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ABSTRACT 
 

The concept of opportunistic financial reporting (OFR) is similar to earnings 

management in the corporate sector, but acknowledges several key differences in the 

governmental sector – most importantly, (a) most governmental revenues are not “earned” in the 

traditional sense, and (b) governments follow a unique reporting model, which utilizes both full 

accrual and modified accrual accounting, resulting in two separate sets of financial statements. In 

this study, I use a unique dataset of hand-collected financial data from over 200 Californian 

municipalities over a five-year period (2009-2013) to provide insight into three important aspects 

of OFR: motivation, methods, and materiality. With respect to motivation, I find that 

governments are incentivized to use OFR to pursue a breakeven income in both the full accrual 

and modified accrual financial statements, and that credit market participation significantly 

influences these activities. With respect to the methods of OFR, I find evidence that 

municipalities use discretion over accruals, make general fund transfers, and time asset sales 

opportunistically. With respect to materiality, I find evidence that municipalities are more likely 

to use OFR to fully avoid reporting a deficit when creditor scrutiny is high. My findings 

contribute to existing research that examines the association between credit market participation 

and accounting choices in governments. I also contribute to an emerging stream of research that 

examines managerial opportunism within the governmental reporting model. 
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CHAPTER 1 

INTRODUCTION 
 

The media frequently raise concerns that governments at all levels use “accounting 

gimmicks” in financial reporting (Mazza 2015; Flatten 2014; Richwine 2013; Walsh and Cooper 

2012; Williams 2012). Seventy-nine percent of government employees recently surveyed by 

KPMG report witnessing “misconduct” in the workplace, the second highest of any industry1. 

Sixty-two percent believed the nature of the misconduct would cause a “significant loss of public 

trust if discovered” (KPMG 2013). Despite widespread belief that governments make 

opportunistic accounting and reporting decisions, empirical research that addresses these 

activities is scarce. In this study, I examine the use of opportunistic financial reporting (OFR) 

tactics by municipal governments2.  

Extant research documents that corporations (Habib and Hansen 2008; Xu, Taylor, and 

Dugan 2007; Healy and Wahlen 1999) and private nonprofits (Hofman and McSwain 2013) 

make accounting choices with the goal of meeting financial benchmarks, such as analysts’ 

forecasts in the corporate sector, or breakeven in the nonprofit sector. Such activities are referred 

                                                        
1 In the survey, KPMG surveys employees of different industries on a broad range of misconduct, including but not 
limited to financial reporting misconduct. The data describing the specific types of misconduct observed by 
government employees is not available. However, the survey does report statistics of the specific types of 
misconduct observed by various job functions, and almost all are financial reporting related. This example illustrates 
the potential for questionable financial reporting practices in the governmental sector.   
2 Internal actors, like politicians, legislators, and bureaucrats, as well as external actors, like special interest groups, 
the press, and voters, may influence the accounting decisions made by governments (Cheng 1992). In this paper, I 
use “municipalities” in collective reference to the internal actors who actually make accounting decisions, e.g. 
financial directors, etc. I also refer to these decision makers generically as “administrators”, “officials”, or 
“managers”. 
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to as “earnings management” in these nongovernmental settings. OFR is similar to the concept of 

earnings management by corporations, but acknowledges several key differences in the 

governmental sector – most importantly, (a) most governmental revenues are not “earned” in the 

traditional sense,3 and (b) governments follow a unique reporting model, which results in two 

separate sets of financial statements.  

Specifically, the Governmental Accounting Standards Board (GASB) has required state 

and local governments to present full accrual financial statements, in addition to the modified 

accrual “fund level” financial statements originally required, since 1999. As a result, the typical 

Comprehensive Annual Financial Report (CAFR) contains at least seven separate financial 

statements. The GASB’s partial shift to accrual accounting was intended to create more 

transparent disclosures of governmental long-term obligations (GASB White Paper). The GASB 

argues that the modified-accrual basis is optimal for presenting the results of current-period 

activities, but some critics argue that it masks the long-term consequences of those activities and 

should be abandoned altogether (Naughton and Spamann 2015). The extent to which 

governmental managers take opportunistic advantage of the discretion allowed under either set of 

governmental financial statements is a relevant question in this debate. OFR in governmental 

financial statements has implications for their usefulness to stakeholders in evaluating 

creditworthiness, regulatory compliance, and managements’ stewardship over taxpayer 

resources.  

Emerging research supports the use of OFR in the governmental sector, both in the US 

(Naughton, Petacchi, and Weber 2015; Gore 2015; Felix 2015; Costello, Petacchi, and Weber 

2014; Stalebrink 2014; Kido, Petacchi, and Weber 2012) and abroad (Arcas and Martí 2015; 

Pilcher and Van Der Zahn 2010; Stalebrink 2007). This stream of research provides growing 

                                                        
3 For example, tax payments by citizens are compulsory and there is no requirement of an even economic exchange. 
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evidence that external pressure from stakeholders is associated with OFR and managements’ 

attempts to report a breakeven net income4, or manipulate other financial figures. My study 

contributes new evidence addressing these topics, and is the first, to my knowledge, to 

concurrently examine OFR in the two separate sets of financial statements.  

Using a unique dataset of hand-collected financial data from over 200 Californian 

municipalities over a five-year period (2009-2013), I examine municipalities’ OFR activities as 

they relate to the zero income benchmark, in both the full and modified accrual sets of financial 

statements. I also investigate how external pressure from a primary stakeholder group – creditors 

– influences governments’ inclination to meet income benchmarks through OFR. I find evidence 

that OFR exists in both the full and modified accrual financial statements and that credit market 

participation influences this behavior. I employ a model that follows closely with extant earnings 

management research to test (a) whether the level and direction of OFR is associated, on 

average, with the level of pre-OFR income, and (b) whether a high level of creditor pressure 

significantly influences the association.  

In my primary analyses, I test three OFR methods. First, I examine aggregate 

discretionary accruals. Second, I estimate and examine the discretionary portions of four specific 

accruals: those related to accounts receivable, depreciation, pension liabilities, and compensated 

absence liabilities. Prior governmental studies examine accrual manipulations in state pension 

and compensated absence liabilities (Kido et al. 2012, Naughton et al. 2015). In addition to 

examining additional discretionary accruals measures, I differentiate my study by examining 

                                                        
4 "Net Income" is not generally considered the proper term for the bottom line in the governmental setting. "Change 
in Net Position" in the government-wide financial statements, and “Change in Fund Balance" in the fund financial 
statements are analogous to the traditional "net income" figure found in other sectors, but are measured using 
different bases of accounting. In the paper, I describe the bottom line in either set of financial statements simply as 
"net income" (NI) to avoid the redundancy of referring to the two income figures separately. 
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municipalities’ manipulation of accruals specifically to meet income goals within the full-accrual 

financial statements.  

The third method I examine is the use of general fund transfers (within the modified 

accrual financial statements). General fund transfers are the shifting of resources in and out of 

the general fund, which is the most prominent fund within the fund financial statements. 

Potentially, administrators can make transfers opportunistically to manage the appearance of 

available resources in the general fund. Three recent studies are of particular relevance to my 

investigation of general fund transfers. Gore (2015) finds evidence that highly unionized 

municipal governments “hide” resources in funds outside the general fund, where they appear 

less “available” for union bargaining. Costello et al. (2014) find that states make transfers as a 

mechanism for balancing the budget, particularly when doing so is required by law. Felix (2015) 

demonstrates that municipalities use transfers to meet a breakeven general fund income. I find 

that municipalities use each of the three OFR methods tested (aggregate and specific 

discretionary accruals and fund transfers) to approach a breakeven income.  

With the exception of Felix (2015), who specifically examines the influence of creditor 

monitoring on general fund transfers, existing studies control for some aspect of credit market 

participation, but do not fully investigate. Creditors are often considered the primary users of 

governmental financial statements, which they refer, initially, to make resource allocation 

decisions, and, afterward, to monitor financial performance while the debt is outstanding. As 

such, they are likely to place significant pressure on a municipality to both demonstrate stable 

financial performance and provide adequate disclosure. Creditors must look to the full accrual 

financial statements for information about a government’s long-term liabilities and related 

expenses, which are not reported in the modified-accrual financial statements.  
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In my main analyses, I test the effect of creditor pressure using two proxies: (1) plans to 

issue new public bond debt, and (2) total public debt. The two proxies account for different 

aspects of pressure that credit market scrutiny exerts on municipalities. The former pertains to a 

specific event –  a bond issue. The latter pertains to a perpetual state that remains largely static 

until the debt is repaid. Both measures are associated with increased monitoring of managerial 

actions by creditors. Greater monitoring could lead to a greater chance that OFR will be 

discovered, and increase managers’ perceived reputational costs of using OFR. If managers 

expect creditors to discover OFR and to react by demanding higher interest rates5, the decision to 

use OFR upon entering the bond market potentially carries additional costs. When entering the 

bond market, managers will weigh these additional costs against the potential benefits of using 

OFR: if not detected by creditors, OFR could result in lower interest rates6. The perceived 

sophistication of, and attention paid by creditors, as well as the perceived relative importance of 

each of the two sets of financial statements to creditors is likely to play an important role in 

management’s deliberations regarding whether and how to use OFR.  

My results show a significant, multi-dimensional effect of creditor pressure on OFR. I 

find that municipalities under either form of creditor pressure use OFR less aggressively in the 

modified accrual financial statements, which could reflect the belief that creditors are more likely 

to detect OFR there. Prior to issuing bonds, municipalities use OFR (both discretionary 

aggregate and specific accruals) more aggressively. Municipalities that are more heavily engaged 

in the bond market are less aggressive with their use of aggregate discretionary accruals, yet 

more aggressive with specific accruals. One possible explanation for these findings is that 

                                                        
5 To compensate for the risk that the financial information is insufficient or inaccurate, or that management is not 
acting in the best interest of the creditors.  
6 The Background section summarizes a number of papers that show an association between reported accounting 
figures and interest rates, and that demonstrate the influence that reported financial variables have on the cost of debt 
through their effect on bond ratings, yield premiums, and insurance premiums.  
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municipalities respond to the various costs and benefits of OFR inherent in the two measures of 

creditor pressure with varying methods and degrees of OFR. The findings suggest that 

administrators engage in OFR strategically, choosing methods based on the form and extent of 

creditor pressure. 

My study includes several supplementary analyses. I examine the effect of one additional 

measure of OFR that is analogous to some “real” earnings management tactics explored by 

corporate sector research – opportunistic timing of asset sales – in both the full and modified 

accrual financial statements. I also examine two additional forms of creditor pressure. I test 

whether municipalities with high interest costs or low bond ratings use OFR differently. The 

results of these analyses reveal some evidence suggesting that municipalities time asset sales, 

particularly to avoid very large deficits, and that these additional measures of creditor pressure 

are also associated with varying degrees of OFR. 

Additionally, I provide some limited inference with respect to materiality, i.e. the extent 

to which OFR is of sufficient magnitude to influence a reasonable person’s judgment. 

Approximately one-third of the sampled municipalities that report low, but positive levels of 

income in the financial statements had negative income before estimated OFR7. For 

municipalities with the highest levels of bonded debt, the proportion increases to almost one-

half8. It is plausible that a municipality’s move from a deficit to a surplus would influence a 

reasonable person’s judgment about its financial performance. In a supplementary test, I find 

that, just before entering the bond market, municipalities are more likely to use specific accruals 

and transfers to move income from positive to negative.  

                                                        
7 Thirty-nine (thirty-two) percent of municipalities reporting full (modified) accrual net income between 0-5% (0-
7.5%) of total assets have negative pre-OFR income.  
8 Forty-six (forty-four) percent of municipalities in the highest quartile of the sample in bonded debt to total assets 
that report full (modified) accrual net income between 0-5% (0-7.5%) of total assets have negative pre-OFR income. 
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Finally, I perform an abbreviated analysis of OFR during mayoral election years. 

Citizens, in addition to creditors, are primary users of the municipal financial statements. Prior to 

elections, citizens are likely to increase monitoring and scrutiny of a municipality’s financial 

performance. Like with creditor pressure, this environment is likely to influence managements’ 

analyses of the costs and benefits of OFR. I find that, during the fiscal year leading up to a 

mayoral election, municipalities are more aggressive with discretionary accruals and general 

fund transfers, and less aggressive with specific accruals.  

The current study fills a void in current governmental accounting and financial reporting 

research related to the motivation, methods, and materiality of OFR in the public sector. As such, 

I make several contributions to the governmental accounting literature. First, I provide empirical 

evidence that municipalities report opportunistically, in both required sets of financial 

statements, in order to approach a breakeven income. Second, I apply commonly used earnings 

management research methods to the governmental setting. Specifically, I measure discretionary 

accruals using the Jones (1991) model. The model is well suited for the governmental setting, 

which is relatively homogenous compared with the corporate setting. Factors that prior research 

identifies as creating bias in Jones model estimates of discretionary accruals are generally not 

present in government 9. The Jones model has been key to the advancement of corporate earnings 

management research and is a potentially useful tool for future studies of OFR. 

                                                        
9 For example, Dechow, Sloan, and Sweeny (1995) point out that when an earnings management stimulus (in the 
case of this study, creditor pressure) is correlated with firm performance (which neither creditor pressure proxy in 
this study is), discretionary accruals models are biased in favor of Type 1 error (incorrect rejection of the null 
hypothesis). Dechow, Kothari, and Watts (1998) show that bias is introduced into discretionary accruals models 
when firms face high forecasted sales growth, because forecasted growth is associated with increased working 
capital accruals. Numerous studies document (and control for) the influence of industry membership on “normal” 
accrual levels, but the entire sample in this study is part of the same industry (municipal government). McNichols 
(2001) summarizes the findings of several earnings management papers and several events that introduce bias into 
discretionary accruals estimates, none of which are common in the government setting: mergers, acquisitions, 
divestitures, factoring of receivables, inventory market price changes, and stock offerings.  
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Third, by examining the role that credit market pressure plays in municipal accounting 

choices, I contribute to the municipal bond market literature and create a segue into future 

research related to the materiality of OFR. The results of this study are relevant to standard-

setters and stakeholders wishing to evaluate the decision-usefulness of governmental financial 

statements. While I do not test whether the amount of OFR is detected or material to creditors in 

this study, undetected OFR has clear implications for stakeholders if, as is evidenced in the 

corporate setting, they are unable to fully disentangle the portion of accounting earnings that 

result from OFR (Gleason and Mills 2008; Bartov, Givoly, and Hayn 2002). In the case of 

creditors, this could result in inappropriate default risk assessments, influence resource allocation 

decisions, and lead to losses in the event of unforeseen defaults. Future research could extend 

this study to examine whether the use of OFR is material, in that it successfully in alters the 

perception of creditors or other users.   

Finally, I perform a number of supplementary tests that provide additional insight into the 

use of OFR by municipal governments. While limited in their scope, these additional analyses 

should be useful to other researchers who may venture to improve or extend them.  

The paper proceeds as follows: Chapter 2 provides background. Chapter 3 develops the 

hypotheses. Chapter 4 describes the methodology and sample selection. Chapter 5 contains the 

results of the main analyses. The results of robustness tests and supplementary analyses are 

found in Chapter 6. Chapter 7 provides discussion of the limitations of this study, as well as 

opportunities for future research, and Chapter 8 concludes.  
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CHAPTER 2 

BACKGROUND 

Earnings Management to Meet Benchmarks 

 
Academic research has long documented evidence that managers in the corporate setting 

make strategic accounting decisions to meet earnings benchmarks. Management is not likely to 

manage earnings unless incentivized. A key characteristic of earnings management literature is 

researchers’ identification of potential earnings benchmarks that are closely aligned with 

management’s incentives (e.g. compensation). Habib and Hansen (2009) provide a review of 

corporate sector earnings management research that documents management’s attempt to reach 

three benchmarks: avoiding earnings losses, avoiding negative earnings changes, and meeting or 

beating analyst forecasts. Theoretical and empirical research postulate that equity and debt 

markets reward firms for meeting or beating these benchmarks with higher returns, which often 

result in financial rewards for management (Cheng and Warfield 2005; Matsunaga and Park 

2001; Gaver and Gaver 1998).   

Prior research (e.g.. Marquardt and Wiedman 2004; Hansen 2010; Jung, Soderstrom, and 

Yang 2013) documents that managers focus on – and manage to – benchmarks that are 

consequential to current business dealings (e.g. engaging in a buyout or issuing new stock). 

Corporate sector earnings management research tends to examine events (e.g. buyouts), 
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benchmarks (e.g. analyst forecasts), and other incentives (e.g. stock based compensation) that are 

largely absent from the nonprofit and government settings. If the specific benchmarks and 

incentives that managers respond to are context-specific, corporate sector earnings management 

research is not likely to generalize to governments or nonprofits.   

Nonprofit research shows that nonprofits use various earnings management techniques to 

report profits at a range slightly above zero (Omer and Yetman 2003; Leone and Van Horne 

2005; Ballantine, Forker, and Greenwood 2007). Nonprofit organizations may experience 

pressure to show zero, or slightly positive, income, by potential donors (who are less likely to 

donate to a profitable charity) and regulators (who could threaten the tax-exempt status of a 

profitable charity). In addition to income benchmarks, many studies (see Hofmann and McSwain 

2013 for a summary) find that nonprofit organizations use accounting discretion to alter 

performance ratios like the “program ratio”. Donors and regulators focus on such ratios to 

measure the efficiency with which nonprofits use available funds to further the organization’s 

mission.  

To my knowledge, Felix (2015) is the only study that specifically examines a reporting 

benchmark in the government sector. He finds evidence that municipalities strive to report a 

breakeven income in the modified-accrual financial statements.  

Governmental Financial Reporting 

 
In 1999, the GASB issued Statement No. 34 (GASB 34), requiring governments, for the 

first time, to issue full-accrual basis financial statements10. GASB 34 requires governments to 

present two sets of financial statements within the CAFR. The “Government-Wide Financial 

                                                        
10 Governments may follow GAAP without issuing a CAFR, but if a government does choose to issue a CAFR, it 
must follow the guidelines of GASB 34. In California, most cities present a CAFR, as evidenced by over half of 
California cities receiving the Government Finance Officers Association Certificate of Achievement for Excellence 
in Financial Reporting (GFOA 2014), which requires a CAFR. 
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Statements” (GWFS) portray the results of governmental activities using full-accrual accounting, 

whereas the “Fund Financial Statements” (FFS) use modified-accrual basis. The content of the 

GWFS is similar to a private corporation’s financial statements, providing information about 

long-term assets, liabilities, and accrued revenues and expenses. In contrast, the FFS focus only 

on current assets and liabilities.  

According to the GASB, under the modified-accrual basis used for the FFS, 

“[E]xpenditures are recognized in the period in which they are expected to use current financial 

resources, revenue is not recognized until it is available to pay current obligations, and current 

liabilities are not recognized until due and payable.” The GASB asserts that the modified-accrual 

basis of accounting is most useful for evaluating public officials’ management of current 

resources to meet current obligations, whereas the accrual-basis is more appropriate for 

evaluating public officials’ management of all resources to meet long-term objectives (GASB 

White Paper). Appendix A provides an example of the GWFS and FFS taken from Sacramento, 

California’s CAFR.  

In this paper, I focus on OFR that affects net income for governmental activities11, where 

governments report activities such as collecting taxes and providing public services. 

Governments use the terms “Change in Net Position” and “Change in Fund Balance” to describe 

the degree to which revenues exceed costs in the GWFS and FFS, respectively. For simplicity, I 

use the term “net income” in this paper to describe both.  

                                                        
11 Governments following GAAP present business-type activities using full-accrual accounting in both the GWFS 
and FFS. I exclude business-type activities from my analysis. The accounting model for business-type activities is 
almost identical to that used in the corporate sector, so the ability to manage earnings for business-type activities is 
likely similar as well. Other research could address how governments’ incentives to manage earnings in business-
type activities differ from other sectors. Additionally, the nature of, and extent to which governments are involved in 
business-type activities vary vastly between governments, whereas governmental activities tend to be more 
homogenous (e.g. all cities collect taxes and maintain infrastructure, most provide public safety, etc.). The stark 
differences between the management and operating activities of the business versus governmental sides of 
government make the topic of OFR in business-type activities suited for a separate study. 
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Users of the Governmental Financial Statements 

 
Creditors are considered to be the primary users of governmental financial statements 

(Plummer et al. 2007; Gore 2004; Wilson and Kattelus 2001). Governmental accounting figures 

found in the CAFR are associated with bond ratings (Martell, Kioko, and Moldogaziev 2013; 

Johnson, Kioko and Hildreth 2012; Marlowe 2011, 2007; Plummer et al. 2007; Wescott 1984), 

interest costs (Marlowe 2010, 2007; Baber and Gore 2008; Marks and Raman 1985; Wallace 

1981), insurance premiums (Benson and Marks 2014), and yield premiums (Beck, Johnson, and 

Parsons 2015; Ingram, Brooks, and Copeland 1983; Copeland and Ingram 1983; Ingram and 

Copeland 1982). With respect to governmental finances, creditors’ primary interest is the 

government’s ability to repay its debts. Credit rating agencies (CRAs), which rate municipal 

bonds, specialize in government finance and are familiar with the governmental reporting model. 

CRAs pass this knowledge on to the bond market in the form of bond ratings. The bond rating is 

often a focus of the media, ultimately attracting attention from the other user groups.  

Citizens, employees, and regulators also rely on governmental financial statements to 

inform decisions. Several studies document an association between the information available in 

financial statements and election cycles (Ingram and Copeland 1981; Feroz and Wilson 1994; 

Kido et al. 2012; Bradbury and Scott 2014), suggesting that financial statements portray policy 

decisions made by political agents. Employees, particularly if unionized, may monitor 

government finances to inform negotiations. Regulators, such as higher levels of government, 

may use the financial statements to monitor whether a municipality has complied with legal 

requirements related to grant funding, balanced budgets, or debt limits.  

The credit market is a desirable setting for this study for several reasons. First, data 

related to bond debt and total debt is available in the GWFS, and can proxy for the extent to 
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which municipalities are likely to experience pressure from creditors. Also, the rating 

methodologies for general obligation (GO) bonds that the CRAs publish reveal that CRAs rely 

on information provided in the CAFR for a large part of their analyses (Beck et al. 2015). 

Furthermore, studying whether credit market participation motivates municipalities to engage in 

OFR provides an avenue for future research to examine whether the credit market detects and 

discounts the financial statement impact of OFR.  

Regulation in the Municipal Bond Market 

 
Opportunistic reporting behaviors in the public sector might differ from those in the 

corporate sector because the regulatory environment differs significantly between the securities 

markets in the two sectors. Securities and Exchange Commission (SEC) Commissioner Luis 

Aguilar stated in February 2015, “Unfortunately, despite its size and importance, the municipal 

securities market has been subjected to a far lesser degree of regulation and transparency than 

other segments of the U.S. capital markets….The result is a market that, in the view of many, is 

excessively opaque, illiquid, and decentralized” (Aguilar 2015). 

 The Securities Act of 1933 (“the Act”), which requires corporate bond issuers to register 

with the SEC, file prospectuses, and adhere to specific disclosure content and formatting rules, 

specifically exempts municipal issuers. An amendment to the Act established the Municipal 

Securities and Rulemaking board (MSRB) in 1975 to monitor the municipal bond market. 

However, an amendment to the Act (the Tower Amendment) severely limits the power of both 

the SEC and the MSRB, precluding them from even requiring financial disclosure by municipal 

issuers.  

 The SEC has managed to gain indirect influence over municipal issuers’ disclosures 

through Rule 15c2-12 (“the continuing disclosure rule”). The rule requires municipal 
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underwriters to secure a commitment from the issuer, called a “continuing disclosure agreement” 

(CDA), to provide periodic financial and operating disclosures. The underwriter must obtain the 

CDA before engaging in municipal securities transactions. At the time of the bond issue, the 

underwriter provides an initial disclosure document called an “Official Statement” which 

contains the information agreed upon in the CDA. 

Unlike with the Securities Act of 1933, municipal issuers are subject to the Securities 

Exchange Act of 1934 Section 10b-5 antifraud provisions (“the antifraud rule”). Therefore, 

although the SEC does not mandate the specific content, frequency, or format of municipal 

issuers’ disclosures, any disclosures made by the municipal issuers in response to the continuing 

disclosure rule or market demand must contain all “material” information. The SEC provides 

clarification in a 1994 Interpretive Release, stating “[a] municipal issuer may not be subject to 

the mandated continuous reporting requirements of the Exchange Act, but when it releases 

information to the public that is reasonably expected to reach investors and the trading markets, 

those disclosures are subject to the antifraud provisions.” Notably, this interpretation suggests 

that any information that is both accessible and material to investors, including, but not limited 

to, information provided in the official statement or continuing disclosures, is subject to Section 

10b-5 enforcement.  

The continuing disclosure rule requires the Official Statement to contain “financial 

information or operating data”, but “provide[s] issuers with significant flexibility to determine 

the appropriate nature of that disclosure” (SEC Rule 15c2-12 pg. 6). Generally speaking, the 

official statement should contain financial or operating information that the issuer and 

underwriter deem material to investors, and the CDA calls for annual updating of that 

information. Between the continuing disclosure rule and the antifraud rule, the SEC has gained 
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some limited (although, mostly indirect) influence over the quality and content of municipal 

issuers’ disclosures.  

 The continuing disclosure rule endures a number of criticisms related to its enforceability 

(Aguilar 2015). The rule requires underwriters to have reasonable conviction that the issuer will 

comply with the CDA and that information in the official statement and continuing disclosures is 

accurate. The stipulation is meant to discourage underwriters from engaging with issuers that 

have histories of noncompliance with CDAs or antifraud provisions. However, concerns about 

pervasive noncompliance with CDAs and material omissions and falsifications in disclosures 

suggest that this enforcement strategy has not been effective (Aguilar 2015). The SEC responded 

in 2014 by initiating a program for underwriters and municipal issuers to self-report violations of 

anti-fraud provisions in exchange for reduced or no monetary penalties (SEC Division of 

Enforcement 2014). Underwriters may also self-report to avoid penalties for continued dealings 

with issuers that fail to comply with CDAs. The initiative, according to Aguilar, “has instilled 

‘shock and awe’ in issuers and underwriters alike…signal[ing] not only a widespread failure to 

satisfy the Commission’s limited disclosure requirements, but also an entrenched culture of non-

compliance.” 

Investors may file suit against a municipal issuer for violating the antifraud rule, but must 

prove that the issuer intentionally deceived the investor, and that the investor relied upon, and 

suffered damages as a result of, a material omission or falsification. More commonly, legal 

action against the issuer is taken by the SEC, which does not have to prove damages. Examples 

of such SEC enforcement action include charges against the City of Miami in 2001 for omissions 

in its CAFRs and official statements, against Dauphin County, Pennsylvania, and its underwriter, 

for omitting material information about an asset purchased with bond proceeds and for false and 
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misleading continuing disclosures, and against an Indiana school district and its underwriter in 

2013 for falsely asserting that the district had provided the required financial information for its 

prior bond offerings.  

Other criticisms surround the “flexibility” that the continuing disclosure rule grants to 

underwriters and issuers in determining the appropriate financial information to be included in 

the CDA, which results in varying levels of initial and continued disclosure. The continuing 

disclosure rule does not require the official statements to include full financial statements or 

audited financial statements. No law mandates a specific set of accounting principals. The 

continuing disclosure rule does specify that, if audited financial statements are prepared, they 

should be included in the official statement and continuing disclosures. There is also no specific 

deadline for the annual continuing disclosures to be made, although the SEC’s 1994 Interpretive 

Release suggests six months after fiscal year end. 

Some exemptions to the continuing disclosure rule apply. For example, municipalities 

with less than $10 million in outstanding bonded debt are generally exempt from the continuing 

disclosure rule, as are individual issuances of less than $1 million. 

Overall, the municipal credit market is considerably less regulated than the corporate 

credit market. Although the SEC serves in somewhat of a “guidance” role, it has little power to 

enforce disclosure requirements outside of antifraud provisions. In addition to the lack of 

enforceable requirements for municipal issuers to provide consistent, high quality disclosures, 

there are fewer sources of information in the municipal bond market than in the corporate market 

with the absence of stock analysts and quarterly reports. The unique regulatory environment is 

likely to affect managers’ incentives to report opportunistically, and could further limit the 

generalizability of corporate sector earnings management research to the governmental setting.  
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Governmental Disclosure and Accounting Choice 

 
Several studies document that the political environment and pressure from stakeholders 

influences governmental accounting and disclosure choice. Cheng (1992) finds evidence that a 

host of socioeconomic (e.g., citizen income, education), political (e.g., voter turnout, presence of 

special interest groups, governor power), and internal (e.g., CPAs on staff, complexity of 

operations, cost of debt) factors influence states’ disclosure quality. The factors listed are 

associated with increased monitoring, which Zimmerman (1977) notes is crucial to governments’ 

incentives to provide disclosure.Prior research also identifies a relationship between credit 

market participation and governmental accounting choice, generally finding that borrowing is 

positively associated with financial disclosure levels (Carroll and Marlowe 2009; Gore 2004; 

Robbins and Austin 1986) and GAAP compliance (Baber and Gore 2008).  

While stakeholder monitoring might incentivize officials to provide more disclosure, 

evidence suggests that governments are also willing to engage in questionable financial 

management. Baber and Sen (1986) find that public officials are more likely to issue debt before 

elections. Gore (2009) finds that cities with excess cash pay higher salaries and bonuses to 

managers rather than reducing taxes. Lee and Plummer (2007) find evidence that local school 

districts “ratchet” budgets, meaning that they maximize budgeted expenditures (regardless of 

necessity) to secure equal or increased budgets for the following year. One respondent to a 

survey performed by Vermeer, Patton, and Styles (2011) notes that the respondent’s state chose a 

particular depreciation method because the alternative would have had “politically unpalatable” 

implications, including the admission that the government could no longer maintain 

infrastructure at the target level (pg. 398).  
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Other research finds evidence that fiscally stressed state governments use aggressive 

valuation assumptions to understate pension liabilities (Stalebrink 2014; Naughton et al. 2015), 

particularly in the existence of political pressure (Eaton and Nofsinger 2004; Kido et al. 2012). 

Gore (2015) finds that municipal governments with unionized employees avoid holding 

resources in highly visible funds to give the appearance of less “availability” for meeting 

potential union demands12. Felix (2015) documents that municipalities tend to make general fund 

transfers that move income toward zero. Costello et al. (2014) show that states meet balanced 

budget requirements by making transfers and selling assets. Evidence that municipalities 

manipulate depreciation and time asset sales and impairments to manage income is found in 

Sweden (Stalebrink 2007), Australia (Pilcher and Van Der Zahn 2010) and England (Arcas and 

Martí 2015), all countries where governments use mainly full accrual accounting.  

Separately, the streams of research summarized above suggest that (a) municipalities are 

incentivized to report opportunistically, and (b) credit market participation influences 

municipalities’ accounting choices. Additionally, corporate sector research finds that managers 

successfully use accounting manipulations to manage credit ratings (Alissa, Bonsall, Kothari, 

and Penn 2013; Jung et al. 2013) and meet debt covenant requirements (DeFond and Jiambalvo 

1994). The current study examines whether OFR is associated with credit market participation in 

municipalities.  

  

                                                        
12 Gore’s (2015) tests do not indicate an association between unionization and debt market participation.  
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CHAPTER 3 

HYPOTHESIS DEVELOPMENT 

 
The optimal level of income for governments likely depends on the preferences of 

influential stakeholders. While research provides evidence that government administrators use 

OFR, there is no clear consensus on what benchmark they use OFR to reach, or how creditor 

pressure might influence this goal. It is generally understood that incurring a deficit reflects a 

municipality’s inability to operate sustainably. Incurring a surplus might cause citizens to infer 

that municipal service provisions are inadequate given current tax rates13. Given the costs 

associated with reporting both deficits and surpluses, a breakeven income, where revenues equal 

expenses, is theoretically ideal14.  

Hypothesis 1 addresses whether OFR is associated with the level of income prior to OFR. 

I expect that municipal managers will behave rationally by weighing the perceived costs of 

engaging in OFR against the perceived benefits. Administrators are likely to take into account (a) 

the expected costs of reporting a deficit or surplus, which may include political and reputational 

costs, as well as increased cost of debt in the case of deficits, (b) the likelihood, and associated 

benefits, of making material improvements to reported income through OFR, (c) the likelihood, 

                                                        
13 Niskanen (1971) proposes a model for the optimal governmental budget based on traditional economic supply and 
demand theories. He posits that managers desire to maximize the available resources in the budget. When resources 
exceed what is needed to fund the services demanded by the public, the manager allocates the excess slack to output 
that is not as valuable to the citizens. As the costs of such services begin to outweigh the perceived value of the 
services, the budget is no longer efficient or socially optimal. He concludes that breakeven budget is internally 
efficient in that the perceived value of the output is equal to the costs.  
14 This reasoning is consistent with Fama and Jensen’s (1983) analysis of principal-agent relationships in nonprofit 
organizations, where they contend that “one solution to [the] agency problem [in nonprofits] is to…contract with 
donors to apply all net cash flows to output” (p. 342). 



20

and associated political and reputational costs, of having OFR detected. I expect that, like in the 

nonprofit setting (Leone and Van Horn 2005), the costs associated with reporting both deficits 

and surpluses will incentivize municipal administrators to manage income toward the breakeven 

point. Recent evidence in the governmental setting supports this reasoning (Felix 2015). My first 

hypothesis examines this behavior in both sets of financial statements, in an environment where 

creditor pressure does not play a significant role.  

H1: In the absence of creditor pressure, municipal administrators use OFR to move reported 

income toward the breakeven point. 

Hypothesis 2 addresses how creditor pressure influences municipal officials’ 

opportunistic reporting of income, a figure of interest to creditors. Prior research in the corporate 

sector (Marquardt and Wiedman 2004; Hansen 2010; Jung et al. 2013) documents that firms 

strive to achieve benchmarks that directly pertain to their current business goals (such as 

engaging in a buyout), and manage earnings to achieve the desired results. Government 

administrators may respond similarly to pressure by focusing on benchmarks that are relevant to 

the most immediate decisions and concerns.  For example, municipalities under creditor pressure 

might increase focus on achieving benchmarks relevant to creditors, possibly influencing the 

actions management is willing to take to meet the benchmarks. Moody’s and Standard & Poor’s 

both specifically reference income as a consideration used in assigning bond ratings (Moody’s 

2014, p. 17; Standard & Poor’s 2013, p. 24). Accordingly, municipal bond market research 

documents that income is associated with bond ratings (e.g. Martell et al. 2013), and that bond 

ratings are associated with the cost of debt (e.g. Beck et al. 2015).  

Reporting a deficit is also associated with a higher cost of debt (Benson and Marks 2007). 

Deficits call into question a municipality’s ability to make future loan payments and meet debt 
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covenant requirements, leading creditors to raise default risk assessments. Additionally, creditors 

might become concerned that management is acting imprudently. Pressure to report positive 

income could be exacerbated if the conditions that led to the deficit indicate a greater need for 

debt financing.  

Beyond incentives to avoid reporting deficits, municipalities’ incentives regarding 

positive income when under creditor pressure is unclear. In the FFS, reporting surpluses to build 

resource “reserves” could lower the cost of debt, if reserves provide comfort to creditors 

regarding financial stability. According to Moody’s general obligation bond rating methodology, 

ample reserve funds have a positive effect on credit ratings (Moody’s 2014). Funds may be kept 

“in reserve” within the general fund, or be transferred out of the general fund into another 

separate fund. In the GWFS, however, “reserves” do not exist. In the case of a surplus in the 

GWFS, income-decreasing OFR may be useful to “save” positive accrual adjustments for years 

when performance is worse.  

Credit market participation is likely to result in additional pressure for municipal officials 

to report favorable financial results, but is also likely to result in additional monitoring by 

members of the credit market. Municipal bond purchasers range from individuals to institutional 

investors, and demand a high level of public information from municipal issuers. Municipalities 

that issue bonds must file Official Statements containing summary accounting information, 

which the MSRB makes available online. If a municipality chooses to have its bonds rated, it 

must also cooperate with the CRA by providing recent financial information.  

Studies show a positive association between reporting quality and bond market 

participation in nonprofits (Yetman and Yetman 2012) and governments (Gore 2004). Creditors 
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are the primary user group of governmental financial statements, a sophisticated user group15, 

and likely possess more financial expertise than the average citizen monitor. Corporate sector 

studies suggest that sophisticated investors price accruals more accurately, and thus firms are less 

likely to manipulate accruals when investor sophistication is high (Jiambalvo, Rajgopal, and 

Venkatachalem 2002; Collins, Gong, and Hribar 2003). Yetman and Yetman (2013) find that, on 

average, nonprofit donors discount program ratios that have obviously been managed, but that 

only sophisticated donors discount program ratios that have been managed using more complex 

methods. They do not test whether managers choose simple versus complex methods based on 

donor sophistication.  

If detected, OFR is unlikely to result in a better bond rating or lower cost of debt, and 

may result in negative repercussions if creditors or CRAs interpret OFR as purposeful deceit16. 

Despite this risk, there is evidence that corporations manage earnings more aggressively before 

issuing debt (Liu, Ning, and Davidson 2010; Crabtree, Maher, and Wan 2014). When under 

creditor pressure, administrators may choose OFR methods that they believe have less likelihood 

of detection. Municipal administrators are likely to consider credit market users’ perceived 

sophistication and likelihood of detecting OFR in analyzing the expected costs and benefits of 

using particular OFR methods. I refrain from predicting the direction of the relationship between 

creditor pressure and OFR and state Hypothesis 2 in the null form.  

H2: Municipalities use of OFR is not associated with credit market participation. 

  

                                                        
15 According to Jiang (2008), 95 percent of bondholders are institutional investors, suggesting high sophistication. 
Jorion, Shi, and Zhang (2009) assert that CRAs have access to private information and are also highly sophisticated.  
16 For example, the Moody’s and S&P both include assessments of management in their bond rating methodologies. 
If the CRAs discover OFR, this could negatively affect their assessments of management, and thus bond ratings. 
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CHAPTER 4 

METHODOLOGY 

 

Sample Selection 

 
My sample consists of Californian municipalities with fiscal years ending in 2009-2013. I 

restrict the sample to cities with a population greater than 30,000, because smaller municipalities 

often lack the necessary staff and resources to publish financial statement data that is comparable 

to that of larger cities.17 California is a desirable setting to perform this study because there is a 

high level of GAAP compliance and public distribution of financial reports among its 

municipalities. GAAP compliance is essential to this study because I measure applications of 

OFR to the GAAP reporting requirements for governments. Public availability of financial 

statements is also important because the incentives to report opportunistically are debatable if the 

financial reports are never provided to the public. However, using a set of municipalities from a 

single state affects the generalizability of my results to municipalities in other states with 

different reporting requirements, political, or economic conditions. Appendix B contains a 

summary of California state laws that pertain to local government structure and reporting, and 

that might affect the generalizability of this study to other states.  

There are 232 Californian municipalities with populations greater than 30,000, resulting 

in 1,160 potential observations. I collect data from several sources. I obtain the majority of the 

financial data from the cities’ audited CAFRs. Table 1 provides a summary of the selection 

                                                        
17 This generalization arises from my personal experience with hand collecting municipal financial data for other 
studies. 
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process used to identify a sample of cities with sufficient data to estimate the OFR methods 

examined. Five cities did not have any CAFR data available online. These cities had an average 

population of 53,499 and an average median income per capita of $20,633, which are 

approximately 56% and 31% lower than the sample averages, respectively.  

 

Discretionary 

Accruals

Specific 

Accruals Transfers

2009-2013 City-Years
A

1160 1160 1160

Year t  CAFR unavailable
B

(54)              (54)         (54)             

Necessary lagged-year CAFRs unavailable
C

(174)            (60)         (60)             

Outliers
D

(18)              (19)         (19)             

Insufficient data within CAFRs (153)            (120)       (151)           

Final Sample 761 907 876

Table 1 describes the sample selection procedure.

A: 232 municipalities with populations greater than 30,000 in California*5 years of observations 

for each=1,160 potential observations. 

B: Online CAFR availability increases in later years. The largest proportion (approximately 30%) 

of missing CAFRs came from the year 2009.

C: The DA  analysis requires three years of lagged data, and the Transfers  analysis requires 

two. Because of low online availability of CAFRs in early years, the largest proportion 

(approximately half) of observations dropped for missing lagged data were for the year 2009. 

D: The sample is trimmed at the first and 99th percentiles of the OFR measure being 

investigated. 

Table 1

Sample Selection

GWFS FFS

 

 

Because of lagged variables needed for the analysis, eight total years of data are 

necessary for the discretionary accruals analysis, and seven total years are needed for the other 

OFR analyses. I exclude city-year observations for which the necessary lagged-year CAFRs are 

not available online, which causes the discretionary accruals sample to drop by 174 observations, 
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and the other OFR method samples to drop by 60 observations. Generally speaking, the 

availability of CAFRs online appears to improve over time. Most of the dropped observations are 

due to the unavailability of CAFRs online in 2009 and earlier. In addition to CAFR data, I obtain 

population, employment, and citizen income data from the United States Census Bureau. I 

collect bond ratings from the SDC Platinum database.  

Dependent Variables 

 
In my main analyses, I examine three estimates of OFR to measure the extent to which 

officials engage in OFR in both the GWFS and FFS. I measure OFR in the full accrual GWFS by 

estimating total discretionary accruals (DA) and specific discretionary accruals (SpecAccs).  

I measure DA using the Jones (1991) model. To my knowledge, this study is the first to 

examine aggregate discretionary accruals in the CAFR. However, Leone and Van Horne (2005) 

and Ballantine et al. (2007) demonstrate that the Jones model is adaptable to non-corporate 

(nonprofit) settings. The Jones (1991) model calculates discretionary accruals (DA) as the 

difference between total accruals (TOTACC) and expected accruals. TOTACC is the difference 

between cash flows from operations (CFFO) and net income. Since GAAP for governments does 

not require presentation of a statement of cash flows for governmental activities, I estimate 

CFFO using the indirect method by adjusting net income for noncash items and changes in 

working capital.18,19 DA is the residual, �, in the following regression: 

                                                        
18 CFFO = Net Income + Depreciation +(-) Decreases (Increases) in Current (noncash) Assets +(-) Increases 
(Decreases) in Current Liabilities +(-) Losses (Gains)  
19 Hribar and Collins (2002) find that using balance sheet accounts, as opposed to the statement of cash flows, to 
estimate cash flows from operations in earnings management studies results in substantial measurement error for 
accruals estimates – particularly in the case of firms with mergers, acquisitions, or discontinued operations.  As 
these events rarely occur in municipalities, I do not expect this approach to result in a similar level of error in this 
study. Still, in light of these findings, using the statement of cash flows would be desirable. However, as 
governments do not present a statement of cash flows for governmental activities, I must calculate cash flows from 
operations using balance sheet accounts. Demonstrating the applicability of the Jones model in a governmental 
setting where cash flows must be estimated is a contribution of this study.     
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ΔREV is the change in total governmental activities program and general revenues from 

the previous year (t-1) to the current year (t) for municipality i. ΔREV controls for normal 

working capital accruals. TCA is the total depreciable capital assets for municipality i in year t 

and controls for normal depreciation-related accruals20.  

 The modified Jones model (Dechow et al. 1995) is a commonly used discretionary 

accruals measure that is based on the Jones (1991) model. The modified Jones model subtracts 

changes in accounts receivable from changes in revenues to account for accounts receivable 

balance manipulation. The results of this study are robust to the use of the modified Jones model 

in place of the original Jones model. The results section provides additional discussion.  

In addition to DA, which estimates total discretionary accruals, I also examine four 

estimates of specific discretionary accruals (SpecAccs) that prior research suggests are 

particularly susceptible to manipulation in the governmental sector: the discretionary portions of 

depreciation, changes to accounts receivable, changes to compensated absences and changes to 

the unfunded actuarial accrued pension liability. SpecAccs is the sum of these four measures, 

scaled by lagged total assets.  

Pilcher and Van Der Zahn (2010) and Stalebrink (2007) find evidence that Australian and 

Swedish local governments, respectively, manipulate depreciation expense in order to report 

slightly positive surpluses. Capital assets tend to comprise a large portion of total governmental 

assets. Exercising discretion over estimates related to capital assets can significantly impact 

                                                        
20 Municipalities have two options related to depreciating infrastructure. Both options require the municipalities to 
capitalize infrastructure, so the TA scalar used throughout much of my analysis is not affected. If a municipality uses 
the modified approach, it does not have to depreciate infrastructure but, instead, expenses maintenance costs 
incurred. Alternatively, the municipality may depreciate infrastructure. In either case, I use total depreciable capital 
assets, as stated within the notes to the municipality’s financial statements, for TCA in equation (1).   
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financial statements, making depreciation expense an attractive contender for OFR. 

Administrators are allowed discretion in assigning years of service over which to depreciate, 

deprecation method to use, at what point during the year to begin depreciating a new asset, and 

whether to depreciate infrastructure. I follow prior research (Pilcher and Van Der Zahn 2010; 

Stalebrink 2007; Marquardt and Weidman 2004) in my calculation of “unexpected” depreciation 

expense (UEDepr) by subtracting the prior year’s depreciation expense as a proportion of 

depreciable capital assets from the current year’s. I multiply the amount by -1 to switch the effect 

of positive UEDepr from income-decreasing, to income-increasing.  This change facilitates 

comparison with the other proxies for OFR. 

Studies show that corporations manipulate bad debt expense to both increase and 

decrease income as needed (Jackson and Liu 2007; Marquardt and Weidman 2004). In the 

governmental setting, a large portion of revenues are tax-related. As there are legal ramifications 

for failing to pay taxes, estimates of the uncollectible portion of receivables may reasonably be 

less for governments than for corporations, however, governments rarely collect 100% of taxes 

billed.  

Governmental accounting under GASB 34 differs from GAAP for corporations in its 

treatment of estimated uncollectible accounts. Rather than record bad debt expense, revenues are 

recorded net of estimated uncollectibles. By making downward adjustments to estimated 

uncollectible accounts, administrators can increase recognized revenues and net income. This 

strategy would be reflected in a greater-than-expected growth in revenues relative to accounts 

receivable. UEAR is measured similarly to UEAR, following Marquardt and Weidman (2004). It 

is the current year’s accounts receivable balance as a proportion of revenues, minus the prior 

year’s.  
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UEAR is a potentially noisy measure because municipalities tend to be inconsistent in the 

way they report receivables, especially in the extent to which they disaggregate different kinds of 

current receivables (tax receivables, loan receivables, etc.). In my effort to be as consistent as 

possible, I use the total current receivables from the balance sheet for my measure of accounts 

receivable.  

A municipality’s compensated absences liability, another typically large account subject 

to estimation and discretion, represents the amount of paid leave time that has been earned, but 

not yet used, by employees.  Governments recognize an expense when they record the liability 

attributable to the current year. Because of the individualized nature of employee contracts, 

GASB standards allow government administrators to estimate the value of this liability based on 

total current salaries. This estimation requires several assumptions. For example, how are the 

circumstances of termination or retirement likely to affect probable payouts? What are the 

probable payouts to employees who are currently eligible, or may become eligible for payments 

in the future? What cost flow assumptions (e.g. LIFO, FIFO) will be used to account for used or 

expired benefits? I estimate unexpected changes in the liability for compensated absences 

(UECA) similarly to Kido et al. (2012), who find that states anticipating gubernatorial elections 

make abnormally low increases to the estimated compensated absence liability.  

I modify Kido et al.’s (2012) model of state compensated absences to accommodate the 

data available for local governments.  For example, Kido et al. use a dummy variable to indicate 

whether state policy allows for pay cuts or furloughs, however, this data is not readily available 

for individual local governments. Kido et al. (2012) proxies for economic growth using the 

state’s GDP growth per capita, but I use median income (MEDINC) growth over the sample 
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period. UECA is the residual of the following equation, multiplied by -1 to facilitate comparison 

with other OFR proxies.  

 

 

Δ��������� = �� +   !"#$��%&�''�� +   ()*������ +  +Δ�*,-.��� +  /'01$���

+ ���  

          (2) 

ΔCOMPABS is the change in the compensated absence liability from t to t-1. 

ΔFTPAYROLL is the change in full-time employee payroll from years t to t-1 (part-time 

employees are not usually eligible for compensated absences). LogTA is the log of total assets, 

and controls for the size of the city. UECOMP is the unexpected change in compensation, 

estimated using the residual of the following regression, where ΔFTEMPL is the change in the 

number of full-time employees: 
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Like the compensated absences liability, estimating the unfunded actuarial accrued 

pension liability (UAAL) is subject to discretion, and can be complicated as it involves a number 

of economic assumptions. In particular, prior research shows that manipulating the expected 

return on pension plan assets can have a material effect on income (An, Lee, and Zhang 2013; 

Adams, Frank, and Perry 2011; Asthana 2008). Furthermore, this liability tends to comprise a 

substantial portion of a municipality’s total liabilities. These characteristics might appeal to 

managers wishing to engage in OFR. Kido et al. (2012) estimates the unexpected portion of 
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UAAL and finds evidence that states systematically report a lower balance for this liability in 

election years. I revise Kido et al.’s model to estimate the income effect of unexpected UAAL for 

municipalities’ defined benefit pension plans by modeling unexpected changes to the liability 

(UEUAAL), using the residual of the following equation: 

 

 

Δ)��'�� =  �� +   !&23456�77489�� +   (:;12�77489�� +   +-6<=;3�77489�� +

  /%*?4@3A�� +   B%�06C7�� +  D%&*�� +   E&23406�� +

  F%�0635@G�� +  HΔ�;A50==�� + ���         (3)                                                                                       

 

ΔUAAL is the change in the reported balance of the unfunded actuarial accrued liability. 

ReturnAssump is the long-term future expected rate of return based on the plan’s investment 

allocations in year t. WageAssump and InflatAssump are the actuarial assumptions the 

municipality uses for wage growth of covered employees and inflation rate, respectively. 

%Equity, %Bonds, and %RE represent the percentage of total plan assets allocated to stock, fixed 

income, and real estate investments, respectively.  %Contrib is the percentage of the actuarially 

required contribution that the municipality contributed in year t.  Return is the actual percent of 

annual return on pension assets. ΔPayroll is the change in total employees’ salaries covered by 

the plan.  

Since positive UEUAAL decreases income, I take the additional step of multiplying it by  

-1 to make it consistent with the other OFR proxies examined. Most cities in the sample do not 

sponsor their own pension plans, but instead participate in a state-sponsored pensioned plan for 



31

California local governments. Governments that do not sponsor their own pension plans have 

UEUAAL equal to zero21.  

SpecAccs is the sum of UEDepr, UEAR, UECA, and UEUAAL. DA and SpecAccs affect 

net income (NI) on the full-accrual basis. Therefore, I test the association of these methods with 

net income (NI) as taken from the GWFS. In the GWFS, NI equals the current year’s 

governmental activities’ total program and general revenues, minus expenses.  

In the main analyses, I examine one method of OFR that affects the FFS: net general fund 

transfers (Transfers). Transfers is the net amount of transfers into, and out of, the general fund, 

scaled by lagged total assets. The general fund is the most prominently displayed fund. It is 

always categorized as a “major fund”, always reported within the FFS, and is the primary 

operating fund of the government. The resources in other funds are designated to specific 

purposes, so by shifting resources out of, and into, the general fund, management can potentially 

manipulate the appearance of flexible resources and financial condition. In their bond rating 

methodologies, Moody’s and Standard & Poor’s note that the total general fund balance is used 

as a starting point for determining total funds available for funding operations and making debt 

payments (Moody’s GO Bond Rating Methodology 2014; Standard & Poor’s GO Bond Rating 

Methodology 2013). Recent evidence suggests that municipal officials use transfers to reclassify 

financial statement items within, and between, fund balances to conceal resources from unions 

(Gore 2015), meet balanced budget requirements (Costello et al. 2014), and break even (Felix 

2015).  

Transfers have a variety of legitimate purposes. For example, administrators may transfer 

resources out of the general fund into a debt service fund designated for making annual interest 

                                                        
21 Eighteen of the cities in the sample have self-sponsored pension plans, resulting in 90 city-year observations. Four 
of these cities issued bonds during the sample period.  
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payments. Administrators may also make transfers out of (or into) the general fund with no bona 

fide purpose, but with the underlying intent of balancing one of the involved funds.  

Fund transfers are only reflected in the GWFS if the transfer is made between a 

governmental fund and an enterprise fund (e.g. if a utility fund makes a transfer “in lieu of 

property taxes” to the general fund, the amount is reflected as a positive amount in the 

governmental activities section of the GWFS). However, the general fund balance is affected by 

transfers regardless of the type of fund the transfer is made to or from. When Transfers is used 

for the OFR proxy, NI is measured using FFS data specifically pertaining to the general fund. In 

my analysis of Transfers, NI equals the current year’s general fund inflows (revenues and other 

financing sources22) minus outflows (expenditures and other financing uses), as found in the 

FFS.   

Discretionary accruals, by nature, reverse in some future period. For example, the 

cumulative effect of depreciation expense that is underestimated one or several years in a row 

eventually reverses when either the auditor requires an adjustment to the accumulated 

depreciation account, or the asset is sold at a loss. In contrast, general fund transfers need not 

ever “reverse”. Barring legislative restrictions, administrators could conceivably transfer funds to 

or from the general fund every year. Unlike DA, Transfers do not arise from accounting 

estimates and are not subject to the same degree of measurement error inherent in statistical 

procedures like the Jones model. Transfers represent actual, certain (to the extent that the 

financial statements are reliable) amounts reallocated between funds.  

 

                                                        
22 FFS inflows/outflows of current financial resources that do not meet the requirements of being classified as 
“revenues” are categorized as Other Financing Sources/Uses. Examples include proceeds of debt, proceeds of 
selling long term assets, and transfers.  
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Independent Variables 

 
Adjusted Net Income (ANI) is pre-OFR net income. It equals reported NI minus the 

amount of OFR. NI is taken from the set of financial statements that the tested OFR measure is 

taken from. For example, if a municipality reports GWFS (general fund) net income of $100 and 

estimated discretionary accruals (transfers) are $5, than ANI is $95. Note that all the OFR 

measures can have either a positive or negative effect on NI. ANI is an estimate of what income 

would have been without the use of OFR.  

I divide the sample into four partitions based on the level of ANI (large negative, small 

negative, small positive, and large positive). In order to investigate the pre-OFR income levels 

that municipalities use OFR to avoid, I test for OFR in each partition, and report the results 

separately. Doing so could provide insight into municipalities’ desired income benchmarks.  

When examining discretionary accruals, I assign municipalities with ANI less than -5%  

(-5% to 0, 0 to 5%, greater than 5%) of total assets to the Large Negative (Small Negative, Small 

Positive, Large Positive) partition.23 I follow the same procedure for the SpecAccs and Transfers 

analyses, but use a cutoff of +/- 2.5%  (+/- 7.5%) in distinguishing large versus small pre-

SpecAccs (pre-Transfers) income. A summary of robustness tests using different thresholds is 

provided in the Results section.  

 I measure creditor pressure (CredPress) two ways in my main analyses. The PlanIssue 

measure proxies for pressure related to issuing new public debt. The BondDebt measure proxies 

                                                        
23 In determining these thresholds, I considered the mean DA, SpecAccs and Transfers for municipalities in the 
negative and positive ranges of NI. I then examined the distributions of ANI and NI in the GWFS and General Fund 
in increments of 2.5% of total assets. The 2.5% increments are based on the Rice rule (Lane et al. 2009), which uses 
sample size to calculate a suggested bin width for frequency distributions. After determining an appropriate bin 
width, I next analyzed ANI within each range adjacent to zero (0 to +/-2.5%, 0 to +/-5%, etc.), taking into 
consideration the normality of the distribution, the percent of municipalities that, through OFR, moved from 
negative ANI to positive reported NI in each increment, and the number of observations within each increment (to 
ensure ample power for conducting the tests). With these considerations, I chose the thresholds that I believe best 
represent the levels of income that municipalities might perceive as “small” or “large” negative or positive. 
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for pressure related to total bond market participation. In a supplementary analysis, I also 

examine the InterestCost measure, which proxies for pressure related to high costs of debt, and 

the low bond rating (LBR) measure, which proxies for pressure related to achieving a favorable 

bond rating.  

As a municipality enters the bond market with a new bond issue, the pressures of 

reporting favorable income are likely to be most acute because of the immediate effect that 

reported income has on the cost of debt. Potential municipal bond purchasers and CRAs demand 

a municipality’s prior year financial information, which is the most recently available, in order to 

evaluate default risk. Any benefit a municipality expects to gain by using OFR in anticipation of 

a bond issue must be realized in the prior fiscal year, so that it can be reported to creditors in 

advance. To examine whether municipalities behave differently in years preceding a bond issue, 

I set PlanIssue equal to one if a bond is issued within one year of the current year’s audit report 

date24. PlanIssue equals zero in the year prior, and in the year subsequent. When using this proxy 

(the “PlanIssue” measure) for CredPress, the following additional city-year observations are 

removed from the sample: cities that did not issue bonds during the sample period (of which 

there were thirty-one), years outside of the -1 to 1 year range surrounding a city’s issue, and 

observations with insufficient data availability related to bond issues. As a result, 365 (430) 

observations remain for the DA (Transfers) analysis. The rate of attrition for this subsample is 

similar to that of the full sample (i.e. approximately 40% of potential observations for DA and 

25% for Transfers are dropped because of insufficient data), as detailed in Table 1.  

                                                        
24 On average, the municipalities that issue bonds in the sample do so approximately 170 days after the most recent 
audit report date. I also run the analysis setting CredPress equal to one when a bond issued between the current year 
and subsequent year’s audit report dates and obtain substantially the same results. Since some municipalities have 
very long delays between the fiscal year end and the audit report, there is a concern that the information in the 
audited financial statements is so stale that (a) creditors might not use it, or (b) municipalities did not yet have plans 
to issue bonds during the fiscal year of the most recent audit report prior to the issue. To address this, I drop 
observations where the delay between the fiscal year end and bond issue are greater than 18 months.  
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A second measure of CredPress (the “BondDebt” measure) sets CredPress equal to one 

in year t when the city’s proportion of public (bonded) debt to total assets (BondDebt) is in the 

highest quartile of the sample in year t. This specification allows me to examine whether the 

informational demands inherent in issuing public debt influence the incentive to use OFR. 

Previous research has not addressed the relationship between levels of bond debt and OFR 

aggressiveness. If creditor pressure does influence the association between ANI and OFR, it is 

likely to be evident in the extreme cases of creditor pressure. My design utilizes a dummy 

variable for CredPress, which allows me to examine the most extreme cases of high bond debt 

and facilitates a more straightforward interpretation of the interaction of CredPress with ANI. 

Results supporting a relationship between CredPress and OFR might warrant future researchers 

to examine a continuous measure of BondDebt, rather than the dichotomous CredPress.  

 Prior research (outlined in Chapter 2) documents a positive association between debt and 

financial reporting quality in corporations and nonprofits, and contrarily, an increase in earnings 

management before corporations issue bonds. It is plausible that PlanIssue and BondDebt proxy 

for different aspects of creditor pressure. The BondDebt measure is related to a municipality’s 

ongoing participation in the bond market, which may be associated with higher continuous levels 

of monitoring by creditors. PlanIssue, in contrast, is strictly related to a single event: the issuance 

of new debt. In either case, monitoring is likely higher for observations where CredPress is equal 

to one. The increased level of monitoring increases the risk that OFR is detected, and could thus 

increase administrators’ perceived cost of OFR. However, the direct benefit to using OFR when 

debt is already outstanding and the interest rates are already set is less than it is prior to an issue.
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OFR*:

DA

SpecAccs:

UEDepr

UEAR

UECA

UEUAAL

Transfers

NI*:

NI (GWFS)

NI (Gen. Fund)

ANI*:

ANI (DA)

ANI (SpecAccs)

ANI (Transfers)

Total general fund inflows (revenues and other financing sources) minus outflows (expenditures and other 

financing uses), taken from the FFS.

NI (Gen. Fund) minus Transfers.

Adjusted (pre-OFR) net income, equal to reported NI  minus the OFR measure tested. 

NI (GWFS) minus DA .

NI (GWFS) minus SpecAccs.

Table 2

Variable Descriptions

Opportunistic financial reporting. Three measures of OFR are examined: DA, SpecAccs,  and Transfers 

(described below).

Total discretionary accruals in the GWFS, measured using the Jones (1991) model (equation 1).

The sum of the estimated discretionary portions of four individual specific accruals: unexpected depreciation, 

unexpected changes to accounts receivable, unexpected changes in the compensated absences liability, and 

unexpected changes to the unfunded actuarially accrued pension liability. 

Unexpected depreciation expense, measured as the current year's depreciation expense as a proportion of 

depreciable assets minus the prior year's, and multiplied by -1.

Unexpected changes to accounts receivable, measured as the the current year's accounts receivable balance 

as a proportion of revenues minus the prior year's. 

Unexpected changes to the liability for compensated absences, measured as the residual of equation (2).

Unexpected changes to the liability for the unfunded portion of the actuarial accrued pension liability, 

measured as the residual of equation (3). 

Net transfers into (and out of) the General Fund.

Reported net income.

The sum of program and general revenues, taken from the governmental activities section of the GWFS, 

minus expenses.
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Regression Analysis 

 
I test Hypotheses 1 and 2 using equation (4):  

 

�#&�� = �� +  !�.-�� +  (�52C�5277�� +   +�.-�� ∗ �52C�5277�� +   /.-��J! +

 B�#&��J! +   D�094=;3@06�� +  ���                                                                                

(4) 

 

I create four brackets of ANI – large negative, small negative, small positive, and large 

positive – and test equation (4) individually in each bracket. Six specifications of equation (4) are 

CredPress proxies:

PlanIssue

BondDebt

Population

* OFR, NI, and ANI variables are scaled by total assets from the respective financial statements (governmental 

activities in the GWFS or general fund in the FFS). "Net Income" is not generally considered the proper term for 

the bottom line in the governmental setting. Technically, NI (GWFS) refers to the "Change in Net Position" found 

on the Statement of Activities in the government-wide financial statements. NI (Gen. Fund)  refers to the 

"Change in Fund Balance" found in the General Fund column of the Statement of Revenues, Expenditures, and 

Changes in Fund Balance in the fund financial statements. Both measures are analogous to the traditional "net 

income" figure found in other sectors, but are measured using different bases of accounting. In the paper, I 

describe the bottom line in either set of financial statements simply as "net income" (NI) to avoid the redundancy 

of referring to the two income figures separately. 

Indicator variable equal to one if a municipality is deemed to operate under "high" 

creditor pressure. Two measures of CredPress  are examined in the main analyses: 

PlanIssue  and BondDebt .

Equals 1 in year t  when the municipality issues a bond within one year of the year t 

audit report date, and zero in the years immediately prior and subsequent. CredPress  is 

equal to PlanIssue when the PlanIssue  measure is used. 

Total bonded debt that is secured by governmental activities scaled by total GWFS 

assets. When BondDebt  is in the highest quartile for year t , CredPress  equals one in 

year t  and 0 otherwise. 

The municipality's population, according to the most recently available Census data. 

Equation 4 uses the log of the population.

Table 2 (continued)
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presented, interchanging the use of the three OFR measures and the two CredPress measures. 

Variable definitions are provided in Table 2.  

H1 addresses the association of pre-OFR income with OFR, and predicts that 

municipalities will use OFR to approach a breakeven income. β1 provides evidence of this 

association. Positive (negative) values for OFR proxies have a positive (negative) effect on ANI. 

A negative, significant β1 implies that the OFR method being tested is used to move income in 

the direction of zero (that is, to decrease positive, or increase negative ANI). The extent to which 

OFR is evident in each ANI threshold provides additional evidence about how municipalities use 

OFR within different pre-OFR conditions.   

To test whether OFR is associated with credit market participation (H2), I examine β3, the 

coefficient on the interaction of CredPress and ANI. β2, the coefficient on the CredPress 

indicator variable, provides evidence about the association between CredPress and average 

levels of OFR. Prior research has not ruled out (or extensively investigated) the possibility that 

municipalities use OFR to meet benchmarks other than a certain income level, making β2 

difficult to interpret. My objective is to observe management’s use of OFR specifically as it 

relates to the break even income benchmark. β3 provides a more direct test of the relationship 

between creditor pressure and the use of OFR to break even, as it measures the strength of the 

association between ANI and OFR in the presence of high creditor pressure relative to lower 

creditor pressure. β3 that is negative suggests that managers are more aggressive in using OFR to 

move income toward breakeven when experiencing creditor pressure. A positive β3 would 

suggest that creditor scrutiny either suppresses OFR, or incentivizes OFR in the opposite 

direction.  
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The model controls for lagged NI, lagged OFR, and Population. Research utilizing the 

Jones (1991) model (and variations thereof) consistently finds that current period discretionary 

accruals are associated with prior period net income. Lagged NI also helps control for 

performance. Lagged OFR controls for prior period accrual reversals and routine (normal) 

Transfers. The model controls for size by scaling all variables by lagged total assets. The 

Population control addresses concerns that CredPress inadvertently proxies for size or related 

characteristics (e.g. media presence, management expertise, etc.).  
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CHAPTER 5 

RESULTS 

Descriptive Statistics 

 
 Table 3 reports descriptive statistics. The mean (median) municipality in the sample has a 

population of 121,805 (70,584) and total GWFS assets of approximately $644 ($387) million. 

The municipalities’ citizens report a mean (median) personal income of $29,707 ($27,222). 

Although DA, UECA, and UEUAAL are all estimated using regression residuals, the means are 

not all equal to exactly zero because the residuals are then scaled by total assets.  

Table 4 reports the differences in means between municipalities that are deemed to be 

under, versus not under creditor pressure. Means for variables used in equation (4) are provided 

for municipalities with CredPress equal to zero and one under each measure of CredPress: 

PlanIssue (Panel A), and BondDebt (Panel B). The third column in each panel shows the 

difference in the means and indicates the significance of the difference from a t-test. Panel A 

shows that the sample municipalities do not significantly differ in any of the main variables in 

the years that a bond issue is planned.   

The results in Panel B show that municipalities in the highest quartile of BondDebt report 

higher GWFS net income, higher pre-SpecAccs income, lower pre-transfers income, and higher 

general fund transfers. These cities have greater total assets and populations, which equation (4) 

accounts for by using total assets as a scalar and controlling for population.  
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N Mean Std.Dev. Q1 Median Q3

OFR:

GWFS:

DA (Jones 1991) 912 0.002 0.085 -0.023 -0.003 0.016

DA (Dechow et al. 1995) 912 0.002 0.086 -0.023 -0.004 0.017

SpecAccs 1035 -0.004 0.091 -0.005 0.001 0.008

UEDepr 956 0.000 0.005 -0.001 0.000 0.001

UEAR 1011 -0.002 0.088 -0.004 0.001 0.007

UECA 622 0.000 0.003 -0.001 0.000 0.000

UEUAAL 67 -0.031 0.106 -0.068 0.002 0.021

FFS:

Transfers 929 0.007 0.224 -0.072 -0.006 0.058

ANI:

GWFS:

ANI (DA) 912 0.063 0.133 0.001 0.050 0.112

ANI (SpecAccs) 1021 0.069 0.168 0.002 0.046 0.106

FFS:

ANI (Transfers) 907 -0.002 0.387 -0.099 0.010 0.123

NI:

NI (GWFS) 1054 0.064 0.133 0.004 0.046 0.104

NI (Gen. Fund) 929 0.011 0.374 -0.083 -0.002 0.079

CredPress variables:

Days between audit and issue 444 170.19 102.51 79.00 171.50 246.00

CredPress (PlanIssue) 444 0.329 0.470 0.000 0.000 1.000

BondDebt 1078 0.169 0.172 0.050 0.121 0.232

CredPress (BondDebt) 1078 0.250 0.433 0.000 0.000 1.000

Table 3

Descriptive Statistics
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N Mean Std.Dev. Q1 Median Q3

Other:

Total Assets (in $thousands):

GWFS 1106 644,039         1,187,722      199,884         386,866      630,580         

General Fund 963 60,106           146,894         15,446           29,417        52,028           

Population 1160 121,805         279,678         49,515           70,584        107,498         

Table 3 (Continued)

 
Table 3 provides descriptive statistics for the full sample. Variable definitions are provided in Table 2. Descriptive statistics are 
provided for DA estimated using the modified Jones model (Dechow et al. 1995), but the traditional Jones (1991) model is used 
for DA throughout the analyses (including the remainder of Table 3). Statistics for OFR, ANI and NI variables are scaled by 
lagged total assets. "Days between audit and issue" refers to the number of days between the audit report date and a bond issue. 
The N column provides the number of observations, out of all possible observations, for which the specific variable is available. 
The numbers differ from Table 1, which provides the sample selection procedure for the BondDebt analysis, because Table 1 
reflects observations that are dropped from the regression analyses if any of the required variables are unavailable. 
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CredPress = 0 1 Diff. 0 1 Diff.

OFR:

GWFS:

DA 0.002 -0.005 -0.006 0.000 0.006 0.006

SpecAccs -0.004 -0.001 0.002 -0.001 -0.011 -0.009

FFS:

Transfers 0.022 0.016 -0.006 -0.001 0.028 0.029 *
0.825 0.099

ANI:

GWFS:

ANI (DA) 0.060 0.060 0.000 0.060 0.074 0.015

ANI (SpecAccs) 0.073 0.052 -0.021 0.061 0.095 0.034 ***

FFS:

ANI (Transfers) -0.023 0.014 0.037 0.009 -0.043 -0.052 *
0.491 0.082

NI:

NI (GWFS) 0.067 0.051 -0.017 0.059 0.084 0.026 ***

NI (Gen. Fund) 0.018 0.030 0.012 0.009 0.009 0.000

CredPress variables:

Days between audit and issue 170.738 167.163 -3.575

CredPress (PlanIssue) 0.335 0.295 -0.040

BondDebt 0.179 0.152 -0.026 0.093 0.396 0.303 ***

CredPress (BondDebt) 0.255 0.221 -0.034

Table 4

Differences in Means

Panel A: PlanIssue Panel B: BondDebt
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CredPress = 0 1 Diff. 0 1 Diff.

Other:

Total Assets (in $thousands):

GWFS 539,520   481,752   (57,767)    521,018   1,050,874    529,856   ***

General Fund 40,271     37,115     (3,156)      44,150     108,247       64,097     ***0.059 0.000

Population 102,318   93,529     (8,789)      97,216     215,561       118,346   ***
0.290 0.000

Table 4 (Continued)

Panel A: PlanIssue Panel B: BondDebt

 

Table 4 provides the results from a t-test of differences in means between municipalities that are deemed as 
"under creditor pressure" (CredPress = 1) versus those that are not (CredPress = 0). Panel A (B) shows the results 
when CredPress is measured using the PlanIssue (BondDebt) proxy. Variable definitions are found in Table 2. 
Unlike in the other analyses, raw Population data (rather than its log) is presented in Table 4. Within each panel, 
the first column displays the number of observations used in performing the test. The numbers differ from Tables 
1 and 2 because Table 1 reflects observations that are dropped from the regression analyses if any of the required 
variables are unavailable, and Table 2 reflects the number of observations for which a single specific variable is 
available. For an observation to be included in the t-test above, the specific variable tested must be available in 
addition to the data needed to calculate the CredPress measures. A difference denoted with a *** (**, *) is 
significant at the .01 (.05, .10) level.  



45

Correlations 

 
 Table 5 Panel A shows the Pearson correlation coefficients of selected variables from 

equation (4). Population could be associated with citizen monitoring, since more taxpayers 

monitor the government’s stewardship over resources. However, DA is the only OFR measure 

that is significantly correlated with population (-17%). Population is not correlated with a city’s 

plan to issue bonds. Consistent with the results of the mean difference tests in Table 4, 

Population is positively correlated with a city being in the highest quartile of BondDebt, 

suggesting that cities with large populations (less affluent citizens) are more highly leveraged 

with respect to public debt. Both DA and Transfers are positively correlated with their respective 

measures of NI (GWFS and Gen. Fund), which is consistent with prior research. 

Correlations between the OFR variables might indicate whether municipalities tend to 

use multiple OFR methods concurrently or as substitutes for each other. Table 5 Panel B shows 

additional correlations between all the measures of OFR investigated, including the four 

components of SpecAccs (UEDepr, UEAR, UECA, and UEUAAL) and the modified Jones model 

(Dechow et al. 1995). The modified Jones model is 99.7% correlated with the Jones model 

estimate of DA. There is a significant, positive correlation between SpecAccs and both measures 

of DA. Specific accruals are also very strongly correlated with UEAR (95.1% ) and UEUAAL 

(95%), which could indicate that these two specific accruals share much of the responsibility for 

variation in SpecAccs. However, recall that most of the municipalities in the sample do not 

sponsor their own pension plans and have UEUAAL equal to zero for the purpose of calculating 

SpecAccs. Only municipalities with self-sponsored pension plans are included in the correlation 

analysis between SpecAccs and UEUAAL. UEAR and UEUAAL are uncorrelated, indicating that 

UEAR is likely to be the specific accrual most responsible for the variation in SpecAccs when the 
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full sample is considered. UEAR is also significantly correlated with both measures of aggregate 

discretionary accruals. There are no significant correlations between UEDepr or UECA with any 

of the other OFR measures. 

 

Panel A: Equation (4) Variables and Other Municipal Characteristics

DA SpecAccs Transfers NI (GWFS)

NI (Gen. 

Fund)

ANI 

(DA)

SpecAccs 0.097 *

Transfers 0.012  0.009  

NI (GWFS) 0.196 * -0.075  -0.024  

NI (Gen. Fund) -0.057  -0.033  0.149 * 0.083  

ANI (DA) -0.461 * -0.052  -0.033  0.780 * 0.110 *

ANI (SpecAccs)

0.094 * -0.607 * -0.023  0.838 * 0.081  0.646 *

ANI (Transfers) -0.034  -0.034  -0.445 * 0.042  0.819 * 0.041  

CredPress 

PlanIssue -0.037  0.019  -0.012  -0.064  0.012  -0.021  

BondDebt 0.029  -0.044  0.055  0.084 * 0.000  0.048  

Population -0.171 * 0.001  -0.051  -0.043  -0.032  0.069  

<.0001 0.9851 0.1172 0.1627 0.3229 0.037

ANI 

(SpecAccs)

ANI 

(Transfers)

CredPress 

(PlanIssue)

CredPress 

(BondDebt)

ANI (Transfers) 0.051

CredPress 

PlanIssue -0.069  0.036

BondDebt 0.087 * -0.058  -0.037

Population -0.037  0.003  -0.043  0.177 *

Table 5

Correlations
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Panel B: All Measures of OFR Investigated

DA SpecAccs Transfers

DA (Mod. 

Jones) UEDepr UEAR UECA

SpecAccs 0.097 *

912.000
Transfers 0.012  0.009  

806.000 908.000
DA (Mod. 

Jones)

0.997 * 0.098 * 0.016  

912.000 912.000 806.000
UEDepr 0.060  0.036  -0.067  0.057  

903.000 956.000 844.000 903.000
UEAR 0.089 * 0.951 * -0.002  0.090 * -0.022  

912.000 1011.000 886.000 912.000 941.000
UECA 0.000  0.060  0.026  0.000  0.048  0.040  

577.000 622.000 569.000 577.000 594.000 #####UEUAAL 0.132  0.950 * 0.047  0.136  -0.041  0.102  -0.043

64 67 58 64 62 66 49
Table 5 provides Pearson correlation coefficients for the variables of interest. Variables are defined in Table 2. 

The correlation coefficients are calculated using observations from the full sample (outlined in Table 1) for which 

data for both variables are available. Table 3 provides the number of observations for which each variable is 

available. Correlations that are significant at the .01 level are denoted with a *. 

Table 5 Cont.

 

 

Results of Hypothesis Tests 

 
 Tables 6, 7, and 8 report equation (4) results for municipalities with large negative, small 

negative, small positive, and large positive pre-OFR net income (ANI) from left to right, 

respectively. Table 6 (7, 8) shows equation (4) results using the DA (SpecAccs, Transfers) proxy 

for OFR. Within each table, Panel A (B) reports the results using the PlanIssue (BondDebt) 

proxy for CredPress. Recall that the results in Panel A use a reduced sample consisting only of 

municipalities that issue bonds during the sample period.  
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Panel A: CredPress = 1 if municipality issues a bond within one year of the audit report date.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.554 0.104  -0.073 0.628  -0.048 0.422  -0.039 0.511  

ANIit -0.474 0.157  0.248 0.534  0.100 0.765  -0.288 0.054 *

CredPressit -0.121 0.020 ** -0.060 0.052 * -0.002 0.922  0.062 0.092 *

ANIit*CredPress -0.872 0.015 ** -2.737 0.075 * -0.370 0.368  -0.525 0.102  

NIit -1 0.167 0.206  0.127 0.234  0.121 0.001 *** 0.249 0.000 ***

OFRit-1 0.039 0.649  -0.326 0.073 * -0.026 0.684  -0.111 0.011 **

Populationit 0.053 0.076 * 0.008 0.499  0.004 0.529  0.003 0.642  

Adj. R-sq 0.66 0.19 0.06 0.33

N 26 47 88 151

Panel B: CredPress = 1 if BondDebt is in highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.310 0.094 * 0.154 0.348  -0.024 0.658  0.107 0.289  

ANIit -1.550 0.000 *** -0.421 0.076 * 0.193 0.704  -0.351 0.000 ***

CredPressit 0.111 0.000 *** -0.013 0.420  0.056 0.169  0.003 0.876  

ANIit*CredPress 1.124 0.000 *** -1.065 0.417  -1.631 0.220  0.012 0.912  

NIit -1 0.214 0.033 ** 0.146 0.000 *** 0.144 0.000 *** 0.110 0.212  

OFRit-1 -0.021 0.749  -0.122 0.000 *** -0.203 0.245  0.013 0.870  

Populationit 0.021 0.198  -0.012 0.367  0.001 0.775  -0.008 0.335  

Adj. R-sq 0.63 0.11 0.12 0.18

N 60 120 193 388

Table 6

Effect of Creditor Pressure and Financial Performance on DA

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit -1+ β6iPopulationit + ϵit

OFR is Discretionary Accruals estimated using the Jones (1991) model

Large Negative Small Negative Small Positive Large Positive

Large Negative Small Negative Small Positive Large Positive

Table 6 reports the results - coefficient estimates and p-values -  of equation (4) using discretionary accruals as the measure of 

OFR. Panel A (B) provides the results using the PlanIssue (BondDebt) proxy for CredPress.  The panels display the results run 

on each of four partitions of the sample, segmented by level of ANI . The threshold for "Large" versus "Small" Negative and 

Positive ANI is -/+ 5% of GWFS total assets. A negative (positive) sign on the interaction implies that municipalities under 

creditor pressure are more (less) aggressive with this behavior. Observations where CredPress = 1 are fairly represented across 

partitions. In Panel A (B), CredPress  = 1 in a range of 38-43% (17-36%) of observations throughout the partitions.  *(**,***) 

denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city and year. Variables are defined in Table 2. 
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Panel A: CredPress = 1 if municipality issues a bond within one year of the audit report date.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.089 0.400  -0.023 0.441  -0.012 0.653  -0.003 0.940  

ANIit -0.325 0.079 * -0.764 0.047 ** -0.299 0.184  -0.191 0.000 ***

CredPressit 0.011 0.345  0.005 0.512  -0.007 0.290  0.022 0.183  

ANIit*CredPress 0.251 0.206  0.526 0.465  0.440 0.190  -0.241 0.050 **

NIit-1 0.024 0.303  0.060 0.161  0.162 0.001 *** 0.184 0.000 ***

OFRit-1 -0.155 0.000 *** -0.278 0.269  -0.371 0.225  0.411 0.001 ***

Populationit 0.008 0.418  0.002 0.514  0.001 0.624  0.000 0.982  

Adj. R-sq 0.29 0.21 0.48 0.54

N 46 41 51 202

Panel B: CredPress = 1 if BondDebt is in highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.106 0.031 ** 0.014 0.536  0.019 0.003 *** -0.010 0.851  

ANIit -0.107 0.113  0.233 0.437  -0.183 0.006 *** -0.182 0.001 ***

CredPressit -0.014 0.346  -0.006 0.682  0.001 0.862  0.074 0.008 ***

ANIit*CredPress -0.172 0.384  -0.437 0.561  -0.074 0.885  -0.524 0.031 **

NIit-1 0.046 0.000 *** 0.164 0.039 ** 0.064 0.000 *** 0.113 0.022 **

OFRit-1 -0.073 0.366  0.145 0.182  -0.379 0.000 *** 0.369 0.022 **

Populationit 0.010 0.021 ** -0.001 0.680  -0.001 0.001 *** 0.001 0.790  

Adj. R-sq 0.22 0.16 0.33 0.69

N 100 114 135 558

Table 7

Effect of Creditor Pressure and Financial Performance on SpecAccs

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit -1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is the Sum of the Estimated Discretionary Portions of Specific Accruals

Large Negative Small Negative Small Positive Large Positive

Large Negative Small Negative Small Positive Large Positive

Table 7 reports the results - coefficient estimates and p-values -  of equation (4) using the sum of the estimated discretionary portion 

of four specific accruals (depreciation, accounts receivable, compensated absences, and pensions) as the measure of OFR. Panel A 

(B) provides the results using the PlanIssue (BondDebt) proxy for CredPress.  The panels display the results run on each of four 

partitions of the sample, segmented by level of ANI . The threshold for "Large" versus "Small" Negative and Positive ANI is -/+ 

2.5% of GWFS total assets. A negative (positive) sign on the interaction implies that municipalities under creditor pressure are more 

(less) aggressive with this behavior. Observations where CredPress = 1 are fairly represented across partitions. In Panel A (B), 

CredPress  = 1 in a range of 26-44% (22-26%) of observations throughout the partitions.  *(**,***) denotes significance at the .01 

(.05, .10) level. Standard errors are clustered by city and year. Variables are defined in Table 2. 
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Panel A: CredPress = 1 if municipality issues a bond within one year of the audit report date.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.140 0.751  -0.264 0.295  0.277 0.024 ** 0.045 0.869  

ANIit -1.004 0.000 *** -1.832 0.071 * -0.802 0.056 * 0.009 0.921  

CredPressit 0.114 0.003 *** 0.085 0.074 * -0.106 0.200  0.053 0.329  

ANIit*CredPress 0.446 0.000 *** 1.780 0.224  1.607 0.238  -0.288 0.036 **

NIit-1 -0.083 0.412  0.044 0.345  -0.075 0.050 * -0.202 0.015 **

OFRit-1 0.194 0.009 *** 0.014 0.905  0.008 0.000 *** 0.670 0.000 ***

Populationit 0.000 0.993  0.018 0.377  -0.023 0.043 ** -0.009 0.645  

Adj. R-sq 0.98 0.18 0.14 0.32

N 121 67 57 124

Panel B: CredPress = 1 if BondDebt is in highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.153 0.550  -0.123 0.605  0.014 0.916  0.046 0.853  

ANIit -0.921 0.000 *** -0.677 0.000 *** -0.216 0.409  -0.057 0.552  

CredPressit 0.259 0.000 *** -0.093 0.231  -0.025 0.408  -0.001 0.933  

ANIit*CredPress 0.753 0.000 *** -1.207 0.298  0.429 0.542  0.037 0.671  

NIit-1 -0.222 0.001 *** -0.008 0.730  0.039 0.426  -0.156 0.010 **

OFRit-1 0.262 0.164  0.291 0.000 *** 0.009 0.002 *** 0.588 0.000 ***

Populationit 0.000 0.989  0.011 0.616  -0.002 0.855  -0.009 0.668  

Adj. R-sq 0.91 0.17 0.02 0.33

N 262 155 163 296

Table 8

Effect of Creditor Pressure and Financial Performance on Transfers

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit -1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is Net General Fund Transfers

Large Negative Small Negative Small Positive Large Positive

Large Negative Small Negative Small Positive Large Positive

Table 8 reports the results - coefficient estimates and p-values -  of equation (4) using transfers as the measure of OFR. Panel A 

(B) provides the results using the PlanIssue (BondDebt) proxy for CredPress.  The panels display the results run on each of four 

partitions of the sample, segmented by level of ANI . The threshold for "Large" versus "Small" Negative and Positive ANI is -/+7.5% 

of general fund total assets. A negative sign on ANI is consistent with municipalities in the partition using Transfers to manage NI 

toward zero in the FFS. A negative (positive) sign on the interaction implies that municipalities under creditor pressure are more 

(less) aggressive with this behavior. Observations where CredPress = 1 are fairly represented across partitions. In Panel A (B), 

CredPress  = 1 in a range of 39-52% (19-29%) of observations throughout the partitions.  *(**,***) denotes significance at the .01 

(.05, .10) level. Standard errors are clustered by city and year. Variables are defined in Table 2. 
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I test H1 to gain insight into municipalities’ income goals in the absence of creditor 

pressure. The coefficient on ANI (β1) provides evidence for the test of H1 and insight into 

municipalities’ income goals. The results presented in Tables 6 through 8 support municipalities’ 

pursuit of a breakeven income. The coefficient on ANI is consistently negative (where 

significant) throughout the results in each table, suggesting that municipalities use OFR to 

increase negative and/or decrease positive income. I reflect on both sets of results (PlanIssue and 

BondDebt) for my test of H1. However, in the case of the PlanIssue model, I acknowledge that 

self-selection into the reduced sample could bias the ANI coefficient if other characteristics 

common to bond-issuing municipalities, but omitted from the model, actually drive OFR.  

 Tables 6 and 7 address opportunistic reporting in the GWFS, through total or specific 

discretionary accruals. In both panels of Table 6, β1 is significant and negative in the Large 

Positive partition, suggesting that municipalities use discretionary accruals to avoid large 

surpluses. β1 is not significant in the other partitions in Panel A, suggesting that the subsample of 

municipalities that issued bonds during the sample period do not, on average, use discretionary 

accruals to avoid other income levels. However, β1 is significant and negative in the Large and 

Small Negative partitions of Panel B, suggesting that the full sample of municipalities, on 

average, use discretionary accruals to avoid reporting all level of deficits.   

 The results in Table 7 also provide evidence that municipalities use OFR – specific 

accruals – to approach a breakeven income. There appears to be more focus on avoiding deficits 

using specific accruals for the municipalities that issue bonds during the sample period 

(although, given the potential for self-selection bias already noted, this result should be 

interpreted with caution) than in the full sample of municipalities on average. The significant, 

negative ANI coefficients in Panel A provide evidence that the subsample of municipalities that 
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issued bonds during the sample period use discretion over specific accruals to avoid all deficits 

(large and small) as well as large surpluses. The results contrast somewhat with those in Panel B, 

which shows evidence that the full sample of municipalities use discretion over specific accruals 

to avoid all surpluses (large and small), but not to avoid deficits.  

 The OFR proxy in Table 8, Transfers, addresses opportunistic reporting in the FFS. 

Consistent with Felix (2015), both samples show evidence of using transfers to improve large 

general fund deficits, as evidenced by the negative, significant coefficients on ANI both panels. 

Particularly of note are the unusually high adjusted R-squared values in the Large Negative 

partitions – 98% in Panel A and 91% in Panel B. Further investigation suggests that the high R-

squared values are not driven by outliers25 or multicollinearity, as the variance inflation factors 

are all below 5. The high R-squared values appear to be driven by a very high negative 

correlation between Transfers and ANI in this partition. In fact, in an additional (untabulated) 

correlation analysis, I find a -88% correlation between the two variables for municipalities with 

negative pre-transfers income, as opposed to a weaker -21% correlation for municipalities with 

positive pre-transfers income. Felix (2015) and Costello et al. (2014) report similarly high R-

squared values using comparable Transfers prediction models. Thus, I believe the high R-

squared values reflect the ability of the variables in the model to explain almost all of the 

variation in Transfers. Together, the correlations and results of the regression suggest municipal 

administrators commonly make transfers as a strategy to improve large general fund deficits. 

Panel A also suggests that municipalities in the subsample use transfers in the small (but not 

large) surplus range.  

                                                        
25 The sample has already been trimmed of observations with Transfers and NI outside the 1-99th percentiles. I also 
searched for remaining high leverage values by using residual versus fits plots. There were two high-leverage 
observations, but removing them does not change the results or r-squared values significantly.  
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Having very high or very low pre-OFR income may indicate that a municipality is poorly 

managed. Rather than adjusting taxing or spending policies (which are more difficult to change 

in the short term) to approach a true breakeven income, these types of managers may be more 

likely to use OFR to reach reporting goals. Overall, the results in both sets of financial statements 

are sufficient to support H1, which states municipal administrators use OFR to approach the 

breakeven income, even in the absence of creditor pressure.  

Two coefficients in equation (4) assist in evaluating the effect of creditor pressure on 

OFR. The coefficient on the CredPress indicator variable, β2, is an intercept shift representing 

the difference in average OFR for municipalities under creditor pressure relative to those not. 

The coefficient on the interaction term, β3, is a slope shift representing the difference in the 

extent to which municipalities under creditor pressure respond to levels of ANI with OFR relative 

to those not. β2 is useful in evaluating whether municipalities under creditor pressure use 

different average amounts of OFR. In Tables 6 through 8, the CredPress coefficient in several of 

the partitions suggests that municipalities use different amounts of OFR under creditor pressure. 

However, a significant CredPress coefficient could also reflect municipalities’ use of OFR to 

achieve benchmarks other than the one I examine (net income).26 In my tests of H2, I focus on 

β3, which provides evidence of how aggressively CredPress municipalities use OFR to 

manipulate NI relative to non-CredPress municipalities.  

Panel A in Tables 6 through 8 reports findings for municipalities that issue bonds during 

the sample period. As previously discussed, CredPress equals one during the fiscal year of the 

                                                        
26 For example, consider how a municipality might respond to creditor pressure in accruals related to pension 
liabilities. Since Moody’s GO bond rating methodology emphasizes its independent evaluation of pension liabilities, 
municipalities might respond by (1) focusing primarily on managing the pension liability downward, (2) avoiding 
management of the pension liability so as not to attract scrutiny, or (3) using a large accrual to correct the pension 
liability for past OFR in order to portray transparency. Each of these responses affects total discretionary accruals 
and would thus affect the CredPress coefficient. However, on average, the effect of the responses on the interaction 
term should only capture the extent to which discretionary accruals vary with ANI.   
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most recently available audited financial statements when the bond is issued. CredPress equals 

zero in the years immediately prior and subsequent. This criterion allows me to assess how 

municipalities that issue bonds behave during the year leading up to the bond issue compared 

with other years.  

Table 6 Panel A suggests that municipal administrators use discretionary accruals to 

increase negative ANI prior to a bond issue. β3 is negative and significant in the Large Negative 

and Small Negative partitions, supporting a greater association between ANI and OFR as the 

municipalities prepare to issue bonds. In other words, the more negative the pre-OFR income, 

the more positive discretionary accruals before a bond issue. Overall, the results support that 

discretionary accruals are used more aggressively in the year leading up to a bond issue, than in 

the surrounding years.  

In contrast, the interaction coefficients in the negative ANI partitions of Table 7 Panel A 

are insignificant. Rather, the results show a significant, negative coefficient on the interaction 

term in the Large Positive partition, suggesting that municipalities use income-decreasing 

specific accruals when faced with a large surplus. The coefficient on ANI is significant and 

negative as well. Overall, this indicates that municipalities that issue bonds in the sample period 

are incrementally aggressive with specific accruals just prior to bond issues, when pre-OFR 

income is in the large surplus range. Although the interaction coefficient is significant in 

different ANI partitions between Tables 6 and 7, the results may be taken as evidence that 

municipalities use total and specific discretionary accruals more aggressively in advance of bond 

issues.  

Table 8 Panel A provides the results of equation (4) using Transfers as the measure of 

OFR. Whereas the ANI coefficient is significantly negative in the Large Negative quadrant, the 
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interaction term is significant and positive. This suggests a weaker association between Transfers 

and ANI before bond issues (given that its positive sign contradicts the significant negative sign 

on the ANI variable).  

The significant negative sign on β3 in the Large Positive partition (Table 8 Panel A) is in 

contrast with the insignificant β1. In fact, the result implies that municipalities with large 

surpluses in the general fund transfer money out of the general fund in the year leading up to a 

bond issue, but not in other years. To investigate, I surveyed a sample of the financial statements 

published by municipalities in this partition and found that administrators frequently transfer 

money out of “profitable” general funds into a separate reserve fund during the PlanIssue year. A 

healthy reserve fund might lower the municipality’s assessed default risk and the cost of debt, be 

used to make debt payments, or provide funding to the capital project that the bond proceeds are 

being used for. Therefore, this particular result could reflect a responsible management strategy, 

and not opportunism.  

One possible explanation for municipalities being (generally) more aggressive with OFR 

in the GWFS and less aggressive in the FFS prior to bond issues is that municipal managers 

perceive creditors to be sophisticated, and able to disentangle the financial statement effects of 

transfers more easily than discretionary accruals. Transfers are discretely reported in the fund 

financial statements, so creditors, who might consider them to be non-recurring, non-operating, 

or completely at the discretion of management, may simply subtract them from reported general 

fund NI. If this is the case, the expected benefit of using transfers for bond issuance purposes 

decreases. Conversely, administrators can exercise discretion over accruals through several 

small, seemingly immaterial adjustments to estimates. Managers might perceive that creditors 
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are less likely to incorporate discretionary accruals into their assessments of financial condition. 

Determining whether this perception is reality is an opportunity for further investigation.  

Panel B in Tables 6 through 8 shows equation (4) results with CredPress equal to one 

when BondDebt is in the highest quartile. The results differ, in some cases, from the results in 

Panel A. Recall that the PlanIssue measure is related to a specific event – a bond issue. The 

PlanIssue analysis is performed on a subsample of municipalities that issued bonds during the 

sample year and the “control group” (CredPress=0) is the same group of municipalities in years 

that do not precede a bond issue. The BondDebt measure is based on a municipality’s overall 

level of bond market participation, which is less likely to change on a year-to-year basis. The 

BondDebt analysis is performed on the full sample, as described in Table 1, and the control 

group is a different group of municipalities, with lower bond market participation.  

Although some results suggest an effect of BondDebt on OFR, overall, total bond market 

participation appears to play a less prevalent role in managerial actions than plans to issue a bond 

in the near future. Once again, I refer to β3 to test whether the CredPress proxy (in this case, 

BondDebt) has a significant influence on OFR activities. In Table 6 Panel B, β3 is significant and 

positive in the Large Negative partition, and insignificant in all other partitions. The results are in 

contrast to the negative, significant ANI coefficient. The contrasting signs suggest that 

municipalities with high levels of bonded debt use total discretionary accruals less aggressively.  

The only effect of BondDebt evident in Table 7 Panel B is in the Large Positive range. 

Here, the sign is significant and negative, suggesting more aggressive income-decreasing 

specific accruals when a municipality has a large surplus. This is consistent with the findings in 

Table 7 Panel A, where the interaction coefficient is also negative and significant in the Large 

Positive range, and in no other ranges. 
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Table 8 Panel B provides evidence that municipalities with high bond market 

participation and large deficits use transfers less aggressively (as indicated by the significant, 

positive sign on the interaction) to avoid large deficits. Overall, the evidence that high levels of 

bond market participation influences OFR is limited, but could suggest that municipalities with 

high bond market participation are less opportunistic in avoiding large deficits with discretionary 

accruals and transfers,27 and more opportunistic with specific accruals when income is very 

positive.  

The results are sufficient to reject H2. However, as with the reduced sample, there is 

some risk that self-selection influences the results in Panel B of Tables 6 through 8. In the 

PlanIssue model, any self-selection bias would materialize in the ANI coefficient, but the design 

of the PlanIssue variable makes bias in the interaction term much less likely. In contrast, with the 

BondDebt model, there is less risk that self-selection in the sample would bias the ANI 

coefficient. However, if other omitted characteristics lead municipalities to self-select into the 

highest quartile of BondDebt, the interaction term in Panel B could be biased.  

Use of Alternative Thresholds 

 
 I test the models using different estimates for the ANI thresholds. Tables 9, 10, and 11 

summarize the robustness of selected results to using different thresholds of ANI. Each table 

provides the coefficients and significance levels for the ANI and interaction variables, the 

number of observations in the partition, and R-squared statistics for equation (4). Table 9 (10, 

                                                        
27 Results differ from Felix (2015), who suggests that creditor monitoring is associated with more aggressive use of 
transfers. Felix proxies the monitoring effect of credit market participation with an indicator variable equal to one if 
a municipality issued a bond in the prior year, and zero otherwise, reasoning that creditor monitoring will be highest 
immediately following a bond issue. His measure is, in ways, similar to PlanIssue. However, with PlanIssue I 
examine municipalities’ behavior in the year prior to a bond issue, when OFR could conceivably influence interest 
costs. Felix’s design would assign a 0 to observations that my PlanIssue design would assign a 1. As a result, he 
finds (as I do) that municipalities are more aggressive with transfers in years not leading up to a bond issue. Felix 
does not partition his sample into levels of income, so my finding regarding non-opportunistic transfers out by 
profitable municipalities could also have implications for the interpretation of his results.  
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11) provides these statistics for the tests of the DA (SpecAccs, Transfers) method of OFR, run in 

partitions based on 2.5%, 5%, and 7.5% thresholds. Panel A (B) provides the results of the 

PlanIssue (BondDebt) proxy for CredPress.  

Changing the threshold from a lower to higher percentage results in fewer observations in 

the Large Negative and Large Positive partitions, and more observations in the partitions closer 

to the breakeven point. Given the relatively small sample in some of the partitions, changing the 

threshold has implications for the power of my tests. Using different thresholds also results in 

changes to the model’s goodness-of-fit. I believe the partitions used in the main analyses 

presented in Tables 6 through 8 to be optimal based on having adequate sample size in each 

partition. As a whole, the conclusions pertaining to municipalities’ use of OFR in various 

thresholds, and the impact of creditor pressure on these behaviors, are similar to the main 

analyses when using alternative thresholds. The directions of the signs on significant variables 

are consistent regardless of the threshold chosen. However, the results are sometimes 

inconsistent regarding significance level between the various sets of results shown in Tables 6 

through 8. Therefore, it could be beneficial to consider the subset of results that are robust to 

alternative thresholds in assigning observations to partitions.  
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Panel A: CredPress = PlanIssue Panel B: CredPress = BondDebt

2.50% 5% 7.50% 2.50% 5% 7.50%

Large Negative

ANI -0.694 ** -0.474 -0.409 -1.271 *** -1.55 *** -1.897 ***

ANI*CredPress -0.441 -0.872 ** -1.4 *** 0.854 *** 1.124 *** 1.589 ***

Adj. R-sq 0.584 0.663 0.81 0.48 0.629 0.74

N 41 26 19 102 60 44

Small Negative

ANI -0.601 0.248 -0.068 -0.135 -0.421 * -0.625 **

ANI*CredPress 1.517 -2.737 * -2.076 * 1.01 -1.065 -0.551

Adj. R-sq 0.151 0.193 0.243 0.055 0.112 0.18

N 32 47 54 78 120 136

Small Positive

ANI 3.016 0.1 -0.148 0.203 0.193 -0.176 **

ANI*CredPress -3.584 * -0.37 -0.097 -2.025 -1.631 -0.645

Adj. R-sq 0.208 0.061 0.065 0.224 0.119 0.082

N 39 88 127 98 193 293

Large Positive

ANI -0.293 ** -0.288 * -0.263 * -0.345 *** -0.351 *** -0.373 ***

ANI*CredPress -0.37 -0.525 -0.741 *** 0.019 0.012 0.02

Adj. R-sq 0.312 0.33 0.356 0.183 0.183 0.183

N 200 151 112 483 388 288

Table 9

Robustness of Results for DA to Other ANI Thresholds

Table 9 provides selected results of equation (4) run on alternate thresholds for small/large negative/positive 

ANI. The OFR method tested is discretionary accruals. Panel A(B) provides the results using the PlanIssue 

(BondDebt)  proxy for CredPress. The first (second, third) column in each panel shows the ANI  and interaction 

coefficients for the equation when the sample is partitioned between large/small negative/positive ANI  at 2.5% 

(5%, 7.5%) of total GWFS assets.  *(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are 

clustered by city and year. Variables are defined in Table 2. 
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In most cases, the results in the main analyses are robust to using at least one alternative 

threshold. I consider the strongest results to be those that are robust to all three alternative 

thresholds presented in Tables 9 through 11. A brief discussion of the results that meet this 

criteria (significant to at least the 10% level in all partitions with alternative thresholds) follows.  

Table 9 provides evidence that municipalities in both the reduced (Panel A) and full 

(Panel B) samples use total discretionary accruals to avoid reporting large surpluses in the 

GWFS, on average (as evidenced by the significant, negative ANI coefficient in the Large 

Positive partition across both panels). Municipalities in the full sample (Panel B) also use total 

discretionary accruals to avoid large deficits, on average, but this behavior is less prevalent for 

municipalities with high levels of bonded debt (as evidenced by the positive, significant 

interaction coefficient in the Large Negative partition of Panel B).  

The results in Table 10 show evidence, once again, that municipalities in both the 

reduced (Panel A) and full (Panel B) samples avoid large surpluses in the GWFS through 

discretion over specific accruals. In both samples, the behavior is more aggressive in the 

presence of creditor presence, as evident by the significant, negative interaction coefficients 

across both panels. Additionally, the full sample of municipalities (Panel B) shows evidence of 

using specific accruals to decrease small surpluses, on average. However, in this partition, 

creditor pressure has no apparent effect.  
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Finally, Table 11 shows consistent evidence of municipalities using transfers to avoid 

large general fund deficits, on average, but being less aggressive with this behavior when under 

creditor pressure. The associations are evidenced by significant, negative coefficients on ANI 

Panel A: CredPress = PlanIssue Panel B: CredPress = BondDebt

PlanIssue 2.50% 5% 7.50% 2.50% 5% 7.50%

Large Negative

ANI -0.325 ** -0.299 -0.564 -0.107 -0.036 -0.11

ANI*CredPress 0.251 0.07 0.147 -0.172 -0.138 0.002

Adj. R-sq 0.291 0.338 0.469 0.223 0.278 0.408

N 46 27 18 100 52 30

Small Negative

ANI -0.764 ** -0.091 -0.446 *** 0.233 0.001 -0.162

ANI*CredPress 0.526 -0.147 0.209 -0.437 -0.106 -0.221

Adj. R-sq 0.206 0.251 0.29 0.164 0.096 0.152

N 41 60 69 114 162 328

Small Positive

ANI -0.299 -0.197 ** -0.113 *** -0.183 *** -0.145 *** -0.092 ***

ANI*CredPress 0.44 0.15 -0.047 -0.074 0.232 0.232

Adj. R-sq 0.484 0.318 0.233 0.331 0.181 0.181

N 51 106 157 135 368 368

Large Positive

ANI -0.191 *** -0.194 *** -0.191 *** -0.182 *** -0.192 *** -0.192 ***

ANI*CredPress -0.241 ** -0.28 * -0.338 ** -0.524 ** -0.534 ** -0.548 **

Adj. R-sq 0.539 0.543 0.568 0.685 0.692 0.706

N 202 174 123 558 443 325

Table 10

Robustness of Results for SpecAccs to Other ANI Thresholds

Table 10 provides selected results of equation (4) run on alternate thresholds for small/large negative/positive 

ANI. The OFR method tested is SpecAccs . Panel A(B) provides the results using the PlanIssue 

(BondDebt) proxy for CredPress. The first (second, third) column in each panel shows the ANI and 

interaction coefficients for the equation when the sample is partitioned between large/small 

negative/positiveANI at 2.5% (5%, 7.5%) of total GWFS assets.  *(**,***) denotes significance at the .01 

(.05, .10) level. Standard errors clustered by city and year. Variables are defined in Table 2. 
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across both panels in the Large Negative partitions, and significant, positive coefficients on the 

interaction term. Moreover, municipalities in the Large Positive range tend to make transfers out 

of the general fund prior to issuing bonds, as evident across all thresholds in Panel A.  

 

Panel A: CredPress = PlanIssue Panel B: CredPress = BondDebt

PlanIssue 2.50% 5% 7.50% 2.50% 5% 7.50%

Large Negative

ANI -1.002 *** -1.002 *** -1.004 *** -0.91 *** -0.92 *** -0.92 ***

ANI*CredPress 0.427 *** 0.424 *** 0.446 *** 0.698 *** 0.729 *** 0.753 ***

Adj. R-sq 0.98 0.981 0.983 0.899 0.906 0.908

N 165 146 121 353 308 262

Small Negative

ANI -1.08 0.033 -1.83 * -1.62 -1.51 ** -0.68 ***

ANI*CredPress 5.619 * 0.614 1.78 -3.5 -0.49 -1.21

Adj. R-sq 0.543 0.434 0.177 0.339 0.249 0.17

N 23 42 67 64 109 155

Small Positive

ANI 1.245 0.389 -0.8 * -2.83 1.189 -0.22

ANI*CredPress -13 -1.15 1.607 7.661 1.055 0.429

Adj. R-sq 0.456 0.16 0.135 0.176 0.056 0.022

N 20 36 57 56 108 163

Large Positive

ANI -0.06 -0 0.009 -0.18 -0.08 -0.06

ANI*CredPress -0.23 ** -0.29 *** -0.29 ** 0.079 0.043 0.037

Adj. R-sq 0.1 0.318 0.324 0.079 0.328 0.329

N 161 145 124 403 351 296

Table 11

Robustness of Results for Transfers to Other ANI Thresholds

Table 11 provides selected results of Equation 4 run on alternate thresholds for small/large 

negative/positive ANI. The OFR method tested is general fund transfers. Panel A(B) provides the 

results using the PlanIssue (BondDebt) proxy for CredPress. The first (second, third) column in each 

panel shows the ANI and interaction coefficients for the equation when the sample is partitioned 

between large/small negative/positive at ANI that is 2.5% (5%, 7.5%) of total general fund assets.  

*(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city and year. 

Variables are defined in Table 2. 



63

Estimates of Discretionary Accruals  

McNichols (2001) notes that the Jones model is susceptible to bias stemming from its 

documented association with expected earnings growth. Results are robust to including a control 

variable for current period net income, scaled by total assets (synonymous with the return on 

assets control for growth used in earnings management literature) in the Jones’ model.  

McNichols (2001) also criticizes the Jones model for omitting other variables likely to be 

correlated with nondiscretionary accruals, leading to error in aggregate DA estimates. For 

example, industry, mergers and acquisitions, divesting activities or stock offerings could affect 

levels of “normal” accruals. There are circumstances in the governmental setting that might 

affect nondiscretionary accruals as well, which could introduce measurement error into DA. For 

example, a city might be involved in a lawsuit where it is forced to recognize a contingent 

liability. However, most of the omitted variables that have been identified by corporate sector 

research as causing error in DA are either not present in the governmental setting (e.g. stock 

offerings), not available (e.g. growth forecasts), or extremely uncommon (e.g. mergers with other 

cities). As a result, I expect DA to contain some level of measurement error, although, perhaps 

less than in the corporate setting.  

As a solution to these problems, McNichols (2001) recommends estimating the 

discretionary portion of specific accruals (e.g. depreciation expense). Identifying the key factors 

related to nondiscretionary specific accruals may be more feasible than identifying all factors 

that could affect nondiscretionary aggregate accruals. However, as McNichols points out, 

researchers could face difficulty identifying specific accruals management, since the sample 

likely contains fewer observations appearing to manipulate a specific accrual, as opposed to total 
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accruals. Rather than examine specific accruals individually, I sum the estimated discretionary 

portions of four specific accruals and present the results in the main analyses.  

Because changes in accounts receivable could indicate management’s attempts to 

manipulate revenue recognition, Dechow et al. (1995) recommend subtracting changes in 

accounts receivable between years t and t-1 from the changes in revenues variable used in the 

Jones (1991) model. Subsequent research frequently uses this “modified” Jones model to 

estimate discretionary accruals. However, Kothari et al. (2005) criticizes the modified-Jones 

model for assuming that any changes in receivables represent earnings management. This 

assumption might also be inappropriate in some settings and can cause Type 1 error. This study 

utilizes the original Jones (1991) model. However, I also ran equation (4) with the modified 

Jones estimate of DA, and found that the results (untabulated) were statistically identical to those 

reported in the main analyses.  

Summary of Main Analyses 

 
  The results reported in Tables 6 through 11 highlight the multi-dimensional effects of 

creditor pressure on the municipal operating environment and on administrators’ decisions 

related to OFR. The results of the threshold analysis further support the conjecture that 

municipalities focus on different reporting goals in the separate sets of financial statements, and 

that creditor pressure influences the OFR choices that municipalities make. The evidence, 

overall, is sufficient to support H1, which predicts that municipalities will use OFR to approach a 

breakeven income, and reject H2, which predicts that scrutiny from the credit market will not 

influence OFR. 
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CHAPTER 6 

SUPPLEMENTARY TESTS 

 

Alternative Specifications of CredPress 

 
In a supplementary analysis, I examine two additional measures of creditor pressure. The 

third measure, InterestCost, assigns the CredPress indicator variable a value of one if a 

municipality’s weighted average interest cost is in the highest quartile of the sample in year t.  

Research shows that government income is associated with interest costs (Marlowe 2010, 

2007; Baber and Gore 2008; Marks and Raman 1985; Wallace 1981). A city with an already 

high cost of debt may experience greater pressure to avoid reporting a deficit, which might result 

in further increases to interest rates. InterestCost is the weighted average interest rate on a 

municipality’s outstanding long-term debt. InterestCost is calculated by dividing the total interest 

expense by total long-term debt, each as reported in the governmental activities section of the 

GWFS. I examine equation (4) with CredPress equal to one when InterestCost is in the highest 

quartile.  

Most cities that issue bonds will have the bonds rated by a credit rating agency (CRA). 

Better bond ratings indicate a lower default risk, and are associated with lower interest costs. 

Managers of cities with worse bond ratings, relative to other cities with similar socio-

demographic characteristics, might experience more pressure to achieve income benchmarks. 

Improving income might relieve creditors’ concerns about financial position, despite having a 

lower bond rating than its peers, and result in more favorable future bond ratings. Hence, 
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increasing income could be a way for a city to obtain lower interest rates and signal 

improvement.   

An additional measure of CredPress, the “lower bond rating” (LBR) measure, equals one 

if a municipality’s bond rating is worse than that of peer cities. “Peer cities” are cities with 

similar socio-demographic characteristics. Specifically, I determine whether a municipality’s 

bond rating is lower than expected when controlling for size, growth, citizen wealth, and 

unemployment levels. The method is inspired by Alissa et al. (2013), who find evidence that 

corporate firms move toward their “expected” ratings by managing earnings.  They measure 

“unexpected” ratings by using the estimated residual in a regression of the actual bond rating on 

a set of variables that corporate sector literature finds are determinants of bond ratings (e.g. firm 

size, profitability, etc.). LBR is my measure of “unexpected rating”, and is the residual of 

equation (5).  

 

Ratingit = αj + β1Populationit + β2PopGrit +  β3MedIncit +  β4Unemploymentit + ɛit   (5) 

 

Rating is the bond rating on the earliest general obligation or “general purpose”28 bond 

issued by a municipality during the sample period.  I obtain the bond ratings from three CRAs 

from the SDC Platinum database: Moody’s, Standard and Poor’s, and Fitch. I assign each rating 

from each CRA a number on a scale of 1-20, with 1 being the least desirable rating. In cases 

where a bond is rated by multiple agencies, I run equation (5) separately for each rating and 

average the residuals to arrive at LBR. In addition to financial variables, prior research finds that 

                                                        
28 In the sample, many of the “general purpose” bonds are also general obligation bonds. “General purpose” bonds 
may be secured by a specific revenue stream, whereas general obligation bonds are secured by the overall taxing 
power of the local government. General obligation bonds are often assumed to be for “general” purposes. I chose to 
consider the bond ratings of both general obligation and non-general obligation “general purpose” bonds because 
both ratings are likely to be based on the financial position and taxing power of the governmental entity.  
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municipal bond ratings are subject to certain socio-demographic characteristics (Wescott 1984), 

which are, to a large extent, out of managements’ control. A city’s socio-demographic 

characteristics are likely to impact its ability to raise taxes or cut expenditures, which can 

influence bond rating. I include four control variables to capture the socio-demographic 

characteristics of a city:  Population (the log of the city’s population), estimated ten-year 

population growth (PopGr), median income per capita as a percent of state average (MedInc), 

and unemployment rate (Unemployment). I obtain each of these variables from the most recently 

available Census records within the sample period.  

I do not include financial variables in equation (5), because to do so would control for the 

effect I attempt to capture – the portion of the bond rating that managers can attempt to influence 

through opportunistic reporting. By excluding financial variables in equation (5), my measure of 

LBR captures the increased pressure that creditors may place on a city that is underperforming 

relative to its peers.  

I run equation (5) once per city to obtain one residual per city. A negative residual 

implies that a city’s bond rating is worse than expected, given these socio-demographic 

characteristics. As the residual, ɛit, becomes more negative, a city may experience more creditor 

pressure, because its default risk is high relative to otherwise comparable cities. In the LBR 

analysis, I set CredPress equal to one when LBR is in the lowest quartile, which represents the 

most negative residuals from equation (5).   

  



68

 

 

Panel A: Descriptive Statistics

N Mean Std.Dev. Q1 Median Q3

InterestCost 1016 0.063 0.056 0.041 0.051 0.064

LBR 740 -1.011 2.204 -1.548 -0.114 0.339

Bond Ratings

Standard & Poors 65 16.9 2.5 15 17 19

Moody's 27 16.0 2.9 13 17 17

Fitch 10 16.2 3.5 15 17 18

Table 12

Alternative Measures of CredPress: InterestCost and LBR

Panel B: Mean Differences

CredPress = 0 1 Diff 0 1 Diff

OFR:

GWFS:

DA 0.000 0.009 0.009 0.004 0.003 -0.001

SpecAccs -0.005 -0.001 0.004 0.000 -0.009 -0.009 **

FFS:

Transfers 0.009 0.004 -0.005 0.001 0.014 0.013

ANI:

GWFS:

ANI (DA) 0.066 0.051 -0.015 0.057 0.074 0.018

ANI (SpecAccs) 0.073 0.062 -0.010 0.062 0.085 0.022 *

FFS:

ANI (Transfers) -0.024 0.030 0.054 * 0.006 -0.037 -0.043

NI:

NI (GWFS) 0.066 0.061 -0.004 0.062 0.073 0.011

NI (Gen. Fund) -0.006 0.041 0.047 * 0.015 -0.023 -0.038

CredPress = 1 under measure:

PlanIssue 0.302 0.397 0.094 * 0.313 0.337 0.024

BondDebt 0.283 0.206 -0.078 * 0.333 0.227 -0.106 **

InterestCost 0.252 0.208 -0.044

LBR 0.261 0.215 -0.046

Other:

Total Assets (in $thousands)

GWFS 721,134  514,637   (206,497)  ** 863,399     553,403    (309,996) **

General Fund 65,734    47,697     (18,037)    78,429       45,513      (32,915)   **

Population 140,001  90,577     (49,423)    ** 160,901     114,843    (46,058)   

InterestCost LBR
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Table 12 Panel A contains descriptive statistics for the additional CredPress measures. 

Municipalities pay an average of 6.3 cents in annual interest on each dollar of long-term debt. 

LBR does not have a mean of zero, despite being the residual of equation (5), because some 

municipalities in the sample are not represented in all five years (see Table 1 for details about 

dropped observations). The descriptive statistics show that the mean observation is a city with a 

bond rating approximately one notch worse than expected (-1.011), based on its socio-

demographic characteristics. The median LBR, however, is just below zero at -0.114. The bond 

rating statistics are provided based on the sample of cities, rather than city-year observations.  

Panel C: Correlations

DA SpecAccs Transfers NI (GWFS)

NI

 (Gen. Fund) Population

CredPress (InterestCost) 0.048 0.020 -0.010 -0.014 0.056 -0.073

0.1628 0.5335 0.7787 0.6695 0.0969 0.0169

CredPress (LBR) -0.004 -0.085 0.024 0.036 -0.041 -0.058

0.912 0.0247 0.548 0.3379 0.3088 0.117

CredPress 

(PlanIssue)

CredPress 

(BondDebt)

CredPress 

(InterestCost)

CredPress (InterestCost) 0.090 -0.076 1

0.0608 0.0151 0

CredPress (LBR) 0.023 -0.099* -0.045

Table 12 (Continued)

Table 12 provides statistics related to the two alternative measures of CredPress examined in the supplementary analyses. 

InterestCost  is total interest expense divided by total governmental long-term debt. LBR  is the residual of equation (5), 

which predicts municipal bond ratings using sociodemographic variables. The dichotomous CredPress  = 1 when 

InterestCost (LBR)  is in the highest (lowest) quartile of the sample. Panel A provides descriptive statistics of the two 

additional CredPress  variables, as well as the municipalities' bond ratings from three rating agencies. A higher numeric 

rating is equivalent to a "better" bond rating. The median bond rating from all three agencies is 17, which equates to an AA- 

(Aa3, AA-) rating by Standard & Poor's (Moody's, Fitch). Panel B provides differences in means from a t-test, between 

muncipalities where CredPress =1 versus =0, for variables in equation (4).  A difference denoted with a *** (**, *) is 

significant at the .01 (.05, .10) level. Panel C provides Pearson correlation coefficients for the additional CredPress 

variables and the other variables of interest. Correlations significant at the .01 level are denoted with a *. Additional variable 

definitions are found in Table 2. 
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Sixty-five cities issued bonds rated by Standard & Poor’s during the sample period, 

twenty-seven had bonds rated by Moody’s, and ten had bonds rated by Fitch. The mean and 

median bond ratings are comparable throughout the three agencies. The mean Standard & Poor’s 

(Moody’s, Fitch) rating is a 16.9 (16, 16.2). This corresponds to an approximate rating of AA- 

(A1, A+). The median rating (17) is the same for all three agencies, and corresponds to a 

Standard & Poor’s (Moody’s, Fitch) rating of AA- (Aa3, AA-).  

The dichotomous CredPress variable used in equation (4) is based on a city being in the 

highest quartile of InterestCost or the lowest quartile of LBR. As a result, the descriptive 

statistics for these measurements of CredPress are identical to each other and to that of the 

BondDebt proxy for CredPress, which is shown in Table 3 and also based on a quartile position. 

The (untabulated) mean (median) for the CredPress variable when based on either InterestCost 

or LBR is 0.25 (0) and the standard deviation is 0.433.  

Table 12 Panel B shows the mean differences in a selection of variables between 

municipalities with CredPress equal to one versus zero based on the InterestCost and LBR 

measures. I test the statistical difference between the means with a t-test. The municipalities in 

the highest quartile of InterestCost have lower total assets in the GWFS. The cities also have 

lower populations than those in other quartiles of InterestCost. They are more likely to be 

categorized as being under creditor pressure under the PlanIssue measure, and less likely to be in 

the highest quartile of BondDebt.  

Municipalities in the most negative quartile of LBR have lower levels of specific accruals. 

They are also less likely to be in the highest quartile of BondDebt. They have lower total assets 

in both sets of financial statements, and a lower median income than other municipalities.    
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Table 12 Panel C provides Pearson correlation coefficients for the two additional 

measures of the dichotomous CredPress variable (InterestCost and LBR) with other variables 

used in equation (4). The LBR and BondDebt proxies for CredPress are negatively correlated 

with each other.   

The results of equation (4) using the InterestCost and LBR measures of CredPress are 

found in Tables 13, 14, and 15.  Table 13 (14, 15) shows the results using the DA (SpecAccs, 

Transfers) proxy for OFR. Panel A (B) of each table contains the results using the InterestCost 

(LBR) measure. The sample used for the LBR analysis consists only of municipalities for which 

bond rating data is available. I examine the coefficient of the interaction term to assess whether 

these measures of creditor pressure are associated with municipalities’ use of OFR to manipulate 

income. 

Overall, Panel A in Tables 13 through 15 provide some evidence that creditor pressure, as 

defined as being in the highest quartile of interest costs for the year, influences municipalities’ 

decisions related to OFR. Table 13 does not provide any evidence to support that municipalities’ 

use of DA is associated with high interest costs. However, Table 14 Panel A suggests that 

municipalities with high interest costs are less aggressive with specific accruals in the large 

negative and large positive ranges. This association is indicated by positive, significant 

coefficients on the interactions that contradict the negative, significant signs on the ANI 

variables. The interaction coefficients in Panel A of Table 15 suggest that municipalities with 

large deficits and high interest costs use Transfers more aggressively to increase general fund 

income.  
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The results using the InterestCost proxy for CredPress suggest that municipalities use 

specific accruals (transfers) less (more) aggressively when under creditor pressure, whereas the 

main analyses finds – generally speaking – that municipalities under creditor pressure are more 

(less) aggressive. Future research could investigate possible reasons why municipalities with 

Panel A: CredPress = 1 if InterestCost is in the highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.176 0.254  0.141 0.327  0.004 0.931  0.086 0.365  

ANIit -1.124 0.000 *** -0.612 0.075 * -0.179 0.702  -0.294 0.000 ***

CredPressit 0.121 0.093 * -0.009 0.717  -0.008 0.501  0.014 0.103  

ANIit*CredPress 0.966 0.196  -0.301 0.730  0.191 0.759  -0.057 0.492  

NIit-1 0.180 0.102  0.194 0.000 *** 0.154 0.000 *** 0.102 0.204  

OFRit-1 -0.006 0.932  -0.162 0.000 *** -0.231 0.230  0.072 0.424  

Populationit 0.012 0.423  -0.011 0.320  0.000 0.991  -0.007 0.401  

Adj. R-sq 0.46 0.12 0.08 0.17

N 59 116 184 364

Panel B: CredPress = 1 if LBR is in most negative quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.116 0.346  0.227 0.208  0.017 0.739  0.101 0.321  

ANIit -0.740 0.000 *** -1.505 0.081 * -0.412 0.079 * -0.347 0.004 ***

CredPressit 0.008 0.938  0.009 0.745  -0.012 0.538  0.019 0.374  

ANIit*CredPress -0.205 0.822  1.871 0.245  0.154 0.829  -0.070 0.689  

NIit-1 0.264 0.049 ** 0.188 0.000 *** 0.159 0.001 *** 0.050 0.364  

OFRit-1 -0.031 0.812  -0.100 0.225  -0.087 0.305  0.080 0.269  

Populationit 0.009 0.447  -0.019 0.201  -0.001 0.871  -0.007 0.426  

Adj. R-sq 0.48 0.20 0.11 0.19

N 45 87 123 268

Table 13

Effect of Creditor Pressure and Financial Performance on DA

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is Discretionary Accruals estimated using the Jones (1991) model

Large Negative Small Negative Small Positive Large Positive

Table 13 reports the results - coefficient estimates and p-values -  of equation (4) using discretionary accruals as the measure of OFR. Panel 

A (B) provides the results using the InterestCost (LBR) proxy for CredPress.  The panels display the results run on each of four partitions 

of the sample, segmented by level of ANI . The threshold for "Large" versus "Small" Negative and Positive ANI is -/+ 5% of GWFS total 

assets. A negative (positive) sign on the interaction implies that municipalities under creditor pressure are more (less) aggressive with this 

behavior. Observations where CredPress = 1 are fairly represented across partitions. In Panel A (B), CredPress  = 1 in a range of 23-31% 

(18-27%) of observations throughout the partitions.  *(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered 

by city and year. Variables are defined in Tables 2 and 12.

Large Negative Small Negative Small Positive Large Positive
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high interest costs appear to have different reporting incentives than those with high levels of 

bond debt or with plans to issue bonds in the near future. One possibility is that the interest cost 

variable might be associated with levels of private debt. If so, research can investigate whether 

municipal managers perceive that private debt holders, e.g. local banks, focus more on the FFS 

and are less sophisticated than bondholders. Additionally, if private debt holders are local, they 

may have greater access to private information, which could affect the perceived costs and 

benefits of using various methods of OFR.  

One limitation of the InterestCost measure is that interest costs are oftentimes fixed and 

can likely only be changed by refinancing. Therefore, municipal managers might not perceive a 

direct link between the costs of OFR and benefits to interest expenses. Also, the InterestCost 

measure may suffer from endogeneity issues. While municipalities that are stretched by high 

interest costs might be inclined to use OFR in attempt to decrease interest costs, it is also 

possible that creditors punish municipalities that use OFR with higher interest costs. 

Alternatively, if creditors are unable to disentangle the effects of OFR on the financial 

statements, municipalities that use OFR might be rewarded with better interest rates. 

Investigating the effects of OFR on interest costs is an opportunity for future research.   

Similar to the results of using the InterestCost measure of creditor pressure, there is no 

evidence in Panel B of Table 13 that low bond ratings incentivize the use of discretionary 

accruals. The results shown in Panel B of Tables 14 and 15 are more consistent with those found 

in the main analyses. Table 14 suggests that municipalities with much lower-than-expected bond 

ratings use specific accruals more aggressively in the Small Negative and Large Positive 

partitions to move NI toward the breakeven point. The interpretation is evident in the negative, 

significant coefficients on the interaction term. The interaction has a significant, negative sign in 
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Large Negative partition in Panel B of Table 15, indicating less aggressive use of Transfers to 

improve general fund income that is in the large deficit range.  

 

Panel A: CredPress = 1 if InterestCost is in the highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.099 0.065 * 0.018 0.419  0.014 0.000 *** 0.067 0.004 ***

ANIit -0.221 0.081 * -0.041 0.889  -0.146 0.327  -0.506 0.063 *

CredPressit 0.004 0.497  -0.008 0.062 * 0.008 0.145  -0.045 0.033 **

ANIit*CredPress 0.210 0.084 * -0.485 0.344  -0.193 0.532  0.359 0.050 **

NIit-1 0.059 0.000 *** 0.140 0.000 *** 0.065 0.000 *** 0.136 0.070 *

OFRit-1 -0.071 0.331  0.161 0.075 * -0.350 0.005 *** 0.347 0.020 **

Populationit 0.009 0.034 ** -0.001 0.478  -0.001 0.000 *** -0.002 0.500  

Adj. R-sq 0.26 0.18 0.37 0.57

N 98 110 127 533

Panel B: CredPress = 1 if LBR is in most negative quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -0.124 0.082 * -0.018 0.536  0.031 0.000 *** 0.028 0.353  

ANIit -0.185 0.228  0.329 0.171  -0.196 0.257  -0.149 0.000 ***

CredPressit -0.007 0.302  -0.004 0.494  0.000 0.996  0.029 0.025 **

ANIit*CredPress -0.165 0.254  -0.980 0.053 * -0.413 0.462  -0.256 0.035 **

NIit-1 0.054 0.000 *** 0.174 0.000 *** 0.081 0.000 *** 0.079 0.123  

OFRit-1 -0.081 0.375  0.308 0.008 *** -0.339 0.001 *** 0.397 0.000 ***

Populationit 0.011 0.050 * 0.002 0.451  -0.002 0.000 *** -0.002 0.528  

Adj. R-sq 0.36 0.32 0.43 0.55

N 66 75 87 395

Table 14

Effect of Creditor Pressure and Financial Performance on SpecAccs

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is the Sum of the Estimated Discretionary Portions of Specific Accruals

Large Negative Small Negative Small Positive Large Positive

Table 14 reports the results - coefficient estimates and p-values -  of equation (4) using the sum of the estimated discretionary portion of four 

specific accruals (depreciation, accounts receivable, compensated absences, and pensions) as the measure of OFR. Panel A (B) provides the 

results using the InterestCost (LBR) proxy for CredPress.  The panels display the results run on each of four partitions of the sample, 

segmented by level of ANI . The threshold for "Large" versus "Small" Negative and Positive ANI is -/+2.5% of GWFS total assets. A negative 

(positive) sign on the interaction implies that municipalities under creditor pressure are more (less) aggressive with this behavior. Observations 

where CredPress = 1 are fairly represented across partitions. In Panel A (B), CredPress  = 1 in a range of 23-28% (16-27%) of observations 

throughout the partitions.  *(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city and year. Variables are 

defined in Tables 2 and 12.

Large Negative Small Negative Small Positive Large Positive
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Real Activities Management Through Asset Sales  

 
Bartov (1993) and Gunny (2010) find evidence that corporations time asset disposals to 

meet earnings benchmarks. Research suggests that this practice might also exist in the 

governmental sector to meet balanced budget requirements (Costello et al. 2014) and avoid 

Panel A: CredPress = 1 if InterestCost is in the highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept 0.065 0.756  -0.070 0.713  0.029 0.839  0.042 0.863  

ANIit -0.200 0.089 * -0.959 0.043 ** -0.425 0.130  -0.096 0.361  

CredPressit -0.244 0.000 *** 0.011 0.546  -0.037 0.405  -0.021 0.691  

ANIit*CredPress -0.732 0.000 *** 0.374 0.644  1.138 0.175  0.038 0.835  

NIit -1 -0.281 0.003 *** -0.018 0.168  0.035 0.405  -0.165 0.028 **

OFRit -1 0.448 0.023 ** 0.270 0.006 *** 0.009 0.002 *** 0.571 0.000 ***

Populationit -0.003 0.880  0.005 0.778  -0.003 0.808  -0.008 0.709  

Adj. R-sq 0.92 0.13 0.03 0.33

N 254 150 155 275

Panel B: CredPress = 1 if LBR is in most negative quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept 0.351 0.659  -0.011 0.782  -0.020 0.868  0.003 0.989  

ANIit -0.953 0.000 *** -0.558 0.131  -0.239 0.681  -0.049 0.536  

CredPressit 0.158 0.000 *** -0.047 0.453  0.084 0.021 ** 0.048 0.176  

ANIit*CredPress 0.574 0.002 *** -0.016 0.985  -0.177 0.903  -0.101 0.447  

NIit -1 -0.102 0.075 * -0.024 0.143  0.045 0.294  -0.130 0.000 ***

OFRit -1 0.177 0.340  0.425 0.000 *** 0.008 0.000 *** 0.685 0.000 ***

Populationit -0.043 0.538  0.001 0.893  0.000 0.983  -0.004 0.839  

Adj. R-sq 0.93 0.26 0.07 0.46

N 182 109 104 222

Table 15

Effect of Creditor Pressure and Financial Performance on Transfers

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is Net General Fund Transfers

Large Negative Small Negative Small Positive Large Positive

Table 15 reports the results - coefficient estimates and p-values -  of equation (4) using general fund transfers as the measure of OFR. Panel A 

(B) provides the results using the InterestCost (LBR) proxy for CredPress.  The panels display the results run on each of four partitions of the 

sample, segmented by level of ANI . The threshold for "Large" versus "Small" Negative and Positive ANI is -/+7.5% of general fund total assets. 

A negative (positive) sign on the interaction implies that municipalities under creditor pressure are more (less) aggressive with this behavior. 

Observations where CredPress = 1 are fairly represented across partitions. In Panel A (B), CredPress  = 1 in a range of 24-27% (20-27%) of 

observations throughout the partitions.  *(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city and year. 

Variables are defined in Tables 2 and 12.

Large Negative Small Negative Small Positive Large Positive
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deficits (Stalebrink 2007). Asset sales affect both the GWFS and the FFS. GAAP for 

governments is similar to GAAP for corporations in accounting for gains and losses on capital 

asset sales in the GWFS. The amount that the asset’s sale price exceeds (is less than) the book 

value is recorded as a gain (loss). I use the variable AssetSales_GW to represent the gain or loss 

reported in the GWFS, scaled by lagged total assets.  

The FFS focus on current financial resources, which capital asset sales often provide. 

Therefore, GAAP for governments dictates that municipalities report the gross proceeds from a 

capital asset sale on the FFS. As a result, the $1 million sale of a capital asset with a book value 

of $250,000 will result in a $750,000 gain (AssetSales_GW) on the GWFS, and a $1 million 

inflow (categorized as an “other financing source”) on the FFS. AssetSales_FFS is equal to the 

total proceeds, in all governmental funds, from capital asset sales, scaled by total lagged assets of 

all governmental funds. Note that, since the gross receipts from an asset sale are never negative, 

AssetSales_FFS is always positive. AssetSales_GW is positive when a gain is recognized, and 

negative when a loss is recognized.  

I investigate whether municipalities opportunistically time asset sales by using 

AssetSales_GW and AssetSales_FFS as OFR proxies in equation (4). When AssetSales_GW is 

the OFR measure tested, NI is taken from the GWFS (as with the DA and SpecAccs analyses). 

When AssetSales_FFS is the OFR measure tested, NI equals total governmental fund inflows 

minus total governmental fund outflows.  

Table 16, Panel A, contains descriptive statistics for the asset sale measures. The third 

quartile of both asset sale measures is zero, suggesting that capital assets are sold in fewer than a 

quarter of the city-year observations. Mean AssetSales_GW and AssetSales_FFS (0.0002 and 

0.0008, respectively) are considerably lower than the means of the OFR measures presented in 



77

Table 3. Table 16, Panel B provides the statistics for a test of differences in means between 

municipalities categorized as experiencing, versus not experiencing creditor pressure under the 

four proxies of CredPress. At a ninety percent level of confidence, municipalities with high 

levels of BondDebt record higher proceeds from asset sales in the FFS. Cities with CredPress 

equal to one under the LBR proxy have average losses on AssetSales_GW whereas other cities 

have average gains. Panel C provides Pearson correlation coefficients for the asset sale measures 

with other variables used in the primary analyses of equation (4). Panel B reveals that DA is 

positively associated with AssetSales_GW, and that Transfers are negatively associated with 

AssetSales_FFS. 

Results from running equation (4) with AssetSales_GW (AssetSales_FFS) as the OFR 

proxy are found in Table 17 (18). Panel A (B, C, D) provides the coefficients of key variables 

when the equation is run using PlanIssue (BondDebt, InterestCost, LBR) as the proxy for 

CredPress.  

Table 17 provides some evidence that municipalities time the gains and losses from asset 

sales opportunistically, particularly to avoid large deficits in the GWFS. The coefficient on ANI 

is negative and significant in the Large Negative partition of Panels B, C, and D. Panel C 

indicates that municipalities time asset sales in response to large surpluses, but the result does not 

hold when other CredPress proxies are used. 
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Panel A: Descriptive Statistics

N Mean Std.Dev. Q1 Median Q3

AssetSales_GW 1037 0.0002 0.0021 0.0000 0.0000 0.0000

AssetSales_FFS 1025 0.0008 0.0052 0.0000 0.0000 0.0000

ANI (AssetSales_GW) 1025 0.063 0.133 0.004 0.044 0.102

ANI (AssetSales_FFS) 924 -0.003 0.222 -0.065 -0.015 0.035

NI (FFS) 948 -0.002 0.220 -0.062 -0.014 0.036

Panel B: Mean Differences

CredPress = Mean Diff. Mean Diff. Mean Diff. Mean Diff.

AssetSales_GW 0 0.0000 0.0001 0.0001 0.0002 0.0002 0.0001 0.00022 -0.0003 *

1 0.0001 0.0003 0.0003 -0.00012

AssetSales_FFS 0 0.0009 -0.0002 0.0006 0.0006 * 0.0008 0.0002 0.001 -0.001

1 0.0007 0.0013 0.0009 0.000

ANI (AssetSales_GW) 0 0.065 -0.015 0.058 0.023 ** 0.064 -0.002 0.060 0.011

1 0.050 0.081 0.062 0.071

ANI (AssetSales_FFS) 0 0.013 -0.062 -0.004 0.006 -0.008 0.009 0.002 -0.012

1 -0.049 0.001 0.001 -0.010

NI (FFS) 0 0.015 -0.063 ** -0.004 0.008 -0.007 0.009 0.005 -0.014

1 -0.048 0.004 0.002 -0.010

Table 16

Asset Sales in the GWFS and FFS

InterestCost LBRPlanIssue BondDebt
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Panel C: Correlations

DA SpecAccs Transfers

NI (Gen. 

Fund) NI (GWFS) Population

AssetSales_GW 0.092* 0.014 -0.049 -0.055 -0.024 -0.008

0.006 0.650 0.143 0.097 0.435 0.785

AssetSales_FFS -0.001 -0.007 -0.131* -0.098* -0.067 0.007

0.976 0.837 <.0001 0.003 0.034 0.828

NI (FFS) -0.040 -0.009 -0.053 0.119* 0.086* -0.009

0.253 0.794 0.123 # 0.008 0.771 0.038 0.642 #

CredPress 

(PlanIssue)

CredPress 

(BondDebt)

CredPress 

(InterestCost)

CredPress 

(LBR)

AssetSales_ 

GW

AssetSales_ 

FFS

AssetSales_GW 0.018 0.047 0.022 -0.072

0.713 0.133 0.500 0.058

AssetSales_FFS -0.016 0.052 0.015 -0.059 0.398*

0.744 0.096 0.650 0.122 <.0001

NI (FFS) -0.106 0.015 0.017 -0.032 0.009 0.037

Table 16 provides statistics related to two alternative measures of OFR examined in the supplementary analyses. AssetSales_GW (AssetSales_FFS) 

is the gain/loss (proceeds) from asset sales as presented in the GWFS (FFS).   Panel A provides descriptive statistics of the two additional OFR 

variables, as well as ANI based on the asset sale measures and the aggregate net income of all governmental funds in the FFS. Panel B provides 

differences in means from a T-Test, between muncipalities where CredPress=1 versus =0, for the asset sale variables.  A difference denoted with a 

*** (**, *) is significant at the .01 (.05, .10) level. Panel C provides Pearson correlation coefficients for the asset sale variables and the other 

variables of interest. Correlations significant at the .01 level are denoted with a *. Additional variable definitions are found in Tables 2 and 12. 

Table 16 (Continued)



80

 

Panel A: CredPress = 1 if municipality issues a bond within one year of the audit report date.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit -0.002  0.714 -0.064 0.125  0.002  0.596 0.000 0.908  

CredPressit -0.001  0.464 0.002 0.080 * 0.000  0.388 0.000 0.000 ***

ANIit*CredPress 0.001  0.891 0.077 0.089 * -0.008  0.346 0.000 0.208  

Adj. R-sq 0.49 0.05 0.04 0.04

N 20 60 137 200

Panel B: CredPress = 1 if BondDebt is in highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit -0.003 0.000 *** 0.000  0.904 -0.003  0.251 0.000 0.545  

CredPressit 0.000 0.700  -0.002  0.253 -0.001  0.177 0.001 0.049 **

ANIit*CredPress 0.002 0.723  -0.060  0.293 0.038  0.164 -0.002 0.103  

Adj. R-sq 0.38 0.07 0.12 0.04

N 40 173 305 496

Panel C: CredPress = 1 if InterestCost is in the highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit -0.003 0.000 *** -0.017  0.262 0.007  0.290 -0.001 0.038 **

CredPressit 0.001 0.069 * 0.001  0.303 0.000  0.345 0.000 0.417  

ANIit*CredPress 0.009 0.063 * 0.019  0.238 -0.019  0.205 -0.002 0.335  

Adj. R-sq 0.38 0.02 0.08 0.03

N 42 168 285 473

Panel D: CredPress = 1 if LBR is in most negative quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit -0.004 0.000 *** 0.007  0.138 0.008  0.278 -0.001  0.209

CredPressit 0.000 0.000 *** -0.003  0.196 0.000  0.427 0.000  0.212

ANIit*CredPress 0.003 0.000 *** -0.095  0.254 -0.010  0.204 0.001  0.476

Adj. R-sq 0.97 0.06 0.14 0.01

N 29 109 208 343

Table 17 provides selected results of equation (4) run using asset sales in the GWFS as the measure of OFR. Panel A (B, C, D) shows 

the results using the PlanIssue (BondDebt, InterestCost, LBR)  measure of CredPress . The panels display the results run on each of 

four partitions of the sample, segmented by level of ANI. The threshold for "Large" versus "Small" Negative and Positive ANI is -/+ 

5% of GWFS total assets. A negative (positive) sign on the interaction implies that municipalities under creditor pressure are more 

(less) aggressive with this behavior.   * (**, ***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city 

and year. Variables are defined in Tables 2, 12 and 16. 

Small Negative Small Positive Large Positive

Large Negative Small Negative

Large Negative Small Negative Small Positive Large Positive

Table 17

Effect of Creditor Pressure and Financial Performance on AssetSales_GW

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is Asset Sales in the GWFS

Large Negative Small Negative Small Positive Large Positive

Small Positive Large Positive

Large Negative
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Panel A: CredPress = 1 if municipality issues a bond within one year of the audit report date.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit -0.014  0.139 -0.006  0.646 -0.017  0.414 -0.003  0.115

CredPressit 0.004  0.258 -0.001  0.319 -0.001  0.722 0.001  0.858

ANIit*CredPress 0.015  0.140 0.000  0.986 0.021  0.377 -0.001  0.865

Adj. R-sq 0.07 0.02 0.04 0.04

N 73 136 101 56

Panel B: CredPress = 1 if BondDebt is in highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit 0.000 0.155  0.002 0.795  0.002 0.853  -0.001 0.054 *

CredPressit -0.003 0.194  -0.001 0.065 * 0.001 0.031 ** 0.001 0.177  

ANIit*CredPress -0.021 0.000 *** -0.030 0.004 *** -0.024 0.006 *** 0.000 0.863  

Adj. R-sq 0.14 0.01 0.05 0.03

N 183 313 254 114

Panel C: CredPress = 1 if InterestCost is in the highest quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit 0.000  0.966 -0.009  0.334 -0.008  0.553 -0.002  0.200

CredPressit 0.001  0.720 0.000  0.252 0.000  0.933 0.000  0.960

ANIit*CredPress 0.000  0.944 0.012  0.457 0.008  0.752 0.001  0.718

Adj. R-sq 0.13 0.01 0.05 0.03

N 181 305 246 109

Panel D: CredPress = 1 if LBR is in most negative quartile.

ANI: 

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

ANIit 0.003  0.195 -0.002 0.839  -0.010  0.415 -0.001 0.025 **

CredPressit -0.005  0.249 -0.001 0.037 ** 0.000  0.488 0.002 0.639  

ANIit*CredPress -0.010  0.519 -0.018 0.273  0.005  0.582 0.000 0.937  

Adj. R-sq 0.20 0.01 0.06 0.05

N 138 222 163 92

Table 18 provides selected results of equation (4) run using asset sales in the FFS as the measure of OFR. Panel A (B, C, D) shows 

the results using the PlanIssue (BondDebt, InterestCost, LBR) measure of CredPress. The panels display the results run on each of 

four partitions of the sample, segmented by level of ANI. The threshold for "Large" versus "Small" Negative and Positive ANI is -/+ 

7.5% of general fund total assets. A negative (positive) sign on the interaction implies that municipalities under creditor pressure are 

more (less) aggressive with this behavior.   * (**, ***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by 

city and year. Variables are defined in Tables 2, 12 and 16. 

Large Positive

Large Negative Small Negative Small Positive Large Positive

Large Negative Small Negative Small Positive Large Positive

Large Negative Small Negative Small Positive

Table 18

Effect of Creditor Pressure and Financial Performance on AssetSales_FFS

OFRit=αi+ β1iANIit + β2iCredPressit + β3iANIit*CredPressit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

OFR is Asset Sales in the FFS

Large Negative Small Negative Small Positive Large Positive
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Where significant, the interaction terms in Table 17 are positive, in contrast to the 

negative signs on the ANI coefficients. This suggests that municipalities are less opportunistic 

with timing gains and losses from asset sales when creditor pressure is high. The positive, 

marginally significant interaction coefficient in the Small Negative partition of Panel A provides 

some evidence that small pre-asset sale deficits are associated with lower gains (or greater 

losses) on asset sales. The results in Panel B do not support that high BondDebt influences 

opportunism in selling assets to meet GWFS income benchmarks. Panels C (D) suggests that 

municipalities in the large deficit range with high interest costs (lower-than-expected bond 

ratings) are less aggressive in timing asset sales. 

Table 18 for the most part, does not provide strong evidence that municipalities time 

proceeds from asset sales opportunistically in the FFS. There are only two instances where the 

coefficient on ANI is significant in Table 18. The coefficient is negative and significant in the 

Large Positive partition of Panels B and D, providing some weak evidence that municipalities 

with large surpluses record less proceeds from asset sales. Only Panel B provides evidence that 

creditor pressure is associated with the opportunistic use of asset sales. The coefficients on the 

interaction term are negative and significant in the Large Negative, Small Negative, and Small 

positive partitions. This suggests that municipalities with high bond market participation have 

greater asset sale proceeds when pre-asset sale income is negative, and lower proceeds when 

slightly positive. It is possible that municipalities with high bond debt and deficits must sell 

assets to raise money for interest payments.  

Overall, evidence that municipalities sell assets opportunistically to influence income, 

both on average and in response to creditor pressure, is largely inconclusive. Taken together, the 
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strongest results in Tables 17 and 18 suggest that municipalities are most opportunistic in the use 

of asset sales when facing a large deficit in the GWFS, and when bond debt is high in the FFS. 

Robustness statistics for alternative ANI thresholds in the analyses of asset sale OFR methods, 

and the InterestCost and LBR CredPress proxies are untabulated, but are similar to the main 

results. 

Using OFR to Avoid Deficits 

 Reporting a deficit conveys that a municipality is not operating sustainably, and suggests 

that the government is unable to continue indefinitely providing the current level of services at 

the current level of revenues. Reporting a surplus, in contrast, suggests that a government not 

only has the resources to continue providing the current level of services, but also has the 

flexibility to add new services, lower taxes, and weather unexpected changes to the operating 

environment. Municipalities may potentially use OFR to report a surplus when a deficit would 

otherwise have been reported. If the reporting of a deficit versus a surplus is important to some 

users’ decision-making, even a small amount of OFR can be material to those users. Moreover, 

such OFR reflects accounting decisions that portray a more favorable view of the financial 

statements and is not conservative. Therefore, this type of opportunistic reporting is of concern. 

 I use the following logistic regression to examine how creditor pressure effects the 

likelihood that municipalities will successfully use OFR tactics to avoid reporting deficits: 

 

AvoidDefit = αj + β1CredPressit + β2NIi,t-1 +  β3OFRi,t-1 +  β4Populationit + ɛit     (6) 

  

I run equation (6) for three measures of OFR – DA, SpecAccs, and Transfers – and each 

measure of creditor pressure. Only eight municipalities avoided deficits through asset sales in 
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either set of financial statements, which does not provide sufficient power to produce reliable 

results for the logistic regression. AvoidDef is an indicator variable equal to one if, for the 

specific measure of OFR being tested, pre-OFR income is negative, and reported NI is positive. 

Otherwise, AvoidDef equals zero. As in equation (4), CredPress is an indicator variable equal to 

one if the municipality is under creditor pressure (using either the PlanIssue, BondDebt, 

InterestCost, or LBR measure). The CredPress coefficient provides evidence of whether 

municipalities avoid deficits through the OFR method tested when under creditor pressure. I use 

all other variables, previously defined, as controls to help isolate the effect of creditor pressure 

on the propensity of municipalities to avoid a deficit using a particular OFR tactic.  

The results from the regression are shown in Table 19. Panel A (B, C) provides the 

results for the discretionary accruals (specific accruals, transfers) measure of OFR. Within each 

panel, Column 1 (2,3,4) provides the results for the PlanIssue (BondDebt, InterestCost, LBR) 

proxy for CredPress.  

Overall, the strongest evidence of municipalities using OFR to avoid deficits is found in 

Column 1, where PlanIssue proxies for creditor pressure. A municipality’s plan to issue bonds 

appears to significantly influence its propensity to use OFR to avoid deficits. The coefficient on 

CredPress is significant and positive in Panels B and C, suggesting that municipalities use 

specific accruals and general fund transfers to avoid deficits prior to issuing bonds. The results 

provide additional evidence that municipalities focus on avoiding deficits prior to issuing bonds, 

and use OFR to do so.  
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Panel A: OFR =  Discretionary Accruals (DA) estimated using the Jones (1991) model

(1) (2) (3) (4)

CredPress:

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept 0.026  0.993 0.473  0.779 0.953  0.616 1.173 0.561  

CredPressit 0.300  0.413 0.394  0.114 0.066  0.799 -0.350 0.300  

NIit-1 1.317  0.319 0.587  0.474 0.652  0.427 0.537 0.612  

OFRit-1 -1.317  0.515 0.546  0.683 0.288  0.843 2.726 0.055 *

Populationit -0.225  0.349 -0.237  0.113 -0.271  0.105 -0.295 0.092 *

Model Wald X
2

2.88 5.12 3.54 7.82

% Concordant Pairs 54.80 55.40 54.90 60.70

Total N Obs. 422 778 740 670

N Obs. AvoidDef = 1 37 88 84 67

Panel B: OFR =  Specific Accruals (SpecAccs)

(1) (2) (3) (4)

CredPress:

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -6.619 0.006 * -5.870 0.002 * -4.644 0.009 * -5.766 0.004 *

CredPressit 1.073 0.018 ** -0.271 0.492  -0.916 0.059 * -0.408 0.433  

NIit-1 -3.367 0.228  -0.687 0.297  -1.070 0.123  0.047 0.962  

OFRit-1 -2.534 0.128  -1.864 0.313  -1.456 0.461  -2.255 0.161  

Populationit 0.301 0.144  0.262 0.112  0.165 0.281  0.228 0.169  

Model Wald X
2

8.45 5.78 9.01 5.54

% Concordant Pairs 65.90 54.60 61.30 56.40

N 476 912 873 770

N Obs. AvoidDef = 1 23 44 42 30

Panel C: OFR =  General Fund Transfers

(1) (2) (3) (4)

CredPress:

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept -5.981 0.005

**

* -4.341 0.002

**

* -3.718 0.005

**

* -3.824 0.006

**

*

CredPressit 0.753 0.016 ** -0.096 0.713  -0.226 0.393  -0.346 0.279  

NIit-1 -0.128 0.881  -0.050 0.868  -0.174 0.445  0.133 0.679  

OFRit-1 0.163 0.223  0.239 0.471  0.235 0.404  0.183 0.299  

Populationit 0.318 0.087 * 0.199 0.100 * 0.150 0.193  0.143 0.228  

Model Wald X
2

9.45 3.15 3.98 4.39

% Concordant Pairs 63.30 59.40 58.70 59.60

N 471 915 875 766

N Obs. AvoidDef = 1 51 102 101 74

Table 19

Effect of Creditor Pressure on the Liklihood of Using OFR to Move from Negative to Positive Net Income

AvoidDefit = αi+  β1iCredPressit +  β2iNIit-1 + β3iOFRit-1+ β4iPopulationit + ϵit

PlanIssue BondDebt InterestCost LBR

PlanIssue BondDebt InterestCost LBR

Table 19 provides the results of equation (6). which models the propensity of fully avoiding a deficit through OFR when under creditor pressure. 

The sample is not partitioned in this analysis. The dependent variable is AvoidDef, a dummy variable equal to 1 if the municipality had negative pre-

OFR income, but reported positive income. The OFR method examined in Panel A (B, C) is DA (SpecAccs, Transfers). Column 1 (2, 3, 4) uses 

the PlanIssue (BondDebt, InterestCost, LBR) proxy for CredPress.  * (**, ***) denotes significance at the .01 (.05, .10) level. Standard errors 

are clustered by city and year. All other variables are defined in Tables 2 and 12. 

PlanIssue BondDebt InterestCost LBR
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The CredPress coefficient is marginally significant and negative in Column 3 of Panel B, 

suggesting that municipalities with high interest costs are less likely to avoid deficits through 

specific accruals. This result coincides somewhat with those in the large negative partition of 

Panel A Table 14, where the coefficient on the interaction term is marginally significant and 

positive. That result also suggests less aggressive use of specific accruals to avoid large deficits 

when interest costs are high.   

OFR Around Mayoral Elections 

 
 Prior research (outlined in Chapter 2) suggests that the political environment influences 

government accounting and disclosure choices. Cheng (1992) finds evidence that political factors 

such as voter turnout, presence of special interest groups, and governor power influences states’ 

disclosure quality. Although the average citizen might be unlikely to personally scrutinize a 

government’s financial reports, special interest groups and the media often disseminate the 

information therein. Furthermore, while meeting benchmarks may generally go unnoticed by 

citizens, failing to meet benchmarks could result in negative press and ammunition for opposing 

parties to oust current leadership.   

Several papers have demonstrated the ability of governmental financial statements to 

predict election outcomes (Ingram and Copeland 1981; Feroz and Wilson 1994; Bradbury and 

Scott 2014), suggesting that financial statements do, to some extent, portray actual policy 

decisions by political agents.  Other research supports the possibility that governments use OFR 

to meet benchmarks, finding evidence that, prior to elections, government officials are more 

likely to manipulate public policy (Baber and Sen 1986) or accounting numbers (Kido et al. 

2012).  Gore (2015) shows evidence that unionized governments shift resources within the 
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financial statements into categories that appear less “available” for meeting potential union 

demands.   

 In a supplementary analysis, I investigate whether municipalities show evidence of using 

OFR in response to political pressure. There are, undoubtedly, multiple ways to measure political 

pressure (e.g. political competition, presence of special interest groups, education level of tax 

base). I focus on upcoming mayoral elections and leave other measures to future research. 

Examining mayoral elections provides for a natural extension of the main analysis, where OFR is 

(overall) most evident in specifications of equation (4) that use the PlanIssue proxy (which 

indicates an event) for CredPress. Similar to the use of the dichotomous variable PlanIssue, 

which equals one in the year prior to a bond issue, ElectMayor is a dichotomous variable equal to 

one in the year prior to a mayoral election.  

 For the analysis, I use a subsample of municipalities that held mayoral elections with at 

least two candidates during the five-year sample period. Eighty-seven municipalities in the full 

sample held a total of 117 mayoral elections during the sample period. Forty-five (39) of the 

elections were held in 2010 (2012). Ideally, five years of observations for the 87 mayor-electing 

municipalities would result in a sample size of 435. However, like in the other analyses, some 

observations are dropped because of insufficient data. The attrition rate for these dropped 

observations is similar to that of the main analyses, which is detailed in Table 1. Final sample 

sizes are presented with the results.  

 Table 20 provides the mean, median, standard deviation and number of observations for 

the absolute value of the OFR methods examined in the main analyses (DA, SpecAccs, Transfers) 

in the years surrounding a mayoral election. I report absolute values of OFR to examine the total 

amount of estimated OFR used around elections, rather than its effect (positive or negative) on 
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income. The third column presents the statistics in the year of the election (year t), when 

ElectMayor is equal to one. The first and last two columns present the statistics in the two years 

prior (years t-1 and t-2), and two years post (years t+1 and t+2). The number of observations is 

lowest in year t-2 because data in earlier sample years is less available.  

 

 

ElectMayor = 1: t-2 t-1 t t+1 t+2 No Mayor

Abs(DA) Mean 0.037 0.034 0.053 0.046 0.040 0.045

Median 0.058 0.049 0.076 0.062 0.057 0.069

Std. Dev. 0.002 0.001 0.001 0.000 0.001 0.000

N 20 59 79 91 67 671

Abs(SpecAccs) Mean 0.012 0.013 0.010 0.013 0.012 0.021

Median 0.020 0.026 0.014 0.019 0.015 0.102

Std. Dev. 0.000 0.000 0.000 0.000 0.000 0.000

N 30 70 89 99 74 791

Abs(Transfers) Mean 0.097 0.122 0.160 0.198 0.207 0.152

Median 0.123 0.160 0.243 0.481 0.257 0.588

Std. Dev. 0.000 0.000 0.000 0.000 0.000 0.000

N 39 74 82 88 65 788

Table 20

Mean and Median OFR Around Election Years

Table 20 reports descriptive statistics for OFR around election years. ElectMayor  is a dummy variable 

equal to 1 when a mayoral election is held within one year of the current year's audit report date. The 

columns show statistics for the year in which ElectMayor  = 1, and the two years prior and subsequent. 

The far right column shows the statistics for the municipalities that do not hold a mayoral election during 

the 5-year sample period. These statistics are plotted in Figures 1-6. OFR variables defined in Table 2. 
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The far right column in Table 20 shows the statistics for observations from the full 

sample that are used in the main analyses, but dropped for the election analyses. These 

observations are dropped because either (a) the mayor ran unopposed, (b) there is no elected 

mayor, or (c) the mayoral elections are more than five years apart and do not fall within the 

sample period. These dropped observations provide a baseline for comparing the levels of OFR 

in cities that have elections during the sample period to those that do not.
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Graphical representations of the data provided in Table 20 are found in Figures 1 through 

10. Figures 1 and 2 (3 and 4, 5 and 6) show the mean and median levels of DA (SpecAccs, 

Transfers), respectively, for the municipalities that hold mayoral elections. In each figure, year t 

is the year when ElectMayor equals one, and years t-2, t-1, t+1, and t+2 are the surrounding 

years, where ElectMayor equals zero. The straight, dotted line in each figure represents the 

average respective OFR, pooled across all years, for the observations that were dropped from the 

full sample (shown in the “No Mayor” column of Table 20).  

Higher discretionary accruals (DA) in year t, compared with surrounding years (t+1 and 

t-1), are visually evident in Figures 1 and 2. Specific accruals (SpecAccs) appear slightly lower in 

year t, based on Figures 3 and 4. The average SpecAaccs, as a whole, are lower from mayor-

electing cities. The Transfers figures (5 and 6) portray relatively higher OFR in year t+1 than in 

year t. Although Table 20 and the related figures do not provide statistical evidence of OFR 

around election years, there do appear to be some interesting patterns. The patterns could 

indicate an association between election cycles and OFR, warranting additional analysis of how 

OFR varies around election cycles. Such analysis should employ more advanced statistical 

procedures than simply viewing timelines of average OFR. For the most part, I leave this 

investigation to future research. However, I do perform one additional test to provide evidence of 

the extent to which municipal managers engage in OFR prior to mayoral elections.  

Equation (7) follows the same structure as equation (4), but uses the dichotomous 

ElectMayor as a proxy for external pressure instead of CredPress. As a result, the coefficient on 

the interaction of ElectMayor and ANI provides evidence of whether municipalities are more or 

less aggressive with the tested OFR method when anticipating a mayoral election.  
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 I run equation (7) on the subsample of municipalities that held a mayoral election during 

the sample period. To accommodate the reduced sample size, I split the sample into two 

partitions (deficit and surplus ANI) rather than four (large and small deficits and surpluses). To 

alleviate concerns that creditor pressure could actually be driving the results of equation (7)  (or 

that political pressure could be driving the results of equation (4)), Table 21 shows the 

correlations of the four dichotomous CredPress variables with the dichotomous ElectMayor 

variable used in equation (7). The correlations are calculated using the full sample used in the 

main analysis. In Table 21, ElectMayor is coded as zero for cities without mayoral elections 

during the sample period. ElectMayor is not significantly correlated (at the 5% level) with any of 

the CredPress variables.  

 

 

 

CredPress 

(PlanIssue)

CredPress 

(BondDebt)

CredPress 

(InterestCost)

CredPress 

(LBR)

ElectMayor -0.024 0.049 0.004 0.0450.4862 0.0641 0.8927 0.1008

Table 21

Correlations of ElectMayor and CredPress Variables

Table 21 shows the Pearson correlation coefficients of ElectMayor  (defined in 

Table 20) with the four CredPress  measures (defined in Tables 2 and 12). None of 

the correlations presented are statistically significant. 
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Table 22 shows the results of equation (7) for the methods of OFR examined in the main 

analyses (DA, SpecAccs, and Transfers). Similar to the results from the main analysis (of 

CredPress), the coefficient on ANI is consistently negative, suggesting that municipalities use 

OFR to approach a breakeven level of income. A negative (positive), significant coefficient on 

the interaction term suggests that municipalities are more (less) aggressive with OFR to approach 

a breakeven income just before mayoral elections.  

In Panel A (where OFR is DA), the interaction coefficients are negative and significant in 

both the negative and positive ANI ranges. Conversely, the interaction coefficients are positive 

and significant in both the negative and positive ANI ranges in Panel B (where OFR is 

SpecAccs). The implication of these results is that municipalities are more aggressive with total 

discretionary accruals, but less aggressive with specific discretionary accruals. The results 

complement those provided in Figures 1 – 4, which show a “dip” around year t for SpecAccs and 

a “peak” around year t for DA. One explanation for these results is that municipal managers 

prefer to “spread” accrual manipulations throughout the entire financial statements before 

elections. Since elections might be associated with higher monitoring by citizens and special 

interest groups, managers might hesitate to make large adjustments to specific accounts. Large 

adjustments to specific accounts might be easier for users to detect than small adjustments to 

several accounts across the financial statements.  A negative, significant coefficient on the 

interaction in the “negative” partition of Panel A (Transfers) suggests that municipalities avoid 

general fund deficits through transfers prior to elections.  
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Panel A: OFR = Discretionary Accruals (DA) Panel B: OFR = Specific Accruals (SpecAccs) Panel C: OFR = General Fund Transfers

ANI: 
Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Est. 

Coeff. 

p-val

(2-tailed)

Intercept 0.116 0.220  0.048 0.551  -0.015 0.627  0.020 0.000 *** 0.4309 0.10244  0.033 0.82627  

ANIit -0.753 0.000 *** -0.378 0.000 *** -0.243 0.000 *** -0.118 0.000 *** -0.144 0.000 *** -0.149 0.305  

MayorElectit -0.012 0.632  0.043 0.007 *** -0.003 0.682  -0.012 0.028 ** -0.012 0.857  -0.031 0.454  

ANIit*MayorElectit -0.311 0.069 * -0.584 0.000 *** 0.448 0.002 *** 0.115 0.045 ** -0.455 0.000 *** 0.092 0.738  

NIit-1 0.047 0.606  0.193 0.012 ** 0.038 0.410  0.093 0.017 ** -0.136 0.077 * -0.032 0.732  

OFRit-1 -0.085 0.072 * 0.045 0.628  -0.142 0.360  0.157 0.391  0.495 0.001 *** 0.313 0.001 ***

Populationit -0.009 0.218  -0.004 0.594  0.002 0.559  -0.002 0.060 * -0.035 0.107  -0.005 0.681  

Adj. R-sq 0.34 0.32 0.29 0.21 0.512 0.178

N 64 186 76 222 146.00 137.00

Table 22 reports the results of equation (7). The dependent variable in Panel A (B, C) is DA (SpecAccs, Transfers). The panels display the results run on the sample of municipalities that held 

mayoral elections during the sample period, partitioned by ANI below and above zero (negative and positive ANI). A negative (positive) sign on the interaction implies that municipalities are more 

(less) aggressive with this behavior prior to mayoral elections. *(**,***) denotes significance at the .01 (.05, .10) level. Standard errors are clustered by city and year. Variables are defined in 

Tables 2 and 20. 

Negative Positive

Table 22

Effect of Mayoral Elections and Financial Performance on Opportunistic Financial Reporting

OFRit=αi+ β1iANIit + β2iElectMayorit + β3iANIit*ElectMayorit + β4iNIit-1 + β5iOFRit-1+ β6iPopulationit + ϵit

Negative Positive Negative Positive
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CHAPTER 7 

LIMITATIONS AND OPPORTUNITIES FOR FUTURE RESEARCH 

 
 The findings of this study are subject to several limitations. First, I use a sample of 

municipalities from a single state – California. As a result, the findings might not be robust to 

municipalities in other states, particularly those states with different financial reporting 

requirements for local governments. The results also might not generalize to other forms of 

government – for example, school districts, county governments, or state governments. My 

sample is taken from a limited time period – 2009-2013. Therefore, it is plausible that the results 

reflect economic conditions during this time period, which might not be generalizable to other 

time periods. Future researchers might extend this study to other states, forms of government, or 

time periods.  

 Beyond simply extending my main analyses, there is potential for future reseach to 

further develop and extend my supplementary analyses. In particular, the opportunistic behavior 

of governments around election cycles and in response to political pressure is a topic that is 

likely to be of great interest to citizens and standard setters because of its implications for 

citizens’ ability to hold government officials accountable. Future research might employ some 

alternative measures of political pressure, or investigate other external sources of pressure, such 

as pressure from higher levels of government.  

 Earnings management research has examined numerous types of earnings management 

and specified several alternative measures of discretionary accruals, real earnings management, 
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and specific accruals. As previously mentioned, many studies debate the advantages and 

disadvantages of various earnings management measures. Future researchers might employ 

alternative measures to examine whether they provide evidence of OFR in government or, 

perhaps, provide a superior measure to those used in this study. There may also be alternative 

OFR measures that are unique to the governmental setting. For example, could the ability (or 

inability) of FFS income to explain variations in GWFS signal OFR? Future research could also 

investigate whether governments use additional methods of OFR that this study does not 

examine.  

Investigating opportunistic reporting in the accounting for business-type activities and 

budget reports is beyond the scope of this study, but also presents an opportunity for future 

research.  There are a number of additional research questions that could be investigated. For 

example, what role does auditor quality play in municipalities’ use of OFR? Are there other 

benchmarks that governments use OFR to meet? Is OFR associated with the financial expertise 

of management, a city’s government structure, or certain demographic characteristics of the 

population (such as income or education)?  
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CHAPTER 8 

CONCLUSION 

 
Although earnings management has a long and extensive history of academic research in 

the corporate setting, similar activities in the governmental setting have enjoyed little 

exploration. The media have reported that governments of all levels use “accounting gimmicks” 

to balance budgets (Flatten 2014; Richwine 2013; Walsh and Cooper 2012; Williams 2012) and 

a recent survey of government employees reports that, as an industry, the public sector ranks 

second-highest in “misconduct that would cause a significant loss of public trust if discovered” 

(KPMG 2013). However, there is little empirical evidence of these activities. Prior research 

outlined in Chapter 2 of this paper suggests that (i) higher stakeholder monitoring is associated 

with improved governmental disclosures, (ii) governments respond to citizen and regulatory 

pressure by reporting opportunistically, and (iii) corporations manage earnings in response to 

creditor pressure. Current literature has not comprehensively addressed what income levels 

governments strive to meet, the relative focus on reporting opportunistically in the two required 

sets of governmental financial statements (full and modified accrual), or whether creditor 

pressure influences these activities. 

Understanding OFR is crucial to evaluating both the financial results presented by 

municipalities, and the transparency of the governmental reporting model. In this dissertation, I 

use a hand-collected sample of financial statement data from Californian cities over a five-year 

period to provide insight into three important aspects of OFR in municipalities: motivation, 

method, and materiality). I develop a model to detect whether municipalities use OFR to 
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approach a breakeven income in each set of financial statements, and find evidence, in each, that 

they do. In my main analyses, I examine three methods of OFR: discretionary aggregate and 

specific accruals (in the full accrual financial statements) and general fund transfers (in the 

modified accrual financial statements). I develop a model to detect whether municipalities use 

OFR to approach a breakeven income in each set of financial statements, and find evidence, in 

each, that they do. The findings provide knowledge to standard setters about the value-relevance 

of the required full accrual financial statements, presented alongside the modified-accrual 

financial statements since 1999. The results support the relevancy of net income benchmarks to 

municipal administrators, and suggest that municipal administrators focus on achieving certain 

levels of net income, sometimes using OFR to do so. 

Creditors are key stakeholders in the governmental setting. My model incorporates the 

effect of creditor pressure on the association between OFR and pre-OFR income. I operationalize 

creditor pressure two ways in my main analyses: first, whether a municipality has plans to issue 

debt in the near future, and second, the extent to which a municipality has outstanding, publically 

issued bond debt. Overall, the results suggest that creditor pressure has a multi-dimensional 

effect on OFR activities. The effects are commensurate with the multi-dimensional pressures 

inherent in credit market participation, which influence managers’ perceived costs and benefits 

of engaging in OFR. Municipalities that are highly leveraged with respect to bonded debt are 

selective with their OFR methods. They use specific accruals more aggressively, and aggregate 

accruals less aggressively, to approach a breakeven income. Municipalities are more aggressive 

in their use of both aggregate and specific accruals when preparing to enter the bond market.  

I find that creditor pressure is associated with municipalities using OFR less aggressively 

in the fund level financial statements. One possible explanation for this is that creditors are 
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perceived as being sophisticated users of municipal financial statements. Nonprofit research 

finds that only the most sophisticated of donors react to more complex earnings management 

tactics (Yetman and Yetman 2013). When considered alongside these findings, it is possible that 

municipalities are less likely to use simple OFR tactics, like transferring resources between 

funds, in response to credit market scrutiny because they perceive creditors to be sophisticated 

users that would detect such methods. If this is true, then attempting to portray a more favorable 

general fund balance through transfers might be a fruitless effort to appeal to creditors, and might 

even be detrimental if the creditors view OFR negatively.  

In a series of supplementary analyses, I examine alternative proxies for both OFR and 

creditor pressure. I also test whether municipalities are more likely to avoid deficits through OFR 

when under creditor pressure. Additionally, I test the influence of political pressure on OFR by 

examining OFR around mayoral elections. Together, these supplementary tests provide 

additional support that municipalities use OFR and that various external pressures influence 

choices related to OFR. The supplementary tests, however, are limited in scope, providing an 

opportunity for further investigation by future research.  

By demonstrating that municipal administrators use OFR to approach breakeven income, 

I provide evidence that this benchmark is relevant in the governmental setting. Both sets of 

financial statements – the full accrual GWFS and the modified-accrual FFS – are subject to OFR. 

Municipalities respond to creditor pressure by using OFR, possibly strategically, depending on 

the pressures felt most acutely. These findings contribute to the sparse but growing stream of 

research related to OFR in governments.  

This study is limited by several factors. I use a sample of local governments limited to the 

state of California and the five-year time frame of the years 2009-2013. While these choices 
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were made to improve the feasibility of performing this study, which relied on hand collecting a 

large amount of financial data, the sample parameters do limit its generalizability to other states, 

levels of government, and time periods. Even within the financial data collected, there are 

limitations of the governmental reporting model that disable me from using some research 

methods that have been deemed superior by corporate sector earnings management research. For 

example, GASB 34 does not require governments to report a statement of cash flows for its 

governmental activities. Many discretionary accruals measures use the statement of cash flows in 

their calculations.  

Future researchers may be able to overcome the limitations I have encountered and build 

on the present study. Despite these limitations and others, I have provided evidence that OFR is 

present in the governmental setting and that credit market participation influences these 

activities.   
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APPENDIX B 
 

PERTINENT LAWS GOVERNING CALIFORNIA LOCAL GOVERNMENT 

 

 California Constitution Article XIII (also known as Proposition 13), passed in 1978, 

restricts local governments’ property tax levies to 1 percent of the assessed value of taxable 

property. Taxable values are based on 1975-76 tax year assessments, but allow for a 2 percent 

rate of inflation every year since. Under the proposition, voters may vote to approve additional 

levies for the purposes of funding outstanding debt that is used for acquiring or improving real 

property. Any voter-approved increases require a 2/3 majority to pass.  

 In 1979, California voters added Article XIIIB (also known as Proposition 4) to the 

California Constitution, which limits the amount of appropriations state and local governments 

may make from tax proceedsAn “appropriation” is an amount that legislative officials have 

legally restricted to a certain purpose. Appropriations are typically used in budgetary accounting 

to represent amounts set aside for expenditure, but not yet spent, in order to signify their 

unavailability for intentions outside their budgeted purpose.  

In plain language, Proposition 4 limits government spending growth. Each government 

has an “appropriation limit”, which is based on a calculation that adjusts for assessed property 

values, population, and cost of living. Additionally, “appropriations subject to limit”, generally 
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speaking, include the amount of tax revenues reduced by the amounts of items like debt service 

payments, education-related expenditures, and capital outlay (i.e. long-term property 

investments). As an incentive to comply with the legislation, local governments must return half 

of the excess of the amount by which the government’s two-year average of appropriations 

subject to limit exceeds the appropriation limit.  

. Proposition 4 was later amended by Proposition 99 in 1988, and Proposition 111 in 

1990. Proposition 4 is considered by some to be ineffective particularly since the passage of 

Proposition 111, which raised the appropriations limits substantially (Kousser, McCubbins, and 

Rozga 2007).  

The California State Comptroller collects local governments’ financial data and publishes it to an 

open data format at https://bythenumbers.sco.ca.gov. California Government Code section 53891 

requires government agencies (including cities) to submit unaudited financial data to the 

comptroller within 110 days of fiscal year end for publication to this website.
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