was similar to the 

key targets used in star ratings; Core standards, which was similar to the balanced scorecard 

measures in star ratings; New national targets. “Use of resource” part of annual performance 

rating was derived from the work of other regulators: Monitor for NHS Foundation Trusts and 

Audit Commission for non-Foundation Trusts. For Foundation Trusts, the “use of recourses” 

scores were translated from Monitor’s annual financial risk rating and for non-Foundation 

Trusts, the “use of resources” ratings were scored on a four point of scale: financial standing, 

financial management, value for money, financial reporting, internal control. Besides, there 

were some adjustment for the overall ratings for NHS Trusts: the highest ratings required the 

persistence over a three-year period in the achievement of financial breakeven; a heavily 

penalized deficit will directly result in the lowest use of resources rating, no matter how good 

the trust performance on other measures. By providing two ratings, this system has reduced 

the opportunities of trading financial performance for non-financial performance. The 

weighting given to financial measures was much higher in AHC than in star ratings.  

While government has been publishing new plans for NHS, some reforms about the 

regulation of health and social care have been developed. A new independent regulator, the 

Care Quality Commission (CQC), replaced the Commission for Social Care Inspection, Mental 

Health Act Commission and the Health Commission and took their responsibilities in April 

2009 (Health and Social Care Act 2008). 

From 2008/09, AHC regulated by CQC rated all NHS organizations on an annual basis 

in two components: “quality of services” and “quality of financial management”. The score 

on the quality of financial management, derived from work done by the Audit Commission 

for non-Foundation Trusts and Monitor for Foundation Trusts, replaced the “use of resources” 

score in previous years. As for the “quality of services” rating, it was divided into two parts: 

assessment based on standards and assessment based on indicators. The assessment based 

on standards was similar to the core standards target in previous years. The assessment based 
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on indicators, dividing into two sets of existing commitments and national priorities, covered 

four themes: health and wellbeing, clinical effectiveness, safety and patient focus and access. 

CQC no longer published annual performance ratings from 2010/11 until 2013/14. 

Annual Health Check (AHC) was replaced by the CQC Registration process. According to Health 

and Social Care Act 2008, all service providers should register with CQC to show they comply 

with a wide range of essential standards of quality and safety. Registration protects people 

who use services from poor care by determining who is able to enter the regulated health 

and adult social care market. It provides an effectively control at the point of market entry. It 

can also save time and resources on later actions to address poor quality and therefore 

improve efficiency and value for money.  Based on the information provided by each 

organization, CQC will make an assessment and give a result about the registration condition. 

There are three points of scale: register without compliance conditions, register with 

compliance conditions, and refuse all or part of the registration. The requirements for 

registration included 28 regulations in Care Quality Commission (Registration) Regulations 

2009 and there were 16 essential standards. The 28 outcomes have been grouped into six 

areas: Involvement and information; Personalized care, treatment and support; Safeguarding 

and safety; Suitability of staffing; Quality and management; Suitability of management.  

In 2009, Department of Health introduced the NHS Performance Framework to assess 

the performance of NHS providers that have not yet become NHS Foundation Trusts. This 

framework was created to identify the underperformance and trigger intervention. The 

Performance Framework has been applied to acute and ambulance NHS Trusts since April 

2009, and to NHS mental health trusts from April 2010. Each trust assessed by the framework 

was given two equally weighted ratings: performance on finance and performance on quality 

of services. Quality of services rating was determined by the lowest score of three domains, 

including Integrated performance measures, CQC registration and user experience. User 

Experience measured the experience of patients based on five themes of survey questions: 

access and waiting, safe and high-quality coordinated care, better information and more 

choice, building closer relationship, clean and friendly comfortable place to be. This was used 

as a moderator, meaning if user experience was rated underperforming, the overall rating 

cannot be better than performance under review. Based on the indicators underpinning the 

performance framework, NHS trusts were categorized as Performing, Performance under 

review and Underperforming. Also, continuing compliance with CQC registration was the 

basis of the assessment. 

Performance on finance was determined by a majority of finance indicators in five key 

areas: initial planning, year to date financial performance, forecast outturn, underlying 

financial position, financial processes and balance sheet efficiency. The data are sourced and 

calculated from the Financial Information Management System (FIMS). The overall rating of 

Finance for each trust is the sum of the weighted indicator scores. However, for 2012/13, NHS 

Performance Framework was integrated with the Tripartite Formal Agreement (TFA) 

Red/Amber/Green (RAG) rating process to give one integrated system for SHAs, PCTs and NHS 

Trusts and help progress NHS Trusts to NHS Foundation Trusts. The framework results 

informed the corresponding TFA RAG ratings for each trust according to Aligning the 
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Performance Management of Tripartite Formal Agreements (TFAs) with the NHS Performance 

Framework (2012 April) ----“If a Trust is “underperforming” on either quality or finance, the 

TFA RAG rating must be red; If a Trust is rated “performance under review” on quality or 

finance, the TFA RAG rating must be no better than amber/red.” The results of the ratings 

were published on “The Quarter”. SHAs and PCTs need to take swift and intervention actions 

if trusts did not meet the standards. 

Since 2013, performance management of NHS Trusts has been taken by new 

organizations. PCTs was replaced by CCGs, SHAs were abolished and NHS Trusts that have not 

converted to NHS Foundation Trusts are managed by NHSTDA. NHSTDA published the 

Accountability Framework for NHS Trust Boards in April 2013. This framework set out TDA’s 

approach to oversee NHS Trusts and support NHS Trusts becoming NHS Foundation Trusts. 

Another responsibility of NHSTDA is to ensure the right leadership to take every NHS Trust 

Board forward by making chair and non-executive appointments to NHS Trust Board.  

The oversight model describes how TDA assess the performance of NHS Trusts and 

how TDA hold NHS Trusts to account for the high-quality care. The oversight model was 

designed to align with the requirements from commissioners and regulators. In order to meet 

the Monitor license and prepare NHS Trusts for the Foundation Trusts environment, the 

oversight model reflects the Monitor’s Risk Assessment Framework and calculated shadow 

Monitor risk ratings for NHS Trusts using the approach in Risk Assessment Framework. All 

Trusts are required to submit an operating plan at the beginning of the financial year and 

NHSTDA will assess the level of risk to delivery based on their plans. Risk to financial delivery 

is assessed based on three indicators, including bottom line and expenditure position, actual 

efficiency compared to plan split recurring/non-recurring, and forecast underlying revenue 

position compared to plan for the year. The results of the risk assessment will affect the 

NHSTDA interaction with NHS Trusts.   

NHSTDA assess the performance of NHS Trusts across three domains: Quality and 

Governance, Finance, and Delivering Sustainability. In 2013, The indicators used to assess 

quality and governance are grouped in five categories in align with those proposed by 

Monitor: CQC concerns, access, outcomes, third party reports, quality governance. Trusts will 

be rated monthly within the quality and governance domain against each of the five 

categories listed on a scale of “no identified concerns, emerging concerns, concern requiring 

investigation, material issue, formal action required”. From 2014, ‘quality and delivery’ is to 

be sub-divided into five sections, one for each of the Chief Inspectorate of Hospitals (CIH) 

domains (Caring, Effective, Responsive, Safe and Well Led). The oversight model will remain 

closely aligned with the CQC’s Intelligent Model system. The indicators to assess the quality 

of services include: NHS Constitution standards; Measures used by Monitor in their Risk 

Assessment Framework; Measures required to be published in NHS trust quality accounts, 

reflecting the NHS Outcomes Framework measurements; Measures for which data are 

routinely available; Measures which are part of the current oversight and escalation and are 

considered worth retaining. The indicators used to monitor Finance part of NHS Trusts are 

divided into two categories: In-year financial delivery and progress towards Foundation Trust 

status (Monitor Risk Assessment Framework). The TFA RAG rating system will be used and an 
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overall rating for finance will be calculated only based on in-year financial delivery. Each trust 

is expected to agree with the NHSTDA a timetable of actions to deliver a plan to ensure they 

are sustainable in the future. The NHS TDA will monitor progress against the agreed timeline 

and NHS Trust are required to report on compliance with relevant Monitor license conditions 

and board statements on a monthly basis. 

NHSTDA will decide whether the intervention is need based on the assessment of 

three perspectives: current performance against the Quality and Governance, Finance and 

Delivering Sustainability domains; an assessment of the capacity and capability of the 

organisation to deliver recovery plans; and ‘soft’ intelligence based on routine interactions 

with the Trust and with partner organisations. 

NHS Foundation Trusts performance assessment by Monitor 

Monitor first published the Compliance Framework on 2005. Compliance Framework 

set the approach to regulate NHS Foundation Trusts to ensure they do not significantly breach 

the authorisation.  

From 2005-2010, the regulatory approach in Compliance Framework has three 

components: annual risk assessment, in-year monitoring, and intervention. For both annual 

risk assessment and in-year monitoring, Monitor assigned a risk rating in three areas: finance, 

governance and mandatory services. For the annual risk assessment, Monitor required each 

NHS Foundation Trust to submit a plan for forecasting financial performance, any risk that 

could happen in compliance with authorisation and the methods to address the risk. Monitor 

gave a risk rating in three domains based on the annual plan submission. While in-year 

monitoring was designed to measure and assess the actual performance against the plans, 

Monitor gave a quarterly risk rating in three areas based on the in-year submission. 

When assessing financial risk, Monitor used balanced scorecard which compares key 

financial metrics on a consistent basis across all NHS Foundation Trusts. The financial 

indicators used to derive the risk ratings were categorized in four criteria: Achievement of 

plan, underlying performance, financial efficiency, and liquidity. Each financial criterion was 

rated on a scale of 1(highest risk) to 5(lowest risk) compared with standard values. 

Achievement of plan was evaluated by comparing what percentage of the previous year’s 

planned EBITDA was achieved. By contrast, however, the financial criteria for underlying 

performance, financial efficiency and liquidity were all rated by comparing year 1 of the plan 

with the rating thresholds. When assessing the governance risk, Monitor considered seven 

elements within governance of NHS Foundation Trusts: legality of constitution, growing a 

representative membership, appropriate board roles and structures, service performance 

(targets and national core standards), clinical quality and patient safety, effective risk and 

performance management, cooperation with NHS bodies and local authorities. Governance 

risk was rated using the RAG system, where green represents low risk and red represents high 

risk.  

From 2011/12, the Monitor Compliance Framework has made some reforms. The 

Monitor’s regulatory process consisted of monitoring, risk assessment, investigation and 

enforcement. To monitor compliance with Continuity of Services and governance license 
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conditions, Monitor used NHS Foundation Trusts’ forward plans, in-year submissions and 

relevant third-party reports to assign risk ratings. The updated framework assigns two risk 

ratings---financial and governance--- to each NHS Foundation Trusts. The financial risk rating 

approach and indicators were same as former compliance framework. While, governance risk 

rating has made some changes. The governance risk was assessed using RAG system on a 

scale of red, amber-red, amber-green and green based on five elements within governance: 

service performance, third parties (CQC registration), commissioner requested services, other 

certification failure, other factors.  

Since April 2013, all NHS Foundation Trusts have been required a licence from 

Monitor.  Monitor is required by the Health and Social Care Act 2012 to assess risks to the 

continued provision of NHS services and to oversee the governance of NHS Foundation Trusts. 

The Risk Assessment Framework (RAF) comprises the guidance Monitor will use to discharge 

these two tasks and replaced the financial and governance oversight in Monitor’s Compliance 

Framework from 1 October 2013.  Monitor’s regulatory approach consists of four stages: 

monitoring, risk assessment, investigation, prioritization and taking actions. Monitor used 

NHS Foundation Trusts’ forward plans, in-year submissions, exception reports and other 

external parties reports to assign the risk ratings. 

RAF has two assessment ratings: a continuity of service risk rating (financial 

sustainability risk rating) and a governance rating. The financial sustainability risk rating is 

measured on four metrics on a scale of 1 (highest risk) to 4 (lowest risk): liquidity, capital 

servicing capacity, income and expenditure margin and variation from plan in relation to I&E 

margin. A rating of 2* means the trust has a risk rating of 2 but its financial position is 

considered unlikely to get worse in the immediate future. Governance rating is determined 

using information from a range of sources including national outcome and access measures, 

outcomes of Care Quality Commission (CQC) inspections and aspects related to financial 

governance and delivering value for money. The rating is on a scale of Red (highest risk), 

Under review, Green (lowest risk) and is generated according to six perspectives of 

information: performance against selected national access and outcomes standards, 

outcomes of CQC inspections and assessments relating to the quality of care provided, 

relevant information from third parties, a selection of information chosen to reflect 

organizational health, degree of financial sustainability risk and other aspects of risk relating 

to financial governance and efficiency, other relevant information. 

5. Local Authorities in England 

Local authorities are elected bodies with responsibility to provide local public services 

such as transport, education, leisure services and refuse collection. There are 353 local 

authorities in England comprising county councils, district councils, London boroughs, and 

unitary authorities (merged counties and districts). Due to fiscal deficit, local authorities had 

experienced a fall of spending power (government grant plus council tax) by 25% between 

2010/11 and 2015/16 and a real-terms decline in government funding of 37% by 2015/16 

(NAO, 2014), and there will be a further reduction 5.7% between 2016/17 and 2019/20.  
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Local authorities are separately and locally accountable to their electorates. They 

receive income from a range of resources. The main resources of controllable income, which 

is the income authorities have the say over how to use the funding, are government grant, 

council tax, trading and investment income and sales, fees and charges. Among these, 

government grant and council tax take account of a big proportion, around 80% (2016/17). 

Local authorities are accountable to Parliament which grants funding to local 

authorities via voting funding to the department for communities and local government. 

Central government relies on local accountability to ensure the value of money of funding to 

local authorities. Local councillors are elected by the public and are accountable to local 

people. They need to balance the needs and interests of residents, voters, political parties 

and council, and deliver local services on daily basis.  Regulators inspect and observe local 

authorities to ensure the rules and legislation. 

The distinctive characteristics of local authorities are similar to other public sector 

organizations. They have the political nature of local government and the need for local and 

national accountability. Taxpayers are obliged to pay council tax and cannot switch their 

investments and custom as in the private sector. However, although as public sector 

organization there is an absence of profit motive to drive efficiency and improvement, local 

authorities are required to provide a balanced budget which ensures current year expenditure 

does not exceed the income from government and local taxes plus the general fund balance. 

This requirement is reinforced by section 114 of the Local Government Finance Act 1988 

which requires the chief finance officer in England and Wales to report to all the authority’s 

councillors if there is or is likely to be unlawful expenditure or an unbalanced budget. 
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Chapter 3 Literature Review  

1. Audit quality and audit adjustments 

1.1 Audit in Public Sector 

According to Jensen and Meckling (1976), an agency relationship arises from 

information asymmetries and conflict interests between principal and agents. To align the 

interests of agents with principals, two major mechanisms are provided in corporate 

governance. On one hand, remuneration packages provide incentives for agents to act in the 

interests of principals. On the other hand, external auditing assures the reliability of 

information, which affect the trust issue that principals will have on agents, given the 

information asymmetry problem.  Audits are directed towards assessing the risk of material 

misstatements of financial statements and respond to the risk by detecting and correcting 

them in financial reports, and they are valued by providing independent assurance of the 

credibility of accounting information (Defond and Zhang, 2014).  

Although extensive research has investigated the role of auditing and audit quality, 

most of it focuses on private sector and far less research has been done in public sector or 

non-profit sector. Vermeer et al. (2009) suggest that monitoring by external auditors is crucial 

to non-profit organizations, with internal auditing and audit committee only being 

complements rather than substitutes. The role of auditing in public sector or non-profit sector 

is different from that in private sector due to different organization structure, different 

culture, different financial need, different accounting regulations, different stakeholders or 

financial report users, and different audit risk environment (Tate, 2007). In the public sector, 

the demand for auditing rises from the contracting between elected officials and interest 

groups, which conform to the agency framework (Baber 1983). Under theNew Public 

Management reform (Hood, 1991), a transfer of accounting and management practices from 

private sector to public sector (Power, 1997) has resulted in a move away from the previous 

focus of public sector accounting and auditing of “probity and control” to “efficiency, 

effectiveness, cost saving and streamlining” (Broadbent and Guthrie, 1992, p3). The 

responsibilities of auditors in the public sector in the UK has been highlighted in relation to 

three perspectives: auditing financial statements; compliance with legislative authorities or 

regularity, including the wider statutory role of propriety which concerns more about 

conduct, behaviour and corporate governance; and securing economy, efficiency and 

effectiveness in the use of resources (ISA (UK and Ireland) 200; Financial Reporting Council 

(APB Practice Note), 2010). The “value-for-money (VFM)” concept, which is mostly about 

“economy, efficiency and effectiveness”, has been perceived as the most important aspect of 

public sector audit that distinguishes from private sector audit (Glynn, 1985; Lapsley, 1988). 

VFM auditing is defined as “an examination designed to determine whether the organization 

in question is performing economically, efficiently, and effectively in its use of resources, 

operations, procedures and pursuit of objectives” (Parker, 1986). In conducting an audit of 

financial statements, auditors are required to identify and assess the risk of material 

misstatements and assure the financial statements are free from material misstatements, 
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either due to fraud or error, and report on the financial statements in the public sector (ISAs 

(UK and Ireland) 200, 315).  

1.2 Audit quality 

Audit quality is widely defined as “the market assessed joint probability that a given 

auditor will both discover a breach in a client’s accounting system, and report the breach” 

(DeAngelo 1981, 186). According to Knechel et al. (2012), different stakeholders in financial 

reporting process have different point of view of what constitutes audit quality, which 

reflected in different standard to assess audit quality. Extensive literature reviews the audit 

quality in terms of certain observable audit outcomes, evolving from a binary framework 

about audit failure (Beasley et al., 1999; Lennox, 1999) to continuum measures of audit 

quality which include audit reports and audited financial statements (Francis, 2004 and 2011).  

Prior research shows that higher audit quality is associated with lower likelihood of 

accounting restatements and presence of accounting restatement is seen as a proxy for 

negative audit quality (Chin and Chi, 2009; Stanley and DeZoort, 2007). Material deviation 

from regulations or standards are presumed to be a signal for poor audit quality (Krishnan 

and Schauer, 2001). Francis (2004) propose that audit quality is inversely related with audit 

failure rate which can be inferred from auditor litigation failure, business failure and earnings 

restatement. Other research considers overall financial reporting quality when examining 

audit quality and focus on error detection and financial misstatements, suggesting that 

higher-quality auditing would detect errors in financial reports and increase liability of 

financial statements (Chan and Wong, 2002; Behn et al., 2008).  

Research about audit quality in public sector is limited. Audit quality affects public 

sector audit market in unique ways (Copley, 1989; Roberts et al., 1990). Evidence from US 

public sector suggests that large audit firms meet and submit reports more timely (Dwyer and 

Wilson, 1989; McLelland and Giroux, 2000) and have more complete disclosure practices in 

municipal governments (Copley, 1992). Baber et al. (1987) document the audit market in 

North Carolina county governments and suggest a significant relation between audit fee and 

political factors. Copley (1992) proxy for audit quality in municipal governments for Big 8 

auditor and residuals from audit fee model. Deis and Giroux (1992) extend audit quality 

research to public sector and test the factors that suggested in private sector literature as 

influencing audit quality in public sector. They find that audit quality in public sector is 

associated with factors like audit tenure, audit client number, client size and health. In UK, 

prior 2012, Audit Commission regulates audit work in public sectors. Basioudis and Ellwood 

(2005) find that Audit Commission enhanced audit independence and the total auditor 

remuneration is effectively controlled. Recent study of audit regime in NHS FT sheds light on 

the local public audit outside the Audit Commission oversight (Ellwood and Garcia-Lacalle, 

2015b).  

Measurements of audit quality 

The debate about the importance of auditor tenure rests on how audit tenure affects 

audit independence. On one hand, auditors are more likely to agree with audit clients in 

important financial reporting decisions as the engagement of auditor increases (Ryan et al., 
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2001). On the other hand, however, opposing opinions argued that auditors are less likely to 

detect material errors or misstatements in newer clients because of lacking of adequate client 

information (Johnson et al., 2002).  

DeAngelo (1981) firstly document the audit quality differentiation between large audit 

firms and small audit firms. Choi et al. (2010) suggest that large audit firms have incentives to 

maintain service quality to preserve their reputations. Sundgren and Svanstrom (2013) 

propose that larger audit firm and offices offer auditors more training activities and better 

internal review system of ongoing and completed audit work. Similarly, evidence from 

audited financial statement also suggest that Bit 4 audit provide higher audit quality. Previous 

research suggest that Big 4 audited clients have lower abnormal accruals which represents 

the less earnings management behaviour and higher earnings quality (Becker et al., 1998; 

Francis et al., 1999). In addition, Nelson et al. (2002) document that Big 4 auditors detect 

earnings management attempts and require clients to make adjustments.  

Other factors that may affect audit outcomes have been discussed. Audit risk has been 

investigated in previous research. Chan et al. (1993) suggest high audit risk results in a high 

audit fee. Evidence show that audited financial statements are of high quality when audited 

by industry experts. Elder and Zhou (2002) and Balsam et al. (2003) both document smaller 

abnormal accruals in companies audited by industry experts. Krishnan (2004) find that 

earnings audited by industry experts are more conservative. There is also another stream of 

research provide evidence on the impact of providing non-audit service on audit quality 

(DeFond et al., 2002; Beattie and Fearnley, 2002). Frankel et al. (2002) provide some evidence 

that firms with non-audit services manage earnings to a greater extent than other firms. While 

others failed to find evidence supporting this relation (Ashbaugh et al., 2003; Chung and 

Kallapur, 2003). The effect of audit committee is mixed. Audit committee recommends 

external auditors and builds a bridge between external auditors and managers. However, 

Carcello et al. (2002) and Abbott et al. (2003) report that the role of audit committee in 

overseeing and improving audit process is not significant. 

1.3 Incentive to supply high quality audit 

In the private sector, auditors are motivated to supply high audit quality under the 

“Engagement risk” (SAS 106), which consists of litigation risk and reputation risk (Defond and 

Zhang, 2014).  Litigation risk describes auditor’s vulnerability to negligence lawsuit 

(Seetharaman et al., 2002), while reputation risk impairs the ability of auditors to retain and 

attract clients (Defond and Zhang, 2014). These two risks are not independent since litigation 

against an auditor is likely to damage its reputation in providing audit services (Palmrose, 

1988). These risks or potential loss by the auditor are likely to arise from the auditee’s 

business failure or the failure to detect a material error in financial accounts (Pong and 

Whittington, 1994, p1076). Litigation risk is normally believed in earlier literature to be 

related with clients that are larger, financially distressed, less conservative, and with higher 

growth, riskier accounts, going concerns, income-increasing accruals (Defond and Zhang, 

2014). To reduce litigation risk, auditors are engaged in strategies, such as putting in more 

audit effort (Simunic, 1980) and charging risk premium (Seetharaman et al., 2002). Therefore, 

it is expected that litigation risk can have significant effect on motivating auditors to deliver 
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high-quality and improving financial reporting quality to avoid costs of litigation (Skinner and 

Srinivasan, 2012; Defond and Zhang, 2014). Furthermore, Copley (1989, p9) states that “Each 

audit engagement exposes the auditor to potential losses, both financial and of reputation”. 

Auditors may resort to additional effort in auditing to avoid reputation loss risk (Firth, 1990; 

Clatworthy et al., 2002). The mixed results regarding the relation between reputation of audit 

firm and quality of audit services are provided in previous research (DeAngelo, 1981; Lennox, 

1999; Moizer, 1997). Khurana and Rman (2004) argue that it is the litigation exposure that 

drives perceived audit quality, rather than reputation protection. To distinguish the effect of 

reputation risk from litigation, limited research has investigated the independent effect of 

reputation risk on audit. Weber et al. (2008) provide evidence of client switching when audit 

quality of KPMG was questioned because of the fraud at ComROAD AG in German, where 

auditor’s legal liability is limited. Consistent with Weber et al. (2008), Skinner and Srinivasan 

(2012) examine the relation between reputation risk and audit quality in Japan, where audit 

litigation is virtually non-existent, and find a direct effect of reputation on PwC’s decisions. 

These evidences suggest that auditors have reputational incentives to avoid audit failure and 

improve audit quality. 

In the public sector, although the relation between business risk, litigation risk and audit 

failure is not clear in the existing audit literature, the probability of business failure or going 

concern is believed to be relatively lower and the litigation risk of auditors is correspondingly 

reduced in public sector organizations because there is implicit government guarantee for 

public sector entities (Bradbury, 1999). However, Redmayne et al. (2011) find that the 

litigation risk for public sector is low in both private and public sector in New Zealand and they 

argue that the effect of government guarantee applies more to creditors rather than auditors. 

While the probability of auditors facing litigation risk is likely to be lower in public sector, the 

important effect of potential reputation loss in public sector has been stressed (Copley, 1989; 

Clatworthy et al., 2002). Redmayne et al. (2011) state that Big 5 auditors with reputation loss 

in public sector are more likely to have lower future audit fees. Clatworthy et al. (2002) argue 

that potential litigation loss is not a factor that auditors take into account, while potential 

reputation loss is a major consideration in NHS Trusts.  

1.4 Audit Adjustment 

Audits are widely believed to be valuable in reducing agency costs and improving 

financial reporting quality, and the primary means auditors have to reduce agency costs is to 

reduce financial statement misstatements (Gren and Tate, 2011). However, it is often difficult 

to determine the effect of audit because only the end results, the audited financial statements 

and reports, are generally publicly available. To have a better and direct view of the effect of 

audit, an increasing number of studies have focused on audit adjustments research.  

1.4.1 Audit adjustment research 

Audit adjustments research was developed under the auditing nature of detecting and 

correct financial misstatements and errors, and the demand for a direct measure to test the 

role of audit in improving financial reporting quality, independent from the effect of financial 

reporting system and innate characteristics (Defond and Zhang, 2014). Research about audit 
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adjustment is limited due to the data availability. Audit adjustment research requires either 

access to pre-audit financial statements or access to auditor’s working reports regarding 

commercial and client confidentiality (Baylis and Greenwood, 2016). Majority research in 

private sector therefore seeks special access like working papers of audit firms (Hylas and 

Ashton, 1982; Kinney and McDaniel, 1989) and survey based instrument (Kreutzfeldt and 

Wallace, 1986; Wright and Wright, 1997). Only a few studies in public sector have access to 

pre-audited data from public resources and the audit adjustments are examined by 

comparing the differentiation between pre-audited and audited value of financial statement 

accounts (e.g., Grein and Tate, 2011; Baylis and Greenwood, 2016).  

At the end of the audit process, auditors evaluate the risk of aggregate financial 

statement error that exceed materiality level. If the risk of material aggregate error is 

unacceptably high, the client would be required by auditors to make an adjustment 

(Burgstahler et al., 2000). An audit adjustment occurs under two conditions: the client has 

pre-audit financial statement misstatements, and auditors detect the statements and require 

client make an adjustment to the financial statements (DeAngelo, 1981; Lennox et al., 2016). 

Financial statement misstatements 

The first studies of misstatement focused on three main perspectives, including 

accounts that misstatements occur (Kreutzfeldt and Wallace, 1986; Johnson, 1987), causes of 

misstatements (Hylas and Ashton, 1982; Kreutzfeldt and Wallace, 1986; Kinney and McDaniel, 

1989) and audit procedures to detect misstatements (Hylas and Ashton, 1982; Wright and 

Ashton, 1989). Kinney (1979) use seven large public accounting firms for 44 manufacturing 

company’s data examine the auditor-detected misstatements and find that significant 

material adjustments are identified in some major accounts: receivable, inventory, other 

current assets, other current liabilities, long-term debt, cost of sales, revenue etc. 

Furthermore, Hylas and Ashton (1982) examine 281 errors that requiring financial statements 

adjustments on 152 audits and suggest that cut-off or accrual error category, judgement error 

and client personnel problems, are important cause of errors and attract most audit 

adjustment in financial statements. Ham et al. (1985) test five accounts from audit 

adjustments of PwC for twenty companies---- cash, accounts receivable, inventory, accounts 

payable and sales, and find account payable has highest incidence of errors and tend to be 

overstatements. Consistent with Hylas and Ashton (1982), Kreutzfeldt and Wallace (1986) 

stress the judgemental evaluation errors in financial misstatements, bad debt reserve 

especially, and incorrect application of GAAP in inventory and fixed assets. Accounts payable 

and accrued liabilities are also highlighted in the incidence of errors. In more recent research, 

similar results are reported as misstatements concentrate on a small number of financial 

accounts and they are caused primarily by judgement errors and cut-off procedures (Entwistle 

and Lindsay, 1994; Eilifsen et al., 2000). To hold the risk of failing to detect material errors to 

an acceptable level, audit procedures should be planned (Wright and Ashton, 1989). Hylas 

and Ashton (1982) find 45.6 percent of the sample of 281 adjustments are signalled by 

attention-directing procedures. Later, Wright and Ashton (1989) extend Hylas and Ashton 

(1982) to provide detailed information on circumstances surrounding the use of attention-
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directing procedures, which include client inquiry, expectations based on prior-year errors, 

and analytical review, and state the effect of internal control on various procedures.  

Auditor make adjustments 

Prior literature has consistently suggested that auditors make material adjustment to 

financial statements (e.g. Hylas and Ashton, 1982; Kinney and McDaniel, 1989; Kreutzfeldt 

and Wallace 1986; Iceman and Hillison, 1991; Eilifsen and Messier, 2000; Grein and Tate, 

2011; Ruhnke and Schmidt, 2014). Kinney and McDaniel (1989) present a summary statistic 

of audit detected and corrected quarterly earnings from 73 firms on 178 errors under ASR No. 

177. Wright and Ashton (1989) find 73.7 percent of sample firms have material book 

adjustments.  Defond and Jiambalvo (1991) find 44 firms that corrected prior year’s audited 

earnings. Kinney et al.(1994) reviews auditing research and synthesizes nine data sets of audit 

adjustments from more than 1500 audits and report a 22.7 percent of sample with material 

adjustments in Bell et al. (1992). More recently, Ruhnke and Schmidt (2014) detect a large 

sample of 1148 audit adjustments in the financial statement of 255 firms in Germany. Lennox 

et al. (2016) use a much larger sample, 11486 audits, and find significant audit differences 

between pre-audit and post-audit earnings in China. Moreover, significant material 

adjustments have also been found in not for profit sector. Grein and Tate (2011) find that 

auditors make significant adjustment to financial statements in US public housing 

associations. Baylis and Greenwood (2016) also exploits the pre-audit financial statements to 

investigate the incidence and scale of audit adjustments in Welsh local authorities and find 

that audit adjustment lead to a more conservative reporting.  

However, evidence also suggests that some material audit adjustments are not 

reported (Nelsen et al., 2002) and adjustments are waived in the reporting (Wright and 

Wright, 1997). Bazerman et al. (2002) suggest that auditors who made audit adjustments in 

prior years may not correct quantitatively or qualitatively material adjustments in subsequent 

years because doing so may require them admit past errors. An experimental result in 

Burgstahler et al. (2000) also suggest that auditors tend to underestimate the projected error 

and the need for audit adjustments to financial statements. On the other hand, Wright and 

Wright (1997) provide empirical evidence that approximately 50% of audit adjustments 

exceeding materiality were waived. In Icerman and Hillison’s archival study (1991), although 

firms with higher degree of structure are reported have less propensity to waive errors, there 

are still about 46% of detected errors are waived in most structured firms. 

1.4.2 Influencing factors of audit adjustments 

Audit adjustments are perceived as one of the most important decisions that auditors 

make. However, evidence suggests that some material audit adjustments are not reported 

(Nelson et al., 2002).  Questions about factors that may affect audit adjustments, therefore, 

are raised in extensive research. Previous literature has examined the various influencing 

factors of audit adjustments, including materiality, financial information, audit risk, client 

characteristics and auditor characteristics.  

Materiality 
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According to Wright and Wright (1997), materiality is an important factor in deciding 

whether to waive a detected misstatement. Ng (2007) state that availability of explicit 

materiality guidance enhances the auditor’s awareness of earnings thresholds and it has a 

great positive effect on auditor’s propensity to record an audit adjustment that affects the 

client’s ability to meet analysts’ expectations.  Elder and Allen (1998) and Allen and Elder 

(2005) suggest that materiality have an impact in auditor’s decision to project misstatements 

and misstatement immateriality is the most important reason for not projecting 

misstatements.  

Financial information 

Since net income is commonly accepted as a crucial component in financial statements, 

extensive evidence suggests that clients have a propensity to have income-increasing 

adjustments rather than income-decreasing adjustments (Dhaliwal et al., 1982; Watts and 

Zimmerman, 1978) and auditors may be conservative and motivated to report more income-

decreasing adjustments than income-increasing adjustments (Wright and Wright, 1997). 

DeFond and Jiambalvo (1991) find prior period adjustments reflect income overstatements. 

Krogstad et al. (1984) investigate the role of financial and nonfinancial information on 

auditors’ materiality judgments and find that a significant effect of net income on auditor’s 

judgments. Ng (2007) conduct an experiment to suggest that auditors are more likely to book 

a quantitatively immaterial adjustment that could affect the client’s ability to meet recent 

earnings, rather than to meet analysts’ expectations. He also reports that auditors are mostly 

likely to record an audit difference that affects the client’s ability to achieve positive earnings. 

Mills (1998) use US manufacturing firm data tests, and provide support for, the hypothesis 

that audit adjustments in Inland revenue services has a positive relation with book-tax 

differences. Cho, Wong and Wong (2006) test the same relationship in New Zealand and find 

a similar result and argue that audit adjustments are positively related to the excess of book 

income over taxable income. 

Audit risk 

Wallace and Kreutzfeldt (1991) investigate the relation between various inherent and 

control risk factors and absolute magnitude. They find the only significant risk factor is the 

independence of an existing internal audit department and total assets. In their follow-up 

research (Wallace and Kreutzfeldt, 1995), they test the relation between risk factors and the 

number of audit adjustments and confirms the relationship. By incorporating client-specific 

planning materiality and analysing the relative magnitude of adjustments, Ruhnke and 

Schmidt (2014) extend prior research to analyse the relation between audit adjustment and 

inherent and control risk factors in Germany and they find that income-affecting adjustment 

is strongly associated with inherent and control risk. On the other hand, Braun (2001) find 

that auditors have higher propensity to waive proposed adjusting journal entries that exceed 

materiality when there is reward for doing so or when there is less litigation risk from doing 

so. Hackenbrack and Nelson (1996) claim that high engagement risk of audit is related to 

auditor’s conservative disclosure decisions. 

Client characteristics 



 

29 

 

The effect of client size on misstatements has been widely examined in prior literature 

(Hylas and Ashton, 1982; Icerman and Hillison, 1990; Eilifsen et al., 2000). Wright and Wright 

(1997) suggest that client size has a positive effect on audit adjustment waiving.  Another 

stream of studies provides evidence of the effect of different industries on variations in errors. 

Kreutzfeldt and Wallace (1986) find that manufacturing companies have greatest error rate, 

while Maletta and Wright (1996) suggest that clients in regulated industries have less errors. 

In addition, as for the effect of client’s corporate governance structure, an experiment result 

of DeZoort, Hermanson and Houston (2003) suggests that audit committee members are 

more likely to recommend audit adjustment when auditors consistently argue for the audit 

adjustment and they tend to record adjustments for annual rather than quarterly statements. 

Ng and Tan (2003) also state that audit adjustment is influenced by authoritative guidelines 

and audit committee effectiveness. More recently, Hatfield et al. (2011) report that auditors 

who have not engaged in waiving audit adjustments in prior period propose larger 

adjustments than those who have and client pressure reduces the magnitude of proposed 

audit adjustments in the post-SOX environment. They also find that client pressure 

significantly reduces the magnitude of proposed audit adjustments. Joe et al. (2011) 

examined the impact of client and misstatement characteristics on the disposition of 

proposed audit adjustments and find that audit adjustments are more likely to be waived for 

clients that auditors have a long relationship with. However, evidence about the effect of 

client tenure on detection of misstatement (adjustments) is mixed (Lin and Hwang, 2010; Pott 

et al., 2009; Ruhnke and Schmidt, 2014). 

Auditor or audit firm characteristics 

The professional experience of auditors is stressed in affecting auditor’s judgment 

(Krogstad et al., 1984; Ruhnke and Schmidt, 2014). Age and employment in public accounting 

are two auditor characteristics that is recorded to have effect on significant audit differences 

(Estes and Reames, 1988). Chan et al. (2003) examine the effect of cultural dimensions on 

audit-detected accounting errors in China and find that power distance and individualism 

have significant effect on accounting errors. Dye (1993) and Hillegeist (1999) predict that 

hard-working auditors are more likely to detect earnings management.  

2.  Financial reporting quality and audit adjustments 

2.1 Financial reporting quality 

Rather than define ‘financial reporting quality’, prior literature has agreed on several 

aspects of quality and focused on factors such as earnings management (Dechow et al., 2012), 

financial restatement (Abbott et al., 2004) and financial fraud (Beasley, 1996) that have been 

used as evidence of breakdown of financial reporting quality. Three most employed proxies 

for financial reporting quality has been used in previous literature: earnings quality, 

accounting conservatism and accruals quality (Choi and Pae, 2011; Ferrero, 2014). 

Under accruals accounting system, managers often use their discretion over accruals 

to achieve various financial targets, such as meeting earnings forecasts, increasing managerial 

compensation, and avoiding violation of debt covenant (e.g., Burgstahler and Eames, 2003; 

DeFond and Jiambalvo, 1994). The degree of earnings management using abnormal accruals 
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is applied to examine the earnings quality and accruals quality (Dechow and Dichv, 2002; 

McNichols, 2002). Earnings management occurs when manager have incentive to use 

judgement in financial reporting and alter financial reports to mislead stakeholders or 

influence the reported accounting outcomes (Healy and Wahlen, 1999). Empirical evidence 

suggests that there are strong incentives to avoid reporting earnings decreases. Burgstahler 

and Dichev (1997) shed light on the firms using working capital accruals to avoid losses or 

earnings declines. Brown and Caylor (2005) find that managers tend to avoid negative 

earnings more aggressively than to avoid earnings decrease. In UK, the extensive use of 

earnings management starts from the use of working capital accruals to achieve earnings 

target. Peasnell et al. (2000) state that the UK firms with negative pre-managed earnings 

levels tend to have positive mean working capital accruals and the increased level of 

governance restrained the use of income-increasing working capital accruals to avoid losses 

or decreases in earnings. 

Compared with private sector, there are far less research has been conducted to 

investigate the financial reporting quality or earnings management in public sector or non-

profit sector. However, growing attention has transferred and earnings management is 

perceived to very important in public and non-profit sector because of the high demand for 

accountability (Verbruggen and Christiaens, 2010). Financial reporting in public sector or non-

profit sector takes into account of different strategies due to the different objectives, 

managerial incentives and governance structure, such as performance evaluations and 

managerial assessments (Leone and Van Horn, 2005; Ballantine et al., 2008a); regulatory 

scrutiny (Eldenburg et al. 2004 and 2011); making donations (Parsons 2007), and 

accountability to stakeholders (Eldenburg et al., 2011; Greenwood, 2012). A relevant concern 

in public sector and non-profit sector about financial reporting is the extent to which 

managers manipulate reported earnings (Liu and Wang, 2015). Previous literature suggests 

that public sector and non-profit hospitals have widely employed accounting adjustments, 

including adjusting discretionary accruals and manipulating real activities (Leone and Van 

Horn, 2005; Ballantine et al., 2007; Eldenburg, et al., 2004 and 2011), to meet desired income 

level or earnings targets such as avoiding losses ( Leone and Van Horn, 2005), achieving 

financial breakeven duty (Ballantine et al.,2007), preventing large positive net incomes 

(Eldenburg et al., 2011) and attaining zero earnings (Ferreira et al, 2013).  

Corporate governance and financial reporting quality 

The impact of corporate governance characteristics on financial reporting quality is a 

subject of much debate. Lots of prior literature concerning corporate governance and 

financial reporting quality has focused on the impact of board of directors. Research has 

documented a positive relation between board effectiveness and quality of financial 

reporting. The board size is an important factor in board effectiveness. However, previous 

literature provides no consensus about the effectiveness of board size and evidence regarding 

financial reporting quality is mixed. Beasley (1996) reported a positive relation between board 

size and financial statement fraud and Abbott et al. (2004) find a positive relation between 

board size and earnings restatement. However, Chtourou et al. (2001) suggest a negative 

relation between board size and earnings management. 
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Independent outside directors are appointed as an independent monitoring 

mechanism to reduce agency problems and improve performance (Cravens and Wallace 

2001). Consistent with this theory, the effectiveness of board of directors in mitigating 

earnings manipulations is expected to be contingent on the independence of the board 

directors.  Prior studies suggest that the likelihood of financial fraud is negatively related to 

the percentage of outside directors on board (Beasley, 1996; Dechow et al., 1996) and higher 

proportion of outside directors represents a better quality of financial information and 

therefore reduces the chances of earnings management (Xie et al., 2003; Bradbury et al., 

2006). Using a sample of UK firms, Peasnell et al. (2000) find a significantly negative relation 

between income-increasing abnormal accruals and the percentage of outside director in the 

post-Cadbury period. However, other empirical evidence provides mixed findings. Park and 

Shin (2004) argue that presence of outside directors cannot reduce earnings manipulation in 

Canada. Peasnell et al. (2005) report a negative relation between income-increasing earnings 

management and the presence of outside directors but fail to find the relation between 

income-decreasing earnings management and outside directors.  

Other research has focused on the impact of audit committee on financial reporting 

quality. Audit committees are intended to monitor the financial reporting and disclosure 

process, assist directors in meeting their responsibilities and ensure audit indecency 

(Bradbury, 1990; DeZoort et al., 2001). Research suggests that financial reporting is more 

reliable where an audit committee exits (Carcello and Neal, 2000). McMullen (1996) and 

Dechow et al. (1996) both provide evidence that firms with audit committee is less likely to 

commit to financial fraud.  

Apart from suggesting the importance of the existence of audit committee, recent 

research concerns more about the characteristics of audit committee that affect financial 

reporting quality. Audit committee size is used as an indication of resource available to the 

committee (Lin et al., 2006). Bedard et al., (2004) find that larger audit committees are more 

likely to uncover and resolve the problems in financial reporting process. However, Xie et al. 

(2003) find no relation between audit committee size and earnings management and Abbott 

et al. (2004) also argue there is no relation between audit committee size and earnings 

restatement. Yang and Krishnan (2005), contrarily, document a negative relation between 

audit committee size and earnings management and argue that a certain minimum size is 

effective in the ensuring financial reporting. 

Furthermore, much empirical evidence suggests that independent audit committees 

and audit committees with accounting or financial expertise are more likely to ensure the 

quality of financial reporting. For example, Klein (2002) report the significant effect of a 

majority of independent directors on audit committee on the level of abnormal accruals. 

Abbott et al. (2004) find that audit committee with at least one financial expertise are less 

likely to commit to financial restatements. Similarly, Bedard et al. (2004) suggest a negative 

relation between presence of at least one financial expertise in audit committee and earnings 

management. Considering different industries, Beasley et al. (2000) investigate three 

different industries, which are technology, healthcare and financial services, and find that the 

positive relation between independent audit committee and fraudulent financial reporting is 
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prevalent in all three industries. More recently, Dhaliwal et al. (2010) document a positive 

relation between audit committee accounting expertise and accruals quality. In contrast, Xie 

et al. (2003), however, find no relation between percentage of independent audit committee 

members and aggressive earnings management in US.  

2.2 Financial reporting incentives 

The high demand for accountability in non-profit sector and public sector has 

attracted more and more attention to financial reporting quality in these entities (Verbruggen 

and Christiaens, 2010). Different objectives of financial reporting in public sector has been 

identified in terms of performance assessments (Leone and Van Horn, 2005; Ballantine et al., 

2008), regulatory scrutiny (Eldenburg et al. 2004 and 2011) and accountability to stakeholders 

(Eldenburg et al., 2011). There is a most important stream of public sector research that has 

been focusing on earnings manipulation or accounting adjustments (Leone and Van Horn, 

2005; Ballantine et al., 2007). The incentives behind the manipulation include meeting 

financial targets such as breakeven duty (Ballantine et al., 2007) and risk assessment ratio 

(Greenwood et al., 2017), avoiding small loss reporting  (Leone and Van Horn, 2005; Ballantine 

et al., 2007), and attaining zero earnings (Ferreira et al., 2013).   

Previous research in non-profit sector and public sector mostly focuses on the 

reported earnings considering the importance of funding and use of resources and suggests 

that they manage earnings not only towards an aversion to reporting losses, which is 

consistent with the findings of private sector literature, but also towards avoiding reporting 

large surpluses. Hoerger (1991) find that, to satisfy the budget constraint, non-profit hospitals 

minimize variance of earnings distribution to meet an earnings level target. Consistent with 

Hoerger (1991), Leone and Van Horn (2005) find that non-profit hospitals manage earnings 

to a range just above zero given the various stakeholders and the incentives to avoid reporting 

losses.  Unlike for for-profit firms, non-profit sectors and public sectors do not have incentives 

to avoid reporting earnings decrease which is driven by equity markets. Similarly, in the UK 

public sector, Ballantine et al. (2007) identify a spike in the distribution of reported income 

around the point just above zero in English NHS Trusts facing the incentive to achieve financial 

breakeven statutory duty. According to Ballantine et al. (2007), failure to meeting financial 

breakeven requirement can lead to the dismissal of Trust CEO. Ballantine et al. (2008) also 

provide evidence that board turnover is higher when losses are reported. Ferreira et al. 

(2013), however, believe the motivation to manage earnings to small positive surplus in 

Portuguese municipalities is political competition.  

Extensive literature records several ways to manage reported earnings. Hoerger 

(1991) and Leone and Van Horn (2005) suggest that managers can adjust discretionary 

spending to get close to the target surplus level. However, Leone and Van Horn (2005) argue 

that adjusting discretionary spending in the short-term can lead to long-term consequences, 

such as inconsistent service and quality and real efficiency losses. They put forward that 

subjective nature of certain accounting standards can be taken advantage of to manage 

reported earnings. In fact, under an accruals accounting system, managers often use their 

discretion over accruals to achieve various financial targets, such as meeting earnings 

forecasts, increasing managerial compensation, and avoiding violation of debt covenant (e.g., 
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Burgstahler and Eames, 2003; DeFond and Jiambalvo, 1994; Ballantine et al., 2007), in both 

private sectors and public sectors. Burgstahler and Dichev (1997) shed light on the firms using 

working capital accruals to avoid losses or earnings declines. In the UK, extensive use of 

earnings management starts from the use of working capital accruals to achieve earnings 

target. Peasnell et al. (2000) state that the UK firms with negative pre-managed earnings 

levels tend to have positive mean working capital accruals and the increased level of 

governance restrained the use of income-increasing working capital accruals to avoid losses 

or decreases in earnings. Particularly, the use of discretionary accruals to meet earnings 

objectives have been mostly examined in prior non-profit and public sector research and the 

findings suggest a significant use of discretionary accruals in managing reported earnings 

towards just above zero interval (e.g. Leone and Van Horn, 2005; Ballantine et al., 2007, 2008; 

Ferreira et al. 2013). Leone and Van Horn (2005) find a negative relation between 

discretionary accruals and pre-managed performance and discretionary accruals reduce the 

earnings by 44%, while Ferreira et al. (2013) report a reduction between 40% and 80% in 

Portuguese municipalities. Elshafie (2007) compares the for-profit hospitals with non-profit 

hospitals and conclude that managers use discretionary accruals to manage earnings in both 

cases.  

2.3 Audit adjustment and financial reporting incentives 

Although extensive literature has investigated the audit quality and audited financial 

reports, there has been limited investigation of the independent and direct effect of external 

audit on financial reporting quality.  The literature suggests that managers tend to manipulate 

financial statements for financial and regulatory incentives (Grein and Tate, 2011; Krishnan et 

al., 2006) and auditors can successfully identify that managers have incentives to manage 

financial information (Libby and Kinney, 2000). However, the results about whether auditors 

make adjustments in front of management incentives is fixed. Kinney et al. (1994) examined 

1500 audits across 15 audit years of Big six CPA firms and suggest that audit adjustments have 

an overwhelmingly negative effect on pre-audit net earnings and net assets. Lennox et al. 

(2016) investigated the effect of audit adjustments on earnings quality in China and suggest 

that audit adjustment cause earnings to become smoother and higher accrual quality, while 

have no effect on reducing the discontinuity in the distribution of earnings around zero. They 

also find that audit adjustment has bigger negative effect on signed accruals than absolute 

accruals. Based on same setting, Lennox et al. (2016) examine the effect of audit on financing 

of corporate acquisitions and find that auditors help to prevent and disclose low quality 

financial reporting before stock-financed acquisitions by requiring larger downward 

adjustments to earnings. In public sector, Grein and Tate (2011) study the effect of audits on 

financial information in response to the management bias in Public housing authorities. They 

find that audits reduce potential management bias in PHA, especially reduce the risk 

overstatement. However, Libby and Kinney (2000) find that auditors are more conservative 

in making adjustments. Nelson et al. (2002) indicate that facing the attempt of managers to 

earnings management, auditors are more likely to adjust attempts that they consider as 

material and attempts that made by small clients.  
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3. Earnings management  

3.1 Definition of earnings management 

Earnings management research has a long and rich history. While the term “earnings 

management” does not have exact definition, existing literature provides various description 

of the practice.   Schipper (1989) defined earnings management as “a purposeful intervention 

in the external financial reporting process, with the intent of obtaining some private gain.” 

Similarly, Healy and Wahlen (1999) shapes “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.”  

3.2 Incentives to manage earnings  

Dichev et al. (2013) concludes from a survey study that “20 percent of firms manage 

earnings to misrepresent economic performance”. Earnings management is always related to 

managers’ incentives. Earnings management can be applied to solve agency problem (Jensen 

and Meckling, 1976). Although performance measurement and compensation contracts are 

essential to reduce agency costs considering the information asymmetry between 

stakeholders and managers, they induce the incentives of managers to manipulate the 

earnings to a certain level and mislead stakeholders (Dye, 1988; Burgstahler and Dichev, 1997; 

Healy and Wahlen, 1999).  Extant evidence supports that management faces big pressure to 

avoid reporting losses and negative surprises (Degeorge et al. 1999; Skinner and Sloan, 2002). 

Burgstahler and Dichev (1997) systematically state whether, how, and why, firms avoid 

reporting losses and earnings decreases. They use two components of earnings, operating 

cash and changes in working capital, to manage earnings. According to their research, 8%-

12% firms own small pre-management earnings and then report the earnings increases. 30%-

44% firms own negative pre-managed earnings and report positive earnings. A more specific 

research for the incentives comes from Shiue and Lin (2004), which state the fact that some 

managers using earnings management to achieve earnings target. Brown and Caylor (2005) 

found that managers tend to avoid negative earnings more aggressively than to avoid 

earnings decrease. At the same time, some recent papers have studied the earnings 

management on the stock market incentives. The managerial incentives to earnings 

management have influenced share prices, equity issue, proxy fights, and labor contracts 

(Yoon, 2005). CEO incentive is another important stream of research. Dechow et al. (1995) 

examines cross- sectional data from the 1990s to assess whether the increasing use of 

accruals is related to the increase in stock-based CEO compensation. Bergstresser and 

Philippon (2006) investigate the relation between CEO incentives and earnings management. 

It turns out that those CEOs with more sensitive compensation tend to have more earnings 

management and they prefer to use discretionary components of earnings to manage the 

reported performances.  

Apart from the incentive to masking financial performance, there is another opinion 

that believes managers manage earnings to meet the forecast and expectation of the firm, 
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which can also let third parties believe the firms and managers’ ability. Payne and Robb (2000) 

find the firms that do not meet the analyst forecasts of the pre-managed earnings tend to 

have more abnormal accruals. Dechow et al. (2000) find that compared to firms that just miss 

the target, firms that just meet the target tend to use more abnormal accruals. Das and Zhang 

(2003) document that managers use working capital accruals to adjust reported earnings per 

share to meet analyst forecasts. Graham et al. (2005) find that analyst expectations and prior 

earnings are managers’ two most important earnings benchmarks. Investors view missing a 

target as a signal of substantial decline in underlying performance due to the stock market’s 

strong reactions to negative earnings. On the contrary, investors view a zero or positive 

earnings as evidence of a well-managed firm. The similar research appears in UK’s academic 

field even earlier. In the UK, the extensive use of earnings management starts from the use 

of working capital accruals to achieve earnings target. Peasnell et al. (2000) state that the UK 

firms with negative pre-managed earnings levels tend to have positive mean working capital 

accruals. Peasnell et al. (2000) also mention that the increased level of governance restrained 

the use of income-increasing working capital accruals to avoid losses or decreases in earnings. 

This result is consistent with the change of regulation and raises the doubt on whether UK 

firms should still use income-increasing working capital accruals to achieve earnings targets 

or not. Brown and Higgins (2005) provide evidence of earnings forecast guidance by UK firms. 

The authors argue that in a competitive environment ruled by common laws and market 

orientations, managers are more inclined to avoid negative earnings and use earnings 

forecast guidance because the regulations of forecast guidance are less tight than financial 

reporting regulations.  

3.3 Earnings management techniques 

Schipper (1989) divides earnings management into three classifications: fraudulent 

accounting, accruals management and the real earning management. The first one is not 

permitted by the Generally Accepted Accounting Principles (GAAP). Previous researchers 

mainly classified earnings management practices into accruals management and real earnings 

management (e.g. Ewert and Wagenhofer 2005; Gunny 2010), which is based on the different 

earnings composition accruals and operating cash flow (Xu et al., 2007).  

3.3.1 Accruals Management 

Accruals are the components of earnings that do not have immediate or direct cash 

flow consequence and managers usually have discretion over accounting judgement related 

to accruals. The discretionary accruals are considered as the indicator for earnings 

management in the overview literature by Schipper (1989). Previous literature paid much 

attention to earnings management through accruals management (Abdul Rahman and Ali 

2006; Callao et al. 2014).  

Accruals management is exercised when managers make judgement through changing 

accruals with the intention to adjust reported earnings and masking true performance within 

legal bounds (Healy and Wahlen, 1999; Dechow and Skinner 2000). Accruals are using as a 

mechanism to temporarily increase or decrease earnings for certain market and contractual 

incentives (Dechow et al. 1995).  



 

36 

 

Firms have incentives to manipulate accruals to manage earnings and improve stock 

performance around certain market transaction such as equity offerings, management 

buyout and mergers and acquisitions. Earnings information is vital for valuation in buyout. 

DeAngelo (1988) points out that managers manipulate accruals to manage earnings 

downwards before management buyout. Following Deangelo (1988), Perry and Williams 

(1994) and Wu (1997) also provide evidence that income-decreasing accruals are used before 

the management buyout. Similarly, Hafzalla (2009) find firms that involved with management 

buyout tend to have pessimistic discretionary disclosures and manage earnings downwards 

before buyout. Different from buyout transaction incentives, income-increasing based 

accruals management is used when firms are around initial equity offerings (IPOs) and 

seasoned equity offerings (SEOs). Teoh et al. (1998a) find that firms are more likely to have 

income-increasing depreciation and bad debt allowances in IPO year. Teoh et al. (1998b) find 

that seasoned equity issuers who alter discretionary accruals to boost earnings before SEO 

have lower post-issue abnormal return. Similarly, extensive evidence has been documented, 

in previous literature, on the income-increasing discretionary accruals prior to equity 

offerings (Shivakumar, 2000; DuCharme et al., 2001; Yoon and Miller, 2002; Kim and Park, 

2005). In addition, previous studies also record the incentive to use accruals management 

before firms are merging and acquiring. Erickson and Wang (1999) find a positive relationship 

between the degree of income-increasing accruals management and the size of merger. 

Alsharairi and Salama (2012) use a sample of US non-cash acquirers to provide evidence that 

earnings are managed upwards using discretionary accruals before announcing merger and 

acquisition agreements. 

On the other hand, managers’ compensation is usually linked with the financial 

performance of the firm to align the interest of management and stakeholders. From 

compensation incentives, managers are found to use accruals to manipulate reported 

earnings to meet certain targets. Under the performance related compensation, managers 

are found to manipulate reported earnings using discretionary accruals in order to achieve 

earnings targets and meet analysts’ forecasts (Healy, 1985; Holthausen et al. 1995; Leone and 

Van Horn, 2005). Holthausen et al. (1995) provide evidence that managers manipulate 

reported earnings downwards to increase future compensation.  Kasznik (1999) documents 

that firms that fall short of management earnings forecast use discretionary accruals to 

increase earnings. Later, Barker et al. (2003) examine whether stock option compensation is 

associated with opportunistic use of discretionary accruals and find that income-decreasing 

discretionary accruals are used for relatively high option compensation especially when the 

option award date is coming. Similarly, Balsam et al. (2003) also find negative relation 

between accruals manipulation and subsequent stock option grants. Bergstresser and 

Philippon (2006) find that managers are more likely to manipulate earnings using 

discretionary accruals when the CEO compensation is closely related to the value of stock and 

option.  

Furthermore, there is a considerable literature discussing the various methods to 

detect earnings management. Discretionary accruals models are widely used in prior 

literatures. Jones (1991) conclude time-series models are developed to estimate total 

nondiscretionary accruals and cross-sectional models are used to test the discretionary 
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accruals. Besides, Burgstahler and Dichev (1997) try to figure out the process of earnings 

management and the assessment for some relative important earnings management 

methods. They adopt the cross-sectional frequency distribution method and examine the fact 

that the managers tend to change the earnings toward zero. Dechow et al. (1995) put forward 

a modified version of the model developed by Jones (1991), which provides powerful test for 

earnings management. They also highlight the relation between earnings management and 

nondiscretionary accruals model because the nondiscretionary accruals model may extract 

discretionary components of accruals. Dechow and Dichev (2002) derive a new measurement 

of discretionary accruals as the residual of the specific regression of changes of working 

capital on the operating cash flows in previous year, present year and the next year, 

respectively. 

3.3.2 Real Earnings Management 

Real earnings management refers to managing earnings through manipulating real 

normal activities. Roychowdhury (2006) provides the definition of real earnings management: 

“Real activity manipulation is defined as departures from normal operational practices, 

motivated by managers’ desire to mislead at least some stakeholders into believing certain 

financial reporting goals have been met in the normal course of operations”. 

Extant literature has documented evidence on real earnings management (Cohen et 

al. 2008; Gunny, 2010; Eldenburg et al. 2011; Zang 2012). In addition to accounting choices 

and estimates, techniques such as sales, production and discretionary expenses can also 

influence reported earnings (Graham et al. 2005; Zang 2012; Brown et al. 2015). Graham et 

al. (2005) state managers prefer real earnings management than accruals management 

because accruals manipulation is more subject to regulatory scrutiny and external auditors’ 

audit while real activities manipulation is more difficult to be detected. Cohen and Zarowin 

(2008) also find that accruals management is more costly after Sarbanes-Oxley Act (SEX) and 

companies substitute from accruals management to real earnings management after passing 

SEX in 2002. Cohen et al. (2008) document that after passage of SOX, accrual earnings 

management declines while real earnings management increases. Zang (2012) incorporates 

cost into empirical model and documents managers use accruals and real earnings 

management as substitutes. 

Roychowdhury (2006) finds that firms with small positive earnings use techniques 

such as reducing discretionary expenses, price discount and overproduction to avoid 

reporting losses or decrease of earnings. Apart from different operating activities, other 

research also finds firms smooth earnings through investing and financing activities such as 

share repurchases and financial derivatives (Barton, 2001; Hribar et al. 2006). This thesis 

focuses on real earnings management through operating activities.  

Discretionary expenses 

Extensive literature which investigates real earnings management suggests that 

managers adjust reported earnings through manipulating discretionary expenses, such as 

R&D expenses, advertising, non-clinical expenses (Dechow and Sloan, 1991; Cohen et al. 

2008; Roychowdhury, 2006; Eldenburg et al. 2011). R&D expenses are often manipulated 
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under short-term earnings pressure because it is usually incurred over a short-term while the 

payoff happens in the longer-term (David et al. 2001). The trade-off between short-term 

earnings pressure and uncertain future benefits leads to the decrease of R&D expenditures 

in order to avoid earnings decrease (Bushee, 1998; Graham et al. 2005). Graham et al. (2005) 

surveyed 401 US financial executives and find out 80% of them indicate they would consider 

reducing R&D expenditures to achieve short-term earnings targets. Similar evidence is 

provided in the UK (Grinyer et al. 1998; Osma and Young 2009). Osma and Young (2009) 

suggests the R&D expenditure is sensitive to short-term earnings targets and UK managers 

cut in R&D expenses under the pressure to report positive earnings, while investors place less 

weight on such earnings performance based on unexpected R&D cut.  

Other research has also provided strong implications regarding discretionary expenses. 

Graham et al. (2005) survey CFOs and find that 80% state that they would reduce 

expenditures on R&D, maintenance and advertising in order to boost earnings. Consistent 

with the survey, Roychowdhury (2006) investigates real activities management for 17338 

firms and find that discretionary expenses R&D and SGA are reduced to meet earnings targets. 

Similarly, Cohen et al. (2008) and Gunny (2010) also document evidence that expenditures 

for R&D, advertising and SGA are decreased to boost current period earnings especially when 

they have constraint to inflate accruals. In specific health care research, Eldenburg et al. (2011) 

tests real earnings management for California non-profit hospitals and find expenditures for 

non-core operating activities and non-revenue generating activities are reduced to manage 

earnings. 

Overproduction, discount sales and selling assets 

Apart from discretionary expenses management, the literature has also investigated 

activities to manage earnings through other activities. Firms can produce more than required 

to lower the cost of goods sold and consequently increase earnings. They can also provide 

sales discount or loose credit terms to increase sales volume and boost earnings eventually. 

Roychowdhury (2006) documents a large sample of evidence suggesting managers 

manipulate sales and overproduce inventory to lower cost of goods sold, in order to increase 

earnings and avoid reporting annual losses. Following Roychowdhury (2006), Zang (2006), 

Gunny (2005) and Cohen et al. (2008) provide large evidence validating the price discount and 

increased production as manipulation methods when facing earnings targets. In addition, the 

flexibility of the timing of selling assets provides another opportunity for managers to 

temporarily increase earnings. Bartov (1993) suggests that managers sell fixed assets to avoid 

reporting negative earnings. Recently, Herrmann et al. (2003) find that when Japanese firms’ 

current operating income exceeds the forecast value, managers would decrease earnings 

through selling fixed assets and marketable securities. 

3.4 Public sector and earnings management 

Earnings management research for non-profit organizations is far more less than 

research in private sector. With different financial goals and structures, investigating earnings 

management is of great importance to non-profit organizations. Earnings management is 
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different in terms of the earnings management method, earnings management goal and 

effect between private sector and public sector.  

First of all, non-profit firms would not manage to have a mass profit. Stalebrink (2007) 

finds that the public sectors with a surplus are more likely to increase the discretionary 

accruals. Because of the lower surplus for these public sectors, they may not increase the 

accruals’ size. This also supplies the evidence for the “big-bath” behavior in Swedish 

municipalities. It means that the Swedish municipalities tend to increase the size of 

discretionary accruals if there are large deficits. Similar to the private sector, discretionary 

accounting adjustments and discretionary spending are two important part in earnings 

management. Leone and Horn (2005) wrote a paper about the nonprofit sector in U.S. As 

many stakeholders consider earnings as a measure for the performance of the nonprofit 

sectors, the costs are increasing for losses or profits in the financial accounting reports. 

Therefore, managers would manage earnings toward zero by earnings management to 

reduce the total costs. They also use the U.S.’s empirical data to confirm their conclusion. 

Additionally, in order to reduce the costs and avoid losses, managers will change the just 

below zero earnings to just above zero earnings. Graphical analysis of the frequency 

distribution and regression model is an important way to study the situation of cross-sectional 

net earnings management (Ferreira et al. 2013). Ferreira et al. (2013) contribute not only to 

the research methods of detecting discretionary accruals but also to the results from their 

method about earnings management around zero. In their paper, what is particular is that 

the financial accounting report is issued for the public resources, not for citizens, interest 

groups or political parties. Meanwhile, they also find that managers use discretionary accruals 

to control the earnings and get the low positive net earnings at the final report. 

Similar to the private sector, non-profit earnings management affects the CEO of the 

organization. Eldenburg et al. (2004) find that CEOs’ turnover is related to the poor financial 

performance in both for-profit and non-profit hospitals. Leone and Hone (2005) document 

both for-profit hospitals and non-profit hospitals have discretionary spending and 

discretionary accruals from 1991 to 1995. They also find out that CEOs’ turnover and 

compensations are significantly related to the financial performance.  

However, referring to the literature about the NHS Trusts, limited articles are 

available. After comparison, we find that some works on the non-profit hospital’s earnings 

management do work for us. Ballantine et al. (2007) point out that due to the statutory duty 

of achieving financial break even, the managers in NHS trust tend to manage earnings to meet 

this requirement. They first contribute to the limited literature on earnings management in 

non-profit hospitals. Ballantine et al. (2007) find that NHS trusts make the distribution of 

income lies in a small interval around zero by aggregate discretionary in order to achieve 

financial breakeven duty. Eldenburg et al. (2011) provide the evidence that the public sectors’ 

managers avoid the scrutiny from government and stakeholders by decreasing any large net 

income. There are three important conclusions in their study. Firstly, the public sectors own 

a positive income but, meanwhile, are avoiding a large positive net income. Secondly, the 

hospitals take some actions to reduce the expenditures in non-revenue-generating and non-

operating activities. Finally, it is unusual that managers use operating decisions to control 



 

40 

 

earnings. Actually, Eldenburg et al. (2011) consider the different types of expenditures 

influenced by earnings management, which can enlarge the earnings management by real 

operating decisions. Despite the activities for patient care do not change at all, the 

expenditures on non-operating and non-revenue-generating activities are more likely to 

decrease in hospitals. 

Talking about the method to achieve earnings management, Hoerger (1991) 

demonstrates that in order to achieve a targeted level of earnings, nonprofit hospitals apply 

earnings management by using discretionary spending and minimizing the variance in 

reported earnings. Based on this idea, since the problems that should have been shown in the 

accounting report are concealed by the use of discretionary accruals, some poorly performing 

Trusts may use this method to meet the financial target. At the same time, some accruals-

based financial accounting measures for firms’ performance would be affected by the 

discretionary accruals if the firms need to meet their financial target. Non-profit firms, such 

as the hospitals, have no incentive to avoid reporting earnings decreases if current period 

earnings are above zero. But the non-profit hospitals should have earnings managed to 

achieve zero benchmark. Adjusting taxation is one of important earnings management 

methods. (Scholes et al. 1992) 

From the paper about the public sector’s earnings management, we conclude that 

earnings management has been used widely in the public sector and there are plenty of ways 

to control it. However, with the development and innovation of the public sector, more and 

more private capital appears in the public sectors and new public management shows up. It 

is also our topic for this thesis. We need some information and method for this specific 

character. 

Leone and Van Horn (2005) examine both discretionary accounting adjustments 

(accruals) and discretionary spending on charity care. They find that non-profit hospitals have 

smaller variances in earnings and are at least partially explained by an accounting 

phenomenon. Managers with earnings just below zero manage earnings to just above zero to 

avoid losses. Eldenburg et al. (2011) extend the literature on earnings management through 

real operating decisions by providing insight into the types of expenditures affected by 

earnings management. They find that expenditures on non- operating and non- revenue-

generating activities appear to decrease in hospitals with incentives to engage in such 

behaviour, while core patient care activities remain unchanged. They also find evidence of 

earnings management in non-core operational expenses. Hospitals with stronger 

performance incentives exhibit a significant incremental decrease in expenditures. Gunny 

(2010) examines the future operating performance of firms that use real earnings 

management to just meet earnings benchmarks. He finds that after controlling for size, 

performance, growth opportunities, and industry, RM is positively associated with firms just 

meeting earnings benchmarks firms engaging in RM to just meet earnings benchmarks have 

relatively better subsequent performance than firms that do not engage in RM and miss or 

just meet the benchmarks. Ballantine et al. (2007) review the financial reporting incentives 

associated with the requirement to breakeven and contribute to the limited literature on 
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earnings management in not-for-profit hospitals. However, referring to the literature about 

the NHS Foundation Trusts, limited articles are available.  

 

4. Theories 

4.1 Agency Theory 

According to Jensen and Meckling (1976), an agency relationship arises from information 

asymmetries and conflict interests between principal and agents. Agency costs are generated 

by the separation of ownership and control. Fama and Jensen (1983) suggest that the 

separation of management and control in the decision system can help control the agency 

problem through three devices, including decision hierarchies, boards of directors, and 

incentive structures. To align the interests of agents with principals, two major mechanisms 

are provided in corporate governance. On one hand, remuneration packages provide 

incentives for agents to act in the interests of principals. On the other hand, external auditing 

assures the reliability of information, which affect the trust issue that principals will have on 

agents, given the information asymmetry problem. 

The agency theory assumes a principal-agent relationship where the information 

asymmetry leads to a concern about the reliability of financial information.  Jensen and 

Meckling (1976) suggest that the monitoring of external auditor is a means of reducing agency 

costs. Auditors act to reduce information asymmetry between principal and agent by 

providing assurance to the quality of financial statements. The auditor’s role in principal-

agent relationship is to reinforce trust and confidence in financial reporting and to ensure the 

management’s report free of material misstatement and conforms to the contractual 

relationship between the two parties (Watts and Zimmerman, 1986; Grein and Tate, 2011).  

In the private sector, there is scope for managers to pursue their own interests at the 

expenses of principals. A variety of incentives have been identified which influence the 

management of accruals to increase reported performance, including meeting earnings 

forecasts or targets (Burgtahler and Eames, 2003; Kasznik and McNichols, 2002), small loss 

avoidance (Burgstahler and Dichev, 1997; Burgstahler and Eames, 2006), and capital market 

incentives that affect share price (Erickson and Wang, 1999) etc. Under agency theory, 

auditors act to constrain the extent to which managerial discretions are applied in the 

reporting of financial performance. Therefore, in the presence of managerial incentives to 

manage reported performance and evidence of managing accruals to increase reported 

financial performance (Cohen et al., 2008; Burgstahler and Eames, 2003; Peasnell et al., 2000), 

we expect auditors improve financial reporting quality by mitigating the extent to which 

managerial discretion is exercised and audit adjustments reduce reported performance by 

reducing profits and increasing losses. 

On the other hand, however, according to Antle (1984), even an independent auditor 

would not be expected to act against his or her own interest when doing audit work for the 

principal. Gjesdal (1981) and Antle (1982) point out that theories of demanding external 

auditing are incomplete due to the problem of auditors’ incentives have been ignored. Antle 
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(1982, 1984) model the role of auditors by regarding auditors as expected utility maximizer. 

Distinguishing from agency theory, where the auditors’ primary role is to produce 

stewardship information in order to reduce information asymmetry (Gjesdal, 1981), Antle 

(1982) incorporates the auditor as an economic agent and puts forward a “two-agent agency 

model”, which draws a careful consideration of the game-theoretic foundations of agency 

theory. In the owner-manager-auditor relationship, there are two agents: one is manager and 

the other is auditor. Agency theory provides a natural basis for modelling auditing in a 

decision-making setting which involving moral hazard, and models contractual relationship 

between principal and agents, which consists of both principal-manager and manager-

auditors (Antle, 1984). 

Under a “two-agent agency model”, auditors themselves can be treated as agents of the 

principals and have potential to act in their own self-interest even if at the expense of the 

principals. In the private sector, these self-interested incentives for auditors include the 

threats of litigation  and loss of reputation loss (Defond and Zhang, 2014; Clatworthy et al., 

2002; Skinner and Srinivasan, 2012). Both litigation threat and reputation loss threat are 

higher when financial performance are overstated in private sector which could ultimately 

result in losses to shareholders. Therefore, it is expected that in the private sector, auditors 

have aligned interests with principals for audit adjustment to move earnings downward and 

improve financial reporting quality.   

Things are different in the public sector or non-profit sector. In the absence of 

shareholders, residual claims, capital market consequences that attached to reported 

financial performance or weaker link between financial performance and executive 

compensation, there is much weaker incentive framework for managers to apply discretion 

to increase reported financial performance. However, despite the weaker incentive 

framework, public sector managers do face incentives to manage financial performance to 

meet financial target and signal effective use of resources, such as financial break-even duty 

(Ballantine et al., 2007) and the small surplus reporting (Leone and Van Horn ,2005). Previous 

research indicates that managers in the public sector use both real and accruals management 

to reduce both deficits and surpluses, which is in contrast to private sector, and manage 

earnings to a small reported surplus (e.g. Leone and Van Horn, 2005; Ballantine et al., 2007; 

Ferreira et al., 2013; Greenwood et al. 2007). The question of agency theory resolving non-

profit accountability leads to a recommendation to complement agency theory with other 

theories (Steinberg, 2010).  

 4.2 Signalling theory 

As an alternative theory to completement agency theory, signalling theory is also 

normally related to information asymmetry. Spence (1973), who firstly formulate signalling 

theory, apply labour market to signal function of education. Under information asymmetry, 

signallers are insiders such as executives or managers who have the information that is not 

available to outsiders who is the signal receiver. Signallers obtain privileged information about 

the underlying quality of the organization that insiders may find useful and choose whether 

and how to communicate positive and negative information. Signalling theory focus on 

actions that signallers take to deliberately convey positive information and organizational 
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attributes to outsiders (Connelly et al. 2011). Signal receivers, such as customers (Basuroy et 

al. 2006), shareholders (Certo et al. 2001) and debt holders (Elliott et al. 2009), are lack of 

information and must choose how to interpret the signals from insiders. There is partially 

conflicting interest between signallers and receivers where signallers produce false signals at 

the expense of receiver (Johnstone and Grafen 1993; Smith and Bird, 2005). Therefore, 

effective signals are important in signalling theory. To provide effective signals, signal cost is 

of essential for signalling theory (Smith and Bird, 2005). When signallers do not have the 

underlying quality associated with the positive signal, they would think about if the benefits 

of signalling exceed the costs of manipulating and producing the signal and make the decision 

whether to produce false signal. 

In management studies, accounting reports and figures are used as signals by 

managers to convey information for investors and stakeholders. Signalling theory states that 

firm’s executives are encouraged to provide information and send signals through annual 

reports to indicate the firm has done operations well and enhance firm value (Scott, 2009). 

Good signals often are responded well by outsiders (Scott, 2009). Consequently, managers 

tend to manipulate financial performance to signal a positive information suggesting high 

value of the firm to investors (Watts and Zimmerman, 1986) or hide true value and transmit 

favourable and unfavourable information of future performance to attract capital market 

(Prior et al. 2008). Earnings management is also used to transmit information in public sector 

organizations. Managers signal good quality of the public sector financial performance and 

indicate an effective use of resources to stakeholders (Leone and Van Horn, 2005).  

4.3  Stewardship Theory 

Although agency theory receives wide acceptance, researchers raise the limit of 

agency theory and put forward stewardship theory as an alternative (Davis et al., 1997; p.20). 

Agency theory assumes agents have low identification with the company. Contrary to agency 

theory, stewardship theory believes stewards or managers are not selfish and are trustworthy 

(Donaldson and Davis, 1994) and have high identification with the company (Van Puyvelde et 

al. 2012). Research of stewardship theory proposes that stewards are motivated to act in the 

interests of their principals (Davis et al., 1997). When different stakeholders have different 

objectives, the executives make decisions in the interest of overall organization (Boyd et al., 

2011; Ellwood and Garcia-Lacalle, 2015). In this case, even if there is conflict goal between 

agent and principal, agents can act in principal’s interest because it enables them attain 

desired non-financial rewards which link to authority, achievement, and self-actualization 

(Donaldson and Davis, 1994; Shleifer and Vishny, 1997; Daily et al. 2003). Steward theory 

states that agent’s behaviour is collectively oriented and motivated by intrinsic reward rather 

than extrinsic rewards (Sundaramurthy and Lewis, 2003). Considering the differences of 

organizational identification and agent’s motivation, instead of implementing monitor and 

control procedures as oppose to agency theory, the governance mechanisms should change 

from monitoring and financial incentives to empower structures by entitle managers with 

high level of responsibility and authority. 

Despite the difference, research also supports merging agency theory and 

stewardship theory. Especially for non-profit organization, the explanatory power of agency 
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theory is not same as in private organizations. Non-profit organizations are accountable to 

various stakeholders such as regulators, service receivers and public community. People are 

motivated by both intrinsic and extrinsic rewards, however, for individuals working in non-

profit organizations the choice of work partly suggest the extrinsic reward is not their first 

consideration (Roomkin and Weisbrod, 1999).  Mason (1996) states that financial incentives 

may not be effective for non-profit organizations. Deckop and Crika (2000) stresses that 

intrinsic rewards have greater impact on non-profit organizations than on other 

organizations. A relevant theory also testifies this opinion for non-profit organization. Public 

service motivation theory questions the significant incentives to manage reported financial 

performance in public sector organizations. Firstly, the primary objective of public sector is 

providing social services rather than generating profit. Consequently, the incentive 

framework is weaker since performance-related-pay links to service delivery rather than 

financial performance. Secondly, the information asymmetry between managers and other 

stakeholders are weaker than in private sector because regulators and funding providers have 

the power and resources to monitor and evaluate their performance and demand additional 

information, which reduce the potential for disguising performance and misleading key 

stakeholder.  Considering the specific characteristics of non-profit organizations, previous 

research discusses the principal and agent relationships from a stewardship-agency 

perspective. Caers et al. (2006) state that stewardship theory should be regarded as a limiting 

or special case of agency theory rather than a opposing framework. Stewardship theory 

stands on the lower end of the agency conflict axis. Van Puyvelde et al. (2012) regard 

stewardship theory as a complement of agency theory and analyse non-profit principal-agent 

relationships from both external and internal perspectives. 
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Chapter 4 Study 1: Audit adjustment and public sector audit quality 

Introduction 

In December 2015 the English NHS, in the context of austerity-inspired cuts in public 

spending, was in danger of incurring a deficit of £2bn. The sector regulator issued guidance 

to all NHS bodies requesting that, inter alia, they ‘remove prudence from estimates of 

accruals’ (Monitor/Trust Development Authority, 2016). This review released over half a 

billion pounds to the NHS consolidated income statement (NHS Improvement, 2016) raising 

questions about the quality of the audit function (House of Commons, 2016).  

There is considerable evidence that public sector managers manage their financial 

statements to meet financial objectives (see for example, Vermeer et al, 2014 and Ballantine 

et al. 2007). The climate of austerity and uncertainties about future funding enhance the 

incentives for such ‘earnings’ management at a time when the public, and their 

representatives in Parliament, are increasingly dependent, especially for the purposes of 

resource allocation, on a high quality public audit service to mitigate management bias in 

financial reporting.  

Although a large literature exists on audit quality in the private sector (Francis, 2004) 

the lessons from this research cannot be assumed to apply equally to the public sector where 

there are differences in both the institutional and incentive frameworks which affect both 

managers and auditors. Prior empirical studies on public-sector audit quality are however 

limited and are concentrated in North America, particularly US municipalities (Copley 1991; 

Deis and Giroux, 1992; McLelland and Giroux, 2000; Cohen and Leventis, 2013). The focus of 

these papers has largely been on the determinants of audit quality rather than on the 

question as to whether auditors mitigate management bias in reporting. We contribute to the 

literature by investigating this question in the context of English National Health Service 

Foundation Trusts.  I further contribute to the literature by utilising a direct measure of audit 

outcomes, in the form of audit adjustments to the reported surplus/deficit, in contrast to 

other studies which utilise indirect measures of financial reporting quality (Ballantine et al, 

2008). This direct measure of audit outcomes has been facilitated by access to pre-audit 

financial statements for the period 2010-11 to 2014-15. 

I find that, overall, audit adjustments result in a reduction in reported financial 

performance, reducing surpluses and increasing deficits. This is consistent with prior evidence 

of auditor conservatism in the private sector (see for example, Lennox et al. 2016, 2018) but, 

in the public sector, is consistent only with the reduction of management bias for entities in 

deficit.  For entities in surplus, there is considerable evidence that ‘earnings’ are managed 

downwards and so downward audit adjustments arguably increase rather than decrease 

management bias.  We further find that the probability of an audit adjustment which reverses 

management bias, as opposed to one which does not, is higher in Trusts with a pre-managed 

deficit. There is no such relationship in Trusts with a pre-managed surplus. 
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Prior literature  

Public-sector studies of the determinants of audit quality find that it increases with 

industry specialization (Deis and Giroux, 1992; McLelland and Giroux, 2000) and decreases 

with the size and financial wealth of the client (Deis and Giroux, 1992; McLelland and Giroux, 

2000; Lowensohn and Reck, 2004). Auditor size and reputation, however, have little impact 

(Copley, 1991; McClelland and Giroux, 2000; Ballantine et al., 2008). Elsewhere, Cohen and 

Leventis (2013) find that, in Greek local authorities, the timeliness of audit reporting is 

influenced by political factors such as the strength of opposition parties, the incidence of 

mayoral change, and the proportion of governmental grants. To date there has been little 

research, in either the private or public sectors, which investigates whether auditors act to 

mitigate management bias in financial reporting. Two recent papers however address this 

issue in the private sector. 

Lennox et al. (2016) exploit access to pre-audit financial information from the Ministry 

of Finance in China1, to investigate the impact of audit adjustments on earnings quality. 

Analysis of their sample of 11,486 observations reveals that the incidence of downward audit 

adjustments is much higher than upward audit adjustments. Although this is consistent with 

auditor conservatism earnings quality is not impaired. Rather, it mitigates management’s 

tendency for upward earnings management, leading to better quality earnings overall. Based 

on the same data set, Lennox et al. (2018) additionally find that auditors help to improve 

financial reporting quality before stock-financed acquisitions by requiring downward 

adjustments to pre-audit earnings. The generalisability of these results is however restricted 

by the very distinctive features of Chinese capital markets, including the role of the state.  

Elsewhere in the private sector however similar results are found for the direction of 

audit adjustments (Wright and Wright, 1997; Kinney and McDaniel, 1989; Kreutzfeldt and 

Wallace, 1986; Hylas and Ashton, 1982). Two public sector studies also find that audit 

adjustments have a downward tendency. (Baylis and Greenwood, 2016; Grein and Tate, 

2011). 

Historically, the study of audit adjustments has been constrained by data access 

issues, especially in the private sector where there are issues of client and auditor 

confidentiality. Research has therefore tended to focus on the outputs of a review of auditor 

working papers where samples are, inevitably, small (Deis and Giroux, 1992, 1996; Giroux and 

Jones, 2011).   

I contribute to this limited literature as follows. First, we investigate whether audit 

adjustments mitigate management bias in the reporting of surpluses/deficits in the public 

sector, a setting where both auditor and management incentives differ from those in the 

private sector. Second, in contrast to the majority of audit quality studies which use indirect 

measures of audit quality, we exploit access to pre-audit financial statements to derive a 

direct measure of audit quality: the incidence and direction of audit adjustments.   

 
1 Since 2006, Chinese audit firms have been required, for their publicly traded clients, to provide the Ministry of 

Finance with the pre-audit and audited values of pre-tax earnings and total assets. 



 

47 

 

Institutional and regulatory setting  

NHS Foundation Trusts were established from 2004-05 as the preferred model of 

healthcare service delivery in England (Health and Social Care (Community Health and 

Standards) Act 2003). Their establishment represented an innovation in a reform programme 

dating back to the 1980s in which public services became disaggregated into self-governing 

corporatized units and in which private sector management styles and governance structures 

were, and continue to be, introduced as models of best practice (Hood 1991, 1995; Hyndman 

and Lapsley, 2016, Lapsley, 2008) even though the expected outcomes may not subsequently 

be realised (Lapsley, 2009).   

Foundation Trusts were granted unprecedented levels of managerial freedom, 

including the ability to retain funds and to borrow on commercial markets for the purposes 

of strategic service development. Although publicly funded, receiving most of their capital, 

(in the form of ‘taxpayers’ equity’), and revenues, (in the form of contracted payments for 

patient treatments), they are free from central government control, reporting direct to 

Parliament and regulated by an independent regulator, Monitor.2 As at the end of 2014-15 

there were 153 Foundation Trusts in existence delivering £37bn of health services 

(approximately 30% of total English NHS expenditure) to local communities (NHS England, 

2015 p. 148). 

Foundation Trusts have a dual tier governance structure with a Governing Body, 

comprising non-remunerated representatives of key stakeholder groups, which provides 

oversight of the remunerated main Board, responsible for the management and performance 

of the Trust. Key stakeholders on the Governing Body include representatives of service 

commissioners and of local authorities (National Health Service Act, 2006). These bodies have 

a particular interest in the financial performance of the Trust as they engage in contractual 

negotiations for the volume, quality and price paid for the Trust’s services (Monitor, 2013, 

p71).3 The governing body has a number of key powers including the power to appoint the 

Trust Chairman, to appoint the auditors, and to receive the financial statements and the 

report of the auditors, in general meeting (National Health Service Act, 2006).  Each Trust is 

required to establish an audit committee of at least three independent non-executive 

directors, one of whom should have recent relevant financial experience, to monitor and 

review the audit function and to advise the Governing Body (Monitor, 2010/2014). Until 1 

April 2013, a Foundation Trust Governing Body was statutorily required to include 

representatives of service commissioners (Health and Social Care Act, 2012).   

The main responsibilities of Foundation Trust auditors have features which go beyond 

those applicable to the private sector. These responsibilities are set out in the National Health 

 
2 From April 2016 Monitor became a part of NHS Improvement, a non-departmental body which has assumed 

responsibility for ensuring that Monitor’s statutory functions are performed. 
3  ‘Commissioners specify in detail the delivery and performance requirements of providers such as NHS 

foundation trusts, and the responsibilities of each party, through legally binding contracts. NHS foundation trusts 

are required to meet their obligations to commissioners under their contracts. Any disputes about contract 

performance should be resolved in discussion between commissioners and NHS foundation trusts, or through 

their dispute resolution procedures’ (Monitor, 2013, p71). 
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Service Act 2006, Sch 10. In addition to complying with all other legal and regulatory 

requirements that apply to them, Foundation Trust auditors must satisfy themselves that the 

financial statements are prepared in accordance with the requirements of Monitor in its 

Foundation Trust Annual Reporting Manual4 (as approved by the Treasury) and that the Trust 

has made proper arrangements for securing economy, efficiency and effectiveness in its use 

of resources. Further, auditors are required to consider whether they should issue a report 

on any matter arising in the course of the audit that they believe is of public interest and 

should be to the attention of the public (a public interest report).  

The audit of Foundation Trusts is regulated by the National Health Service Act 2006, 

Sch 7. The Governing Body has the statutory power to appoint an auditor from any of the 

bodies listed under paragraph 23(4). 5  The auditor then performs his/her audit work in 

accordance with the Audit Code issued by Monitor (2011a, 2014).6 Quality assurance of the 

auditors’ work is performed by the Financial Reporting Council. Regulation of Foundation 

Trust auditors is entirely within the remit of the Financial Reporting Council (the regulator of 

private sector auditors) and is overseen by Monitor, the Foundation Trust regulator. This 

regime pre-dated the new system of public audit regulation and the abolition of the Audit 

Commission7 (Local Audit and Accountability Act, 2014).  

Theoretical framework 

Agency theory predicts audit as a means of reducing agency costs (Jensen and 

Meckling, 1976; Watts and Zimmerman, 1983) and in mitigating the possibility of self-serving 

reporting by management (Sunder, 1999), for which a significant body of evidence exists in 

all of the private, not-for-profit and public sectors. In the public sector, despite a weaker 

incentive framework than in the private sector, there is considerable evidence that surpluses 

are managed downwards and deficits upwards in order to report small surpluses close to zero 

(Hoerger, 1991; Leone and Van Horn, 2005; Ballantine et al., 2007; Greenwood and Tao, 

2017). This has been particularly so since the introduction of accrual accounting (Barton, 

2009) which has increased the opportunities for earnings management at a time when the 

incentive framework has been strengthening due to New Public Management inspired 

 
4  The latest version of the FT annual reporting manual can be found here: 

https://improvement.nhs.uk/resources/nhs-foundation-trust-annual-reporting-manual-201718/ 
5 Potential auditors compete for each NHS Foundation Trust audit contract. This contrasts with the NHS Trust 

regime which, until 2015, remained under the regulation of the Audit Commission (Greenwood and Tao, 2017; 

Ellwood and Garcia-Lacalle, 2015). Under the Audit Commission regime, auditors were appointed by the Audit 

Commission with competition between audit firms for blocks of audit fees covering a number of Trusts. The 

individual Trust was then notified of its audit fee by the Audit Commission based on a scale of fees which 

covered the cost of operating the Commission as well as the contracted payments to audit firms. Since their 

inception, Foundation Trusts, whose Governing Bodies appoint the auditor, have notably experienced much 

lower audit fees than NHS Trusts (Greenwood and Tao, 2017). 
6 From 1 April 2015 Monitor’s Audit Code has been superseded by the National Audit Office’s Code of Audit 

practice. https://www.gov.uk/government/publications/nhs-foundation-trusts-audit-code 
7 The Audit Commission was established as an independent body in 1983. Its primary remit was the audit of local 

public bodies. Its role encompassed the provision of audit services, whether sourced from their own in-house 
audit practice or sub-contracted to private sector firms, the setting of audit fees for each individual local body, 
and the monitoring of audit quality. 

 

https://improvement.nhs.uk/resources/nhs-foundation-trust-annual-reporting-manual-201718/
https://www.gov.uk/government/publications/nhs-foundation-trusts-audit-code
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reforms (Hood, 1991, 1995; Lapsley, 2008). Indeed, evidence suggests that the management 

of accruals in the public sector is more aggressive than in the private sector (Vermeer et al. 

2014). If auditors act to reduce agency costs then we expect that they would negotiate 

adjustments to the financial statements to mitigate this bias. However, auditors are also 

agents in their own right and face their own incentives, most notably the profit motive, the 

threat of litigation and the potential for loss of reputation (De Angelo, 1981; Antle, 1982, 

1984; Francis, 2004; ICAEW, 2005; Francis, 2011). As rational self-interested agents auditors 

may therefore act in their own self-interest rather than in the interests of principals. However, 

there are distinct differences between the incentives faced by auditors of public sector 

organisations as compared with auditors of the private sector. 

In the private sector the potential for litigation and loss of reputation incentivises 

auditors to deliver a high quality audit (Francis and Wilson, 1988; Kothari et al., 1988; Francis, 

2004, 2011; DeFond and Zhang, 2014). In the public sector, however, the threat of litigation 

is minimal, as governments stand behind public sector entities, reducing the risk of financial 

failure.  The risk of reputation loss is also lower but the impact, should it occur, could be much 

greater (Copley, 1989; Clatworthy et al., 2002) because of the much greater public exposure. 

Thus, in the public sector (as in the private sector) auditors have incentives to mitigate the 

upward management of deficits, (which might disguise an underlying fragile financial 

position), but do not experience similar incentives to negotiate adjustments which mitigate 

the downward management of surpluses. In this scenario, auditor incentives to argue for an 

increase in the reported surplus are weak: the additional effort in building and negotiating a 

case for an adjustment may not be recovered in additional fees8 and management resistance 

to an upward adjustment could be expected to be high:  small surpluses signal competence 

in resource utilization and, when facilitated by managerial discretion in reporting, help to 

protect against future revenue reductions and cost pressures (Ballantine et al., 2007, Pilcher 

and Van der Zahn, 2010). Managers, however, may be less resistant to an audit adjustment, 

which reduces (rather than increases) the reported surplus, as for example in a cut off error. 

A limited review of unadjusted audit differences as reported under ISA 260 has 

revealed potential evidence in support of this analysis. For example, in 2015-16 South 

Derbyshire Clinical Commissioning Group (CCG) accepted adjustments of £1m, which had no 

impact ‘on the bottom line position’9, to each of payables and receivables. The CCG did not, 

however, agree to an adjustment arising from a late credit note from Derby Hospitals 

Foundation Trust. This resulted in an overstatement of expenditure of £2.7m at a time when 

the Group was within £9m of its expenditure limit of £734m. This essentially transferred 

£2.7m from 2015-16 to future periods when, under austerity-induced public spending cuts, it 

might prove more useful. 

 
8 This is in contrast with the previous Audit Commission regime where an auditor could apply to the Audit 

Commission for an increase in fee (Audit Commission Act 1998, Ch 18, s.7; Audit Commission 2014) and if 
agreed, would be put into effect, either through an increase in the current year fee or through future year’s 
fees.  

9 ISA 260 report for 2015-16 for South Derbyshire Clinical Commissioning Group. 
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In summary, auditors face incentives to reduce management bias for entities in deficit 

but face much weaker incentives to do this for entities in surplus. The latter arises from 

management incentives to manage surpluses downwards which results in a very low risk of 

reputation loss for auditors. 

Method 

In this thesis I use privileged access to pre-audit financial statements to investigate 

whether, in the public sector, audit adjustments reduce management bias in the reporting of 

surpluses/deficits.   

I thus use audit adjustments as a proxy for audit quality. Many other, mostly private 

sector, studies have used measures of earnings quality as a proxy for audit quality. However, 

in addition to the auditor’s influence, audited earnings are affected by the reporting choices 

of managers, by non-discretionary factors and by real earnings management and are 

therefore imprecise measures of audit outcomes (Lennox et al., 2016; Defond and Zhang, 

2014). Audit adjustments represent a more direct measure of audit outcomes and are 

identified by comparing the pre-audit and post-audit surplus/deficit. 

However although this measure has been used in private sector studies (Lennox et al, 

2016; Lennox et al. 2018; Francis, 2004) in public sector studies there is often insufficient data. 

Our own data base is large in comparison with other public sector studies such as those 

reported in Kinney and Martin, (1994) but is still relatively modest in size.  In this paper, we 

therefore adopt an exploratory approach using both descriptive and multivariate analysis. We 

first examine the distribution and direction of audit adjustments which impact the reported 

surplus/deficit. Then, given that research evidence shows that surpluses tend to be managed 

downwards and deficits upwards, we investigate the direction of audit adjustments for 

surplus and deficit observations. We then proceed to refine this analysis by using an estimate 

of discretionary accruals as a proxy for trust-year managerial discretion in financial reporting 

and investigate the incidence and scale of audit adjustments in the presence of discretionary 

accruals which increase (decrease) the reported surplus (deficit). Consistent with our 

theoretical analysis which suggests that the impact of audit may vary with pre-audit financial 

performance we separately consider Trusts which have pre-audit deficits on the one hand, 

and pre-audit surpluses on the other. 

Finally, we proceed to multivariate analysis and, using a probit regression, test 

whether there is a higher probability of an audit adjustment which reverses management bias 

than one which does not – see equation (1).  

𝐴𝐴𝑖𝑡 = 𝛽0  + 𝛽1𝐷𝐴𝑖𝑡 + 𝛽2𝐴𝑈𝐷𝐹𝐸𝐸𝑖𝑡 + 𝛽3𝐴𝑢𝑑𝑖𝑡𝑜𝑟𝑖𝑡 + 𝛽4𝑙𝑛𝑆𝐼𝑍𝐸𝑖𝑡 + 𝛽5𝐹𝑇𝑡𝑦𝑝𝑒𝑖𝑡 +

𝛽6𝑙𝑖𝑞𝑖𝑡 + 𝑌𝑒𝑎𝑟                                          (1) 

Where:  AA takes the value of 1 in the presence of a downward audit adjustment, 0 in 

the presence of an upward audit adjustment. As our research question directly focuses on 

whether audit adjustments reduce management bias we exclude observations without an 
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audit adjustment 10 .  DA takes the value of 1 in the presence of income-increasing 

discretionary accruals, 0 otherwise. An audit adjustment reduces management bias when 

AA=1 (downward) and DA = 1 (discretionary accruals are positive), and when AA=0 (upward) 

and DA =0 (discretionary accruals are negative). AUDFEE is the natural log of the statutory 

audit fee; Auditor is a categorical variable indicating auditor identity as between the Audit 

Commission11, Big 4 audit firms and second-tier audit firms. Auditor has been separated into 

two dummy variables (Audit Commission and second-tier), with Big 4 as the base case; lnSIZE 

is the natural log value of total assets; FTtype is a categorical variable identifying the type of 

Trust (acute, mental health and other). It has been separated into two dummy variables 

(mental health trusts and other trusts), with acute trusts as base case; liq is a measure of short 

term liquidity (current assets/current liabilities) and Year is an indicator variable to 

accommodate yearly variations for example in auditor reporting requirements.  

This probit regression tests whether the probability of audit adjustments which 

reduces management bias is higher than the probability of an audit adjustment which does 

not. A positive coefficient before DA suggests that when discretionary accruals are income-

increasing (DA=1) the probability of a downward audit adjustment (AA = 1) is higher than for 

an upward adjustment (AA = 0). Likewise, when discretionary accruals are income-decreasing 

(DA=0) the probability of an upward adjustment (AA = 0) is higher than a downward 

adjustment (AA = 1). 

Control variables  

The auditor-related controls are audit fee (AUDFEE) and auditor size (Auditor). The 

audit fee, by measuring auditors’ effort level (Gul, 2006; Lobo and Zhao, 2013; Hribar et al., 

2014) and the reputation/litigation effect (Craswell et al., 1995; Simunic and Stein, 1996) has 

generally been taken as a proxy for audit quality in both public and private sectors (Francis, 

2004; Mellett et al., 2007; Ballantine et al., 2008; Giroux and Jones, 2011; Ellwood and Garcia‐

Lacalle, 2015). Others however have questioned the merits of using the audit fee as a measure 

of quality (DeFond and Zhang, 2014). In this paper our measure of audit quality is the 

incidence of audit adjustments. We use audit fees as a control which to ascertain whether the 

incidence of an audit adjustment varies with the audit fee. 

The reputation hypothesis posits that large audit firms have incentives to maintain 

service quality to preserve their reputations (DeAngelo, 1981). Choi et al. (2010) and 

Sundgren and Svanström (2013) further propose that larger audit firm and offices offer 

auditors more training activities and a better internal review system of audit work. 

Conventionally auditor size has been proxied by the Big N variable (Becker et al., 1998; Francis 

et al., 1999; Francis, 2004; Behn et al., 2008). Following prior public sector literature 

 
10  An analysis of observations with no audit adjustments (untabulated) shows that discretionary accruals, 

whether positive or negative, are not significantly different from zero. Further there is no difference in the 
percentage of observations without an audit adjustment when analysed between Trusts with a pre-managed 
deficit and a pre-managed surplus.  

11 The Audit Commission, the former regulator of local public audit in England, with its own audit practice, 
conducted no Foundation Trust audits from 2013/4 following the transfer of its audit practice to private sector 
firms.  
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(Clatworthy et al., 2002; Giroux and Jones, 2007; Ballantine et al., 2008; Ellwood and Garcia‐

Lacalle, 2015), this study allocates auditor type into three categories: Big 4 firms (1), second-

tier audit firms (2) and the Audit Practice of the Audit Commission (3). We use Big 4 firms as 

the base group against which the marginal impact of audit firm type, (second tier and Audit 

Commission) is estimated (Wooldridge, 2016, pp. 212-214). When an audit adjustment is 

upward (AA=1), a positive coefficient on Auditor would indicate that, compared with the Big 

4, an audit firm category is more likely to have a downward adjustment. 

There has been some evidence that audit quality varies by the type of Trust 

(Greenwood and Tao, 2017), perhaps because audit firms regard the FT market as largely 

homogeneous. We therefore include both Trust size (SIZE) and Trust type (FTtype) as proxies 

for audit complexity. Trust types are: acute hospital trusts (1), mental health trusts (2) and 

other trusts (3). We adopt acute firms as our base group and estimate the marginal impact of 

mental health and other Trusts. Liquidity (liq) is included as a proxy for audit risk. Liquidity is 

subject to regulatory monitoring (Monitor 2009, 2011, 2013) and has the potential to be 

associated with the exercise of managerial discretion (Greenwood et al., 2017) and thus on 

the potential for audit adjustments.  

In a literature review, primarily of capital markets research, Armstrong et al. (2010) 

identify numerous other variables hypothesised to be associated with audit quality. Of these, 

governance and audit committee characteristics, such as board structure, proportion of 

outside directors and expert directors, are potentially relevant in a public sector context. 

However, in the Foundation Trust environment, governance arrangements, including the 

composition, responsibilities and reporting requirements of the audit committee, are subject 

to considerable regulation (Monitor, 2014).  In a relatively small sample this results in 

insufficient variation from year to year and between Trusts to facilitate the detection of 

significant influences. Such variables have therefore been omitted from our model. 

Sample and data  

Post-audit data was obtained from the Laing and Buisson Database of NHS Financial 

Statements, whilst the pre-audit data, which is restricted to the five fiscal years of 2011-2015, 

was accessed under special licence from Monitor, the Foundation Trust regulator. During the 

sample period the number of Foundation Trusts increased from 136 to 153, giving a total of 

721 potential trust-year observations. Our sample is reduced to 568 observations as a result 

of three missing observations and as a consequence of lagging in the estimation of 

discretionary accruals.  

Accruals modelling 

To identify management bias we apply the Modified Jones Model (Dechow et al., 

1995) to estimate discretionary accruals as follows:   

𝑇𝐴𝑐𝑐𝑖𝑡

𝑇𝐴𝑖𝑡−1
= 𝛼1 + 𝛼2

∆(𝑅𝑒𝑣−𝑅𝑒𝑐)𝑖𝑡

𝑇𝐴𝑖𝑡−1
+ 𝛼3

𝑃𝑃𝐸𝑖𝑡

𝑇𝐴𝑖𝑡−1
+ 𝜀𝑖𝑡                    (2)      

Where: 𝑇𝐴𝑐𝑐𝑖𝑡 is calculated for entity i, from time  t-1 to t, as the change in current 

assets minus the change in current liabilities minus the change in cash and cash equivalents, 
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plus the change in short-term borrowing,  minus the change in long-term provisions and 

minus depreciation and amortization; ∆(𝑅𝑒𝑣 − 𝑅𝑒𝑐)𝑖𝑡  is the change in the difference 

between revenue and receivables from time t-1 to t; 𝑃𝑃𝐸𝑖𝑡  is the level of property, plant and 

equipment at time t for entity i. 𝜀𝑖𝑡  is the residual representing our measure of discretionary 

accruals. All variables, except the constant, are scaled by lagged total assets (Jones, 1991; 

Ballantine et al., 2007). Consistent with Peasnell et al. (2000) the constant term is unscaled12. 

This facilitates the use of a fixed effects panel estimator as indicated by the results of a 

Hausman test (Hausman, 1978).  

In Foundation Trusts the use of long term provisions as a means of managing ‘earnings’ 

is beneficial as adjustments to long term provisions do not affect measures of short term 

liquidity. A low liquidity ratio increases the risk of intervention by the sector regulator, 

Monitor (Monitor, 2009; 2011b; 2013). Intervention ranges from additional monitoring to 

replacement of the Governing Body and Board. 

 In the estimation of discretionary accruals equation (2) recognises that accruals are a 

function of revenue growth, which when adjusted for receivables allows for non-discretionary 

growth in credit sales, and that depreciation is a function of PPE (Dechow et al., 2010). Both 

these are relevant in the context of Foundation Trusts where the fixed asset base is 

substantial, and where revenue is largely generated from a payment by results contract with 

commissioners.  

Pragmatically, however, the modified Jones model (Dechow et al., 1995) has been 

selected as the preferred estimator of discretionary accruals because of the restricted data 

base – limited in total to five years observations. Lagging in the Jones model results in the loss 

of only one year’s observations whilst use of the Dechow and Dichev model (Ballantine et al., 

2007, 2008) results in a loss of two years’ observations. Further, the modified Jones model is 

considered better at distinguishing between innate and discretionary sources of variation in 

accruals (Francis, et al., 2006). There has, however, been some criticism that its explanatory 

power is low (Dechow et al. 2010) and that the variables designed to control for innate factors 

( ∆𝑅𝑒𝑣 and PPE), do not adequately capture the financial reporting effects of business 

fundamentals as opposed to the exercise of managerial discretion (Francis et al., 2006). In the 

setting of NHS Foundation Trusts however there is little variation in either the business model 

or the operating environment.  

  

 
12  Where the intercept is scaled by total assets, the resulting regression is estimated with the true constant term 

suppressed. This is not possible with a panel data estimator. There is no theoretical reason for forcing the 

regression through the origin and regressions estimated with the constant suppressed preclude an analysis of 

the goodness-of-fit of the models because the associated R-square values are unreliable (Peasnell et al., 2000). 

However, as a test of the robustness of our results, we repeat our estimation of discretionary accruals with an 

OLS estimator using a scaled constant and with the true constant suppressed and repeat our analysis. The 

results are reported in our findings.   
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Findings  

Descriptive statistics and univariate analysis 

Table 4.1 Panel A provides descriptive statistics based on the post-audit financial 

statements of the NHS Foundation Trusts in our sample.  It shows that over the period of our 

thesis, Foundation Trusts had a mean income of £268m, ranging from £11m for the smallest 

and £1.3bn for the largest. Expenditure figures are similar whilst total assets are slightly lower 

with a mean of £207m. The mean deficit is £922k but, consistent with a median surplus of 

£678k, is skewed by a few large deficits (Figure 1). The remaining figures in Table 1 illustrate 

the potential for the exercise of discretion in reported earnings. It is often argued that in 

public sector organizations this potential is low. Foundation Trusts receive most of their 

income from public sources and intra-NHS balances are reconciled, so this leaves little 

potential for the exercise of discretion, although there is still some scope for misstatements 

which are not material13  and which are not adjusted in the audit process 14. There is, 

however, scope for the management of reported figures through payables (mean £28m) and 

the various provisions figure: bad debts, short term provisions and long term provisions, each 

have a mean value of approximately £2m. 

Panel B shows that as a % of revenue and of assets, our sample has a mean deficit of 

approximately 0.5% with a median surplus also of approximately 0.5%. The distribution is 

negatively skewed and has high kurtosis. These figures are consistent with the reporting of 

small surpluses close to zero (Figure 1). Table 4.1 Panel C shows audit adjustments by type of 

Trust and auditor. Big 4 auditors have a higher percentage of adjustments (33%) than the 

Audit Commission or second tier auditors (all others). The highest percentage of audit 

adjustments occurs in Mental Health Trusts. 

Figure 4.1 
Histogram of Reported Earnings for NHS Foundation Trusts from 2011 to 2015 
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Note: The distribution of reported earnings scaled by total revenue for NHS Foundation Trusts from  year 2011 to 2015. The distribution 

bin widths are 0.006 (Degeorge et al., 1999): calculated as 2(IQR)* (N–1/3), where IQR is the sample interquartile range and N is 

observation number. Frequency is the number of observations in a given interval. 

 
13 For a Trust with mean assets the materiality level would be set in the region of £2-4m (ISA 320, para A8). 
14 An example of such an unadjusted error has been noted in an ISA 260 document of an NHS organization 

indicating that management of the revenue figure is possible.  
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Table 4.1 
Descriptive Statistics - Post-audit Financial Statements 2010-2015 

Panel A Descriptive statistics for main financial accounts 

Post-audit variables Obs. Mean Sd. Min Max Median Skewness Kurtosis

£000 £000 £000 £000 £000

Total income 721 268,032 189,079 10,583 1,289,856 223,958 2.14 8.92

Total expenditure 721 264,168 184,039 10,352 1,238,579 223,486 2.06 8.56

Total assets 721 206,691 165,469 9,492 1,472,648 161,808 2.87 15.45

Earnings (Surp/Def) 721 -922 18,793 -249,654 181,012 678 -3.34 72.26

Receivable 721 14,153 15,445 867 128,261 9,865 3.37 17.95

Payables 721 27,770 22,807 1,580 164,095 21,194 2.61 11.64

Inventory 721 3,225 3,703 0 20,760 2,349 1.91 7.17

Depreciation 721 7,267 5,824 179 40,139 5,566 2.12 8.91

Long term provision 721 1,908 2,402 0 20,368 1,091 3.22 18.56

Short term provision 721 2,056 3,148 0 54,729 1,005 7.63 113.00

Bad debt provision 721 1,645 3,991 0 50,228 619 6.93 63.86  

Panel B Descriptive statistics for the income and expenditure account  

Post-audit value Obs. Mean Sd.  Min Max Median Skewness Kurtosis

Surplus/deficit scaled by 

total revenue 721 -0.005 0.059 -0.748 0.251 0.004 -5.062 54.769

Surplus/deficit scaled by 

total assets 721 -0.006 0.067 -0.522 0.327 0.005 -2.353 20.151

Panel C Distribution of audit adjustments by Foundation Trust type and by auditor

FT type No. of obs. Percent (%) No. with audit adjustments Percent with audit adjustments (%)

Acute 405 56.2 119 29.4

Mental 206 28.6 77 37.4

Other 110 15.3 31 28.2

Total 721 100.0 227 31.5

Auditor 

Big 4 557 77.3 184 33.0

Second tier 93 12.9 24 25.8

Audit Commission 71 9.9 19 26.8

Total 721 100.0 227 31.5  

 

Table 4.2 reports the incidence (Panel A) and value (Panel B) of audit adjustments. 

Panel A shows that the incidence of adjustments is highest for the surplus/deficit, receivables 

and payables figures, with over 30% of Trusts having an adjustment to these figures. 

The biggest value adjustments (Panel B) occur in the surplus/deficit figure both in 

terms of magnitude (mean £141k) and relative to the pre-audit value. The mean of the latter 

is -10% giving the first indication that audit adjustments tend to move reported financial 

performance downwards, whilst the mean of the absolute value of adjustments, (24% of the 

pre-audit value), indicates their scale. The next most significant adjustments are, as predicted, 
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those to payables (mean £104k). These adjustments represent a much lower percentage of 

the pre-audit value.  

 

Table 4.2 
Incidence and Value of Audit Adjustments 

Panel A: Incidence of audit adjustments 

Accounts No. of Obs. % total obs. Total Obs.

Earnings(Surp/Def) 227 32 721

Receivable 229 32 721

Payable 274 38 721

Inventory 27 4 721

Depreciation 45 6 721

Long term provision 75 10 721

Short term provision 101 14 721

Bad debt provision 46 6 721

Obs. with adjustments

 

Panel B: Mean value of audit adjustments 

Earnings(Surp/Def)

Receivable

Payable

Inventory

Depreciation

Long term provision

Short term provision

Bad debt provision

Unscaled adjustments
a 

(£000)
Relative adjustments

b

-140.78 -10.47%

-59.00 -0.21%

-103.66 -0.26%

-4.23 -0.16%

0.51 0.02%

-7.50 0.84%

-6.68 17.08%

-8.96 2.75%

2.76%

20.92%

3.89%

Absolute relative 

adjustments
c

23.73%

2.05%

1.42%

0.28%

0.18%

 
Notes: 
a Unscaled adjustments=mean value of (post-audit minus pre-audit values) 
b Relative adjustments=mean value of (unscaled adjustment divided by pre-audit value); 
c Absolute relative adjustments= mean value of (absolute unscaled adjustment divided by pre-audit value). 
 

 

Table 4.3 
Incidence and Magnitude of Upward and Downward Adjustments to Earnings (Surplus/Deficit) 

Panel A: Number and percentage of adjustments 

Total obs.

No. of obs. % No. of obs %

Surplus/deficit 90 12% 227 31% 721137 19%

Upward adjustments Downward adjustments Total  adjustments

No. of obs. %

 
Panel B: Magnitude of upward and downward adjustments to earnings 

Max

         37,513 

              14.2 

        5,079.3 

          54,660 1,687         

Upward adjustments Downward adjustments

Mean Median Max Mean Median

                148 

                 0.1 

Relative adjustmentsc (%) 53.1         7.0                         1,161.9 90.0                            3.6 

0.7             Scaled adjustments
b 

(%) 0.4           0.1                                  6.8 

Unscaled adjustments
a 

(£000) 1,441       128                

 
Notes: 
a Unscaled audit adjustments= post-audit earnings – pre-audit earnings; 
b Scaled adjustments= (post-audit earnings – pre-audit earnings)/pre-audit total revenue; 
c Relative adjustments= |post-audit earnings – pre-audit earnings|/|pre-audit earnings|. 
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To investigate further the direction of adjustments Table 4.3 shows the incidence and 

magnitude of adjustments, split between downward adjustments and upward adjustments in 

the surplus/deficit figure. Panel A shows that there are 137 downward adjustments compared 

with 90 upward adjustments. Panel B further shows that the value of downward adjustments 

(mean value £1,687k) also exceeds the value of upward adjustments (£1,441k) and that this 

is also reflected when the adjustments are scaled both by revenue and by the pre-audit value. 

Thus a pattern is emerging that downward adjustments are both more prevalent and higher 

in value than upward adjustments. 

In Table 4.4, I investigate further the direction of audit adjustments for Trusts with 

pre-audit deficits and those with pre-audit surpluses.  Panel A shows that the incidence of 

downward adjustments significantly (z-test) exceeds the incidence of upward adjustments for 

both deficit and surplus observations. Interestingly this phenomenon is much more 

pronounced for surplus observations where we might expect audit adjustments to have an 

upward bias.  

Table 4.4 
Analysis of Audit Adjustments by Pre-audit Surplus and Deficit 

Panel A: Incidence of audit adjustments by pre-audit surplus and deficit 

Pre-audit No. of Obs. Percent No. of Obs. Percent z-stat.†

Surplus 56 39% 89 61% 5.629***

(0.000)

Deficit 34 41% 48 59% 3.140***

(0.002)

Total number of adjustments 227

82

Upward Adjustments Downward Adjustments

Total Obs.

145

 

Panel B: Magnitude of audit adjustments by pre-audit surplus and deficit 

Mean Median Max Mean Median Max t-stat.†

Surplus obs.c 0.4 0.1 6.8 0.4 0.1 8.2 -0.018

(0.985)

Deficit obs.
d 0.4 0.1 2.1 1.2 0.1 14.2 -1.592

(0.115)

Surplus obs.
c 65.0 9.3 1,162.0      104.4 4.5 5,079.0      2.169**

(0.032)

Deficit obs.
d 33.5 3.8 327.0 63.3 3.4 1,089.0      -2.578**

(0.012)

Relative 

adjustmentsb  

(%)

Downward AdjustmentsUpward Adjustments

Scaled 

adjustmentsa (%)

 
Notes: 
p-value in parentheses; 
a Scaled adjustments: audit adjustments scaled by pre-audit total revenue; 
b Relative adjustments: audit adjustments scaled by pre-audit earnings; 
c Surplus obs.: observations with pre-audit surplus; 
d Deficit obs.: observations with pre-audit deficit. 
† The z-test compares the two sample percentages to establish whether the incidence of upward adjustments is statistically different from 
the incidence of downward adjustments. The t-stat tests whether the means of the two samples are statistically different. 

 

Panel B shows the scale of upward and downward adjustments for pre-audit surplus 

and deficit observations.  For surplus observations there is no difference between the scale 

of upward and downward adjustments (mean 0.4%, median 0.1%). Relative to pre-audit 

earnings however the scale of upward adjustments for surplus observations, (65%) is 
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significantly lower than the downward adjustments (104%) (p=0.05). This is also true for 

deficit observations (34% vs 63%). These results are consistent with auditors reducing 

management bias for deficit observations but not for surplus observations. Rather, for surplus 

observations the auditor adjustments appear to reinforce the direction of management bias. 

Table 4.5 
Quintile Analysis of Adjustments to Pre-audit Earnings 

Panel A: Incidence and percentage of adjustments 

Quintiles Exp. No. of Obs. Percent of total No. of Obs. Percent of total

Q1 +++ 17 11.81 28 19.44

Q2 ++ 18 12.50 22 15.28

Q3 +/- 16 11.11 25 17.36

Q4 -- 26 18.06 24 16.67

Q5 --- 13 9.03 38 26.39

Total 90 137

Upward Adjustments Downward Adjustments

 

Panel B: Adjustments scaled by revenue 

Quintiles Exp.
Mean of scaled 

adjustments
Median

Mean of scaled 

adjustments
Median

Q1 +++ 0.44 0.08 1.44 0.16

Q2 ++ 0.35 0.06 0.85 0.03

Q3 +/- 0.72 0.14 0.72 0.07

Q4 -- 0.32 0.03 0.20 0.04

Q5 --- 0.25 0.14 0.38 0.13

Upward Adjustments (%) Downward Adjustments (%)

 

Panel C: Adjustments scaled by pre-audit value of earnings (surplus/deficit) 

Quintiles Exp.
Mean of relative 

adjustments
Median

Mean of relative 

adjustments
Median

Q1 +++ 8.20 3.43 19.85 2.93

Q2 ++ 78.88 14.04 114.78 5.99

Q3 +/- 154.21 40.09 339.05 14.72

Q4 -- 24.45 2.97 16.02 2.66

Q5 --- 8.85 1.37 10.21 3.45

Upward Adjustments (%) Downward Adjustments (%)

 
Explanatory note: 
Q1 +++= top 20% of surplus (biggest surplus); Q2 ++= second top 20% surplus; Q3 +/- = middle 20% with small surplus or deficits; Q4 --= 
second bottom 20% deficits; Q5 ---= bottom 20% of deficits (biggest deficits). 

 

Further insight into the direction of adjustments is given by the quintile analysis shown 

in Table 4.5 which shows the direction of adjustments for each quintile of pre-audit earnings. 

(Quintile 1 represents the biggest surpluses and Quintile 5 represents the biggest deficits). 

Panel A shows that, with the exception of small deficits (Quintile 4) the number of downward 

adjustments exceeds the number of upward adjustments.  Interestingly, for the highest 

surplus observations (Quintile 1), 19.44% have downward adjustments compared with only 

11.81% with upward adjustments. These are the observations where we would expect the 

highest downward management of earnings and where we might therefore expect the audit 

adjustments to be more upward than downward.  This finding does, however, offer an 
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explanation for the findings of Greenwood et al. (2017) where, in an analysis of published 

financial statements, a higher than expected level of downwards earnings management was 

found for Foundation Trusts with high levels of pre-managed surplus. The highest incidence 

of downward adjustments, as expected, occurs for large pre-audit deficits (Quintile 5).  The 

high incidence of downward adjustments in the middle quintile (small deficits and surpluses 

close to zero) is consistent with auditors acting to counter the management of earnings for 

the purposes of small loss avoidance (Ballantine et al., 2007).  

The results shown in Panels B and C, which present the mean and median of scaled 

adjustments and relative adjustments, follow a similar pattern to that found in Panel A. 

Our analysis so far shows that downward adjustments dominate over upward 

adjustments irrespective of whether the Trust has a pre-audit deficit or surplus. Whilst the 

audit adjustments in relation to deficit observations are consistent with the reduction of 

management bias, the results for surplus observations suggest that management bias is 

increased. We investigate this proposition further by investigating whether or not audit 

adjustments serve to reduce discretionary accruals. Discretionary accruals represent a Trust-

year measure of bias in financial reporting.  Table 4.6 Panel A shows the direction of audit 

adjustments for observations with positive discretionary accruals, (which increase (reduce) 

reported surpluses (deficits)), and where we would therefore expect to see downward audit 

adjustments. As a result of the lagging in discretionary accruals our sample is reduced from 

721 to 568 observations.   

Table 4.6 
Audit Adjustments and Discretionary Accruals 

Panel A: Audit adjustments for observations with positive discretionary accruals 

No.

% of total 

Obs.

Scaled AA 

meana(%) No.

% of total 

Obs.

Scaled AA 

meana(%) No. %

Total 32 10.63 0.33 59 19.60 0.83 301 100

Surplus 23 12.11 0.24 35 18.42 0.34 190 100

Deficit 9 8.11 0.58 24 21.62 1.55 111 100

Upward Adjustments Downward Adjustments Total Obs.

 

Panel B: Audit adjustments for observations with negative discretionary accruals 

No.
% of total 

Obs.

Scaled AA 

meana(%)
No.

% of total 

Obs.

Scaled AA 

meana(%)
No. %

Total 39 14.61 0.49 42 15.73 0.44 267 100

Surplus 20 13.51 0.68 26 17.57 0.61 148 100

Deficit 19 15.97 0.37 16 13.45 0.56 119 100

Upward Adjustments Downward Adjustments Total Obs.

 
The total number of observations is 568, falling from 721, as a consequence of lagging in the estimation of discretionary accruals. 
Note: 
a Scaled AA mean: mean value of (audit adjustment divided by pre-audit revenue). 

 

The results show that, overall, downward adjustments (59) exceed upward 

adjustments (32) consistent, overall, with the reduction of management bias. This picture is 

similar for both surplus and deficit observations. Further, in the case of deficit observations, 

the scaled downward adjustments (mean 1.55%) are much higher than the scaled upward 

adjustments (mean 0.58%). This, however, is not so evident for surplus trusts. 
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Panel B shows the results for Trust observations with negative discretionary accruals 

(which reduce (increase) reported surpluses (deficits)) where we would expect audit 

adjustments to be upward. This panel shows overall that there is little difference between the 

incidence and scale of downward and upward adjustments, except for deficit observations 

where the scale of downward adjustments is higher.  Panel B thus suggests that the impact 

of audit adjustments on negative discretionary accruals does not have a bias in either 

direction. 

Multivariate analysis 

Table 4.7 presents the results of our multivariate investigation to establish whether 

the probability of an audit adjustment which reverses management bias is higher than the 

probability of an audit adjustment which does not. I examine whether there is such a 

relationship for the whole sample (Column 1), for pre-audit surplus observations (Column 2) 

and for pre-audit deficit observations (Column 3). As a result of lagging in the estimation of 

discretionary accruals our sample size falls from 227 to 172.  

Column (1) shows that the coefficient on DA is positive but not significant, indicating 

that the probability of an audit adjustment which reverses management bias is not 

significantly higher than one which does not. I further investigate this finding by splitting the 

sample into pre-audit surplus and deficit observations15. Column (2) shows the results for pre-

audit surplus observations only. The findings are similar to Column (1). Column (3) however 

shows that, for pre-audit deficit observations the probability of an audit adjustment which 

reverses management bias is significantly higher (coefficient 0.835, p<0.05) than one which 

does not.  

Overall, these findings are consistent with the theoretical prediction that auditors, 

consistent with incentives to avoid reputation loss, will apply more audit effort in deficit 

Trusts than in surplus Trusts.16  

Audit adjustments, as with other independent indicators of financial reporting 

quality,17 capture both intentional earnings management and unintentional errors (Dechow 

et al, 2010). Our descriptive statistics in Table 4.2 show that there are some large adjustments 

in our sample. These adjustments could be indicative of wider problems within the finance 

function. We test the robustness of our results by omitting the largest 1% of upward and 

 
15 An alternative to partitioning our sample would be to include a binary variable to distinguish between deficit 

and surplus observations. This should reveal the relative impact of a deficit (or surplus) on the probability of 
an audit adjustment which reverses management bias. However this assumes that a statistically significant 
relationship exists for both surplus and deficit observations. In our investigation, for surplus observations, there 
is no statistically significant relationship between the direction of audit adjustments and the direction of 
discretionary accruals, so putting a binary variable has no significant effect on our results. 

16   We repeat our analysis using an OLS estimator for discretionary accruals using a scaled constant and 
suppressing the true constant (Peasnell et al. 2000). The estimation of discretionary accruals using this model 
is not statistically reliable as no statistically significant relationship between total accruals and PPE and Δ(Rev-
Rec) is found. Notwithstanding this, the results of the regression are similar in both size and significance to 
those reported in Table 7. 

17 In the private sector these are usually associated with capital markets and include financial restatements 
and SEC enforcement releases (Dechow et al. 2010). 
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downward adjustments and re-run our multivariate test. The results are not only similar to 

those reported in Table 4.7 but the coefficient on DA is twice as big (1.692).  

Our findings make no claims as to the quality of financial reporting in those instances 

where there is no audit adjustment. These observations will include those instances where 

auditors judge that the bias in reporting is within GAAP acceptable limits including materiality 

limits (as in the example of South Derbyshire Clinical Commissioning Group, cited earlier). 

 

Table 4.7 
Is the Probability of an Audit Adjustment which Reverses Management Bias Higher than One that 

Does Not? 
(1) (2) (3)

Full sample Surplus obs Deficit obs

Variables AA AA AA

DA 0.247 0.072 0.835**

(0.208) (0.264) (0.374)

lnSIZE 0.011 0.105 0.183

(0.161) (0.238) (0.295)

liq -0.168 0.119 0.046

(0.197) (0.286) (0.349)

FTtype 1 0.331 0.669** -0.452

(Base group: Acute) (0.202) (0.263) (0.468)

0.886** 1.057** 0.153

(0.374) (0.456) (0.881)

AUDFEE -0.038 -0.162 0.427

(0.216) (0.391) (0.377)

Auditor
2 -0.154 -0.833

(Base group: Big 4) (0.608) (0.638)

Second-tier audit firms -0.308 -0.180 -0.486

(0.366) (0.504) (0.519)

Constant 0.090 -0.878 -4.655

(2.103) (3.027) (3.484)

Year Year control Yes Yes Yes

Observations 172 104 68

pseudo R-sq 0.053 0.084 0.153

AC
3

Income-increasing discretionary accruals

FT size measured by total assets

FT liquidity

Mental health trusts

Other trusts including ambulance and   

specialists

Log audit fee

 

Cluster robust standard errors in parentheses 
** p<0.05, * p<0.1 

Notes: 
1 FTtype: A categorical variable for acute hospital trusts, mental health trusts, and others (including ambulance and specialist trusts); with 

acute hospital trusts set as the reference group. 
2 Auditor: this paper categorizes auditors as: Big 4, Audit Commission (AC) and second-tier audit firms (including Grant Thornton, BDO, 

Mazars and Baker Tilly); and sets Big 4 as the base group. 
3 AC: The audit practice of the Audit Commission (Auditor for NHS Trusts and NHS Foundation Trusts before 2013, was transferred to private 

sector firms as from 2013). There is no coefficient for the AC control in column (3) because there were no observations in this category. 
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Discussion and conclusions  

Overall the results indicate that audit adjustments mitigate management bias for 

Trusts with a pre-audit deficit but not for those with a pre-audit surplus. They are consistent 

with auditors acting as rational self-interested agents and that, in the case of surplus 

organizations, incentives to challenge management bias are weak. Failure to mitigate, and 

perhaps even enhance, management bias in the majority of Trusts which operate with a small 

surplus suggests an overall bias downwards in reporting across the whole sample. Whilst such 

a downward bias is protective of management and auditor interests, and is consistent with 

prior research on audit adjustments in both the private and public sectors, it is arguable that 

such bias is not consistent with effective resource allocation decisions both within the NHS 

and across Government departments. Further, whilst management have incentives to protect 

against uncertainty in future costs and revenues, patients, the public and Parliament may give 

a higher priority to the overall quantity and quality of services delivered for the funds 

provided. 

This thesis contributes to the limited number of studies which investigate audit 

adjustments, most of which have been set in the private sector. In particular I add to the 

research which indicates that audit adjustments mitigate management bias (Lennox et al. 

2018, 2016). This thesis adds to this literature in the following ways. First it includes an 

analysis of both auditor and management incentives in a public sector setting where the 

incentive framework is both different and weaker from that in the private sector. Second, our 

investigation represents an early attempt, in the public sector, to evaluate whether auditors 

act to reduce management bias in the reporting of surpluses/deficits. Third, the finding that 

auditor adjustments do not reduce management bias for a substantial proportion of 

observations raises questions about the value of audit services and suggests the need for 

further research. However, although our sample size is larger than in many previous studies 

of audit adjustments, it is nonetheless modest in size and this has precluded more refined 

analysis such as whether there is a relationship between the size and direction of the audit 

adjustments and the size and direction of discretionary accruals. Given the potential 

significance of our findings,  however, further research into the question of whether auditors 

reduce bias in public sector financial statements would be beneficial both from an academic 

and policy perspective.  

With respect to policy our analysis suggests that measures which better align the 

interests of auditors with those of principals, would benefit the quality of financial reporting. 

This could include adjustments to auditor training, to the audit guidance issued by Monitor18  

and to the focus of quality monitoring which is now undertaken by the Financial Reporting 

Council. The role of audit committees, which play an important role in holding the auditor to 

account, may also warrant consideration. 

 

 
18 From 1 April 2015 this role has been adopted by the National Audit Office (NAO), as for NHS Trusts and local 

authorities. 
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Chapter 5 Study 2: Real Activity Decisions and Regulatory Financial 

Targets in Public Healthcare Organizations 

 

Introduction 

Studies have shown that managerial decisions are influenced by stakeholder’s 

expectations for financial performance, especially when a financial target is not met, and 

there is incentive for exercise of managerial discretion (Healy and Wahlen, 1999; Dechow et 

al. 2010). There are two main strands of research which investigate this topic and involve two 

methods of managerial discretion. Extant literature provides evidence that managers take 

advantage of accounting discretion mechanisms to manipulate accounting accruals and adjust 

reported financial performance. Another growing body of research focuses on real earnings 

management. It involves manipulation of real activities, such as research and development 

expenditures, disposal of assets, and inventory sales. Manipulation of real activities may 

influence long-term profitability and strategic capacity or alter capital structure (Xu et al. 

2007). Although the potential effect on long-term operational and strategic capacity is greater 

under real activity management, research on accruals mechanisms is far more prevalent than 

the limited research on real activity management.  

This thesis extends the limited research on real activities management in response to 

regulatory financial targets by investigating the responsiveness of real activity manipulations 

to regulatory framework star or risk rating for English NHS Foundation Trusts. Public sectors, 

unlike private sector, have weak incentives to enhance corporate efficiency and concern 

mainly about negative impact of real activity management on service quality as service quality 

rather than financial targets is the primary objective of not-for-profit public sector entities. 

Especially after the “Mid Staffordshire NHS FT scandal”, under which case the financial targets 

take precedence over patients and staff costs are manipulated to achieve financial targets, 

the importance of investigating real activity management in response to financial targets in 

public sector is more pronounced. 

I analyse activities across 147 NHS Foundation Trusts in England from 2011 to 2015. 

NHS Foundation Trusts are self-governing publicly funded healthcare entities and in which 

private sector management and governance were referenced as models of best practice 

(Hood 1991, 1995), inspired by the doctrines of “New Public Management”. NHS Foundation 

Trusts subject to regulation by an independent regulator, Monitor, which operates 

interventionist regulatory regime based on performance against key financial metrics. In 

comparison with previous or other not-for-profit entities, the level of financial performance 

as component of regulatory rating and the threshold levels of performance to attract 

regulatory interventions are made explicitly through annual published regulatory framework 

(Compliance Framework before 2013 and Risk Assessment Framework after 2013).  

We investigate how two types of activities react to financial metric thresholds. First, 

we investigate the non-clinical expenditures including research and development 

expenditures, maintenance costs, premise costs, consultancy fee etc. Non-clinical activities, 
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which may have little short-term impact on operation, have been widely used as tools to 

manipulate earnings in previous literature (Eldenburg et al. 2011; Roychowdhury 2006). 

Consistent with previous literature, we find evidence that NHS FTs managers exercise 

discretion over reported financial metrics by conducting distribution analysis on the reported 

I&E surplus margin, EBITDA margin, return on assets and capital service capacity. We identify 

clustering of distribution for I&E margin and return on assets and discontinuities at just above 

the regulatory thresholds. In order to further investigate the extent to which discretionary 

non-clinical expenditures are responsive to the proximity of the financial metrics 

performance, we further conduct multivariate analysis on the relationship between 

discretionary non-clinical expenditures and the financial metrics before exercising managerial 

discretion over spending. Regression results in our analysis indicate that non-clinical 

expenditures are reduced when pre-managed performance is below the intervention 

triggering thresholds which is financial rating 3 overall. Second, we also contribute to public 

sector real activity management research by investigating the responsiveness of clinical 

activities to financial performance thresholds so as to investigate if public service quality has 

been sacrificed in order to achieve financial targets, which is an important issued worth 

studying especially after Mid Staffordshire NHS Foundation Trust scandal. To measure clinical 

expenditures, this thesis uses clinical staff costs as proxies and investigate if abnormal clinical 

expenditures are managed to achieve financial rating 3 which signals the benchmark to avoid 

regulatory intervention. The results of clinical expenditures suggest inconsistent result with 

non-clinical expenditures, no evidence of activity management has been found that when 

pre-managed financial performance is just below the financial threshold but surprisingly, 

there is more clinical expenditure management when the pre-managed level is far from the 

threshold. 

We proceed as follows: we first consider prior literature and in the second section 

provide institutional setting information regarding NHS Foundation Trusts and regulatory 

framework. In the next section we discuss theoretical and hypothesis development. Then we 

set out our method and modelling, data and sample before providing our findings. In final 

section we conclude our finding and provide a discussion of the policy implications of our 

findings. 

 

Literature Review 

Financial reporting plays an essential role in judging the financial performance of an 

enterprise. Results can be used for contractual obligations, assets valuation, bonus plans and 

executive compensation (Dani, Dal Magro & Klann, 2017). In financial reporting, one of the 

most important measurements is earnings, as it is related with management performance, 

executive compensation, resource allocations and firm valuation decision. Therefore, 

earnings management is also proposed for a variety of purposes including compensation 

contracts and investors’ assessment of firm performance (Dye, 1988; Trueman and Titman, 

1988). 
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There are two main means of managing earnings. One is accruals management with 

no direct cash flow consequences, which has attracted most attention in the literature (Healy 

and Wahlen 1999; Dechow and Skinner, 2000; Beneish, 2001; and Habib 2007). However, 

earnings cannot be manipulated not only by accounting procedures but also by operational 

decisions. More and more researcher has found the importance of real activities manipulation 

in managing earnings, apart from the accrual manipulation, and there is still lots of 

unanswered questions (Xu et al. 2001; Roychowdhury 2006; Eldenburg et al. 2011).  

Comparison between real earnings management and accruals manipulation has been 

discussed in some studies. Dani et al. (2017) summarise the fundamental differences for these 

two methods. For example, unlike discretionary accumulation, real operational decisions can 

influence the cash flow of organizations. Besides the fundamental difference, there are also 

various literatures discussing the advantages in using real activities manipulations in specific 

real applications. For example, to achieve high stock price and earnings to meet the 

benchmark, managers can wait until the year-end to use discretionary accruals to manage 

earnings. However, it is very likely that the available discretionary accruals amount is not 

available and bounded by GAAP (Barton and Simko, 2002), while real activities manipulations 

are less subject to this constraint (Andreas, 2017). Therefore, an optimal strategy for 

managers is to trade off two earning management strategies. Zang (2012) conclude that 

managers considered the relative costs of two methods and adjust the level of accrual-based 

earnings management according to the level of real activities manipulation realized. 

Real earnings management involves using real business activities to manipulate the 

earnings in financial reporting, such as research and development expenditures, capital 

investments, and the production, sale and disposal of long-term assets. The evidence of the 

existing of real earning management activities is also quite clear. A great number of instances 

of real earning management are listed in Xu et al. (2007). Also, in a survey for 400 U.S. 

corporates, 80% of surveyed executives admit being willing to meet an earnings target by 

reducing expenditures on research, development and advertising and 50% of them postpone 

a new project (Graham et al., 2005).  

Although real earnings management has been a major research topic, evidence of real 

activity management in public sector or non-profit sector is not profound due to limited 

research. Earnings management incentives in public sector have been investigated in previous 

studies. For example, Krishnan et al. (2006) investigate the managerial compensation 

incentives. The incentives related to access to resources and politics are also discussed in 

Verbruggen and Christiaens (2010) and Ferreira et al. (2013) respectively. To be specific, the 

association and differences in financial accounting practice between public and private sector 

are investigated in Ballantine et al. (2007) and this theses use English NHS Trusts as example 

to conclude four main differences between private sectors and NHS Trusts in cash usage, long-

term debtors, cost of Property, Plant and Equipment, and Private Finance Initiative funding. 

As for the earning management strategies, their paper discussed the scenario that abnormal 

accruals are used to achieve financial breakeven and NHS Trust star rating, but not include 

real activities management. 
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As for the real activities management or spending decisions in public sector, limited 

research has investigated the decisions in response to the management incentives. Eldenburg 

et al. (2011) use US healthcare sector to investigate the activity manipulations for achieving 

the benchmark level of performance. In their study, there is the evidence of the management 

of non-operating expenditure and non-revenue generating expenditure but no direct 

evidence of core expenditure to achieve small surpluses. Another case in Leone and Van Horn 

(2005) reflect the usage of discretionary charity care expenditure to control pre-discretionary 

surpluses. 

To contribute to the limited real earnings management research in public sector, this 

thesis exploits the distinctive characteristics of NHS Foundation Trusts and investigate 

whether real activities, including both non-clinical and clinical expenditure decisions, are 

managed in response to managerial incentives. 

 

Institutional Setting 

NHS Foundation Trusts were established from 2004-05 as the preferred model of 

healthcare service delivery in England (Health and Social Care (Community Health and 

Standards) Act 2003). Their establishment represented a logical continuation of a reform 

programme dating back to the 1980s in which public services became more disaggregated 

into self-governing corporatized units and in which private sector management and 

governance were referenced as models of best practice (Hood 1991, 1995).  The introduction 

of Foundation Trusts marked a further development in these reforms with unprecedented 

levels of managerial freedom being granted, including the ability to retain funds and to 

borrow on commercial markets for the purposes of strategic service development. As at the 

end of 2014-15 there were 153 Foundation Trusts in existence, represented by 104 trusts 

delivering acute hospital services and 49 delivering mental health or ambulance services. 

Although publicly funded, receiving most of their capital, in the form of ‘taxpayers’ equity’, 

and revenues, in the form of contracted payments for patient treatments, they are free from 

central government control, reporting direct to Parliament.  

Monitor used to adopt a risk-based approach to regulation with two annual risk ratings 

being determined to each Foundation Trust, one for financial performance and one based on 

their governance arrangements and their performance against service-based government 

targets. From 2005 to 2013 (Figure 6 in appendix), under “Compliance Framework” the 

financial risk rating (FRR) is based on 5 key metrics on a scale of 1 (highest risk) to 5 (lowest 

risk), where two metrics are based on the I&E surplus (I&E surplus margin and return on 

assets, total weighting 40%), two on EBITDA margin (total weighting 35%) and one on liquidity 

(weighting 25%). Overall risk rating of between 1 and 5 is generated by applying weightings 

to each metrics. Risk ratings below 3 result in additional monitoring and potential 

intervention. Additional monitoring can take the form of monthly rather than quarterly 

reporting, additional line item reporting, submission of remedial plans, meetings with 

Monitor officials and if deem appropriate, formal presentations of recovery plans. Later, in 
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the transform period revised compliance framework (Figure 7) add a new metric, net return 

after financing, to replace return on assets excluding dividend.   

Since 2013, under “Risk Assessment Framework” continuity of services risk rating 

(COSRR) replaces the financial risk rating. COSRR incorporates two measures of financial 

robustness: liquidity and capital servicing capacity. Both metrics is rated on a scale of 1 (most 

serious risk) to 4 (least risk) and the overall rating is the rounded-up average of the two, each 

accounting for 50%. Different from FRR, COSRR reflects the degree of concerns about NHS FT 

finances and help determine the frequency needed for monitoring, rather than indicating the 

degree of breaching provider licence. A COSRR 1 or 2 demonstrate significant or material level 

of financial risk, which may trigger Monitor investigation of continuity of services licence, 

closer monitoring and initiate a contingency planning process.  

Facing the unprecedented financial and operational pressures, Monitor proposed new 

measures in “Risk Assessment Framework” to strengthen regulatory regime. From 2015 

August, new measures including income and expenditure (I&E) margin and variance in I&E 

margin from plan were introduced, in addition to COSRR, to form a new financial sustainability 

risk rating (FSRR) (Figure 8) (reference: Performance of the foundation trust sector 3 months 

ended 30 June 2015). Similar to COSRR, FSRR is also measured on a scale of 1 (highest risk) to 

4 (lowest risk) with four measures: Capital service capacity, liquidity, I&E margin and variance 

in I&E margin (each weighting 25%). Overall rating is generated by applying weightings to 

each metrics, where each score is rounded to the nearest number. Rating 1 or 2 represent 

material or significant financial risk, which is likely to attract Monitor’s investigation of licence 

conditions and closer monitoring. Monitor may even consider initiate a contingency planning 

process and take formal enforcement actions when there is significant risk (risk rating 1).  

After 2015, an additional trigger—scoring 1 on any metrics, especially on capital service 

capacity and liquidity, will cap the weighted rating to 2 and potentially lead to investigation-- 

was added for investigating and intervention (Risk Assessment Framework, 2015; 

Consultation on updates to the Risk Assessment Framework, 2015).  

These frameworks thus create strong incentives for NHS FTs to manage performance 

to achieve risk rating or finance score targets. It can be seen from Figure 6,7and 8, I&E margin 

is the key ratio all the time and the incentive to avoid intervention focus is focused on a margin 

of 0% (associated with a risk rating 2 and finance score 3). Capital servicing capacity test the 

degree to which the organisation’s generated income covers its financing obligations and the 

incentive to avoid intervention focus on a level of 1.75 (associated with a risk rating 2 and 

finance score 3). Moreover, elsewhere in the compliance framework, risk assessment 

framework and single oversight framework a clear aversion to loss reporting is signalled.  

 

Theoretical and Hypothesis Development 

Our analysis of the institutional environment suggests strong incentives for NHS FTs 

to avoid reporting financial performance which triggers regulation intervention.  
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Literature on the private sector presents substantial evidence that earnings are 

managed through various manipulation of operating, investing and financing activities. These 

include manipulation of sales, production, discretionary expenditures, asset sales 

(Roychowdhury 2006) and structuring of investing or financing transactions (Hribar et al. 

2006; Marquardt and Wiedman 2005). However, investing and financing activities are not 

applicable to public sector organizations since they are not market-based. As for operating 

activities, managerial freedom on sales and production is also restricted in public sector 

organizations since main income of public sector comes from government grant or local tax 

and production or provision of service is subject to regulation, both of which are not likely to 

be manipulated. Thus, in this thesis manipulations of discretionary expenditures is accounted 

as main real earnings management activities. 

 

Given the widespread evidence in both private sector and public sector, real activities 

are manipulated to manage reported earnings or achieve earnings benchmark (Graham et al. 

2005; Roychowdhury 2006; Cohen et al. 2010; Eldenburg et al. 2011).  Under the incentive to 

avoid poor financial risk rating and avoid regulatory intervention, it is expected that NHS FTs 

manipulate real activities with proximity to regulatory thresholds. According to institutional 

setting, a financial risk rating 3 is the key benchmark under which it is highly possible that NHS 

FTs would manage earnings to achieve targets in the short-term and avoid regulatory 

intervention. The regulatory framework introduces the incentive to manage earnings upward 

when financial risk rating overall is just below benchmark rating 3 and similar case would also 

possibly apply to individual components of financial metrics which constitute the overall 

rating. Further, for high performing trusts, there are incentives to reduce their reported 

performance through managing earnings or expenditures in reverse direction where this 

could have the effect of ensuring both service efficiency and value for money. Therefore, we 

expect NHS FTs are motivated to manage earnings or expenditure through real activities when 

pre-managed financial risk rating is in breach of the benchmark that may trigger regulatory 

intervention. 

 

H1: NHS FTs manage real activities to report financial performance in order to meet 

financial thresholds. 

 

Discretionary expenditures, such as R&D, advertising and maintenance, are most 

generally to be reduced to reduce reported expenses and increase earnings. In non-profit 

hospitals, non-clinical expenditures are mostly associated with real earnings management 

since they have lower impact on service quality and usually can be reduced in the short-term. 

Non-clinical expenditures, such as advertising expenses, maintenance expenses, 

establishment costs, premises cost, patient transport costs, and consultancy and legal costs, 

are not directly related to patient care efforts or non-profit mission of providing patient care. 

Changes in these activities are less likely to affect service quality and can be easily deferred 

when revenue or earnings is under the threshold. The NHS FT regulatory regime introduces 

incentives for managing discretionary expenditures when pre-managed financial 

performance is below or above regulatory thresholds, where possible intervention triggering 

risk rating is 2 in Risk Assessment Framework. 
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H2a: Non-clinical expenditures are reduced (increased) when pre-managed overall 

financial risk rating is below (above) 3. 

 

H2b: Non-clinical expenditures are reduced (increased) when individual component 

metrics of the rating are below (above) 3. 

 

Clinical related expenditures, including staff costs, amount to over 60% of total costs. 

Cutting clinical-related expenditures is likely to have an immediate impact on service quality 

and performance. After the “Mid Staffordshire NHS FT scandal”, more rigorous oversights and 

stringent regulations are applied for NHS FTs. Thus, it is expected that clinical service quality 

will not be sacrificed even when financial performance is under regulatory threshold and 

reaches regulator intervention. 

 

H3a: Clinical related activities expenditures are not reduced (increased) when pre-

managed financial risk rating is below (above) 3. 

 

H3b: Clinical related activities expenditures are not reduced (increased) when 

individual component metrics of rating is below (above) 3. 

 

 

Research Design 

Descriptive analysis 

To investigate whether NHS FTs respond to the financial reporting incentives under 

institutional environment, this thesis firstly conducts descriptive analysis and distribution 

analysis to identify prima facie evidence of the management of reported financial 

performance. This thesis analyses the descriptive statistics (mean, median etc.) of the 

regulatory benchmark of the financial performance, including I&E margins and capital service 

capacity, and test for discontinuity in the distribution of these metrics. As interested in the 

responsiveness of margins to regulatory thresholds this study scales these metrics by total 

revenues. It is predicted that there will be observed discontinuities in the distribution just 

below the key threshold, at which I&E margin equals 0% and capital service capacity equals 

1.75. I also did descriptive and distribution analysis for the other two important in Compliance 

Framework, return on assets (ROA) and EBITDA margin, to supplement our analysis.  

Measure of real earnings management proxies  

Relying on prior studies (Roychowdhury 2006; Eldenburg et al. 2011), this study 

develops proxies for real earnings management as abnormal discretionary expenditures in 

NHS FTs. This study generates normal level of discretionary non-clinical expenditures using 

the model developed by Dechow et al. (1998) as implemented by Roychowdhury (2006). 

Under Dechow et al. (1998) model, “normal” discretionary expenditures are expressed as a 
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linear function of revenues. The abnormal discretionary expenditure is the actual 

discretionary expenditure minus normal discretionary expenditure.  

𝐷𝐼𝑆𝐸𝑋𝑃𝑡 𝐴𝑡−1⁄ = 𝛼0 + 𝛼1(1 𝐴𝑡−1⁄ ) + 𝛽1(𝑅𝑡 𝐴𝑡−1⁄ ) + 𝜀𝑡                                                          (1) 

Where 𝐷𝐼𝑆𝐸𝑋𝑃𝑡  is discretionary non-clinical expenditures (including R&D, premise 

cost, maintenance cost, consultancy expenditures etc.) in period t; 𝐴𝑡−1 is the total assets at 

the end of period t-1; 𝑅𝑡 is the total revenue during period t.  

For non-clinical expenditures, in line with Leone and Van Horn (2005) and with 

Roychowdhury (2006) that the reported amount in the financial statements approximate to 

the yearly cash expenditure as there is little scope for discretion in estimating accrued 

expenses for items such as repairs, maintenance and agency staff remuneration etc. Thus, 

accruals are of little variability at the end of each year and all abnormal non-clinical 

expenditures are expected to come from real activities.  

To investigate whether trusts manage their clinical-related expenditures to reflect 

their proximity to regulatory financial thresholds, this study analyses clinical staff costs as the 

signals or proxies of changing clinical-related expenditures. Reducing clinical-related 

expenditures is likely to occur when financial performance is below the regulatory threshold 

and it is possible to be conducted by delaying treatment, reducing overnight or daytime care, 

increasing waiting time, reducing hospital activities and increasing cancelled operations. In 

order to measure the extent to which clinical related activities are manipulated, this study 

introduces staff expenditure as proxies for clinical related expenditures.  

To estimate abnormal clinical statistics, this study follows Marquardt and Wiedman 

(2004) and estimate the expected level as last year’s level scaled up by the change in revenue. 

Thus, the expected number of staff is estimated as last year’s number scaled by change in 

revenue: 

𝐸𝐶𝑁𝑖𝑡 = 𝐶𝑁𝑖𝑡−1 ∗ (𝑇𝑅𝑖𝑡 𝑇𝑅𝑖𝑡−1)⁄  

Where ECN= expected number of clinical staff; CN is clinical staff number; TR is total 

revenue. 

Unexpected or abnormal clinical statistics are calculated as actual clinical statistics less 

expected numbers:  

𝑈𝐶𝑁𝑖𝑡 = 𝐶𝑁𝑖𝑡 − 𝐸𝐶𝑁𝑖𝑡 

Where UCN is unexpected or abnormal clinical statistics; CN is actual clinical statistics; 

ECN is expected clinical statistics.  

The estimated unexpected staff cost is calculated by multiplying unexpected staff 

number with unit cost of staff: 

𝑈𝑆𝐶𝑖𝑡 = 𝑈𝐶𝑁𝑖𝑡 ∗ (𝑆𝐶𝑖𝑡−1 𝑆𝑁𝑖𝑡−1)⁄  

Where USC is unexpected staff costs; UCN is unexpected staff number; SC is actual 

staff costs; SN is actual staff number. 
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Robust measures   

To provide robustness test for different measures of abnormal expenditures, proxies 

for real earnings management are also tested following Eldenburg et al. (2011). Proxy for 

expected non-clinical expenditures in year t is assumed to be the expenditure in year t-1 such 

that the change in non-clinical expenditures between year t and year t-1 is the abnormal 

expenditures. For non-clinical expenditures, in line with Leone and Van Horn (2005) and with 

Roychowdhury (2006) that the reported amount in the financial statements approximate to 

the yearly cash expenditure as there is little scope for discretion in estimating accrued 

expenses for items such as repairs, maintenance and agency staff remuneration etc. Thus, 

accruals are of little variability at the end of each year and all abnormal non-clinical 

expenditures are expected to come from real activities.                                   

Modelling 

To examine the extent to which real activities or expenditures are managed to achieve 

financial benchmarks, this study tests for variation of abnormal discretionary activities. This 

study models real earnings management proxies as a function of proximity to pre-managed 

key regulatory thresholds, including I&E margin, EBITDA margin, ROA percentage, liquidity 

and capital service capacity. The variance from plan metrics are omitted because of the 

unavailability of data. An indicator variable has been introduced to the model to represent 

pre-managed risk rating. Control variables are included to control for different levels of trust 

efficiency and possible effect of organizational size and organization complexity on the level 

of discretionary expenditures and financial metrics. 

 

(1) Non-clinical activities and pre-managed risk rating 

 

𝐷𝐸𝑖𝑡 = 𝛼1 + 𝛼2𝑅𝑎𝑡𝑖𝑛𝑔1𝑖𝑡 + 𝛼3∆𝑇𝑅𝑖𝑡 + 𝛼4𝐴𝐼𝑖𝑡 + 𝛼5𝐺𝑅𝑖𝑡 + ∑ 𝛼6+𝑗𝑌𝐸𝐴𝑅𝑗
𝑗=4
𝑗=0 +

𝜀𝑖𝑡      (2)  

 

(2) Clinical activities and pre-managed risk rating 

 

𝐶𝑙𝑖𝑛𝑖𝑐𝑎𝑙𝑖𝑡 = 𝛼1 + 𝛼2𝑅𝑎𝑡𝑖𝑛𝑔2𝑖𝑡 + 𝛼3∆𝑇𝑅𝑖𝑡 + 𝛼4𝐴𝐼𝑖𝑡 + 𝛼5𝐺𝑅𝑖𝑡 +

∑ 𝛼6+𝑗𝑌𝐸𝐴𝑅𝑗
𝑗=4
𝑗=0 + 𝜀𝑖𝑡     (3) 

 

Where: DE is abnormal discretionary non-clinical expenditures, including premise 

costs, maintenance costs, R&D etc., scaled by total assets ; Clinical is abnormal clinical 

activities expenditures scaled by total revenue; Rating1 is the pre-managed aggregate risk 

rating based on discretionary non-clinical expenditures, taking the values of 1, 2, 3 or 4 (where 

4 captures a risk rating of both 4 and 5); Rating2 is the pre-managed aggregate risk rating 

based on discretionary clinical expenditures, taking the values of 1, 2, 3 or 4 (where 4 captures 

a risk rating of both 4 and 5); ∆𝑇𝑅 is change in total income scaled by lagged total assets; 𝐴𝐼 

is asset turnover; GR is financial gearing (=long-term debt/lagged total assets); YEAR is year 

dummies for the years 2010-2015. 
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To calculate the pre-managed risk rating, this study firstly uses Monitor’s reporting 

template to compute the value of each performance metric for each year, including I&E 

margin, EBITDA margin, Liquidity, Capital Service Capacity and Return on Assets. Then these 

metrics are adjusted to pre-managed values. For I&E surplus margin, EBTIDA margin, ROA 

margin and CSC, abnormal discretionary expenditures are added back to surplus; for liquidity 

metric abnormal discretionary expenditures are deducted from operating expenses. Risk 

ratings for each financial metric is then generated according to the Monitor’s Compliance 

Framework or Risk Assessment Framework. Finally, an aggregated risk rating is computed by 

summing each component with applying the appropriate weightings (as in Appendix 1,2,3).  

 

Since Monitor changes framework in mid 2013/14, different rating framework has 

been published. This study separates the computation of risk rating into two periods. Before 

2013/14, I&E margin, EBITDA margin, Liquidity, and Return on Assets are computed as main 

components of the rating. Considering variance from plan metric, which accounts for 10% 

weighting, has been omitted in this study due to data unavailability, the summing result is 

divided by 90% to arrive at an estimated final financial risk rating (see Appendix 1, 2). While 

for year 2014/15, risk rating comprises three components including I&E surplus margin, 

liquidity and capital service capacity, and the final rating is generated by dividing summing 

results of each components by 75% as the % plan metric accounted for 25% and be omitted 

(see Appendix 3).   

 

Further, to investigate the influence on financial reporting quality of a breach of 

individual component risk rating and gain some insights on the management of individual 

component performance, this study also tests the extent to which discretionary activities vary 

in response to a pre-managed breach of rating of 2, which signalling potential regulatory 

intervention, for each component metric. 

 

(3) Non-clinical activities and key regulatory thresholds 

𝐷𝐸𝑖𝑡 = 𝛼1 + 𝛼2𝐼𝑛𝑑𝑖𝑣𝑅𝑎𝑡𝑒1𝑖𝑡 + 𝛼3∆𝑇𝑅𝑖𝑡 + 𝛼4𝐴𝐼𝑖𝑡 + 𝛼5𝐺𝑅𝑖𝑡 +

∑ 𝛼6+𝑗𝑌𝐸𝐴𝑅𝑗
𝑗=4
𝑗=0 + 𝜀𝑖𝑡   (4) 

 

(4) Clinical activities and key regulatory thresholds 

𝐶𝑙𝑖𝑛𝑖𝑐𝑎𝑙𝑖𝑡 = 𝛼1 + 𝛼2𝐼𝑛𝑑𝑖𝑣𝑅𝑎𝑡𝑒2𝑖𝑡 + 𝛼3∆𝑇𝑅𝑖𝑡 + 𝛼4𝐴𝐼𝑖𝑡 + 𝛼5𝐺𝑅𝑖𝑡 +

∑ 𝛼6+𝑗𝑌𝐸𝐴𝑅𝑗
𝑗=4
𝑗=0 + 𝜀𝑖𝑡    (5) 

 

Where: DE is abnormal discretionary non-clinical expenditures, including premise 

costs, maintenance costs, R&D etc., scaled by total assets; Clinical is abnormal clinical 

activities expenditures scaled by total revenue; IndivRate1 is an indicator variable which takes 

the value of 1 when an individual component of pre-managed performance metric rating 

based on discretionary non-clinical expenditures (IEm, EBITDA, ROA, liquidity, CSC) is 2, and 0 

otherwise ;  IndivRate2 is an indicator variable which takes the value of 1 when an individual 

component of pre-managed performance metric rating based on discretionary clinical 

expenditures (IEm, EBITDA, ROA, liquidity, CSC) is 2, and 0 otherwise. ∆𝑇𝑅 is change in total 
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income scaled by lagged total assets; 𝐴𝐼 is asset turnover; GR is financial gearing; YEAR is year 

dummies for the years 2010-2015. 

 

The coefficient 𝛼2  on Rating1 in Equation (2), IndivRate1 in Equation (4) tests the 

hypothesis that discretionary non-clinical expenditures are managed in response to specific 

financial incentives introduced by regulatory framework. Similarly, coefficient 𝛼2 on Rating2 

in Equation (3) and IndivRate2 in Equation (5) tests the hypothesis that clinical activities are 

managed in response to specific financial incentives introduced by regulatory framework. 

These coefficients on aggregate rating and individual component ratings are all expected to 

be negative when pre-managed risk rating is just below regulatory thresholds, indicating 

discretionary expenditures management to avoid regulatory intervention. No additional 

discretionary expenditures are expected when pre-managed risk rating is 1, 3, 4 or 5. The 

predictions for the expected signs on each of the independent variables are summarised in 

Appendix 5. 

 

In this study, financial metrics include four main metrics: (1) I&E surplus margin is an 

indicator variable taking the value of 1 when pre-managed I&E margin is bigger than 1%, or 2 

when pre-managed I&E margin is between 0 and 1%, or 3 when pre-managed I&E margin is 

between -1% and 0 (baseline), or 4 when pre-managed I&E margin smaller than -1%); (2) 

Capital service capacity is an indicator variable taking the value of 1 when pre-managed  

capital service capacity is bigger than 2.5, or 2 when  pre-managed capital service capacity is 

between 1.75 and 2.5, or 3 when pre-managed capital service capacity is between 1.25 and 

1.75 (baseline), or 4 when pre-managed capital service capacity is smaller than 1.25; (3) 

Return on assets is an indicator variable taking value of 1 when pre-managed return on assets 

is bigger than 6 when before year 2014 or bigger than 3 when after year 2014; or 2 when pre-

managed return on assets is between 5 and 6 when before year 2014 or between 2 and 3 

when after year 2014; or 3 when pre-managed return on assets is between 3 and 5 when 

before year 2014 or between 0 and 2 when after year 2014; ; or 4 when pre-managed return 

on assets is between -2 and 3 when before year 2014 or between -5 and 0 when after year 

2014;  or 5 when pre-managed return on assets is smaller than -2 when before year 2014 or 

smaller than -5 when after year 2014; (4) EBITDA margin is the last indicator variable taking 

value of 1 when pre-managed EBITDA margin is bigger than 11; or taking value of 1 when pre-

managed EBITDA margin is between 9 and 11; or taking value of 2 when pre-managed EBITDA 

margin is between 5 and 9; or taking value of 3 when pre-managed EBTIDA margin is between 

1 and 5; or taking value of 4 when pre-managed EBITDA margin is smaller than 1. 

Data and Sample 

Financial data are collected from Laing and Buisson database. There are 147 NHS 

Foundation Trusts data crossing over year 2011 to 2015, providing 724 sample. However, 

there are 3 observations have main accounts missing, such as total assets etc. Therefore, final 

sample comprises 721 trust-year observations and it is separated into two sub-samples for 

analysis, due to the change of risk assessment framework, with 571 observations for year 

from 2011 to 2014 and 150 observations for year 2015. Furthermore, in calculating real 

earnings management proxies and regression analysis, our sample size drops from 721 to 697 
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due to lagged scalar and missing control variables, consisting of 553 observations for year 

from 2011 to 2014 and 144 observations for year 2015 only. 

 

Findings 

Descriptive statistics 

Descriptive statistics for sample NHS FTs from year 2011 to year 2015 have been 

provided in Table 5.1. Table 5.1 Panel A shows that the mean total assets of our sample over 

this period is around £207m, ranging from around £9.5m for the smallest to £1.47bn for the 

largest. Mean total income of our sample is around £268m, ranging from around £10.6m to 

£1.29bn. Total expenditures has a mean value of £264m with similar min to max range as total 

income. Over this period, our sample has a mean surplus £3.8m with a median surplus £3.9m.  

The remaining rows in Panel A set the context in which potential real activities are 

manipulated in response to the financial targets. As a potential real activity that has been 

proved to be manipulated to achieve earnings targets in previous studies, non-clinical 

expenditure, which consists of R&D expenditures, maintenance costs, premise costs and 

consultancy fee etc., is shown in the panel. Over this period of our study, FTs have a mean 

non-clinical expenditure of around £27m, which takes account of around 10% of total 

revenue, and a median value at £21.6m. In addition, total staff costs with a mean value of 

£169m represents about 63% of total revenue. The big proportion of staff expenditure out of 

total revenue suggests another potential way to be manipulated by managers to achieve 

financial targets. 

 Since regulatory financial benchmarks are expected to motivate real activity 

management, this study also reports the descriptive statistics of reported financial metrics in 

Table 5.1 Panel B. Since the regulatory framework for NHS Foundation Trusts changes in mid 

2013/14, descriptive statistics for these main financial metrics have been shown in Panel B 

under different framework and cover different years. 

Mean I&E surplus as a percentage of income amount to 1.23, which slightly above the 

financial benchmark 1%, while median I&E surplus as a percentage of income shows a surplus 

2.14 covering from year 2011 to 2015. EBITDA margin has a mean value of around 4.36% with 

median value at around 5.1% for year 2011 to 2014, where both values are very close to the 

financial benchmark 5%. Liquidity ratio covering from 2011 to 2015 has a mean value of 12.8 

days. ROA has been required to change measurements during 2011 to 2014 two times but 

overall account for around 3.1% in average which is just above the financial benchmark 3% 

for risk rating 3. Capital service capacity (CSC)3 is a new financial metric in Risk Assessment 

 
3 Capital service capacity is measured as annual revenue available for debt divided by annual debt service. It is 
calculated as (Surplus after tax + finance costs + depreciation – gain on asset disposals + PDC expenses – 
donations of PPE)/(PDC dividend expense + finance costs + PDC repayments + loan repayments + capital 
element of PFI & other finance lease payments) (NEAS NHS FTs Monitor Risk Assessment Framework Summary 
Report 2013, pg15: https://www.neas.nhs.uk/media/68017/item_15.iii_-_report.pdf). 
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Framework 2014 which measures the ability to meet financial obligations. Only 2015 year 

data are analysed for CSC and it has a mean value of 0.665 with median value at 3.25.  

Table 5.1  
Descriptive Statistics 

Panel A. Main reported financial accounts for NHS Foundation Trusts from year 2011 to year 2015.

VARIABLES 
No.

Mean 

(£000)

Std.

(£000)

Min

(£000)

Median

(£000)

Max

(£000)
Skewness Kurtosis

Total Assets(£000) 721 207,120 165,781 9,492 162,136 1.47E+06 2.856 15.34

Total Liability(£000) 721 77,697 103,495 2,317 45,003 694,031 3.051 13.43

Inventory(£000) 721 3,225 3,703 0 2,349 20,760 1.913 7.173

Short term debtor(£000) 721 14,151 15,442 867 9,865 128,261 3.369 17.95

Bank(£000) 721 27,953 23,963 306 20,726 150,388 1.81 7.211

Short term borrowing(£000) 721 1,728 3,541 -0.0125 645.2 68,528 10.25 179

Short term provision(£000) 721 2,054 3,145 0 1,005 54,729 7.65 113.5

Current Assets(£000) 721 45,561 37,333 2,298 34,550 272,111 2.435 10.99

Long term borrowing(£000) 721 39,217 82,355 0 7,786 545,877 3.379 15.23

Long term provision(£000) 721 1,911 2,402 -0.351 1,096 20,368 3.22 18.56

Long term debtor(£000) 721 1,594 5,213 0 292 58,255 7.58 70.49

Current Liability(£000) 721 35,042 28,782 2,295 26,670 188,606 2.39 9.923

Total Income(£000) 721 268,140 189,087 10,583 223,958 1.29E+06 2.136 8.917

Total expenditures(£000) 721 264,283 184,057 10,352 223,486 1.24E+06 2.064 8.562

Non-clinical expenditures(£000) 721 26,991 20,858 1,535 21,623 137,589 2.289 9.693

Depreciation(£000) 721 7,633 6,171 181 6,017 45,202 2.304 10.7

Surplus(£000) 721 3,857 17,696 -239,284 3,978 125,004 -4.754 70.69

Total staff costs(£000) 721 168,881 104,676 6,802 149,716 731,269 1.802 7.85

Panel B. Reported financial metrics in NHS FTs regulatory framework from year 2011 to year 2015.
VARIABLES N Mean Std Min Median Max Skewness Kurtosis

I&E margin 721 1.231 5.57 -71.86 2.142 14.56 -5.763 61.03

EBITDA margin 571 4.355 5.71 -67.61 5.093 17.51 -6.205 65.36

Liquidity 721 12.78 31.52 -100.2 6.896 259.1 2.156 14.97

ROA 571 3.071 7.809 -56.57 4.311 25.44 -3.44 23.68

CSC 149 0.665 33.65 -340.2 3.254 93.59 -7.743 77  
Note: I&E margin and liquidity for 2011-2015; EBITDA margin for 2011-2014; ROA for 2011-2014; CSC only for 2015. 

 

In order to examine if financial metrics are manipulated in response to financial ratings 

expectation, this study firstly looks at the level of pre-managed financial metrics. Table 5.2 

shows the result of pre-managed level of financial metrics before abnormal discretionary non-

clinical expenditures in Panel A and before abnormal clinical staff costs in Panel B.  

Before abnormal non-clinical expenditures management, which is measured following 

Dechow et al. (1998) model, I&E margin has a mean value of 1.21% which is a bit lower than 

the mean of the reported value 1.23% in Table 5.1 Panel B. Similarly, the mean values of pre-

managed EBITDA margin, liquidity and CSC are all a bit lower than the reported value. Unlike 

other metrics, pre-managed ROA mean value is a bit higher than the reported value, which 

suggests a closer movement towards financial benchmark at rating 3. As for the pre-managed 

financial metrics before abnormal total clinical staff costs, the mean values of all the metrics 

are all far lower than the reported value, which suggests the increase of financial metrics 

under clinical staff costs management.  
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Table 5.2 
Descriptive statistics for pre-managed financial metrics from year 2011 to 2015 

Panel A. Descriptive statistics for pre-managed financial metrics ((before abnormal discretionary non-clinical 

expenditures).

Variables N Mean Std Min Median Max Skewness Kurtosis

I&E margin 697 1.215 5.627 -71.86 2.15 14.56 -5.79 60.5

EBITDA margin 553 4.302 5.754 -67.61 5.066 17.51 -6.255 65.17

Liquidity 697 12.65 29.49 -90.47 6.99 259.1 2.475 17.32

ROA 553 3.13 7.917 -56.57 4.399 25.44 -3.428 23.25

Capital service capacity 144 0.582 34.23 -340.2 3.255 93.59 -7.608 74.38  

Panel B. Descriptive statistics for pre-managed financial metrics (before abnormal total clinical staff costs).

Variables N Mean Std Min Median Max Skewness Kurtosis

I&E margin 568 -7.917 80.65 -1,372 1.16 30.24 -12.26 176

EBITDA margin 424 -7.911 92.96 -1,367 3.915 32.19 -10.58 131.6

Liquidity 568 12.88 30.76 -86.74 6.621 259.2 2.49 16.54

ROA 424 -23.98 224.6 -3,801 2.121 100.4 -12.98 199.9

Capital service capacity 144 -1.677 60.01 -671.9 3.045 129.1 -9.838 110.2  

 

Distribution analysis 

In order to test the hypothesis that NHS Foundation Trusts report financial metrics 

close to the benchmark to avoid regulatory intervention, this study conducts distribution 

analysis by plotting histograms of financial metrics performance and evaluating the 

discontinuity around financial benchmarks.  

Figure 5.1 
Distribution of reported I&E surplus margin 

Figure 5.1.1. Distribution of reported I&E surplus margin for all sample 

 
Note: The distribution of reported I&E surplus as a percentage of total revenue for NHS Foundation Trusts from year 2011 to 2015 (sample 

size is 715). The distribution bin width is 0.62 (Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile 

range and N is observation number. Frequency is the number of observations in a given interval. 
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Figure 5.1.2. Distribution of reported I&E surplus margin for years 2011 to 2013 

 
Note: The distribution of reported I&E surplus as a percentage of total revenue for NHS Foundation Trusts for year 2011 to 2013 (sample 

size is 421). The distribution bin width is 0.62 (Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile 

range and N is observation number. Frequency is the number of observations in a given interval. 

 

Figure 5.1.3. Distribution of reported I&E surplus margin for years 2014 to 2015 

 
Note: The distribution of reported I&E surplus as a percentage of total revenue for NHS Foundation Trusts for year 2014 and 2015 (sample 

size is 294). The distribution bin width is 1 (Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range 

and N is observation number. Frequency is the number of observations in a given interval. 

 

Figure 5.2 displays the distribution of another important financial metrics, capital 

service capacity. Before 2013, the ability to meet debt obligation was measured under 

Prudential Borrowing Limit(PBL) which requires debt service cover bigger than 2. Figure 5.2.2 

therefore displays the distribution of debt service cover for years from 2011 to 2013. Panel C, 

on the other hand, displays the distribution of capital service capacity (CSC) for year 2014 and 

2015 when PBL requirements has been abolished and are replaced by a star rating of CSC 
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metric. Figure 5.2.1 shows the distribution for all samples. The red reference line at 1.75 

marks the noticeable discontinuity of reported CSC for all samples from year 2011 and 2015. 

The number of observations in the bin just below 1.75 of 1.15 to 1.75 is significantly lower 

than expected at an actual number 46 compared with expected number 60 (z=1.698; 

p=0.044), while the number of observations in the bin just above 1.75 of 1.75 to 2.35 is 

significantly higher than expected at an actual number 84 compared with expected number 

69 (z=1.435; p= 0.076). In Figure 5.2.2, our discontinue analysis did not found a significant 

lower frequency at the interval just below the benchmark 2 (z=0.154) or significant higher 

frequency at interval just above 2 (z=0.44). Likewise, we did not find significant discontinuity 

around 1.75 in Figure 5.2.3 (z=0.582). Similar results are found when distribution intervals are 

changed to 0.25, which is a robustness test, for all three panels analysis. The inconsistent 

discontinuity results of the distribution for sub-samples in Figure 5.2.2 and 5.2.3, compared 

with distribution of all sample in Figure 5.2.1, may result from the relatively low p value of 

Figure 5.2.1 (close to 0.05 and 0.08). Considering the low p value for the discontinuity around 

1.75 in Figure 5.2.1 and lack of discontinuity evidence in sub-samples in Figure 5.2.2 and 5.2.3, 

this study cannot draw such a conclusion that there is significant discontinuity at 1.75 which 

is a benchmark for NHS FTs to refer under regulatory framework.  

Return on assets (ROA) and earnings before interest, tax, depreciation and 

amortisation margin (EBITDA margin) are another two important financial metrics as 

components of risk rating in Compliance Framework, although has been abolished in Risk 

Assessment Framework after 2013. This study, therefore, test distribution of ROA and EBITDA 

margin to supplement our analysis. 

Figure 5.2 
Distribution of reported capital service capacity 

Figure 5.2.1. Distribution of reported capital service capacity for all sample. 

 

Note: The distribution of reported capital service capacity for NHS Foundation Trusts from year 2011 to 2015 (sample size is 715, but to 
make it clearer for each bar we only show the CSC between -30 to 30, outliers are not shown in the chart). The distribution bin width is 0.6 
(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is observation number. Frequency 
is the number of observations in a given interval. 
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Figure 5.2.2. Distribution of reported debt service cover from year 2011 to 2013. 

 
Note: The distribution of reported debt service cover for NHS Foundation Trusts from year 2011 to 2013 (sample size is 421, but to make it 

clearer for each bar we only show the CSC between -20 to 20, outliers are not shown in the chart). The distribution bin width is 0.57 

(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is observation number. Frequency 

is the number of observations in a given interval. 

 

Figure 5.2.3. Distribution of reported capital service capacity for year 2014 and 2015. 

 
Note: The distribution of reported capital service capacity for NHS Foundation Trusts for year 2014 and 2015 (sample size is 294, but to make 

it clearer for each bar we only show the CSC between -12 to 12, outliers are not shown in the chart). The distribution bin width is 

0.86(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is observation number. 

Frequency is the number of observations in a given interval. 
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Figure 5.3 
Distribution of reported return on assets 

Figure 5.3.1. Distribution of reported return on assets for all samples from year 2011 to 2015. 

 
Note: The distribution of reported return on assets for NHS Foundation Trusts from year 2011 to 2015 (sample size is 715). The 

distribution bin width is 1(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is 

observation number. Frequency is the number of observations in a given interval. 

Figure 5.3.2. Distribution of reported return on assets for sub-sample from year 2011 to 2013. 

 
Note: The distribution of reported return on assets for NHS Foundation Trusts from year 2011 to 2015 (sample size is 421). The 

distribution bin width is 1(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is 

observation number. Frequency is the number of observations in a given interval. 

 

Figure 5.3 shows the distribution of reported return on assets for NHS Foundation Trusts. 

Figure 5.3.1 displays the distribution for whole sample from year 2011 to 2015. Two red lines in the 



 

81 

 

chart suggest two observable discontinuities in the distribution. There are two noticeable drops in the 

number of observations in the bin just below 0% and the bin just below 3%. The number of observation 

in the bin of -1% to 0%, 27, is significantly smaller than expected number 53 which is estimated 

applying the Burgstahler and Dichev (1997) method (z=3.731, p= 0.000), while the number of 

observations in the bin of 0% to 1% is significantly higher at 74 compared with expected value 44 

(z=3.242, p=0.000). The other drop is observed in the bin of 2% to 3% with a significant low frequency 

at 50 compared with expected value 71 (z=2.426, p=0.007).  Similar results have been found for sub-

sample from year 2011 to 2013 in Figure 5.3.2. In bin just below 0% the number of observations is 

significantly lower than expected (4 as compared with 20; z=4.331, p= 0.000) while in bin just above 

0% the frequency is significantly higher (28 compared with 16; z= 2.072, p=0.019). Further there is also 

a discontinuity at 3% threshold with 29 observations compared with expected 47 (z=2.605, p= 0.004) 

in bin of 2% to 3% and 65 observations compared with expected 50 (z=1.684, p=0.046). These results 

are consistent with the hypothesis that NHS FTs manage reported ROA to just above financial 

threshold (3% under compliance framework) to avoid regulatory intervention and the management 

of reported financial performance to avoid loss reporting.  

Distribution of reported EBITDA margin has been displayed in Figure 5.4. Discontinuity analysis 

in Figure 5.4 find no significant discontinuity around EBITDA margin benchmark (5% in Compliance 

Framework), neither for whole sample (Figure 5.4.1) nor for 2011 to 2013 sub-samples (Figure 5.4.2).  

 

Figure 5.4 
Distribution of reported EBITDA margin 

Figure 5.4.1. Distribution of reported EBITDA margin for all samples from year 2011 to 2015. 

 
Note: The distribution of reported return on assets for NHS Foundation Trusts from year 2011 to 2015 (sample size is 715). The distribution 

bin width is 0.74(Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is observation 

number. Frequency is the number of observations in a given interval. 
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Figure 5.4.2. Distribution of reported EBITDA margin for sub-sample from year 2011 to 2013. 

 
Note: The distribution of reported return on assets for NHS Foundation Trusts from year 2011 to 2015 (sample size is 421). The distribution 

bin width is 0.8 (Degeorge et al., 1999): calculated as 2(IQR)*(N-1/3), where IQR is the sample interquartile range and N is observation 

number. Frequency is the number of observations in a given interval. 

 

Multivariate analysis 

Distribution analysis above suggests that NHS Foundation Trusts report financial 

performance close to financial thresholds. However, shape of distribution histogram and 

discontinuities in reported financial performance have been questioned to be an ipso facto 

evidence of earnings management (Durtschi and Easton 2005). To further investigate whether 

real activities are manipulated in NHS Foundation Trusts in order to achieve financial targets, 

this study does additional multivariate analysis to test the relationship between pre-managed 

financial performance and abnormal real activities. 

Analysis of discretionary non-clinical expenditures 

Non-clinical expenditures, which are not directly related to patient care effort, are 

often regarded as candidate activity for reduction where the changes of non-clinical 

expenditures are less likely to negatively affect service quality (Roychowdhury 2006; 

Eldenburg et al. 2011).  This thesis, therefore, uses abnormal non-clinical expenditures as 

proxy for real activities manipulation and test the relationship between pre-managed 

financial performance (based on financial metrics) and abnormal non-clinical expenditures. 

Table 5.3 Panel A shows the results of Equation (2) which estimates the relation 

between discretionary non-clinical expenditures and pre-managed risk ratings. Column (1) to 

(4) show the results for each pre-managed rating 1,2,3 and 4 respectively. Column (5) shows 

the result taking into account of all ratings together with rating 3 as base group. Consistent 

with our expectation, when pre-managed rating is 2 (Column 2), discretionary non-clinical 

expenditures are found to be more negative (coefficient -0.015, p<0.01). While for pre-
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managed rating of 1 or 4 there is no evidence of significant discretionary non-clinical 

expenditure management. For pre-managed rating 3, there is a small evidence (0.01, p<0.1) 

that discretionary non-clinical expenditures may be increased a bit. Taken together all the 

pre-managed ratings in one regression, column (5) shows a significant positive relation (-

0.018, p<0.01) between discretionary non-clinical expenditures and pre-managed risk rating 

2 compared with base rating 3, which is consistent with the hypothesis and expectation that 

under the political and public scrutiny incentive framework, non-clinical expenditures are 

reduced to increase the financial metrics when pre-managed risk rating is just below the 

benchmark which could trigger regulatory intervention. There is also an evidence that 

discretionary non-clinical expenditures are found to be a bit more negative for pre-managed 

rating 1 observations (coefficient -0.014, p<0.1), which suggests that when pre-managed risk 

rating is 1 there is also a tendency for managers to increase abnormal non-clinical 

expenditures to increase the financial rating. 

Panel B displays the results for the relationship between abnormal non-clinical 

expenditures and individual breach of pre-managed risk rating 2 in equation (4). Column (1) 

to (5) respectively shows the results for individual financial metrics, including IE margin, 

EBITDA margin, ROA, Liquidity and CSC. Inconsistent with expectation, no statistically 

significant result has been found which suggests no evidence that abnormal discretionary 

non-clinical expenditure is manipulated for each individual financial metric when it is in 

breach of risk rating 2.  

 

Table 5.3 
Estimation results for discretionary non-clinical expenditures and pre-managed risk rating 

Panel A. How do abnormal discretionary non-clinical expenditures respond to pre-managed risk rating? 

(1) (2) (3) (4) (5)

VARIABLES Description DE_nonclinic DE_nonclinic DE_nonclinic DE_nonclinic DE_nonclinic

Pre-managed risk rating 1 -0.009 -0.014*

(0.007) (0.008)

Pre-managed risk rating 2 -0.015*** -0.018***

(0.004) (0.005)

Pre-managed risk rating 3 0.010*

(0.005)

Pre-managed risk rating 4 0.005 -0.003

(0.005) (0.006)

dTR 0.051*** 0.051*** 0.051*** 0.052*** 0.049***

(0.011) (0.011) (0.011) (0.011) (0.011)

AI -0.020* -0.019* -0.022* -0.020* -0.018

(0.012) (0.011) (0.011) (0.012) (0.012)

GR 0.032** 0.030** 0.030** 0.031** 0.033***

(0.013) (0.012) (0.012) (0.012) (0.012)

Constant 0.014 0.015 0.012 0.011 0.015

(0.015) (0.015) (0.015) (0.016) (0.016)

Observations 697 697 697 697 697

R-squared 0.100 0.111 0.106 0.100 0.117

Year Yes Yes Yes Yes Yes

Number of Trust 147 147 147 147 147

Rating 

(with rating 3 

as basegroup)

change in total revenue 

scaled by lagged total assets

Asset turnover

Gearing

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1  
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Panel B. How do abnormal non-clinical expenditures respond to each individual pre-managed financial metric 

rating of 2? 

(1) (2) (3) (4) (5)

VARIABLES Description DE_nonclinic DE_nonclinic DE_nonclinic DE_nonclinic DE_nonclinic

IErate -0.008

(0.006)

EBITDArate -0.001

(0.003)

ROArate 0.003

(0.004)

LIQrate -0.002

(0.007)

CSCrate -0.017

(0.012)

dTR 0.051*** 0.018** 0.018** 0.052*** -0.014

(0.011) (0.008) (0.008) (0.011) (0.042)

AI -0.020* 0.007 0.006 -0.021* -0.007

(0.011) (0.011) (0.011) (0.011) (0.020)

GR 0.030** -0.009 -0.009 0.030** 0.015

(0.012) (0.009) (0.009) (0.012) (0.015)

Constant 0.015 -0.011 -0.011 0.015 0.010

(0.015) (0.015) (0.015) (0.015) (0.027)

Observations 697 553 553 697 144

R-squared 0.101 0.062 0.062 0.098 0.01

Year Yes Yes Yes Yes No

Number of Trust 147 145 145 147 144

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

Asset turnover

Gearing

IErate=1 when premanaged

 IE margin rate is 2; IErate=0, otherwise

EBITDArate=1 when premanaged

 EBITDA rate is 2; EBITDArate=0, otherwise

ROArate=1 when premanaged

ROA rate is 2; ROArate=0, otherwise

LIQrate=1 when premanaged

Liquidity rate is 2; LIQrate=0, otherwise

CSCrate=1 when premanaged

CSC rate is 2; CSCrate=0, otherwise

Change in total income

 scaled by lagged total assets

 

 

Analysis of abnormal staff costs 

To investigate if clinical expenditures are manipulated to achieve financial targets in 

NHS Foundation Trusts, this study tests the reaction of abnormal staff costs to pre-managed 

risk rating. Table 5.4 shows the result of the relation between abnormal staff costs and pre-

managed risk rating. In panel A, Column (1) to (4) show the results for each pre-managed 

rating 1,2,3, and 4 respectively. Column (5) shows the result taking into account of all ratings 

together with rating 3 as base group. When pre-managed rating is 1 (Column 1), discretionary 

non-clinical expenditures are found to be more negative (coefficient -0.309, p<0.01). There is 

also an increase of abnormal staff costs for pre-managed rating 4 (0.199, p<0.01). However, 

for pre-managed rating of 2, inconsistent with our expectation, there is no evidence of 

significant discretionary non-clinical expenditure management. Taken together all the pre-

managed ratings in one regression, column (5) shows similar results as the result for each pre-

managed rating respectively. Significant negative relation (-0.260, p<0.01) between abnormal 

staff costs and pre-managed rating 1 compared with base group suggests that abnormal staff 

costs are managed to increase the financial performance when pre-managed rating is 1 but 

there is no evidence that it is managed when pre-managed rating is 2 which also below the 

financial threshold (rating 3). Abnormal staff costs are also reduced to manage the financial 

performance downwards when the rating is above the threshold rating 3 (0.131, p<0.01). 
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Table 5.4 
Estimation results for abnormal staff costs and pre-managed risk rating 

Panel A. How do abnormal total staff costs react to pre-managed risk rating ? 
(1) (2) (3) (4) (5)

VARIABLES Description staffcost staffcost staffcost staffcost staffcost

-0.309*** -0.260***

(0.088) (0.076)

0.013 0.001

(0.031) (0.028)

0.008

(0.023)

0.199*** 0.131***

(0.061) (0.050)

dTR -1.571*** -1.639*** -1.640*** -1.665*** -1.597***

(0.551) (0.570) (0.571) (0.570) (0.555)

0.382*** 0.361*** 0.362*** 0.398*** 0.403***

(0.117) (0.117) (0.117) (0.124) (0.122)

GR 0.201** 0.168** 0.167** 0.197** 0.215**

(0.096) (0.078) (0.077) (0.084) (0.099)

Constant -0.283** -0.301** -0.300** -0.401*** -0.354***

(0.121) (0.133) (0.131) (0.146) (0.134)

Observations 568 568 568 568 568

Number of Trusts 147 147 147 147 147

Year Yes Yes Yes Yes Yes

R-Squared 0.329 0.308 0.308 0.320 0.333

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

Gearing

AI

Pre-managed risk rating 1

Pre-managed risk rating 2

Pre-managed risk rating 3

Pre-managed risk rating 4

Rating 

(With rating 3 as 

basegroup)

Change in total revenue 

scaled by lagged total assets

Asset turnover

 

 

Panel B. How do abnormal total staff costs react to each pre-managed component risk rating of 2?   

(1) (2) (3) (4) (5)

VARIABLES Description staffcost staffcost staffcost staffcost staffcost

0.006

(0.036)
-0.054

(0.038)

-0.012

(0.054)

0.026

(0.051)

-0.013***

(0.004)

-1.640*** -1.796*** -1.777*** -1.640*** -0.058

(0.571) (0.610) (0.602) (0.570) (0.063)

0.361*** 0.530*** 0.518*** 0.360*** 0.006

(0.117) (0.165) (0.161) (0.116) (0.005)

0.168** 0.240** 0.241** 0.168** -0.011

(0.078) (0.103) (0.105) (0.077) (0.010)

Constant -0.299** -0.490*** -0.493*** -0.298** -0.002

(0.133) (0.179) (0.188) (0.131) (0.007)

Observations 568 424 424 568 144

R-squared 0.308 0.325 0.324 0.308 0.064

Number of Trust 147 145 145 147 144

Year Yes Yes Yes Yes No

Change in total income

 scaled by lagged total assets

Asset turnover

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

IErate=1 when premanaged

 IE margin rate is 2; IErate=0, otherwise

IErate

EBITDArate=1 when premanaged

 EBITDA rate is 2; EBITDArate=0, 

EBITDArate

ROArate=1 when premanaged

ROA rate is 2; ROArate=0, otherwise

ROArate

Gearing

AI

GR

dTR

LIQrate=1 when premanaged

Liquidity rate is 2; LIQrate=0, otherwise

LIQrate

CSCrate=1 when premanaged

CSC rate is 2; CSCrate=0, otherwise

CSCrate
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Table 5.4 Panel B shows the result for the extent in which abnormal non-clinical expenditures 

react when each individual financial metric rating is 2. Column (1) to (5) respectively shows the results 

for individual financial metrics, including IE margin, EBITDA margin, ROA, Liquidity and CSC. There is 

only a statistically significant relation between abnormal staff costs and pre-managed CSC rating of 2 

(-0.013, p<0.01), which suggests that abnormal staff cost is reduced more when pre-managed CSC 

rating is 2. No evidence that abnormal discretionary non-clinical expenditure is manipulated for other 

individual financial metric when it is in breach of risk rating 2. 

 

Conclusion 

This thesis investigates discontinuities in key regulatory rating component financial 

performance metrics and variations in discretionary non-clinical expenditure in response to 

regulatory incentives in English NHS Foundation Trusts.  

I find significant discontinuities and clustering in the I&E surplus margin just above 0% 

which is consistent with both a loss avoidance hypothesis and the incentive to avoid possible 

trigger-intervention threshold (0% for 3 rating in Risk Assessment Framework). Significant 

discontinuities are also found in the return on assets just above 0% and above 3%, the 

threshold below which intervention is possible. However, we find no consistent evidence of 

discontinuities in relation to capital service capacity which is a financial metric to measure 

debt service ability when we do separate analysis before and after regulatory framework 

changes. Another surprising finding is that there is no evidence of discontinuities in the 

distribution of EBITDA margin.  

Further analysis proceeds to investigate discretionary expenditures, including non-

clinical expenditures and clinical expenditures, in response to regulatory incentives. I find that 

discretionary expenditures on non-clinical activities are reduced when pre-managed financial 

rating is 2, which suggest an incentive to adjust financial rings through managing non-clinical 

activities to avoid regulatory intervention. However, I do not find discretionary non-clinical 

expenditures are reduced (increased) when pre-managed performance is below (above) the 

thresholds, which are possible to trigger regulatory intervention, for individual financial 

metrics. The results for staff expenditures are not as expected as non-clinical expenditures 

where no significant reduction was observed when pre-managed performance is just below 

the intervention-triggering threshold. However, I do find abnormal spending on staff costs is 

reduced when pre-managed performance is rating 1, which is way below the intervention-

triggering threshold, and is increased when pre-managed performance is above the financial 

threshold rating.  

My findings suggests that non-clinical expenditures decision is adjusted to avoid 

regulatory intervention when pre-managed level is just below the intervention triggering 

threshold. Additional analysis on abnormal staff costs suggests that clinical related spending 

decision is only adjusted to improve the financial rating but not applied to avoid regulatory 

intervention. It is more related to improve the financial performance or the effectiveness of 

using resources, rather than just the incentive to avoid regulatory intervention. 
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This thesis contributes to earnings management literature on several points. First, this 

research expand real earnings management literature to public sector organisations in UK. By 

analysing the spending decisions in response to the regulatory financial targets, I extend the 

manipulations of financial performance through accruals to real activity expenditures in UK 

public sector.  Second, my findings question the previous literature which believes service 

quality is not sacrificed to achieve financial targets in public sector. My results suggest 

management might make clinical service-related spending decisions to improve financial 

performance. This result also contributes to the discussion of the reform of public sector 

organisations, especially under New Public Management. Third, these findings have some 

policy implications in that NHS FTs may damage their long-term strategic capacity or service 

quality when meeting financial targets. For trusts reducing expenditures on real activities 

when they are in danger of failing to meet financial benchmark, they may avoid or defer 

regulatory intervention but still in danger of damaging long-term strategic capacity. This raises 

the concern of improving regulatory efficiency. Regulatory effectiveness may be enhanced if 

the “at risk” Trusts could be identified sooner, or intervention be more timely. Such measures 

might include additional review of expenditures regularly, more refined regulatory 

monitoring of expenditures, balancing intervention between regulatory financial targets and 

service quality. These considerations are particularly important when there are pressures on 

public spending. 

This thesis has limitation related to clinical expenditures measures. Clinical staff cost 

is a good signal of clinical activities but to be more accurate expenditures for different clinical 

activities should be examined. Future research can find better proxies for specific clinical 

activities and investigate if clinical expenditures are manipulated in order to achieve financial 

targets.   
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Chapter 6 Study 3: Financial Reporting Quality and Audit Quality in 

England Local Authorities 

 

Introduction 

Local Authorities are facing reduced central government funding while the demand 

for high-cost services is increasing. In the 2010 spending review, central government planned 

to reduce funding of local authorities by £7.6bn (26%) between 2011 and 2015. Changes in 

funding arrangement and services demand create great pressure on local authorities. Theis 

continuous austerity motivates our investigation of the local authorities in UK as another 

unique representative of public sector organization. Questions about the quality of financial 

reporting and auditing are extremely important for local authorities under this austerity 

environment.  

UK local authorities are responsible for producing balanced budgets for local public 

services. The institution behind the local authorities constrains the earnings and general fund 

level. Local authorities are elected bodies. They are expected to spend available resources to 

maximize their objectives. Unlike for-profit sectors, there are costs to the public sectors for 

reporting either losses or profits. Local authorities demonstrate their financial performance 

in how they budget against the general fund to provide services (CIPFA, 2016). Apart from the 

reported earnings, general fund balance is also characterised by considerable political and 

legal sensitivity. The level of general funding and spending plans determines how much 

council tax needs to be raised in order to support public services. 

Earnings and general funding are two potentially sensitive accounts which indicate a 

focus of public comment, risk of rising council tax, and overall health of local authorities. The 

incentive framework arises in local authorities where the current year expenditures cannot 

exceed the sum of grant and taxes plus general fund balance. This motivates our study of the 

question “Are earnings and general fund balance managed to achieve financial targets?” and 

“Are external audit play a role in making an audit adjustment?”. Prior empirical studies on 

public sector, especially on local government or local authorities, are limited. They are mainly 

focus on estimates of earnings account (Ballantine et al. 2008) and descriptive analysis (Baylis 

and Greenwood, 2016). We add to the limited literature by firstly examining whether local 

authorities manage earnings and transfer to general fund and extend the earnings research 

to general fund which is another perspective of testing the financial reporting quality. We also 

exploit the audit quality in local authorities by examining the audit adjustment to contribute 

to the limited studies of public sector audit quality, which mainly focus on review of audit 

working paper (Giroux and Jones, 2011). 

This thesis analyses 335 local authorities over the three years period from 2013 to 

2015. Total observation is 691 consisting of 18 local authorities covering a three year period 

from 2013 to 2015 and 317 local authorities covering a two year period from 2014 to 2015. 

We firstly examine whether discretionary accruals are applied in order to achieve small 

surplus reporting or small positive general fund balance and how they respond to the financial 
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targets. We find that, overall, local authorities manage their earnings towards zero and 

manage general fund balance towards 2% of total revenue by discretionary accruals and inter-

fund transfer. This is consistent with previous evidence of earnings management in public 

sector (Leone and Van Horn, 2005) and our expectation of the balanced general fund 

incentives in local authorities. Further, as local authorities are required to publish pre-audit 

financial statements, this study use the direct method to measure audit quality by looking at 

if auditors make corresponding adjustments to reduce the management bias in earnings or 

general fund reporting. We find no association between the audit adjustments, neither in 

direction nor in magnitude, and discretionary accruals. These results raise a concern about 

the role of auditors to reduce management bias for local authorities’ accounts. 

 

Institutional Setting 

UK local authorities are elected bodies for delivering local public services such as 

transport, education, leisure services and refuse collection services. There are 353 local 

authorities in England comprising county councils, district councils, London boroughs, and 

unitary authorities (merged counties and districts). In 2015/16, revenue expenditure is 

budgeted to be £95.4b in England. Among total budget, 26% of budgeted revenue 

expenditure is estimated to be funded through council tax, 12.5% is raised by authorities 

through the business rate retention scheme, and 59.6% is to be funded by central government 

grant. Due to fiscal deficit, local authorities had experienced a fall of spending power 

(government grant plus council tax) by 25% between 2010/11 and 2015/16 and a real term 

decline in government funding of 37% by 2015/16 (NAO, 2014), and there will be a further 

reduction 5.7% between 2016/17 and 2019/20. The financial strain local authorities are facing 

and lack of academic discussion motivate this study. 

Governance framework 

Local authorities have the freedom to make their own judgement on governance 

arrangements. The full authority has the overall responsibility for directing and controlling. 

Local Government Act 2000 clearly defined the different scrutiny role between the executives 

and non-executives, where executives are in charge of proposing and implementing policies 

while non-executives are in charge of reviewing policy and scrutinising executive decisions. 

Audit Committee in local authorities are expected to have independent chair (Local 

Government and Public Involvement in Health Bill, 2007) and independent members (CIPFA, 

2005), which comprise at least 25% of the committee.  

Financial accountability 

The income of local authorities is largely derived from Government grant funding. 

Local authority financial statements are accountable to taxpayers and other stakeholders in 

terms of how public money is used. Movement in reserve statement is a unique statement 

for local authorities, which records the change of reserves and transfer between reserves 

(including statutory transfers and voluntary transfers). Reserves are actually accumulated 

surplus and the level of reserves represents the future spending power, which determines 
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how much council tax need to be raised. The excess of income over expenditure in revenue 

account after adjusting movement to and from reserves is the accumulated credit balance on 

general fund. For members, the most important thing is whether the authority has a surplus 

or deficit on general fund. Financial statements enable authorities demonstrate the way how 

they budget the general fund to provide services. Surplus or deficit in I&E statement is not 

the balance that should be transferred to general fund. There is statutory requirement to 

transfer elements of surplus to other reserves, such as depreciation and impairment of fixed 

costs. Therefore, only after reserve transfers have been effected the remaining surplus/deficit 

would be transferred to general fund. 

The balance on the general fund is needed for unforeseen events and characterised 

by considerable political and legal sensitivity. General fund balance is in the equivalent of 

retained earnings and determines how much authority needs to raise local taxes. If the 

balance is too low, more revenue needs to be raised from local residents and businesses. If 

the balance is too healthy, a pressure to reduce tax rates is faced. Local authorities are 

constraint under the requirement to produce balanced budget, which is interpreted as a 

budget in which the current year expenditure do not exceed the revenue that raised from 

government grant, local taxes plus the general fund balance.  

Further, section 114 of the Local Government Finance Act 1988 requires the chief 

finance officer to report to all authority’s members if there is likely to be an unbalanced 

budget. The issue of s114 notice has severe operational implications which the authority is 

prohibited from entering new incurring of expenditures when the general fund balance falls 

into a level such that the it is forecast that resources fall short of expenditure. For example, 

Northamptonshire County Council issued a section 114 notice to control spending in February 

2018. The notice was issued under severe financial challenge facing the authority and the 

significant risk that the authority will not be able to deliver a balanced budget by the end of 

the year.  The county council failed to sell an asset which was expected to generate £12m 

capital receipts and faces an overspend of £21.1m for the financial year 2017/18, resulting in 

a risk of negative General Fund balance which is a breach of legislation. The s114 notice 

announced that no new expenditure is permitted with the exception of safeguarding 

vulnerable people and statutory services.  

Audit of Local Authorities 

Local authorities are accountable to auditors who are overseen by the Financial 

Reporting Council (NAO, 2017). External auditors are responsible to ensure a sound financial 

position, and review and report on the level of reserves considering their local knowledge of 

the authority’s financial performance. However, it is not their responsibility to prescribe the 

optimum or minimum level of reserves for authorities in general.   

Each council has an audit committee consisting of an independent chair and 

substantial independent members. Audit Commission for LA has been abolished (Local Audit 

and Accountability Act, 2014) and local authorities become responsible for appointing their 

own auditors with the legal safeguards and assistance from local audit committees. However, 

there was a debate or contentious point that whether the independence of auditors will be 



 

91 

 

breached if adequate safeguard or assistance is put in place. This led to a motivation to 

investigate the audit quality of local authorities.  

In addition, an important distinctive feature of local authority setting is that they are 

required to publish financial statements presented for audit (Public Audit (Wales) Act, 2004, 

s. 30; National Assembly for Wales, 2005) so that the public and stakeholders may raise any 

concern with the auditor. This rare feature permits an investigation of audit adjustments in 

this study. 

 

Literature Review 

Earnings management 

Rather than define ‘financial reporting quality’, prior literature has agreed on several 

aspects of quality and focused on factors such as earnings management (Dechow et al., 2012), 

financial restatement (Abbott et al., 2004) and financial fraud (Beasley, 1996) that have been 

used as evidence of breakdown of financial reporting quality. Three most employed proxies 

for financial reporting quality has been used in the literature: earnings quality, accounting 

conservatism and accruals quality (Choi and Pae, 2011; Ferrero, 2014). 

Under an accruals accounting system, managers often use their discretion over 

accruals to achieve various financial targets, such as meeting earnings forecasts, increasing 

managerial compensation, and avoiding violation of debt covenant (e.g., Burgstahler and 

Eames, 2003; DeFond and Jiambalvo, 1994). The degree of earnings management using 

abnormal accruals is applied to examine the earnings quality and accruals quality (Dechow 

and Dichev, 2002; McNichols, 2002). Earnings management occurs when manager have 

incentive to use judgement in financial reporting and alter financial reports to mislead 

stakeholders or influence the reported accounting outcomes (Healy and Wahlen, 1999). 

Empirical evidence suggests that there are strong incentives to avoid reporting earnings 

decreases. Burgstahler and Dichev (1997) shed light on the firms using working capital 

accruals to avoid losses or earnings declines. Brown and Caylor (2005) find that managers 

tend to avoid negative earnings more aggressively than to avoid earnings decrease. In UK, the 

extensive use of earnings management starts from the use of working capital accruals to 

achieve earnings target. Peasnell et al. (2000) state that the UK firms with negative pre-

managed earnings levels tend to have positive mean working capital accruals and the 

increased level of governance restrained the use of income-increasing working capital 

accruals to avoid losses or decreases in earnings. 

Compared with the private sector, far less research has been conducted to investigate 

the financial reporting quality or earnings management in the public sector or non-profit 

sector. However, growing attention has transferred and earnings management is perceived 

to very important in public and non-profit sector because of the high demand for 

accountability (Verbruggen and Christiaens, 2010). Financial reporting in the public sector or 

non-profit sector takes into account of different strategies due to the different objectives, 

managerial incentives and governance structure, such as performance evaluations and 
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managerial assessments (Leone and Van Horn, 2005; Ballantine et al., 2008); regulatory 

scrutiny (Eldenburg et al. 2004 and 2011); making donations (Parsons 2007), and 

accountability to stakeholders (Eldenburg et al., 2011; Greenwood, 2012). Previous literature 

suggests that public sector and non-profit hospitals have widely employed accounting 

adjustments, including adjusting discretionary accruals and manipulating real activities 

(Leone and Van Horn, 2005; Ballantine et al., 2007; Eldenburg, et al., 2004 and 2011), to meet 

desired income level or earnings targets such as avoiding losses ( Leone and Van Horn, 2005), 

achieving financial breakeven duty (Ballantine et al.,2007), preventing large positive net 

incomes (Eldenburg et al., 2011) and attaining zero earnings (Ferreira et al, 2013).  

Audit quality and audit adjustment 

Audit quality is widely defined as “the market assessed joint probability that a given 

auditor will both discover a breach in a client’s accounting system, and report the breach” 

(DeAngelo 1981, 186). According to Knechel et al. (2012), different stakeholders in financial 

reporting process have different point of view of what constitutes audit quality, which 

reflected in different standard to assess audit quality. Extensive literature reviews the audit 

quality in terms of certain observable audit outcomes, evolving from a binary framework 

about audit failure (Beasley et al., 1999; Lennox, 1999) to continuum measures of audit 

quality which include audit reports and audited financial statements (Francis, 2004 and 2011).  

Prior research shows that higher audit quality is associated with lower likelihood of 

accounting restatements and presence of accounting restatement is seen as a proxy for 

negative audit quality (Chin and Chi, 2009; Stanley and DeZoort, 2007). Material deviation 

from regulations or standards are presumed to be a signal for poor audit quality (Krishnan 

and Schauer, 2001). Francis (2004) propose that audit quality is inversely related with audit 

failure rate which can be inferred from auditor litigation failure, business failure and earnings 

restatement. Other research considers overall financial reporting quality when examining 

audit quality and focus on error detection and financial misstatements, suggesting that 

higher-quality auditing would detect errors in financial reports and increase liability of 

financial statements (Chan and Wong, 2002; Behn et al., 2008).  

Research about audit quality in public sector is limited. Audit quality affects public 

sector audit market in unique ways (Copley, 1989; Roberts et al., 1990). Evidence from US 

public sector suggests that large audit firms meet and submit reports more timely (Dwyer and 

Wilson, 1989; McLelland and Giroux, 2000) and have more complete disclosure practices in 

municipal governments (Copley, 1992). Baber et al. (1987) document the audit market in 

North Carolina county governments and suggest a significant relation between audit fee and 

political factors. Copley (1992) proxy for audit quality in municipal governments for Big 8 

auditor and residuals from audit fee model. Deis and Giroux (1992) extend audit quality 

research to public sector and test the factors that suggested in private sector literature as 

influencing audit quality in public sector. They find that audit quality in public sector is 

associated with factors like audit tenure, audit client number, client size and health. In UK, 

prior 2012, Audit Commission regulates audit work in public sectors. Basioudis and Ellwood 

(2005) find that Audit Commission enhanced audit independence and the total auditor 

remuneration is effectively controlled. Recent study of audit regime in NHS FT sheds light on 
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the local public audit outside the Audit Commission oversight (Ellwood and Garcia-Lacalle, 

2015).  

Audit adjustments 

Research on audit adjustment is limited due to the data availability. Audit adjustment 

research requires either access to pre-audit financial statements or access to auditor’s 

working reports regarding commercial and client confidentiality (Baylis and Greenwood, 

2016). Majority research in private sector therefore seeks special access like working papers 

of audit firms (Hylas and Ashton, 1982; Kinney and McDaniel, 1989) and survey-based 

instrument (Kreutzfeldt and Wallace, 1986; Wright and Wright, 1997). However, due to the 

unique feature of non-profit and public sector of publishing pre-audit financial statements, 

audit adjustments in public sector are examined by comparing the differentiation between 

pre-audited and audited adjustments. For example, using pre-and post-audit financial data, 

Grein and Tate (2011) find that auditors make significant adjustment to financial statements 

in US public housing associations. Baylis and Greenwood (2016) also exploits the pre-audit 

financial statements to investigate the incidence and scale of audit adjustments in Welsh local 

authorities and find that audit adjustment lead to a more conservative reporting. 

Prior literature has suggested that auditors make material adjustment to financial 

statements (e.g. Eilifsen and Messier, 2000; Grein and Tate, 2011; Ruhnke and Schmidt, 2014). 

The first studies of misstatement focused broader perspectives, including three main issues: 

incidence of misstatement by account (Kreutzfeldt and Wallace, 1986; Johnson, 1987), causes 

of misstatements (Hylas and Ashton, 1982; Kinney and McDaniel, 1989) and audit procedures 

to detect misstatements (Wright and Ashton, 1989). Previous literature suggests that non-

profit managers tend to manipulate financial statements for financial and regulatory 

incentives (Grein and Tate, 2011; Krishnan et al., 2006).  Empirical studies investigate the role 

of auditors in mitigating such misstatements and find that auditors can successfully identify 

managing financial information. However, the results about whether auditors make 

adjustments in front of management incentives is fixed. Libby and Kinney (2000) find that 

auditors are more conservative in making adjustments. While Nelson et al. (2002) report that 

auditors are more likely to adjust material earnings management attempts. 

 In follow-up research, later studies examined more specific issues and different 

settings. Wallace and Kreutzfeldt (1991 and 1995) investigate the relation between various 

inherent and control risk factors and absolute magnitude and number of audit adjustment. 

By incorporating client-specific planning materiality and analysing the relative magnitude of 

adjustments, Ruhnke and Schmidt (2014) extend prior research to analyse the relation 

between audit adjustment and inherent and control risk factors in Germany and they find 

that income-affecting adjustment is strongly associated with inherent and control risk. 

Moreover, Chan et al. (2003) examine the effect of cultural dimensions on audit-detected 

accounting errors in China and find that power distance and individualism have significant 

effect on accounting errors. Wright and Wright (1997) find that auditors are more likely to 

report large and income-decreasing adjustments and a number of audit adjustments 

exceeding materiality are waived. More recently, Lennox et al. (2016) investigate the effect 
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of audit adjustments on earnings quality in China and suggest that audit adjustment cause 

earnings to become smoother and higher accrual quality. 

Local authorities 

Studies about financial reporting quality and audit in local authorities are quite 

limited. Giroux and Jones (2007) firstly test the audit fee structure of local authorities in 

England and Wales. Baylis and Greenwood (2016) investigate the scale and incidence of audit 

adjustments in Welsh local authorities and the impact on audit fees. They find that audit 

adjustment in Welsh local authorities result in a more conservative reporting of surplus and 

the general fund balance and the adjustments to general fund is related with increased audit 

fees. This study extends the limited literature of local authorities to consider the financial 

reporting quality, especially focusing on the management of general fund balance, and the 

audit quality which measured by audit adjustment.  

 

Hypothesis development and Research Design 

1. Sample and data 

Our sample includes 335 local authorities over the three years period from 2013 to 

2015. Total observation is 691 consisting of 18 local authorities covering a three-year period 

from 2013 to 2015 and 317 local authorities covering a two-year period from 2014 to 2015. 

The sample reduce from 691 observations to 256 observations as a consequence of the 

requirement of lagged data for measurement of discretionary accruals. All the financial data 

were hand-collected by the author from the published pre-audit and post-audit financial 

reports of local authorities. Missing reports are acquired under freedom of information 

request.  

2. Management of earnings and general fund 

2.1 Hypothesis development 

UK local authorities are responsible for producing balanced budgets for local public 

services. Earnings (surplus/deficit) and general fund are two potentially sensitive accounts 

which indicate a focus of public comment, risk of rising council tax, and overall health of local 

authorities. In this study, we firstly examine whether local authorities manage earnings and 

transfer to general fund. 

The institution behind the local authorities constrains the earnings and general fund 

level. Local authorities are elected body to provide public services. They are expected to 

spend available resources to maximize their objectives. Unlike for-profit sectors, there are 

costs to the public sectors for reporting either losses or profits. According to previous 

literature in public sector, evidence has been provided that public sector organisations 

manage their earnings to meet a small surplus target. Leone and Van Horn (2005) find non-

profit hospitals manage their earnings to a range just above zero and they use discretionary 

accruals to meet earnings objectives. Similar results have been particularly marked in England 
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NHS Trusts (Ballantine, Forker et al. 2007) and in England NHS Foundation Trusts (Greenwood, 

Baylis et al. 2017). A balanced budget constraint therefore is required and motivates local 

authorities to maintain zero earnings. 

H1: Local authorities manage their earnings to meet the zero-reporting objective. 

We also include general fund in our analysis since most important issue in local 

authority financial statement is whether the authority has a surplus or deficit on general fund. 

Local authorities demonstrate their financial performance in how they budget against the 

general fund to provide services (CIPFA, 2016). Apart from the reported earnings, general 

fund balance is also characterised by considerable political and legal sensitivity. The level of 

general fund and spending plans determines how much council tax needs to be raised in order 

to support public services. A balanced budget is required as too low general fund can lead to 

a lack of resources for providing public services and produces a need to raise more revenues 

from government and local tax, while too high general fund can point to a non-efficiency of 

resources usage and lead to a pressure to reduce tax rate (Greenwood and Baylis 2016). A 

motivation, under this institution background for general fund, is shown to manage general 

fund in order to meet a general fund level around a small surplus level. 

H2: Local authorities tend to report a small surplus level of general fund.  

In order to further investigate how general fund is adjusted or managed, transfer to 

general fund is examined which the change of general fund is coming from. Movement in 

reserve statement records the change of each local authority’s general fund from year to year 

and it comes from total income or expenditures and transfers between reserves which include 

statutory transfers and voluntary transfers. The transfer to general fund indicates an 

increasing or decreasing risk of raising tax (Greenwood and Baylis 2016). To produce a 

balanced budget, moderating the fluctuating risk of raising tax and soothing or stabilizing the 

reported general fund are required. Therefore, it is expected that transfer to general fund 

would be managed close to zero for a smooth and persistent general fund.  

H3: Local authorities manage transfer to general fund to a level close to zero. 

2.2 Methods 

In order to examine if local authorities manage earnings, transfer to general fund and 

general fund, we firstly provide descriptive statistics evidence by reporting the difference 

between the sensitivity account before management (pre-managed value) and after 

management (pre-audit value). Histograms of pre-managed performance and pre-audit 

performance are provided to compare the distribution before and after management, which 

is represented by the application of discretionary accruals. Pre-managed performance is 

calculated as pre-audit value minus performance matched discretionary accruals. Secondly, 

descriptive statistics for discretionary accruals are analysed based on the sensitive thresholds. 

A comparison of discretionary accruals between observations with pre-managed surplus and 

pre-managed deficit provides an evidence to test if discretionary accruals are applied to 

manage earnings towards zero. To achieve zero earnings report, income-increasing 

discretionary accruals are more likely to be applied in pre-managed deficit observations while 
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income- decreasing discretionary accruals are more likely to be applied in pre-managed 

surplus observations. From analysing the distribution of reported general fund in local 

authorities, there is a tendency for local authorities to report general fund around 2% of total 

revenue. Therefore, discretionary accruals are also analysed sorting by pre-managed general 

fund above and below the 2% of total revenue to investigate if income-increasing 

discretionary accruals are applied to move general fund upward to 2% and vice versa.  

2.2.1 Accruals Modelling 

To test discretionary accruals, we apply the Modified Jones Model (Dechow, Sloan et 

al. 1995) as follows: 

𝑇𝐴𝑐𝑐𝑖𝑡

𝑇𝐴𝑖𝑡−1
= 𝛼1

1

𝑇𝐴𝑖𝑡−1
+ 𝛼2

∆(𝑅𝑒𝑣−𝑅𝑒𝑐)𝑖𝑡

𝑇𝐴𝑖𝑡−1
+ 𝛼3

𝑃𝑃𝐸𝑖𝑡

𝑇𝐴𝑖𝑡−1
+ 𝜀𝑖𝑡                (1) 

Where: TAccit is calculated for entity i, from time  t-1 to t, as the change in current 

assets minus the change in current liabilities minus the change in bank, plus the change in 

short-term borrowing and minus depreciation and amortisation; ∆(Rev-Rec)it is the change in 

the difference between revenue and receivables from time t-1 to t; PPEit  is the change in the 

net level of property, plant and equipment at time t for entity I;  εit  is the residual representing 

our measure of discretionary accruals. All variables are scaled by lagged total assets (Jones, 

1991; Ballantine et al., 2007). The result of this regression using pooled OLS regression is 

shown in the appendix. 

In order to take into account of the possible abnormal statutory and voluntary 

transfers to general fund, a robustness test is conducted by dividing discretional management 

on transfer to general fund to two perspectives: one is (performance matched) discretionary 

accruals which represent the discretion from managers in financial accounts to affect the 

surplus or deficit in comprehensive income statements; the other one is abnormal transfer to 

general fund. We use the residual from the regression below to represent the abnormal 

transfer to general fund (Felix, 2015). 

Net Transferit = α0 + α1Net Transfersi,t−1 + εit                  (2) 

Where Net Transfer is calculated as total transfer to other reserves (earnings minus 

transfer to GF). Residual 𝜀𝑖𝑡 is the abnormal transfer which captures the discretion that local 

authorities have over inter-fund transfers.  

2.2.2 Multivariate analysis 

To investigate the extent to which discretionary accruals vary in response to 

institutional incentives, this thesis also performs a multivariate analysis following Leone and 

Van Horn (2005) and Greenwood, Baylis et al. (2017) model which tests variation of 

discretionary accruals in non-profit sector and NHS Foundation Trusts. This thesis tests the 

hypothesis by modelling discretionary accruals as a function of pre-managed performance 

and last year’s reported performance. Due to data limitation, last year’s discretionary accruals 

are not included in this model. We also include control variables for local authority type and 

size. 
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DAit = scapmEARNit + scapmSDGFit + scalagEARNit−1 + scalagGFit−1 + Typeit +

SIZEit + εit        (3) 

Where DA is discretionary accruals from estimation model, equation (1); scapmEARN 

is pre-managed earnings before discretionary accruals scaled by lagged total assets; 

scapmSDGF is pre-managed transfer to general fund before discretionary accruals scaled by 

lagged total assets; scalagEARN is lagged reported post-audit earnings scaled by lagged total 

assets; scalagGF is lagged reported post-audit general fund balance scaled by total assets; 

Type is an indicator variable for different local authority types, including district councils, 

London borough councils, and metropolitan district councils; SIZE is local authority size 

measured by lagged total revenue. 

This model allows for performance matching through the continuous variables 

scalagEARN and scalagGF (Kothari et al. 2005). Type is control variables representing local 

authority types classified to district councils, London borough councils, and metropolitan 

district councils. For example, in 56% metropolitan councils are concerned by local auditors 

will not meet medium-term saving targets in 2014 (NAO, 2014). SIZE is lagged total income 

representing local authority size. Both control variables are included to control for the 

possibility that organizational size and complexity or local economy factors affect the level of 

discretionary accruals. 

In addition, a regression model to test the relationship between discretionary 

management including abnormal transfers and pre-managed transfer to general fund before 

both discretionary accruals and abnormal inter-fund transfers is designed as a robustness test 

to include the possible effect of abnormal inter-fund transfer on managing transfer to general 

fund.  

Dismanageit = pmSDGFit + scalagEARNit−1 + scalagGFit−1 + Typeit + SIZEit + εit   (4) 

Where Dismanage is discretionary accruals from estimation model, equation (1), plus 

abnormal inter-fund transfers; pmSDGF is pre-managed transfer to general fund before 

discretionary accruals and abnormal inter-fund transfers scaled by lagged total assets; 

scalagEARN is lagged reported post-audit earnings scaled by lagged total assets; scalagGF is 

lagged reported post-audit general fund balance scaled by total assets; Type is an indicator 

variable for different local authority types, including county councils, district councils, London 

borough councils, and metropolitan district councils; SIZE is local authority size measured by 

lagged total revenue. 

3. Audit adjustments 

3.1 Hypothesis 

To investigate whether external auditors help reduce management bias for local 

authorities, this study examines if auditors make adjustments and how they react to 

management discretion in local authorities. Professional standards require auditors to detect, 

assess the risks of, and correct material misstatements of financial statements (Local Audit 

and Accountability Act 2014). Particularly, auditors are required to recognise and report a risk 

of potential unbalanced budget for local authorities (Local Government Finance Act 1988, 
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Section 151). Agency theory predicts audit as a means of reducing agency costs (Jensen and 

Meckling, 1976; Watts and Zimmerman, 1983) and in mitigating the possibility of self-serving 

reporting by management (Sunder, 1999), for which a significant body of evidence exists in 

all of the private, not-for-profit and public sectors.  To reduce management bias, it is expected 

that auditors would act to reverse the extent to which managerial discretion is applied and 

make corresponding adjustments. 

H4: Auditors make adjustments on earnings, transfer to general fund and general fund. 

H5: Auditors make reverse adjustments to reduce the extent of management bias. 

3.2 Methods 

This thesis firstly adopts univariate analysis to examine the distribution and direction 

of audit adjustments which impact the reported earnings, general fund and transfer to 

general fund. Furthermore, to test hypothesis 5, this study particularly examines the direction 

and scale of audit adjustments in the context of management incentives to manage earning, 

general fund and transfer to general fund towards the specified level. Audit adjustments in 

earnings or transfer to general fund are tested to examine if more downward adjustments 

are made for deficit observations when earnings or transfer to general fund would be 

managed upward, while more upward adjustments are made for surplus observations when 

earnings and transfer to general fund would be managed downward. To extend the analysis, 

this thesis also include an investigation of the incidence and scale of audit adjustments in the 

presence of income-increasing and income-decreasing discretionary accruals. Given that 

individual local authority face incentives specific to their own circumstances, discretionary 

accruals are taken as a measure of the actual direction that earnings or transfer to general 

fund are managed in an local authority, irrespective of whether their pre-audit results show 

a surplus or deficit. 

3.2.1 Multivariate analysis 

To examine if auditors make adjustments to reduce management bias, we supplement 

the analysis with multivariate analysis which firstly investigates the presence of audit 

adjustments and absolute value of discretionary accruals. We include abnormal inter-fund 

transfer in the regression model for audit adjustment in transfer to general fund by testing 

the relationship between presence of audit adjustment in transfer to general fund and 

absolute value of a combination of discretionary accruals and abnormal transfers. Local 

authority size and type are included in the regression to control audit complexity. We also 

control possible impact of various audit firms and audit fees on audit quality by including 

control variables auditor and lnAUDFEE. 

AAearnpit = β0 + β1absDAit + β2lnSIZEit + β3Typeit + β4Auditorit + β5lnAUDFEEit +
εit        (5) 

AAsdgfpit = β0 + β1absdisit + β2lnSIZEit + β3Typeit + β4Auditorit + β5lnAUDFEEit +
εit         (6) 
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Where AAearnp is a dummy variable which equals 1 when there is audit adjustment 

in earnings and 0 otherwise; absDA is the absolute value of discretionary accruals; lnSIZE is 

logarithm value of total revenue; AAsdgfp is a dummy variable which equals 1 when there is 

audit adjustment in transfer to general fund and 0 otherwise; absdis is the absolute value of 

discretionary accruals and abnormal inter-fund transfers scaled by lagged total assets; lnSIZE 

is logarithm value of total revenue;Type is an indicator variable for different local authority 

types, including county councils,  district councils, London borough councils, and metropolitan 

district councils; Auditor is an indicator variable indicating auditor identity as between Big 4 

audit firm and second-tier audit firms; lnAUDFEE is the natural log of audit fee. 

The relationship between the scale of audit adjustments and scale of discretionary 

management is also modelled to provide supplement evidence as to whether auditors reverse 

application of discretionary management and reduce management bias. A negative 

relationship between audit adjustment and discretionary management is expected under the 

agency theory for auditors to reduce management bias.  

AAearnit = β0 + β1DAit + β2SIZEit + β3Typeit + β4Auditorit + β5AUDFEEit + εit        (7) 

AAsdgfit = β0 + β1discretionGFit + β2SIZEit + β3Typeit + β4Auditorit + β5AUDFEEit +

εit      (8) 

Where AAearn is signed audit adjustments in earnings scaled by lagged total assets; 

DA is signed discretionary accruals; SIZE is logarithm value of total revenue; AAsdgf is scaled 

audit adjustments in transfer to general fund by lagged total assets; discretionGF is 

discretionary management including discretionary accruals and abnormal inter-fund transfers 

scaled by lagged total assets; SIZE is logarithm value of total revenue; Type is an indicator 

variable for different local authority types, including county councils,  district councils, London 

borough councils, and metropolitan district councils; Auditor is an indicator variable indicating 

auditor identity as between Big 4 audit firm and second-tier audit firms; AUDFEE is the natural 

log of audit fee. 

 

Findings 

1. Manipulation of performance 

Table 6.1 provides descriptive statistics based on reported post-audit financial 

statements of the local authorities in the sample. This table shows over the period of this 

study local authorities have a mean total revenue of £404m, ranging from £15m to £484m. 

Total service expenditure is slightly lower with a mean of £378m. The mean deficit is £7.6m 

and median is deficit £1m. Another important financial performance metric for local 

authorities is general fund balance. In our sample, mean general fund balance is around £11m 

with a median of £6m. The distribution of general fund converges around the mean but also 

has some extremely big values. Transfer to general fund has a mean value at £77100, ranging 

from £-54m for the smallest to £59m for the largest, and a median at £0. Mean value of 

receivables and payables are also big in local authorities -- £28m and £41m respectively.  
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Table 6.1 
Descriptive statistics of main post-audit financial accounts for 353 local authorities from year 2013 

to 2015 
VARIABLES N Mean Std. Min Max Skewness Kurtosis Median

Operating revenue 691 250,421 289,373 6,798 2.15E+06 1.897 8.57 84,686

Taxation and grant income 691 152,420 203,442 2535 1,267,000 2.035 8.13 24,249

Total revenue 691 403,877 484,373 15,014 3.42E+06 1.85 7.921 106,377

Total service expenditures 691 378,417 456,974 15,141 3.33E+06 1.886 8.159 94,901

General fund balance 691 10,889 13,030 450 137,800 3.314 21.75 6,319

Transfer to general fund 691 77.1 5,270 -59,643 58,900 0.904 67.26 0

Earnings (surplus/deficit) 691 -7,581 53,880 -362,000 270,972 -0.668 12.95 -1,114

Inventory 691 423.9 733.3 0 5,087 3.256 15.28 134

Receivables 691 28,460 35,021 1,153 311,700 2.256 11.48 9,616

Payables 691 40,855 50,840 1,387 342,700 2.118 8.593 14,633

Short-term provisions 691 4,399 15,955 0 332,500 15.39 289.1 1,305

Long-term provisions 691 5,007 22,481 0 482,300 16.53 322.7 679

Bad debt provisions 691 6,841 13,195 0 94,748 3.558 18.46 1,585  

 

Table 6.2 reports the descriptive statistics of discretionary accruals. Panel A suggests 

that observations with pre-managed surplus tend to have positive discretionary accruals, with 

a mean value of -0.0111 and median -0.0079; while for observations with pre-managed 

deficit, income-decreasing discretionary accruals are applied, showing a mean 0.0097 and 

median value 0.0051. Both mean values are significantly different from zero (p-value<0.01). 

Panel B reports the result of discretionary accruals by sorting by pre-managed general fund. 

The mean discretionary accruals for observations with pre-managed general fund above 2% 

of total revenue is -0.0170 and for that below 2% of total revenue is 0.0253. Income-

decreasing discretionary accruals are applied in observations with pre-managed general fund 

above 2% of total revenue and income-increasing discretionary accruals are applied when 

pre-managed general fund is below 2% of total revenue. Results from table 6.2 suggest the 

motivation in local authorities to apply discretionary accruals to report earnings near zero and 

a general fund balance around 2% of total revenue, which is consistent with Leone and Van 

Horn (2011) and Greenwood et al. (2017) that managers use discretionary accruals to manage 

their earnings in public sector in order to meet specific thresholds. 

Table 6.2 
Descriptive statistics of discretionary accruals 

Panel A. Descriptive statistics of discretionary accruals sorting by pre-managed surplus and deficit

variable N mean sd min max median skewness kurtosis t-test p value

DA_premnaged surplus 119 -0.0111 0.0278 -0.1108 0.0449 -0.0079 -0.8103 4.3379 -4.3646 0.0000***

DA_premanaged deficit 137 0.0097 0.0317 -0.0575 0.1172 0.0051 0.9348 4.2007 3.5624 0.0005***  

Panel B. Descriptive statistics of discretionary accruals sorting by pre-managed general fund above and below 

2% of total revenue

variable N mean sd min max median skewness   kurtosis t-test p value

DA1_bigGF 153 -0.0170 0.0238 -0.1108 0.0863 -0.0149 -0.2925 7.1664 -8.8452 0.0000***

DA1_smallGF 103 0.0253 0.0242 -0.0047 0.1172 0.0172 1.7067 5.9695 10.6044 0.0000***  
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2. Test of general fund management hypothesis 

We test the general fund hypothesis by plotting histogram of the pre-audit general 

fund performance and evaluating the normality of the distribution around 2% of total 

revenue, and comparing distribution of the transfer to general fund balance before and after 

management.  

Figure 6.1 shows the distribution of scaled pre-audit general fund balance by total 

revenue at intervals at 0.05. The red line in Figure 6.1 indicates an interval just below 0.02. 

There is a discontinuity of pre-audit general fund level around 2% of total revenue (income) 

and reported pre-audit general fund level is positive for all observations, which suggest an 

evidence that managers tend to avoid deficit general fund reporting and manage their general 

fund towards a level around 2% of total revenue. 

Figure 6.1  
Distribution of scaled reported pre-audit general fund balance by total revenue.

 
Note: This histogram includes 256 observations. The length for each interval is 0.002. 

 

Figure 6.2 display two histograms of scaled transfer to general fund by total revenue. 

Figure 6.2.1 is the distribution before management (before discretionary accruals) and Figure 

6.2.2 is the distribution after management (pre-audit performance). Comparing the 

distribution before (Figure 6.2.1) and after (Figure 6.2.2) management, there is a noticeable 

increase in the number of observations in the distribution of transfer to general fund around 

zero in Figure 6.2.2, suggesting a big tendency for local authorities to manage the transfer to 

general fund towards zero. This change is similar to that reported by Leone and Van Horn 

(2005) who plot the distribution of earnings before discretionary accruals and reported 

operating income. Leone and Van Horn (2005) interpret this difference as evidence that 

managers use discretionary accruals to manage earnings towards zero.  
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Figure 6.2 
 Comparison of transfer to general fund distributions 

Figure 6.2.1 The distribution of transfer to general fund before discretionary accruals.  

 

Figure 6.2.2 The distribution of reported pre-audit transfer to general fund. 

 
Note: The transfer to general fund in both histograms is scaled by total revenue. Each histogram includes 256 observations. The length for 

each interval in the histograms is 0.002. 

 

From Table 6.3, the mean of transfer to general fund before discretionary accruals is -

0.0054 and mean value of pre-audit transfer to general fund is 0.0006 suggesting that overall, 

discretionary accruals increase the mean value a little and reduce the variance of transfer to 

general fund. The standard deviation reduced from 0.0634 to 0.0096 and the big increase of 

kurtosis from 7.3239 to 17.7703 shows a big convergence of transfer to general fund to zero. 

A one tail F test also demonstrates that the variances of these two distributions are 

significantly different (F-test= 43.7465; P value< 0.01). This is consistent with the general fund 

smoothness hypothesis and expectation that managers in local authorities manage their 

transfer to general fund towards zero.  
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Table 6.3 
Descriptive statistics of transfer to general fund before and after discretionary accruals 

Obs. Mean Median Max Min Std. Skewness Kurtosis F-test

scaled premanaged SDGF 256 -0.0054 0.0044 0.1919 -0.3351 0.0634 -1.1360 7.3239 43.7465***

scaled pre-audit SDGF 256 0.0006 0.0000 0.0618 -0.0585 0.0096 -0.2434 17.7703  

 

Figure 6.3 
 Comparison of transfer to general fund distributions 

Figure 6.3.1. Distribution of transfer to general fund before discretionary accruals and abnormal inter-fund 

transfers.  

 

Figure 6.3.2. Distribution of reported pre-audit transfer to general fund.  

 
Note: The transfer to general fund in both histograms is scaled by total revenue. Each histogram includes 256 observations. The length for 

each interval in the histograms is 0.005. 
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To include the impact of abnormal inter-fund transfer on the level of transfer to 

general fund, Figure 6.3 displays the distribution of transfer of general fund before both 

discretionary accruals and inter-fund transfers. Comparing the histogram of transfer to 

general fund before management (including discretionary accruals and abnormal inter-fund 

transfers) and after management (pre-audit SDGF), similar results are shown in Figure 6.3 as 

Figure 6.2. The noticeable increase in the frequency around zero in Figure 6.3.2 suggests a 

tendency to move transfer to general fund towards zero after discretionary accruals and 

abnormal inter-fund transfer.  

Multivariate analysis 

Table 6.4 shows the result of equation (3). Column (1) shows the result of the model 

including both pre-managed earnings and transfer to general fund effect on discretionary 

accruals. From the result in Column (1), the coefficient on the pre-managed surplus 

(scapmEARN) is negative and significant at 10%. The negative coefficient -0.016 indicates a 

negative relationship between discretionary accruals and pre-managed earnings – bigger the 

pre-managed surplus (deficit), bigger the income decreasing (increasing) discretionary 

accruals. Discretionary accruals are used to manage surplus downward and deficit upward. 

Pre-managed transfer to general fund (scapmSDGF) has a bigger negative impact on 

discretionary accruals, which shows a significant coefficient -0.974 at 1%. We can therefore 

reject the null hypothesis that there is no variation in discretionary accruals with pre-managed 

transfer to general fund – bigger the pre-managed transfer to general fund, bigger the income 

decreasing accruals. This result suggests a tendency towards smooth general fund balance.  

Managers in local authorities are motivated to maintain a smooth or steady general fund 

balance around 2% of total income by managing scaled transfer to general fund to zero.  

To be thorough, I also take into account of the abnormal inter-fund transfer in the 

manipulation and exclude the discretionary inter-fund transfer in the pre-managed transfer 

to general fund. I test whether transfer to general fund before discretionary accruals and 

discretionary inter-fund transfer is related to the application of discretionary accruals and 

abnormal inter-fund transfer and the results are reported in Column (2). The coefficient on 

the transfer to general fund before discretionary accruals and inter-fund transfer (pmSDGF) 

is -1.008 and statistically significant at 10%, suggesting a negative association between pre-

managed transfer to general fund and discretionary management. This is consistent with 

expectation/hypothesis that discretionary accruals and inter-fund transfer are applied in 

order to reduce extreme transfer to general fund and move the level towards zero.  

Amongst the control variables, there is no variation with type of local authorities. Size 

has no statistically and economic significance. Prior year performance is positively related to 

discretionary management, which is consistent with Greenwood et al. (2017). This is another 

evidence as that manager uses discretionary accruals or inter-fund transfers to manage 

performance (earnings and transfer to general fund) towards a smooth level of reported 

performance and consistent with previous year’s which is around zero. 
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Table 6.4 
Do LAs manage their earnings and transfer to general fund? 

(1) (2)

VARIABLES DA_MJols DA&arbitrary transfer

-0.016*

(0.009)

-0.974***

(0.020)

-1.008***

(0.005)

0.018*** 0.012***

(0.005) (0.004)

0.054** 0.058**

(0.024) (0.024)

District Councils 0.002 0.002

(0.001) (0.001)

London Borough Councils -0.000 -0.001

(0.001) (0.001)

Metropolitan District Councils 0.000 0.000

(0.001) (0.001)

SIZE 0.000 0.000

(0.000) (0.000)

Constant -0.002 -0.002

(0.001) (0.002)

Observations 256 256

R-squared 0.971 0.991

pre-managed transfer to GF excluding 

inter-fund transfer & DA

pmSDGF

Prior year total income

pre-managed Surplus

pre-managed transfer to GF

Prior year reported surplus

Prior year reported GF balance

Type 

    Base group:

    County 

Councils

scapmEARN

scapmSDGF

scalagEARN

scalagGF

 
Robust cluster t test in parenthesis 

*** P value<0.01, **P value<0.05, *P value<0.1 
 
 

3. Audit adjustments  

In order to examine whether auditors reduce management bias by making 

adjustments on pre-audit reports, I test for the presence and magnitude of audit adjustments 

on key threshold accounts: earnings (surplus/deficit), transfer to general fund and general 

fund. I also look at direction of audit adjustments to examine if auditor make reverse 

adjustments to reduce management bias. 

Table 6.5 shows the audit adjustments for main financial accounts for local authorities. 

Of the total 691 observations, observations with audit adjustments in earnings are 271, 

accounted for a relatively big 39.22% of whole sample. The mean adjustment scaled by total 

assets is a downward 0.03% and account for 20.76% of the pre-audit level in absolute value. 

There are 104 observations with audit adjustments in transfer to general fund and the 

average value is downward unscaled adjustment £171894 which account for about 21.18% of 

the pre-audit level in absolute value and 0.02% of total assets. Compared with earnings and 

transfer to general fund, audit adjustments in general fund balance are relatively less with 98 

observations and the magnitude of audit adjustments in general fund is only 2.72% of pre-

audit level in absolute value. The relatively significant adjustments in earnings and transfer to 
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general fund are consistent with the expectation that auditors adjust in the accounts that are 

mostly motivated to be manipulated to meet financial targets for local authorities --- earnings 

and transfer to general fund are managed towards zero. There are also significant audit 

adjustments in receivable, payable and bad debt provision, accounted for 28.94%, 31.55% 

and 22.72% of total observations respectively. The magnitude of audit adjustments is also 

significant in these accounts as accounting for 0.07%, 0.05% and 0.04%, respectively, of total 

assets. 

Table 6.5 
Incidence and magnitude of audit adjustments 

Panel A: Incidence of audit adjustments 

Accounts No. of Obs. Percent No. of Obs. Percent Total Obs.

Operating revenue 179 25.91 512 74.1 691

Taxation and grant income 162 23.45 529 76.56 691

Total revenue 267 38.64 424 61.36 691

Total service expenditure 250 36.18 441 63.82 691

General fund balance 98 14.18 593 85.82 691

Transfer to general fund 104 15.05 587 84.95 691

Surplus/Deficit 271 39.22 420 60.78 691

Inventory 32 4.63 659 95.37 691

Receivables 200 28.94 491 71.06 691

Payables 218 31.55 473 68.45 691

Short-term provisions 105 15.2 586 84.8 691

Long-term provisions 66 9.55 625 90.45 691

Bad debt provision 157 22.72 534 77.28 691

Obs. with adjustments Obs. with no adjustments

 

Panel B: Mean value of audit adjustments 

Absolute 

relative 

adjustments
c

Scaled 

adjustments by 

pre-audit total 

assets

Operating revenue 17.23% -0.19%

Taxation and grant income 4.78% 0.05%

Total revenue 2.88% -0.09%

Total service expenditure 1.01% -0.12%

General fund balance 2.72% -0.04%

Transfer to general fund 21.18% -0.02%

Surplus/Deficit 20.76% -0.03%

Inventory 1.45% 0.00%

Receivables 3.05% -0.07%

Payables 4.08% -0.05%

Short-term provisions 26.26% 0.03%

Long-term provisions 20.06% 0.00%

Bad debt provision 15.25% 0.04%1.18%

2.166

-205.039

236.605

177.8 14.77%

-24.975 1.08%

0.36%

0.64%

-171.894 -4.90%

603.579 -0.35%

294.763 22.32%

2982.219 1.41%

-1016.294 -0.22%

-520.201 0.59%

Unscaled 

adjustments
a 

(£000)

Relative 

adjustments
b

49.357 15.88%

1897.95 3.09%

 

Note:  
a Unscaled adjustments=mean value of (post-value of the account minus pre-value);  
b Relative adjustments=mean value of (unscaled adjustments divided by absolute value of pre-audit value); 
c Absolute relative adjustments= mean value of (absolute unscaled adjustments divided by pre-audit value). 
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Table 6.6 
Presence and magnitude of upward audit adjustments and downward audit adjustments in 

general fund, transfer to GF, and earnings 
Panel A: Number and percentage of audit adjustments 

No. of Obs. Percent No. of Obs. Total Obs.

General Fund 47 6.80% 593 691

Transfer to GF 51 7.38% 587 691

Earnings 135 19.54% 420 691

Obs. with upward 

adjustments

Obs. with downward 

adjustments Obs. with no adjustments

No. of Obs. Percent Percent

136 19.68% 60.78%

51 7.38% 85.82%

53 7.67% 84.95%

 

Panel B: Magnitude of upward adjustments and downward adjustments in GF 

Max Std. Max Std.

51900 9756.00 260445 39122.45

0.0675 0.0109 0.0885 0.0227

1.7636 0.5154 0.8895 0.2594

72

Mean Median Mean Median

Upward adjustments Downward adjustments

Relative adjustmentsc 0.2435 0.01996 0.1448 0.0169

Scaled adjustments
b

0.0042 0.0003 0.0092 0.0003

Unscaled adjustments
a 

(£000) 3556.87 100 10326.12

 

Panel C: Magnitude of upward adjustments and downward adjustments in transfer to GF 

Max Std. Max Std.

51900 8474.59 76106 12250.59

0.0192 0.0042 0.0848 0.0132

7.4143 1.3978 36 4.9749

173

Mean Median Mean Median

Upward adjustments Downward adjustments

Relative adjustments
c 0.9285 0.4332 1.4021 0.4737

Scaled adjustments
b 0.0025 0.00038 0.0054 0.00069

Unscaled adjustments
a 2344.863 184 4497.491

 

Panel D: Magnitude of upward adjustments and downward adjustments in earnings 

Max Std. Max Std.

374739 37930.93 254727 26451.16

0.1232 0.0222 0.3402 0.0393

5.3684 0.9615 7.8529 1.26

816

Mean Median Mean Median

Upward adjustments Downward adjustments

Relative adjustments
c 0.5222 0.1284 0.5363 0.0588

Scaled adjustments
b 0.0116 0.0034 0.0131 0.0016

Unscaled adjustments
a 11705.1 2006 8552.316

Note: 
a Unscaled audit adjustments= post-audit earnings – pre-audit earnings;  
b Scaled adjustments= (post-audit earnings – pre-audit earnings)/pre-audit total assets;  
c Relative adjustments= |post-audit earnings – pre-audit earnings|/|pre-audit earnings|.  

 

4. Auditor reduce management bias 

From following Table 6.6 to Table 6.10, they examine the presence and magnitude of 

audit adjustments for earnings, general fund and transfer to general fund accounts in detail. 

Table 6.6 tests presence and magnitude of upward and downward adjustments in earnings, 

general fund and transfer to general fund accounts. Table 6.7, 6.8, and 6.9 analyse the upward 

adjustment and downward adjustment by separately dividing earnings into surplus and 

deficit, transfer to general fund to positive and negative, and general fund into above and 

below 2% of total revenue. Results from these four tables suggest there is no audit adjustment 

that reverse the management bias. Audit adjustments in these three accounts are mostly in 

the same direction with the management direction. There are more downward adjustments, 

both in probability and magnitude, than upward adjustments for both general fund and 

transfer to general fund. In addition, pre-audit deficit observations tend to have more upward 

adjustments while surplus observations have more downward adjustments. Things are similar 

for general fund, there is more upward adjustments for observations with pre-audit general 
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fund less than 2% of total revenue and more upward adjustments are found in a negative pre-

audit transfer to general fund and more downward adjustments in positive transfer to general 

fund. Table 6.10 provide additional test of audit adjustments and discretionary accruals and 

results suggest that there is no association between the audit adjustments, neither in 

direction nor in magnitude, and discretionary accruals. All of these results raise a concern 

about the role of auditors to reduce management bias for local authorities’ accounts. 

Table 6.7 
Analysis of audit adjustments in earnings by pre-audit surplus or deficit 

Panel A: Incidence of audit adjustments sorting by pre-audit surplus and pre-audit deficit 

Total Obs. z-stat.

Surplus 125 1.9273**

Deficit 146 1.94*

Total number of adjustments 271

Upward Adjustments Downward Adjustments

No. of Obs. Percent No. of Obs. Percent

56 45% 69 55%

79 54% 67 46%

 

Panel B: Magnitude of audit adjustments sorting by pre-audit surplus and pre-audit deficit 

Max t-test

0.8917

0.0897 2.6112***

7.5304

7.8529

Upward Adjustments Downward Adjustments

Mean Median Max Mean Median

Scaled adjustmentsa Surplus obs.c 0.0192 0.0049 0.2161 0.0421 0.00395

Deficit obs.
d 0.0379 0.0084 0.5252 0.0109 0.003

Relative adjustments
b

Surplus obs.
c 0.3602 0.0889 3.167 0.5463 0.0526

Deficit obs.
d 0.6371 0.1569 5.3684 0.526 0.0776

 

 

Table 6.8 
Analysis of audit adjustments in GF by 2% revenue cut 

Panel A: Incidence of audit adjustments in GF sorting by GF above and below 2% revenue 

Percent Percent Total Obs.

Above 46% 54% 72

Below 54% 46% 26

Upward Adjustments Downward Adjustments

No. of Obs. No. of Obs.

14 12

33 39

 

Panel B: Magnitude of audit adjustments in GF sorting by GF below and above 2% revenue 

Mean Median Max Mean Median Max t-test

Above obs.
c 0.0071 0.0011 0.0927 0.0225 0.0013 0.1629 -1.7925

(0.0774)*

Below obs.
d 0.0045 0.0005 0.0178 0.0004 0 0.0029 2.01

(0.056)*

Above obs.
c 0.1673 0.0188 1.7636 0.1795 0.026 0.8895

Below obs.
d 0.423 0.0333 1.7472 0.032 0.0006 0.2362 1.953

(0.063)*

Relative adjustments
b

Downward Adjustments

Scaled adjustments
a

Upward Adjustments
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Table 6.9 
Analysis of audit adjustments in transfer to GF sorting by positive transfer and negative transfer 

Panel A: Incidence of audit adjustments in transfer to GF sorting by positive transfer and negative transfer 

 

No. of Obs. Percent No. of Obs. Percent Total Obs. Z-test

positive 27 42% 37 58% 64 -2.5934

(0.009)***

negative 22 59% 15 41% 37 2.226

(0.026)**

Upward Adjustments Downward Adjustments

 

Panel B: Magnitude of audit adjustments in transfer to GF sorting by positive transfer and negative transfer 

Mean Median Max Mean Median Max t-test

positive obs.
c 0.0021 0.0003 0.0149 0.0127 0.0013 0.1629 -1.8587

(0.0678)*

negative obs.
d 0.0082 0.0029 0.0431 0.0055 0.00003 0.0589

positive obs.
c 0.4908 0.0617 7.4143 1.8089 0.6344 36

negative obs.
d 1.4657 1.0547 4.6286 0.3986 0.1529 1.9302 3.2627

(0.0025)**

Downward Adjustments

Scaled adjustments
a

Upward Adjustments

Relative adjustments
b

 

Table 6.10 
Descriptive statistics of audit adjustment in earnings and general fund sorting by income-

increasing and income-decreasing discretionary accruals 
Panel A: Descriptive statistics of audit adjustments in earnings sorting by income-increasing and income-
decreasing DA 

Obs Mean Median Min Max Std. Skewness Kurtosis

scaled AA_inc DA 121 0.0012 0.0000 -0.1165 0.3477 0.0357 7.2720 75.3900

scaled AA_dec DA 135 0.0040 0.0000 -0.2314 0.5252 0.0532 6.6604 73.1902  

Panel B: Descriptive statistics of upward and downward audit adjustments in earnings sorting by income-
increasing DA and income-decreasing DA 
scaled AA_inc DA obs. percent mean median max min skewness   kurtosis std.

Upward adjustments 28 51.85 0.0211 0.0038 0.3477 0.0000 4.6732 23.7933 0.0655
Downward adjustments 26 48.15 -0.0169 -0.0050 -0.0001 -0.1165 -2.3014 8.4687 0.0267  

scaled AA_dec DA obs. percent mean median max min skewness   kurtosis std.

Upward adjustments 25 49.02 0.0398 0.0051 0.5252 0.0000 3.9547 17.9781 0.1078

Downward adjustments 26 50.98 -0.0176 -0.0033 0.0000 -0.2315 -3.9705 18.2990 0.0468  

Panel C: Descriptive statistics of audit adjustments in general fund sorting by income-increasing and income-
decreasing discretionary accruals 

 

Panel D: Descriptive statistics of upward and downward audit adjustments in general fund sorting by income-
increasing DA and income-decreasing DA 

 

 

AA in GF Obs Mean Median Min Max Std. Skewness Kurtosis

income-increasing DA 121 0.0005 0.0000 -0.0314 0.0319 0.0042 0.1416 56.1898

income-decreasing DA 135 -0.0003 0.0000 -0.0573 0.0178 0.0052 -9.4899 108.8176

scaled AA _ inc DA obs. percent mean median max min skewness   kurtosis std.

Upward adjustments 10 58.82 0.0044 0.0043 0.0319 0.0000 2.4995 7.5645 0.0098

Downward adjustments 7 41.18 -0.0054 0.0000 0.0000 -0.0314 -1.9287 4.8935 0.0116

scaled AA_ dec DA obs. percent mean median max min skewness   kurtosis std.

Upward adjustments 5 38.46 0.0048 0.0008 0.0178 0.0001 1.2839 2.9074 0.0075

Downward adjustments 8 61.54 -0.0083 -0.0010 0.0000 -0.0573 -2.2453 6.0853 0.0199
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Multivariate Analysis 

Table 6.11 examines the relationship between presence of audit adjustments and 

absolute value of discretionary management (including discretionary accruals and inter-fund 

transfers for audit adjustments in transfer to general fund). In Column (1), a significantly 

negative coefficient of absolute discretionary accruals, -9.6 (p value<0.05), on audit 

adjustment in earnings reports a negative relationship between audit adjustments in earnings 

and the application of discretionary accruals, suggesting a tendency of auditors to act in 

accordance with the management manipulation. This result is consistent with the results from 

descriptive analysis and raise the concern about the role in reducing management bias again. 

Column (2) reports a positive relationship between absolute value of discretionary 

management, including discretionary accruals and abnormal inter-fund transfers, and the 

presence of audit adjustment (coefficient is 3.951 with a p value<0.1). This result suggests 

auditors make adjustment to observations that with bigger discretionary management. 

However, it cannot tell if auditors are making adjustment to reverse the management bias in 

this table.  

Table 6.11 
The relationship between presence of audit adjustments and absolute value of discretionary 

management (including discretionary accruals and inter-fund transfers) 
(1) (2)

VARIABLES AAearnp AAsdgfp

-9.600**

(4.21)

3.951*

(2.03)

0.39 0.403

(0.26) (0.30)

District Councils 0.627 0.2

(0.41) (0.50)

London Borough Councils 0.404 0.093

(0.41) (0.48)

Metropolitan District Councils -0.299 -0.195

(0.38) (0.45)

0.102 0.031

(0.17) (0.20)

-0.069 -0.575

(0.54) (0.59)

-4.975*** -3.797*

(1.64) (2.16)

Observations 253 253

R-squared 0.071 0.037

absDA absolute value of discretionary accruals

absdis absolute value of discretionary accruals and 

discretionary inter-fund transfers

SIZE logarithm of total revenue

Type 

    Base group:

    County Councils

Auditor

     Base: Big 4

AUDFEE

Constant

Logarithm of audit fee

Second tier audit firms

Robust cluster t test in parenthesis 
*** P value<0.01, **P value<0.05, *P value<0.1 

 

I also did multivariate analysis on the relationship between the direction and 

magnitude of audit adjustments and discretionary management for both earnings and 
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transfer to general fund, but no statistically significant result comes out (Table 6.12). 

Therefore, to conclude all these results from all the multivariate analysis and descriptive 

analysis, we can conclude that auditors are not react in reducing management bias for local 

authorities. 

Table 6.12 
The relationship between magnitude of audit adjustments and magnitude of discretionary 

management (including discretionary accruals and inter-fund transfers) 
(1) (2)

VARIABLES AAearn AAsdgf

DA 0.003

(0.03)

discretionSDGF 0.001

(0.00)

0.01 0

(0.01) 0.00

District Councils 0.017 -0.002

(0.02) (0.00)

London Borough Councils 0.018 -0.001*

(0.02) (0.00)

Metropolitan District Councils

0.015 -0.001

(0.01) (0.00)

0 0

(0.00) 0.00

-0.018 0.001

(0.02) (0.00)

Constant -0.047 0.003

(0.05) (0.00)

Observations 253 253

R-squared 0.046 0.028

Auditor

     Base: Big 4

Second tier audit firms

AUDFEE Logarithm of audit fee

Value of discretionary accruals

Value of discretionary accruals and discretionary inter-

fund transfers

SIZE Logarithm of total revenue

Type 

    Base group:

    County Councils

Robust cluster t test in parenthesis 
*** P value<0.01, **P value<0.05, *P value<0.1 

 

 

Conclusion 

This thesis investigates the role of earnings and general fund in England local 

authorities and test whether manipulation of earnings and general fund occurs in this setting. 

In summary, the findings for earnings and general fund management support the hypothesis 

H1 that local authorities manage their earnings to meet zero reporting objective and 

hypothesis H2 that local authorities report a small surplus level of general fund. I find 

discretionary accruals are applied to report earnings near zero and a general fund balance 

around 2% of total revenue. Income-decreasing discretionary accruals are applied in 

observations with pre-managed general fund above 2% of total revenue and income-
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increasing discretionary accruals are applied when pre-managed general fund is below 2% of 

total revenue. This finding is consistent with Leone and Van Horn (2011) and Greenwood et 

al. (2017) that managers use discretionary accruals to manage their earnings in public sector 

in order to meet specific thresholds, as well as the most important reporting incentives for 

local authorities to maintain a balance on general fund close to small surplus level. Hypothesis 

H3 is also supported that local authorities manage transfer to general fund close to zero. The 

result suggests a tendency for local authorities to manage the transfer to general fund 

towards zero after discretionary accruals and inter-fund transfer which is consistent with the 

motivation of local authorities to maintain a smooth general fund balance around 2% of total 

revenue by managing transfer to general fund to zero.  

To explore more about England local authorities, this thesis also tests their audit 

quality. The results do not support Hypothesis 4 and 5 that auditors make reverser adjustment 

to earnings, general fund and transfer to general fund to reduce management bias. Audit 

adjustments are found to be overall conservative with more downward adjustments, both in 

probability and magnitude, than upward adjustments for both general fund and transfer to 

general fund which is partly consistent with the previous finding from Baylis and Greenwood 

(2016) who suggests a more conservative reporting of surplus/deficit and of general fund in 

Welsh local authorities.  Under regression analysis, this thesis finds no association between 

the audit adjustments, neither in direction nor in magnitude, and discretionary management 

for both earnings and transfer to general fund. This result suggests that external auditors are 

not acting to reduce management bias for local authorities, which raises a concern about the 

role of auditors for local authorities. 

Overall, my results indicate that local authorities manage their earnings and general 

fund to meet financial targets and external auditors did not play a role in mitigating 

management bias. These findings have important implications. Firstly, the reliability of 

financial statements on evaluating the overall financial performance and a balanced budget 

for local authorities is undermined by the use of discretionary accruals and manipulation of 

transfer to general fund to meet financial targets. As a result, poorly performing local 

authorities may postpone the immediate remedial actions needed. Secondly, this thesis 

suggests caution for any jurisdiction considering raising government grant and local taxes, or 

approving new agreement incurring expenditures for local authorities. Thirdly, the finding 

provides evidence to draw potential interest from Chartered Institute of Public Finance and 

Accountancy (CIPFA) to advise and support local authorities on their best practice in relation 

to the financial reporting quality. Moreover, in the case of audit, my result questions the role 

of external auditors for local authorities in ensuring sound financial position and mitigating 

management bias for earnings and general fund balance which are the most important 

account for both authority members and councillors. Measures to better align auditors’ 

interests with those of principals should be conducted. For example, better audit guidance 

and auditor training may be adjusted, and the role of audit committee should also warrant 

consideration. 
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Chapter 7 Conclusion 

Research Questions and motivation 

Institutional motivation 

This thesis is set in the new public management background and austerity-inspired cut 

in public spending. Under the new public management reform, public sector organizations 

are transferring accounting and management practices from public sector to private sector. 

Public sector organizations draw on private sector best practices to improve performance and 

enhance accountability (Hood, 1991, 1995). The reform gives managers in the public sector 

more freedom to operation. Private sector firms are allowed to join and deliver services, 

which raises the quality of services. Under further NPM, good NHS Trusts are transformed to 

NHS Foundation Trusts, which have dual governance structure, free to decide how to operate 

and provide services, and have financial freedom to raise capital and retain surpluses. 

Moreover, under public management reform, both NHS Foundation Trusts and local 

authorities have the freedom to appoint external auditors.  

The austerity-inspired cut in public spending is another important driven behind this 

thesis research questions. The climate of austerity and uncertainties about future funding 

enhance the incentives for such ‘earnings’ management at a time when the public, and their 

representatives in Parliament, are increasingly dependent, especially for the purposes of 

resource allocation, on a high-quality public audit service to mitigate management bias in 

financial reporting.  

Central government reduced funding of local authorities and public health services in 

2015 and the budget gap is still growing. In December 2015 the English NHS, in the context of 

austerity-inspired cuts in public spending, was in danger of incurring a deficit of £2bn. 

Similarly, Local Authorities are facing reduced central government funding while the demand 

for high-cost services is increasing. In the 2010 spending review, central government planned 

to reduce funding of local authorities by £7.6bn (26%) between 2011 and 2015. 

The climate of austerity demands greater efficiency and cost reductions from public 

services. Therefore, it is important to investigate the financial performance of public sector 

and efficiency of public services under this reform in order to provide some insights or 

implications for political evaluation and regulation. In England healthcare organisations, the 

sector regulator issued guidance to all NHS bodies requesting that, inter alia, they ‘remove 

prudence from estimates of accruals’ (Monitor/Trust Development Authority, 2016). This 

review released over half a billion pounds to the NHS consolidated income statement (NHS 

Improvement, 2016). NHS FTs have freedom to appoint their own external auditors and set 

audit fees. All of these raise questions about the quality of the audit function (House of 

Commons, 2016). Moreover, the impact of spending decisions on service quality is 

pronounced in NHS FTs, especially under the austerity of public spending, as service quality 

rather than financial performance is the primary objective of public sector. NHS FTs are 

uniquely subject to regulatory intervention when threshold level of financial performance is 
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breached following regulator’s risk assessment framework. This raises the motivation to 

investigate real spending decisions with regulatory financial targets.  

 Similarly, changes in funding arrangement and services demand create great pressure 

on local authorities. UK local authorities are responsible for producing balanced budgets for 

local public services. The institution behind the local authorities constrains the earnings and 

general fund level. Local authorities are elected bodies. They are expected to spend available 

resources to maximize their objectives. Unlike for-profit sectors, there are costs to the public 

sectors for reporting either losses or profits. Local authorities demonstrate their financial 

performance in how they budget against the general fund to provide services. Apart from the 

reported earnings, general fund balance is also characterised by considerable political and 

legal sensitivity. The level of general funding and spending plans determines how much 

council tax needs to be raised in order to support public services. Continuous austerity 

motivates the investigation of the financial reporting quality and audit quality in local 

authorities in UK, especially in respect of general fund balance. 

 

Literature contribution motivation  

There is considerable evidence that public sector managers manage their financial 

statements to meet financial objectives. Previous literature has provided evidence to suggest 

that public sector organizations manage earnings to achieve financial targets, such as avoiding 

loss reporting and reporting small surpluses (Leone and Van Horn, 2005; Ballantine et al., 

2008; Greenwood and Tao, 2017). However, due to data access constraint and method 

concerns, limited research has been done in public sector under a reformed and “privatized” 

regime. This thesis contributes to financial reporting quality in NHS by firstly, extending 

research from accruals to real activity management in NHS and secondly, connect the 

spending decisions on both non-clinical related and clinical related expenditures with 

regulatory financial targets. In addition, this thesis expands the public sector financial 

reporting quality research to another interesting institution local authorities and firstly 

investigate a distinctive account, general fund.  

Although a large literature exists on audit quality in the private sector (Francis, 2004) 

the lessons from this research cannot be assumed to apply equally to the public sector where 

there are differences in both the institutional and incentive frameworks which affect both 

managers and auditors. Prior empirical studies on public-sector audit quality are however 

limited and are concentrated in North America. The focus of these papers has largely been on 

the determinants of audit quality rather than on the question as to whether auditors mitigate 

management bias in reporting. This thesis contributes to previous literature by investigating 

this question in the context of English NHS FTs, which includes an analysis of both auditor and 

management incentives in a public sector setting where the incentive framework is both 

different and weaker from that in the private sector. In addition, this thesis represents an 

early attempt, in the public sector, to evaluate whether auditors act to reduce management 

bias in the earnings reporting.  
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Research method 

This thesis also contributes to previous literature through new research method 

examining financial reporting quality and audit quality. In terms of audit quality, this thesis 

uses audit adjustments as a proxy for audit quality. Many other, mostly private sector, studies 

have used measures of earnings quality as a proxy for audit quality. However, in addition to 

the auditor’s influence, audited earnings are affected by the reporting choices of managers, 

by non-discretionary factors and by real earnings management and are therefore imprecise 

measures of audit outcomes (Lennox et al., 2016; Defond and Zhang, 2014). Audit 

adjustments represent a more direct measure of audit outcomes and are identified by 

comparing the pre-audit and post-audit surplus/deficit, in contrast with previous studies 

which use indirect measures. 

In terms of financial reporting quality, this thesis firstly contributes to public sector 

research by focusing on a new account general fund, which has not been investigated before. 

This is a better measure of the quality of financial performance for local authorities. Secondly, 

this thesis examines the impact on service quality by applying actual measurements of 

service-related expenditures which has hardly been used in previous literature. However, the 

proxy for service expenditures or service activities needs more investigation. Better and more 

direct proxies are expected to provide a more accurate measurement.  

 

Research questions and findings  

This thesis contributes to the literature by providing three studies that discuss the 

financial reporting quality in public sector through earnings management and audit quality 

perspectives. Two settings, NHS Foundation Trusts and local authorities, are investigated as 

representative of public sector organizations under reform.  

First, an empirical study investigates whether audit adjustments mitigate 

management bias in financial reporting in NHS FTs. NHS FTs as a transformed body of NHS 

Trusts under new public management reforms have more freedom and are empowered to 

appoint their own private sector auditors. Questions about the quality of audit service 

delivered by private audit firms are raised. In addition, limited research has been conducted 

in public sector audit quality and most studies are lack of data access. This study adds to the 

literature by exploiting privileged access to pre-audit financial accounts and investigate audit 

quality of NHS FTs from audit adjustment perspective. Based on descriptive and multivariate 

analysis of magnitude audit adjustments in earnings reporting and the relationship between 

audit adjustment and discretionary accruals, study 1 finds that auditors are more downward 

adjust earnings report for deficit trusts but fail to upward adjust surplus trusts. This finding 

suggests that auditors reduce management bias for deficit trusts but act in self-interest and 

align with management when trusts have large surplus, which is consistent with the 

prediction that auditors apply greater scrutiny to deficit NHS FTs than to surplus NHS FTs. 

Apart from audit quality, real earnings management research is also limited for the 

public sector. Considering the primary objective of public sector organizations, in which 
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service quality takes precedence over financial targets, real activity management examination 

is of great importance. The second study contributes to the literature by looking at whether 

real activities are manipulated in order to achieve financial targets in NHS FTs.  This study 

tests both non-clinical activities and clinical activities in which limited real earnings 

management studies is examined. According to distribution and multivariate analysis, study 

2 results indicate that non-clinical expenditures are reduced when pre-managed financial 

metrics is just below the regulatory benchmark. This study also contributes to public sector 

real earnings management research by providing evidence suggesting that clinical 

expenditures are not significantly manipulated when financial metrics is just below the 

benchmark but are manipulated when pre-managed financial performance is far from the 

threshold.  This result is crucial to investigate if public service quality is sacrificed for the 

purpose of achieving financial targets. 

Local authorities form another representative setting for public sector financial 

reporting quality research. Reducing government funding creates great pressure on local 

authorities while they are expected to spend available resources effectively and maximize 

service quality. The earnings account and general fund account are two most important 

metrics to evaluate local authorities’ financial performance. General fund balance determines 

how much council tax needs to be raised in order to support public services. It is important 

for local authorities to demonstrate financial performance by showing how they budget 

against the general fund to provide services.  Study 3 add to the literature by firstly 

investigating if there is manipulation of earnings and general fund in local authorities. Results 

show local authorities use discretionary accruals to report small surpluses, consistent with 

public sector earnings management literature, and small positive general fund balances. This 

finding supports the earnings manipulation noted in previous literature and firstly raises the 

attention and focus to general fund balance in local authorities. In order to complement 

investigation into local authorities, study 3 tests the relationship between audit adjustment 

and discretionary accruals and finds no significant audit adjustment related to discretionary 

accruals which raises concern for the role of auditor or audit quality in local authorities.  

 

Political implications and Discussion 

Overall, the results indicate that audit adjustments mitigate management bias for 

Trusts with a pre-audit deficit but not for those with a pre-audit surplus. They are consistent 

with auditors acting as rational self-interested agents and that, in the case of surplus 

organizations, incentives to challenge management bias are weak. Failure to mitigate, and 

perhaps even enhance, management bias in most Trusts which operate with a small surplus 

suggests an overall bias downwards in reporting across the whole sample. Whilst such a 

downward bias is protective of management and auditor interests and is consistent with prior 

research on audit adjustments in both the private and public sectors, it is arguable that such 

bias is not consistent with effective resource allocation decisions both within the NHS and 

across Government departments. Further, whilst management have incentives to protect 

against uncertainty in future costs and revenues, patients, the public and Parliament may give 
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a higher priority to the overall quantity and quality of services delivered for the funds 

provided. 

This thesis contributes to the limited number of studies which investigate audit 

adjustments, most of which have been set in the private sector. Given the potential 

significance of our findings, however, further research into the question of whether auditors 

reduce bias in public sector financial statements would be beneficial both from an academic 

and policy perspective. With respect to policy our analysis suggests that measures which 

better align the interests of auditors with those of principals, would benefit the quality of 

financial reporting. This could include adjustments to auditor training, to the audit guidance 

issued by Monitor and to the focus of quality monitoring which is now undertaken by the 

Financial Reporting Council. The role of audit committees, which play an important role in 

holding the auditor to account, may also warrant consideration. 

This thesis also contributes to earnings management literature on several points. First, 

this research expands real earnings management literature to public sector organisations in 

UK. By analysing the spending decisions in response to the regulatory financial targets, I 

extend the manipulations of financial performance through accruals to real activity 

expenditures in UK public sector.  Second, my findings question the previous literature which 

believes service quality is not sacrificed to achieve financial targets in public sector. My results 

suggest management might make clinical service-related spending decisions to improve 

financial performance. This result also contributes to the discussion of the reform of public 

sector organisations, especially under New Public Management. Third, these findings have 

some policy implications in that NHS FTs may damage their long-term strategic capacity or 

service quality when meeting financial targets. For trusts reducing expenditures on real 

activities when they are in danger of failing to meet financial benchmark, they may avoid or 

defer regulatory intervention but still in danger of damaging long-term strategic capacity. This 

raises the concern of improving regulatory efficiency. Regulatory effectiveness may be 

enhanced if the “at risk” Trusts could be identified sooner, or intervention be timelier. Such 

measures might include additional review of expenditures regularly, more refined regulatory 

monitoring of expenditures, balancing intervention between regulatory financial targets and 

service quality. These considerations are particularly important when there are pressures on 

public spending. 

 

Summary 

All three studies in this thesis provide evidence suggesting the role of auditor and 

managers manipulation in public sector organizations. Overall, results indicate public sector 

organizations manipulate financial reporting through accruals management and real activity 

management to meet financial regulatory targets and the role of auditor is not completely 

consistent with agency theory which states audit adjustment should mitigate management 

bias. The existence of accruals and real activity earnings management in NHS FTs and local 

authorities suggest their long-term service quality may be damaged for meeting financial 

targets. For local authorities, the reliability of financial statements on evaluating the overall 
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financial performance and a balanced budget for local authorities is undermined using 

discretionary accruals and manipulation of transfer to general fund to meet financial targets. 

As a result, poorly performing local authorities may postpone the immediate remedial actions 

needed. Regulatory efficiency should thus be improved. Jurisdictions related to raising 

government grants and local taxes, and approving new agreement incurring expenditures 

should drew considerable caution. Especially in face of tight financial performance targets, 

monitoring, regulatory intervention or even penalties for service quality metrics should be 

established and improved. These findings also provide evidence to draw potential interest 

from Chartered Institute of Public Finance and Accountancy (CIPFA) to advise and support 

NHS Trusts and local authorities on their best practice in relation to the financial reporting 

quality and service quality. 

From an audit quality perspective, the findings suggest caution for any jurisdiction 

related to transfer of public audit functions to private sector. It is important to acknowledge 

the different incentives which face both managers and auditors. The findings question the 

role of external auditors for both NHS FTs and local authorities in ensuring sound financial 

position and mitigating management bias for earnings and general fund balance which are 

the most important account for public accountability. Measures to better align auditor 

interests with those of principals, rather than with management, should be undertaken to 

improve audit quality. Possible measures could be adjustments to auditor training, 

amendments to audit guidance and regulation issued by National Audit Office, reconsidering 

the role of audit committees. 

However, there is also limitation to the studies. First, they are limited by sample size. 

Second, they are limited by proxy for audit quality and real activity management. This thesis 

has limitation related to clinical expenditures measures. Clinical staff cost is a good signal of 

clinical activities but to be more accurate expenditures for different clinical activities should 

be examined. Future research can find better proxies for specific clinical activities and 

investigate if clinical expenditures are manipulated in order to achieve financial targets. Given 

the potential significance of this thesis, future research could use different methodologies 

and different manipulation proxies to obtain a deeper understanding of the financial 

reporting quality problem and incentives in public sector organizations. 
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Chapter 9 Appendix 

Appendix 5.1  

The component metrics of financial star rating for NHS Foundation Trust under Compliance 
Framework. 

Financial criteria Metric to be scored Weight % Risk Rating38 

1 2 3 4 5 

Financial efficiency 

I&E surplus margin net of dividend39 (%) 20 <-2 -2 1 2 3 

Return on assets excluding dividend40 
(%) 

20 <-2 -2 3 5 6 

Underlying 
performance 

EBITDA margin41 (%) 25 <1 1 5 9 11 

Liquidity Liquidity ratio (days)42 25 <10 10 15 25 60 

Achievement of 
plan 

EBITDA% of plan 10 <50 50 70 85 100 

(Source: Compliance framework 2009/10 and 2011/12) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
38 Financial risk rating is weighted average of financial criterial scores, with rating 1 representing lowest risk 
and rating 5 representing highest risk. Rating 3 is the threshold below which regulatory intervention may be 
triggered.  
39 I&E surplus margin is calculated as income and expenditure surplus as a percentage of total revenue. 
40 This is broadly equivalent to a return on capital measure. In 2010, it is calculated as income and expenditure 
surplus (after deducting finance cost but before dividend for public dividend capital) divided by equity plus debt. 
In March 2011, Compliance framework 2011/12 changes return on asset to return on capital employed, 
calculated as EBIT divided by (fixed assets plus current assets minus current liabilities). 
41 EBITDA margin is calculated as earnings before interest, tax, depreciation and amortisation as a percentage of 
total revenue. 
42 Liquidity ratio is defined as cash plus trade debtors (including accrued income) plus unused working capital 
facility minus (trade creditors plus other creditors plus accruals) as expressed as the number of days of operating 
expenses (excluding depreciation).  
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Appendix 5.2   

The component metrics of financial star rating for NHS Foundation Trust under revised 
Compliance Framework43. 

Financial criteria Metric to be scored Weight % Risk Rating 

1 2 3 4 5 

Financial efficiency 
I&E surplus margin net of dividend (%) 20 <-2 -2 1 2 3 

Net return after financing44 (%) 20 <-5 -5 -0.5 2 3 

Underlying 
performance 

EBITDA margin (%) 25 <1 1 5 9 11 

Liquidity Liquidity ratio (days) 25 <10 10 15 25 60 

Achievement of 
plan 

EBITDA% of plan 10 <50 50 70 85 100 

(Source: Compliance framework 2013/14 March 28th 2013) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
43 Monitor published revised Compliance Framework 2012/13 which is applied to NHS Foundation Trusts until 
it has been replaced by new Risk Assessment Framework from Oct. 2013.   
44 This is defined as (Income and expenditure surplus less PDC dividend, interest, PFI financing and other financial 
lease costs) divided by (total debt plus total balance sheet PFI and finance leases plus taxpayers’ equity). 
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Appendix 5.3 

The component metrics of financial risk rating for NHS Foundation Trust under Risk 
Assessment Framework 

Financial criteria Metric to be scored Weight % Risk Rating45 

1 2 3 4 

Financial efficiency 
I&E surplus margin (%) 25 ≤-1 -1 0 1 

Variance in I&E margin as a % of income 25 ≤-2 -2 -1 0 

Continuity of 
services 

Capital service capacity (times)46 25 <1.25 1.25 1.75 2.5 

Liquidity (days) 25 <-14 -14 -7 0 

(Source: Risk Assessment Framework 2015) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
45 Financial risk rating is weighted average of financial criterial scores, with rating 1 representing highest risk and 
rating 4 representing lowest risk. Rating 3 is the threshold below which there is likelihood of deterioration in 
financial position and regulatory intervention may be triggered. 
46 Capital service capacity is measured as annual revenue available for debt divided by annual debt service. 
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Appendix 5.4 

 The component metrics of financial risk rating for NHS Foundation Trust under Single 
Oversight Framework 

Financial criteria Metric to be scored Weight % Score47 

1 2 3 4 

Financial efficiency I&E surplus margin (%) 20 ≥1 1 0 -1 

Continuity of 
services 

Capital service capacity (times) 20 ≥2.5 2.5 1.75 1.25 

Liquidity (days) 20 ≥0 0 -7 -14 

Financial Controls Distance from financial plan (%) 20 ≥0 0 -1 -2 

 Agency spend (%)48 20 ≤0 0 25 50 

(Source: Single Oversight Framework 2016) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 

 
47 This monthly finance score is calculated on a scale of 1 (best) to 4 (worst), which is reversed compared with 
financial sustainability risk rating. Scores of 4 or 3 suggest poor levels of overall financial performance and result 
in additional monitoring and potential support need. 
48 Agency spend is defined as the distance of agency staff costs from provider’s cap.  
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Appendix 5.5 
Predicted signs of coefficients on independent variables 

 

Independent 
variables 

Description Hypothesis Expected 
sign 

Rating1/2 Pre-managed 
aggregate 
financial risk 
rating 

1 No additional discretionary 
expenditures management 

 

2 Discretionary expenditures will be 
reduced when pre-managed rating 
is below regulatory threshold in 
order to avoid intervention. 

-ve 

3 No additional discretionary 
expenditures management 

 

4 No additional discretionary 
expenditures management 

 

5 No additional discretionary 
expenditures management 

 

IndivRate1/2 =1 for pre-managed 
IE ratings is 2, =0 
otherwise 

Discretionary expenditures will be 
reduced when pre-managed IE 
rating is 2 compared with others. 

-ve 

=1 for pre-managed   
EBITDA rating is 2, 
=0 otherwise 

Discretionary expenditures will be 
reduced when pre-managed 
EBITDA rating is 2 compared with 
others. 

-ve 

=1 for pre-managed 
ROA rating is 2, =0 
otherwise 

Discretionary expenditures will be 
reduced when pre-managed ROA 
rating is 2 compared with others. 

-ve 

=1 for pre-managed 
LIQ rating is 2, =0 
otherwise 

Discretionary expenditures will be 
reduced when pre-managed 
liquidity rating is 2 compared with 
others. 

-ve 

=1 for pre-managed 
CSC rating is 2, =0 
otherwise 

Discretionary expenditures will be 
reduced when pre-managed CSC 
rating is 2 compared with others. 

-ve 
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Appendix 6.1 

Modified Jones Model 
 

OLS noconstant

Dependent/Explanator

y variables

TAcc TAcc

-1246.433 -1068.445

(-2.56)** (-2.44)**

-0.043 -0.0431

(-1.86)* (-1.81)*

-0.036 -0.0218

(-2.26)** (-8.67)***

Constant 0.013

(0.89)

Observations 256 256

R-square 7.85% 35.73%

DA DA_MJols DA_MJolsNOCONS

Modified Jones Model

1/TA_lag

∆(Rev-Rec)

∆PPE

 

 

 


