An investigation into earnings management
in Italian public health-care organisations
Abstract
The purpose of this paper is to investigate earnings management in Italian public health-care
organisations.
Our results confirm the use of accounting measurement discretion, especially with respect to
provisions for liabilities of uncertain existence, timing or amount. More specifically, we find
that public health-care organisations are comparatively more likely to manage earnings in
order to further worsen their financial performance when they are already in poor financial
conditions or expect bailouts, but not necessarily when they have better than average
financial results. In addition, they also appear to use accounting discretion to improve their
financial performance when a new CEO has just been appointed.
Our findings call for greater uniformity in accounting standards for public health-care
organisations; for greater regulation, auditing, and / or disclosure with specific respect to
provisions; for a stricter examination of financial statements when health-care organisations
and their Regional Governments are granted access to financial bailouts.
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1. Introduction
The use of accounting measurement discretion to manage reported financial performance has
been extensively investigated for private firms, much less so for public sector and health-care
entities. The few contributions on the health-care sector (Ballantine, Forker, & Greenwood,
2007; Hoerger, 1991; Leone & Van Horn, 2005; Mensah et al., 1994), moreover, have
focused on the UK and the US, finding that earnings management is mainly used to bring
reported net income closer to zero.
However, the incentives to manage earnings in the public and health-care sectors may
be strongly affected by institutional conditions and constraints, and thus be different in other
contexts, such as continental Europe. The purpose of this paper is to extend the literature on
earnings management by looking at Italian public health-care organisations.
The paper is organised as follows. Section 2 reviews the relevant literature. Section 3
provides some background on the Italian health-care sector. Section 4 develops a few
hypotheses. Section 5 presents the methods and data for the analysis. Section 6 describes the
results. Finally, Section 7 draws some conclusions and discusses their implications.

2. Literature review
A significant body of studies (as reviewed, for instance, by Healy & Wahlen, 1999;
McNichols, 2000) have been conducted on earnings management in the private sector,
suggesting that accounting discretion is used to manage reported financial performance.
Earnings management has been defined in different ways (for a review, see Ronen &
Yaari, 2007: 25-26). According to Healy and Wahlen (1999: 368), earnings management
occurs when managers use judgement in structuring transactions and financial reporting to
alter reported financial results, in order to either mislead some stakeholders about the
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underlying economic performance of the company, or to influence contractual outcomes that
depend on reported accounting numbers. More specific rationales for the adoption of earnings
management techniques include influencing capital-market and lender perceptions,
management compensations, negotiations of union contracts, as well as avoiding regulatory
interventions (Healy & Wahlen, 1999; Stalebrink, 2007). An alternative definition is offered
by Ronen and Yaari (2007: 27). In their view, earnings management can be defined as a
collection of managerial decisions that result in not reporting the true short-term, valuemaximizing earnings as known to management. As such, it is not necessarily misleading or
“pernicious”, but it can also be beneficial (when it signals long-term value) or neutral (when
it does not prevent users from learning the underlying “true” performance).
Three main research designs have been used to analyse earnings management. The first
approach looks at the aggregate amount of accruals and relates it to likely explanatory factors
(DeAngelo, 1986; Healy, 1985; Jones, 1991). The second approach focuses on specific
accruals and is especially used in industry-specific analyses (McNichols & Wilson, 1988;
Nelson, 2000; Petroni, 1992). So far, it has been especially applied in the banking and
insurance fields and in the health-care sector (Mensah, Considine, & Oakes, 1994; Leone &
Van Horn, 2005). The accruals attracting particular attention are those that have a material
impact on earnings and can be more easily manipulated, i.e., depreciation; provisions for
liabilities of uncertain existence, timing or amount; deferred tax valuations; allowances; and,
for banking and insurance, reserves (Healy & Wahlen, 1999; McNichols, 2000). The third
approach looks at aggregate accruals, but does so by analysing the distribution of earnings
after management, according to a methodology developed by Burgstahler & Dichev (1997)
and Degeorge et al. (1999). This methodology looks for discontinuities in certain amounts
above and below a specified baseline, as such discontinuities can signal the exercise of
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discretion. The last two approaches are more recent, still under-investigated and, thus,
potentially fruitful areas for future research (Healy & Wahlen, 1999; McNichols, 2000).
In the public and nonprofit sectors, the literature on earnings management is much less
developed (Christensen & Mohr, 1995; Stalebrink, 2007). Moreover, this literature has
usually focused on traditional public-sector budgetary, fund, cash- and commitment-based
accounting (Stalebrink, 2007). Within this stream of literature, Anthony (1985) showed that,
under fund accounting, US city governments adopted practices to reduce their reported
deficits, for example by moving items across different funds or by delaying or speeding up
payments and receipts. Similarly, the US General Accounting Office (1993a; 1993b), Eisner
(1984), and Petersen (2003) discussed strategies adopted by public-sector organisations to
reduce budget deficits under the traditional “budgetary” accounting system. With reference to
nonprofits, Chase and Coffman (1994) found that the investment accounting method chosen
by colleges and universities was affected by such factors as type of institution, endowment
size and returns, and debt. Similarly, Jones and Roberts (2006), Krishman et al. (2006) and
Keating et al. (2006) found evidence that organisations which raise funds tend to misreport
joint costs and fundraising expenses and identified some of the possible underlying
determinants.
The recent wave of adoption of accruals accounting in the public and nonprofit sectors
has yet to translate into a large related literature on the use of accounting discretion. Among
the few existing studies, Christensen and Mohr (1995) adopted a positive accounting view to
explain capitalisation practices in US museums and found them to be negatively related to
both information production costs (age of the museum, number of paintings, sophistication of
the accounting systems) and political costs (proportion of support from government sources,
amount of federal grants, type of governing body), and positively related to the monitoring
incentives of museum principals (presence of trustees with fiduciary responsibilities, debt-
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holders, donors). Stalebrink (2007), on the other hand, focused on Swedish municipalities and
showed that write-offs and depreciation were used to systematically increase reported
expenses for both reporting years when they could be absorbed by large surpluses and when
the organisation would already be posting large deficits (so-called “big-bath” strategy: Walsh,
Russell, & Clarke, 1991). Moreover, he found that, among control variables, the increase in a
municipality’s overall indebtedness did affect accounting practices, increasing the likelihood
of accounting manipulation, whereas the effects of changes in the administration were not
statistically significant.
With respect to health care, the number of studies has similarly been limited (Ballantine,
Forker, & Greenwood, 2007; Hoerger, 1991; Leone & Van Horn, 2005; Mensah et al., 1994)
and mainly intended to test whether accruals are used to bring reported net income closer to
zero. Mensah et al. (1994) examined earnings management in the prepaid health-care industry
with specific reference to “incurred but not reported expenses”, that is, the cost of medical
care provided to enrolees during a given fiscal year, but not yet reported at year-end. They
found that financially weaker organizations systematically understated this type of accruals in
order to minimize the regulatory costs associated with the statutory minimum net-worth
requirements imposed by some states. Their results also supported the political visibility
hypothesis, whereby highly profitable firms in politically sensitive sectors seek to reduce
their visibility by adopting income-decreasing accounting methods and discretionary
accruals. Leone and Van Horn (2005) drew on Hoerger (1991) and focused on US nonprofit
hospitals. Using regression analysis as well as Burgstahler and Dichev’s (1997) tests for the
distribution of earnings, they found that hospitals managed earnings to a range just above
zero through adjustments in discretionary spending and accounting accruals (namely,
adjustments to third-party allowances and allowances for doubtful accounts). Finally,
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Ballantine et al. (2007) analysed English NHS Hospital Trusts. Using a distributional
approach, they found that discretionary accruals were applied to achieve financial breakeven.

3. Context: The Italian National Health Service
The studies presented in the literature review have focused on the UK and the US. However,
the incentives to manage earnings in the public and health-care sectors may be strongly
affected by institutional conditions and constraints, and thus be different in other contexts. By
looking at Italian health care, our paper can thus shed new light on how earnings management
is affected by specific contextual arrangements and incentives.
The Italian National Health Service (Servizio Sanitario Nazionale – SSN) covers the
entire population, is tax-funded, and provides most care free of charge at point of service. It is
organised into three tiers: the Central Government at the top; 21 Regional Governments in
between; about 250 public health-care organisations at the bottom. Public health-care
organisations, in turn, come in two types: (i) Local Health Authorities (Aziende Sanitarie
Locali – ASLs), each responsible for the health of the whole population in a given area and
consequently acting partly as providers – through their own personnel, hospitals, and other
facilities – and partly as commissioners; and (ii) Independent INHS hospitals (Aziende
Ospedaliere – AOs), providing inpatient care and hospital-based outpatient care. In addition
to public health-care organisations, providers also include private hospitals and professionals.
Private providers meeting specific requirements may apply for accreditation by the relevant
Region, thus becoming eligible for SSN reimbursement.
Since 1992, a series of reforms were passed that significantly “regionalised” the SSN,
including a 2001 Constitutional amendment. Regionalisation devolved jurisdiction over most
health-care issues from the Central to the Regional Governments. At the same time, it
significantly strengthened the Regions’ fiscal autonomy and responsibility, although its
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implementation has been hindered by large interregional differentials in fiscal and
administrative capacity and by conflicts between the Central and the Regional Governments
on matters of jurisdiction and funding (France, Taroni, & Donatini, 2005). The Regions
currently define health policies; appoint public health-care organisations’ CEOs; provide
them with goals and guidelines; fund their expenditures with regional taxes and user charges,
with an equalisation fund to compensate for cross-regional differences in fiscal capacity. In
managerial terms, the Region has become a sort of “parent company”, with public health-care
organisations as its “subsidiaries”. In health-policy terms, Italy has been moving from one
National to 21 Regional Health Services.
From an accounting perspective, public health-care organisations have traditionally relied
on cash- and commitment-based budgeting and reporting. Between 1992 and 2002, however,
they gradually abandoned such bases and introduced accruals budgeting and reporting.
From a funding perspective, the Central Government uses the equalisation fund to ensure
that each Regional Government can count on roughly the same amount of adjusted per-capita
funding. The Regional Government then funds both public and accredited private providers.
In a nutshell (for more details, see Anessi Pessina, Cantù, & Jommi, 2004; Jommi, Cantù, &
Anessi Pessina, 2001), each Regional Government funds its ASLs on an adjusted per-capita
basis. Each ASL then uses a share of this funding to reimburse other ASLs, AOs, and
accredited private providers for care provided to its residents.
Regional Governments are required to break even and are subject to constraints and
sanctions if they fail to do so (eg an automatic increase in their own tax rates; a more general
loss of autonomy, under a “financial recovery plan” supervised by the Central Government,
in exchange for a partial bail-out). These constraints and sanctions, moreover, have become
increasingly strong over time (Tediosi, Gabriele, & Longo, 2009). Depreciation expenses,
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however, have so far been excluded from the break-even requirement (Repubblica Italiana Ministero dell'Economia e delle Finanze, 2009).
Public health-care organisations, in turn, are similarly expected to break even. Failure to
do so can theoretically lead to the dismissal of their CEOs. In practice, most of them (61%
before and 69% after depreciation expenses on average between 2002 and 2009) run a deficit,
which must be picked up by the relevant Regional Government. Nevertheless, financial
performance is still viewed as an important target, albeit usually in terms of an “acceptable”
deficit, often formally or informally agreed upon in advance with the relevant Regional
Government. CEOs are not automatically dismissed in the presence of deficits, but their
tenure tends to be rather short (3.8 years on average between 1996 and 2011), particularly in
some of the worst-performing Regions (Ferrè & Ricci 2011).
Under these circumstances, incentives exist for public health-care organisations to use
discretionary accruals in order to disguise poor financial performance. To some extent,
incentives also exist for Regional Governments to encourage such use, in order to avoid the
imposition of a “financial recovery plan” by the Central Government. Alternatively, as
recently emphasised by the National Audit Office (Corte dei Conti, 2009: 87), Regional
Governments and public health-care organisations in critical financial conditions may in fact
choose to overstate their deficits in order to maximise the amount of bail-out funding from
the Central Government. In both cases, earnings management becomes an important strategy
in the management of vertical intergovernmental relationships between the Central and the
Regional Governments on the one hand, the Regional Governments and their individual
public health-care organisations on the other.
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4. Hypothesis development
In this paper, we contribute to the limited literature on earnings management in the public and
health-care sectors by testing some hypotheses on the role of potential explanatory variables.
Our hypotheses can be stated as follows:

Italian public health-care organisations use discretion associated with accruals to
systematically worsen their reported financial performance during periods when:
H1: They would be reporting large deficits anyway (“big-bath strategy”).
H2: They would be reporting better-than-average net surpluses.
H3: A new CEO has just been appointed.
H4: A bail-out is likely to occur.

H1 and H2 were drawn directly from the literature (Ballantine et al., 2007; Hoerger,
1991; Leone & Van Horn, 2005; Stalebrink, 2007). As noted by Leone & Van Horn (2005),
managers in the private, for-profit sector have incentives to report a pattern of continuous
increases in earnings and are thus encouraged to smooth incomes in order to show constant
growth. On the contrary, in US non-profit hospitals, CEOs face incentives to manage
earnings around a fixed point just above zero and are not expected to avoid earning decreases
if earnings are above zero. Similarly, Hoerger (1991) found US non-profit hospitals to
minimize the variance in reported earnings, trying to achieve levels of earnings that satisfy
budget constraints.
Overall, these results imply that incentives for earnings management are different
between for-profit and non-profit organisations. Similarly, public-sector organisations can be
expected to face peculiar incentives. In this regard, Ballantine et al’s (2007) analysis of
English NHS Trusts confirmed the presence of earnings management practices and the
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association between discretionary accruals and the reporting of earnings in a narrow range
just above zero. In the authors’ interpretation, these results reflect the statutory duty for
Hospital Trusts to achieve financial breakeven every year, as well as the performance
assessment regime, which awards benefits to better performing Trusts and inflicts penalties
on those with deficits.
Stalebrink’s (2007) investigation of Swedish municipalities also found the presence of
earnings management practices, but with different reporting objectives: municipalities would
increase depreciation and write-off expenses both when they could count on surpluses large
enough to absorb such expenses, and in the presence of large deficits (big-bath strategy). The
first strategy is consistent with the statutory requirement for municipalities to produce
balanced results. The second is based on the idea that, in the presence of large deficits,
additional losses have a marginal effect on stakeholders’ perceptions: governments may thus
find it advantageous to concentrate expenses around large deficits, enhancing the prospects of
producing better results in the future.
Stalebrink’s (2007) findings seem particularly consistent with the Italian health-care
system. Due to the widespread presence of deficits and the system’s regionalisation, however,
the benchmark against which to assess the organisation’s financial performance is probably
not zero, but rather the average financial performance of public health-care organisations in
the relevant Region. Hence, in H1 and H2, the size of deficits and surpluses is operationalised
in terms of distance from the relevant Regional average.
H3 reflects CEOs’ reluctance to report poor financial performances, which may increase
the risk of termination of their contracts. This risk is not limited to the private, for-profit
sector. According to Brickley & Van Horn (2002) and Leone & Van Horn (2005), for
instance, CEO turnover in US nonprofit hospitals is quite high and related to profitability. For
newly appointed CEOs, a possible strategy is to worsen reported financial performance at the
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beginning of their tenure (Francis, Hanna, & Vincent, 1996; Pourciau, 1993; Strong &
Meyer, 1987). To better clarify this point, one needs to consider that the first financial
statement produced by the new CEO will generally cover the last months (if not the last full
year) of the previous CEO’s tenure. By managing earnings downward, eg by inflating
provisions, the new CEO can thus expect at least three benefits: (i) set an easier standard to
beat; (ii) blame the hard choices he needs to make on his predecessor; and (iii) shift reported
expenses away from the next few years, thus setting the stage for improved financial results
in future periods. A similar strategy can reasonably be expected in the Italian public healthcare sector where, as mentioned in Section 3, CEOs are appointed by the relevant Regional
Government, are usually expected to implement deficit-reduction policies and, in principle,
can be dismissed if they fail to achieve financial break-even.
H4, finally, is even more strictly related to the SSN’s specific institutional context. In
principle, the system’s regionalisation ruled out future Central-Government bailouts. This
principle, however, proved partially at odds with the Constitutional provision whereby some
«essential levels» of health care (in fact interpreted as encompassing a very broad package of
services) must be guaranteed uniformly throughout the country. When the deficits cumulated
by some Regions became large enough to jeopardise service provision, bailouts were
reintroduced. Since bailout funding tends to be closely related to reported deficits, the
assumption behind H4 is that bailout expectations will provide incentives for public healthcare organisations not only to increase actual spending (Bordignon & Turati, 2005), but also
to further increase reported spending and deficits using discretion associated with accruals.

5. Methods
To test the hypotheses, we applied and compared the specific accruals approach and the Jones
model (1991).
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The specific-accrual approach has a number of advantages and appears to be particularly
suited to our analysis (see McNichols, 2000; Ronen & Yaari, 2007: 450-1), as (i) it can rely
on the researchers’ intuitions about the key factors that influence the accrual, the accounting
model, and the size of the non-discretionary component, (ii) it is particularly useful for
industry-specific analyses, and (iii) it allows to directly estimate the relationship between the
single accrual and its explanatory factors. On the other hand, it requires an initial idea on the
type of accruals that managers are likely to use to exercise discretion. In addition, it needs
more institutional knowledge and data than the aggregate-accruals approach. Finally, the
number of organizations managing a specific accrual may be smaller than the number of
organisations with nonzero aggregate accruals.
In choosing the specific accruals to analyse, we relied on the existing literature (Healy &
Wahlen, 1999; McNichols, 2000), supplemented by discussions with managers at several
public health-care organizations. On this basis, we chose two accounts that are particularly
susceptible to earnings management: (i) provisions for liabilities of uncertain existence,
timing or amount, and (ii) the treatment of capital transfers as revenues.
The focus on provisions is consistent with the existing literature. The main purpose of
provisions is to improve timeliness of expense recognition and compliance with the matching
and conservatism concepts. In serving such a purpose, however, provisions require forecasts
of future events and consequently produce a significant degree of reporting discretion, which
accounting standards can only partially restrict. Over the period 2002-09, provisions
averagely totalled 1.3% of revenues.
The focus on the treatment of capital transfers as revenues is more specific to the Italian
context. Public health-care organisations fund a large share of their investments through
capital transfers from other entities: usually the relevant Regional Government, but also the
Central Government, other government agencies, and private donors. Accounting standards
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for public health-care organisations require that these transfers be treated according to the
income approach, as opposed to the capital approach. In other words, these transfers are not
credited directly to equity, despite the Regional Government’s role as a sort of parent
company. On the contrary, they are recognised as income over the periods necessary to match
them with the depreciation expenses which they finance, on a systematic basis. In practice,
however, individual health-care organisations enjoy some leeway in the implementation of
this standard. This is particularly true for the fixed assets that were already controlled by the
health-care organisation when it first introduced accruals accounting. It is also particularly
true for a number of special circumstances that existing accounting standards for public
health-care organisations do not regulate in detail: for example, gains and losses from the sale
of fixed assets purchased with capital transfers; use of the proceedings from the sale of fixed
assets, originally acquired with capital transfers, to purchase new fixed assets; treatment of
retained earnings from previous periods as further capital transfers from the Regional
Government. Over the period 2002-09, the share of capital transfers recognised as revenues
averagely compensated 59% of depreciation expenses.
Compared to the existing literature, we did not consider: (i) depreciation expenses,
because existing accounting standards for public health-care organisations prescribe a
specific depreciation rate for each kind of fixed assets, thus strongly limiting managerial
discretion; (ii) bad-debt allowances, which are negligible (averagely 0.1% of revenues
between 2002 and 2009) because the large majority of public health-care organizations’
receivables are towards the relevant Region and thus always expected to be fully payable;
(iii) tax-related items, because public health-care organisations are virtually exempt from
income taxes; (iv) capitalised expenses, because they occur rarely (averagely 11% of public
health-care organisations reported them over the period 2002-09) and for minor amounts
(averagely 0.03% of revenues over the period 2002-09); (v) write-offs, because they are not
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even mentioned in public health-care organisations national chart of accounts, presumably
being added to depreciation expenses when recognised.
Insert table 1 here
Following Leone & Van Horn (2005), for both the specific accruals approach and the Jones
model, we used a two-step procedure. In the first step, we regressed the relevant accrual
against its main potential determinants and used the residual as an estimate of discretionary
accruals. In the second step, we regressed this estimate of discretionary accruals against the
variables that operationalize our hypotheses, controlling for possible confounders.
To perform the first step, we estimated the following models, cross-sectionally by year.
For provisions:
∆𝑃𝑟𝑜𝑣𝑖𝑠𝑖𝑜𝑛𝑠!,!
𝑇𝐴!,!!!
=

𝛼!,!   ∆𝐿𝑎𝑏𝑜𝑢𝑟𝐸𝑥𝑝!,! 𝛼!,!   ∆𝐴𝑐𝑐𝑡𝑠𝑃𝑎𝑦𝑎𝑏𝑙𝑒!,! 𝛼!,!   ∆𝑂𝑝𝑔𝐸𝑥𝑝!,!
𝛼!,!
+
+
+
𝑇𝐴!,!!!
𝑇𝐴!,!!!
𝑇𝐴!,!!!
𝑇𝐴!,!!!

+ 𝜖!,!
Where ΔProvisionsi,t is the change in provisions for public health-care organisation i in
period t, Δ  𝐿𝑎𝑏𝑜𝑢𝑟𝐸𝑥𝑝

i,t

is the change in labour expenses, ΔAcctsPayablei,t is the change in

accounts payable, ΔOpgExpi,t is the change in other operating expenses, and TAi,t-1 is total
assets at the end of period t-1. Labour expenses and accounts payable were included as
regressors because provisions often relate to personnel compensation and supplier latepayment penalties. The residual εit, multiplied by -1 for consistency of interpretation with the
Jones model, is referred to as DA_Provisions and is intended to measure the discretionary
component of provisions.
For capital transfers charged to revenues:
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∆𝐶𝑇𝑅𝑒𝑣𝑒𝑛𝑢𝑒𝑠!,!
𝑇𝐴!,!!!
=

𝛽!,!   ∆𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛𝐸𝑥𝑝!,! 𝛽!,!   ∆𝐹𝑖𝑥𝑒𝑑𝐴𝑠𝑠𝑒𝑡𝑠!,!
𝛽!,!
+
+
𝑇𝐴!,!!!
𝑇𝐴!,!!!
𝑇𝐴!,!!!

+

𝛽!,!   ∆𝐶𝑜𝑛𝑡𝑟𝐶𝑎𝑝𝑖𝑡𝑎𝑙!,!
+ 𝜇!,!
𝑇𝐴!,!!!

Where ΔCTRevenuesi,t is the change in capital transfers charged to revenues for public healthcare organisation i in period t, ΔDepreciationExpi,t is the change in depreciation and
amortization

expenses, ΔFixedAssetsi,t

is

the

change

in

fixed

depreciable

assets, ΔContrCapitali,t is the change in contributed capital, and TAi,t-1 is total assets at the
end of period t-1. The residual µit is referred to as DA_CTRevenues and is intended to
measure the discretionary component of capital transfers charged to revenues.
For the Jones model, finally:
𝐴𝐶𝐶!,!
𝛾!,!   ∆𝑅𝑒𝑣𝑒𝑛𝑢𝑒𝑠!,! 𝛾!,!   𝑁𝑒𝑡𝑃𝑃𝐸!,!
𝛾!,!
=
+
+
+ 𝜔!,!
𝑇𝐴!,!!! 𝑇𝐴!,!!!
𝑇𝐴!,!!!
𝑇𝐴!,!!!
Where ACCi,t is organisation i’s total accruals in period t, computed as the change in noncash current assets minus the change in current liabilities during year t, minus depreciation
expenses for year t as partially offset by capital transfers charged to revenues in year t;

ΔRevenuesi,t is the change in revenues; NetPPEi,t is net property, plant and equipment at the
end of year t; and TAi,t-1 is total assets at the end of period t-1. The residual ωit is referred to
as DA_Jones and is used as a further measure of discretionary accruals.
In the second step, each of the three measures of discretionary accruals (DA_Provisions,
DA_CTRevenues, DA_Jones) was regressed against a set of dependent variables intended to
operationalise our research hypotheses and control for possible confounders.
Among the independent variables, the first two (OM_DELTA and OM_DELTA_SQ) were
intended to test H1 and H2. To describe them, we must preliminary introduce the concepts of
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prior operating revenues, expenses, surplus, and margin. Prior operating revenues are all
operating revenues except the share of capital transfers charged to income. Prior operating
expenses are all operating expenses except provisions. Prior operating surplus is the
difference between prior operating revenues and expenses. Prior operating margin, finally, is
the ratio of prior operating surplus to prior operating revenues. OM_DELTA was thus defined
as the difference between health-care organisation i’s prior operating margin for period t and
the relevant regional average for the same period. Squaring it produces OM_DELTA_SQ. The
third regressor (NEWCEO) is a dichotomous variable for whether the organisation’s CEO had
changed from the previous year and was intended to test H3. The next two regressors
(NEWBAILOUT and OLDBAILOUT), finally, relate to whether the organisation could expect
bail-out funds from the Central Government and were intended to test H4. More specifically,
NEWBAILOUT is a dichotomous variable for the first year that a Region and its health-care
organisations became eligible for bail-out funds, while OLDBAILOUT is another
dichotomous variable for the next years that they remained eligible.
Control variables include the organisation’s logged prior operating revenues as a proxy
for size (LOGREVENUES), a dichotomous variable for whether the public health-care
organisation is a Local Health Authority rather than an Independent Hospital ASL (ASL), and
another dichotomous variable for whether the public health-care organisation is located in
one of the Regions that are granted special autonomy by the Constitution, enjoy healthier
finances, and have been allowed to opt out of the funding equalisation mechanism (AUT). For
the capital transfers and the Jones regressions, a further dichotomous variable was introduced
for the Region (VENETO) where public health-care organisations have traditionally been
required by regional legislation to treat capital transfers from the Regional Government
according to the capital approach. Finally, lagged discretionary accruals were introduced to
control for likely autocorrelation in discretionary accruals.
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The financial data were obtained from the National Ministry of Health and covered the
period 2002-09. The information on bailouts was drawn from national legislation. The data
on public health-care organisations’ CEOs, finally, were provided by Cergas-Bocconi’s OASI
(Observatory on Italian Healthcare Management).
Insert table 2 here

6. Results
Table 3 reports the descriptive statistics for the public health-care organisations in the sample,
including the three estimates of discretionary accruals. The data set contained an average of
250 public health-care organisations per year, with Local Health Authorities (ASLs)
accounting for 65% of the sample. Prior operating revenues ranged between 23 and 2,384
million Euro, with a mean value of 357 m€ and a skewness that stemmed from the presence
of a few very large organisations. Prior operating margin ranged between -54.6 and +17.9
percentage points from the regional average, with a mean value of -1.3. Health care
organisations with a new CEO and those entitled to bailout funds averaged 25.6% and 18.5%
of the sample, respectively.
Insert table 3 here
Table 4 presents the correlations among the regressors and among the three estimates of

discretionary accruals. The latter are virtually uncorrelated, and so are the former, with two
exceptions: (i) the obviously large correlation between OM_DELTA and OM_DELTA_SQ,
and (ii) a 0.51 correlation between ASL and LOGREVENUES, reflecting the fact that Local
Health Authorities are averagely larger than Independent Hospitals.
Insert table 4 here
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From an explanatory viewpoint, the model’s ability to explain the variation in the
discretionary accruals was much larger for provisions (R-sq=.274) than for capital transfers
charged to income (R-sq=.058), with the Jones model somewhere in between (R-sq=.172).
Insert table 5 here
With reference to the Jones model, the positive sign for OM_DELTA, combined with the
statistical insignificance of OM_DELTA_SQ, supports H1 (concerning the use of accounting
discretion to further worsen reported financial performance when the organisation is
experiencing large deficits), but not H2 (concerning the use of accounting discretion to
worsen reported financial performance during periods when net surplus would be much
better than the regional average). Similar results were obtained for capital transfers charged to
income, while for provisions neither variable was statistically significant.
H3 (concerning incoming CEOs’ propensity to use accounting discretion in order to
worsen reported financial performance) was not supported. In fact, for both the Jones model
and provisions, the coefficient for NEWCEO was positive and statistically significant,
suggesting that newly-appointed CEOs have seemingly used accounting discretion to improve
reported financial performance.
Finally, H4 (concerning the use of discretion to worsen reported financial performance
when bailouts are expected) was confirmed for both the Jones model and provisions
(NEWBAILOUT < 0 and statistically significant). In addition, according the Jones model,
organizations subjected to financial recovery plans (OLDBAILOUT < 0 and statistically
significant) appear to have been using accruals to keep underreporting their financial
performances.
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7. Discussion, conclusions and implications
The purpose of this paper was to examine whether and under what circumstances Italian
public health-care organisations use accounting measurement discretion to manage reported
financial performance.
The framework for assessing the financial performance of Italian public health-care
organisations is rather ambiguous, due to their public nature, the primary social relevance of
their activities, and the disputed ability of their funding system to properly capture quantity,
quality and appropriateness of service. In principle, these organisations are required to break
even and are subject to penalties (including the removal of their CEOs) if they miss this goal.
In practice, their financial targets vary across organisations and over time: some will actually
be required to break even; some will aim at a budgeted loss agreed-upon with the relevant
Regional Government; some will operate without clear financial objectives; some will even
be encouraged to inflate their losses to maximise the size of expected bail-out funding. In any
case, strong incentives often exist to exercise accounting management discretion.
From a methodological viewpoint, we applied both the specific-accrual approach and the
Jones model. The accruals we considered are provisions for liabilities of uncertain existence,
timing or amount and capital transfers charged to revenues. Our data set covered the financial
statements of all 250 Italian public health-care organisations over eight years (2002-09).
Our results confirm the presence of earnings management, in general and particularly by
means of provisions. The reliance on provisions is not surprising, for at least two reasons.
First, provisions allow wide margins of discretion. Second, provisions are included in the
configuration of net surplus that provides the basis for Central Government policies, while
capital transfers charged to revenues (together with the depreciation expenses they are
intended to partially compensate) are not. Interestingly, provisions seem to be especially used
in the presence of one-off incentives (the appointment of a new CEO, the reintroduction of
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bail-out funding), presumably because they are not expected to follow a systematic pattern
over time and can consequently be adapted more rapidly to the pursuit of new reporting
objectives.
With specific reference to our hypotheses, our results apparently confirm the idea that
public-health care organisations in poor financial conditions are comparatively more likely to
manage earnings in order to further worsen their reported financial performance. The same
applies to organisations expecting bailouts. In this regard, it is worth emphasising that the
Italian public sector – and the health-care sector in particular – has a long tradition of the
perverse financial incentives that arise when funding is based on past expenditures or deficits
(France, 1991). For health care, regionalisation had supposedly ruled out further bailouts
from the Central Government, as the Regions were granted sufficient tax-raising powers to
cover their own deficits. After a few years, however, bailouts were reintroduced to rescue
several Regional Governments in dire financial conditions. Our paper seemingly confirms
that health-care organisations were quick to take advantage of this situation.
At the same time, contrary to suggestions from previous literature (Ballantine et al., 2007;
Hoerger, 1991; Leone & Van Horn, 2005; Stalebrink, 2007), our results show that Italian
public health-care organizations do not appear to adopt income-smoothing policies when
performing better than the regional average. One possible reason is that, unlike other
contexts, surpluses have no tax implications in that they are not taxed, nor do they jeopardise
the organisation’s tax-exempt status. Another is that, given the endemic presence of deficits,
being above the regional average often still means posting a deficit, albeit smaller than those
of other public health-care organisations in the Region.
Contrary to expectations, finally, incoming CEOs were found prone to manage earnings
in order to improve reported performance in the first financial statement of their mandate,
rather than to worsen it. A possible explanation is that their actual tenure is so short that they
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feel immediately pressured to show that they are improving the organisation’s financial
conditions.
From a research viewpoint, the contribution we provide is fourfold.
First, we show that significant earnings management practices exist not only in private
firms and non-profit organisations, within and outside health care, but also in the public
health-care sector. We also show that public entities introducing accruals accounting quickly
learn to use accruals in order to manage reported financial performance. This is important as
it compromises government transparency and thus the ability of stakeholders to hold public
organisations accountable, despite the widespread discourse on accruals accounting’s
beneficial impact on accountability (for a review, see Anessi-Pessina & Steccolini, 2007).
Second, we show that the specific accruals approach allows not only to detect the
presence of earnings management practices, but also to identify some relevant explanatory
factors.
Third, we show that, by comparing the specific accruals and the Jones model, knowledge
can be gained as to which accruals are used under which circumstances. In particular, as
already noted, our results seemingly confirm that provisions are particularly suited to meet
the emergence of new reporting objectives.
Finally, we show that earnings management in the public sector will respond to a whole
range of different contextual circumstances and incentives that must be taken into
consideration when trying to generalize results from country-specific analyses. Extant
contributions on the health-care sector have generally focused on the UK and the US, finding
that earnings management is mainly used to bring reported net income closer to zero. In the
Italian public health-care sector, where deficits are the norm, bail-outs are frequent, CEOs
change rapidly, and policymaking has been gradually devolved from the Central to the
Regional governments, this pattern is not confirmed. Rather, two alternative behaviours
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emerge. One appears to be driven by the organisation’s interest in attracting more financial
resources and is rather consistent with a big-bath strategy: in the presence of poor
performances or bailouts, reported deficits are managed to further worsen them. The
alternative behaviour appears to be driven by CEOs’ interest in reporting a good
performance. Both behaviours, moreover, can find support by the relevant Regional
government, which may encourage the former in order to maximise funding for the Regional
Health Service, the latter in order to avoid the imposition of a financial recovery plan or,
under less critical conditions, for reasons of political and administrative prestige vis à vis the
Central government and the other Regions.
From a policy viewpoint, our findings call for more detailed accounting standards and
disclosure requirements for Italian public health-care organisations; for a strengthening of
auditing which, considering the dismal performance of existing government-appointed boards
of auditors (Corte dei Conti – Sezione Autonomie, 2007; Corte dei Conti - Sezione Regionale
di Controllo per il Lazio, 2009; Corte dei Conti, 2009), should probably provide for the
introduction of mandatory external auditing by qualified auditing firms; for a specific, stricter
examination of financial statements when health-care organisations and their Regional
Governments are granted access to bail-out funding.

22

References
Anessi-Pessina, E., Cantù, E. and Jommi, C. (2004) ‘Phasing out market mechanisms in the Italian
National Health Service’, Public Money and Management, 24(5), pp. 309-316.
Anessi-Pessina E., Steccolini, I. (2009) ‘Effects of Budgetary and Accruals accounting coexistence:
Evidence from Italian Local Governments’, Financial Accountability and Management,
23(2), pp. 113-31.
Anthony, R. N. (1985) ‘Games government accountants play’, Harvard Business Review, 63(SeptOct), pp. 161-170.
Ballantine, J., Forker, J. and Greenwood, M. (2007) ‘Earnings management in English NHS Hospital
Trusts’, Financial Accountability & Management, 23(4), pp. 421-440.
Bordignon, M. and Turati, G. (2005) ‘Bailing out expectations and health expenditure in Italy: An
empirical approach’, Working paper.
Brickley & Van Horn (2002). Brickley, J.A. and Van Horn, R.L. (2002) ‘Managerial incentives in
nonprofit organizations: evidence from hospitals’, Journal of Law and Economics, XLV, pp.
225–249.
Burgstahler, D., and Dichev, I. D. (1997) ‘Earnings management to avoid earnings decreases and
losses’, Journal of Accounting and Economics, 24(1), pp. 99-126.
Chase, B. W., and Coffman, N. (1994) ‘Choice of accounting method by not-for-profit institutions
accounting for investments by colleges and universities’, Journal of Accounting and
Economics, 18(2), pp. 233-243.
Christensen, A. L. and Mohr, R. M. (1995) ‘Testing a positive theory model of museum accounting
practices’, Financial Accountability & Management, 11(4), pp. 317–335.
Corte dei Conti - Sezione Autonomie (2007), Del 18/04/2007 n. 4/AUT/2007: Linee guida per
l’attuazione dell’articolo 1, comma 170, della legge 23 dicembre 2005, n. 266 (legge
finanziaria 2006) per i collegi sindacali degli enti del servizio sanitario nazionale. Bilancio di
esercizio al 31 dicembre 2006, Roma.
23

Corte dei Conti - Sezione Regionale di Controllo per il Lazio (2009), Il controllo sulla gestione
sanitaria della Regione Lazio (esercizio 2007 con proiezioni al 2008). Relazione annuale.
Delibera n.29/2009/SSR, Roma.
Corte dei Conti (2009), Relazione sulla gestione delle risorse statali destinate alla riduzione
strutturale del disavanzo del servizio sanitario nazionale. Delibera n.22/2009/G, Roma.
DeAngelo, L. (1986) ‘Accounting numbers as market valuation substitutes: a study of management
buyouts of public stockholders’, The Accounting Review, 61(3), pp. 400-420.
Degeorge, F., Patel, J. and Zeckhauser, R. (1999) ‘Earnings management to exceed thresholds’,
Journal of Business, 72(1), pp. 1-33.
Eisner, R. (1984) ‘Which budget deficit? Some issues of measurement and their implications’, The
American Economic Review, 74(2), pp. 138–143.
Ferré, F., Ricci, A. (2011), ‘La struttura del SSN’, in E. Cantù (ed.), L'aziendalizzazione della sanità
in Italia: Rapporto OASI 2011 (Milano: EGEA), pp. 19-104. France, G. (1991) ‘Cost
containment in a public-private health care system: the case of Italy’, Public Budgeting &
Finance, 11(4), pp. 63-74.
France, G., Taroni, F. and Donatini, A. (2005) ‘The Italian health-care system’, Health Economics,
14, pp. S187-S202.
Francis, J., Hanna, D. and Vincent, L. (1996) ‘Causes and effects of discretionary asset write-offs’,
Journal of Accounting Research, 34(Supplement), pp. 117–134.
Healy, P. M. (1985) ‘The effect of bonus schemes on accounting decision’, Journal of Accounting and
Economics, 7(1/3), pp. 85-107.
Healy, P. M. and Wahlen, J. M. (1999) ‘A review of the earnings management literature and its
implications for standard setting’ Journal of Accounting Horizons, 13(4), pp. 365–383.
Hoerger, T. J. (1991) ‘Profit variability in for-profit and not-for-profit hospitals’, Journal of Health
Economics, 10(3), pp. 259–289.
Jommi, C., Cantù, E. and Anessi Pessina, E. (2001) ‘New funding arrangements in the Italian
National Health Service’, International Journal of Health Planning and Management, 16(4),
pp. 347-368.
24

Jones, C., & Roberts, A. A. (2006) ‘Management of financial information in charitable organizations:
The case of joint-cost allocations’, The Accounting Review, 81(1), pp. 159-178.
Jones, J. (1991) ‘Earnings management during import relief investigations’, Journal of Accounting
Research, 29(2), pp. 193–228.
Keating, E. K., Parsons, L. M. and Roberts, A. A. (2006) ‘Misreporting fundraising: How do
nonprofit organizations account for telemarketing campaigns?’, Working paper, available at
SSRN: http://ssrn.com/abstract=960091.
Krishman, R., Yetman, M. H. and Yetman, R. J. (2006) ‘Expense misreporting in nonprofit
organizations’ The Accounting Review, 81(2), pp. 399-420.
Leone, A. J., & Van Horn, L. (2005) ‘How do nonprofit hospitals manage earnings?’, Journal of
Health Economics, 24(2), pp. 815–837.
McNichols, M. F. (2000) ‘Research design issues in earnings management studies’, Journal of
Accounting and Public Policy, 19(4-5), pp. 313-345.
McNichols, M. F. and Wilson, G. P. (1988) ‘Evidence of earnings management from the provision for
bad debts’, Journal of Accounting Research, 26(Supplement), pp. 1-31.
Mensah, Y. M., Considine, J. M. and Oakes, L. (1994) ‘Statutory insolvency regulations and earnings
management in the prepaid health-care industry’, The Accounting Review, 69(1), pp. 70-95.
Nelson, K. (2000) ‘Rate regulation, competition and loss reserve discounting by property-casualty
insurers’, The Accounting Review, 75(1), pp. 115-138.
Petersen, J. (2003) ‘Changing red to black: deficit closing alchemy’ National Tax Journal, 56(3), pp.
567-577.
Petroni, K. (1992) ‘Optimistic reporting in the property-casualty insurance industry’, Journal of
Accounting and Economics, 15(4), pp. 485-508.
Pourciau, S. (1993) ‘Earnings management and nonroutine executive changes’, Journal of Accounting
and Economics, 16, pp. 317-336.
Repubblica Italiana - Ministero dell'Economia e delle Finanze (2009) Relazione Generale sulla
Situazione Economica del Paese 2008. Roma: IPZS.

25

Ronen, J. and Yaari, V. (2007) Earnings Management. Emerging Insights in Theory, Practice, and
Research (New York, NY: Springer-Verlag).
Stalebrink, O. J. (2007) ‘An investigation of discretionary accruals and surplus-deficit management:
Evidence from Swedish municipalities’, Financial Accountability & Management, 23(4), pp.
441-458.
Strong, J. and Meyer, J. (1987) ‘Asset write-downs: managerial incentives and security returns’,
Journal of Finance (July), pp. 643-661.
Tediosi, F., Gabriele, S. and Longo, F. (2009) ‘Governing decentralization in health care under tough
budget constraint: What can we learn from the Italian experience?’ Health Policy, 90, pp.
303-312.
United States General Accounting Office (1993a) Balanced budget requirements: State experiences
and implications for the federal government (Washington DC: US Government Printing
Office).
United States General Accounting Office (1993b) Budget issues: State balanced budget practices
(Washington DC: US Government Printing Office).
Walsh, P., Russell, C. and Clarke, F. (1991) ‘Big-bath accounting using extraordinary items
adjustments: Australian empirical evidence’, Journal of Business Finance & Accounting, 18,
pp. 173–189.

26

Table 1. Size of accruals, Italian public health-care organisations, 2002-09

Table 2. Variables and data sources

27

Table 3. Descriptive statistics
Variable |
Obs
Mean
Std. Dev.
Min
Max
---------------+-------------------------------------------------------om_delta |
2012
-1.300
6.825
-54.602
17.963
om_delta_sq |
2012
48.241
172.042
0.000
2981.361
newceo |
2012
0.256
0.437
0.000
1.000
newbailout |
2012
0.045
0.207
0.000
1.000
oldbailout |
2012
0.140
0.347
0.000
1.000
revenues(/000) |
2012
357,152
283,988
23,127 2,384,087
logrevenues |
2012
12.520
0.740
10.049
14.684
asl |
2012
0.650
0.477
0.000
1.000
aut |
2012
0.049
0.215
0.000
1.000
veneto |
2012
0.090
0.286
0.000
1.000
Variable |
Obs
Mean
Std. Dev.
Min
Max
---------------+-------------------------------------------------------da_provisions |
1422
-0.004
0.022
-0.089
0.077
da_ctrevenues |
1523
-0.001
0.003
-0.028
0.011
da_jones |
1485
0.016
0.166
-0.833
0.715

Table 4. Correlation tables
|

om om_del
new newba oldba
log
asl
aut
ven
delta ta_sq
ceo ilout ilout
revs
eto
-------------+----------------------------------------------------------------om_delta |
1.00
om_delta_sq | -0.66
1.00
newceo |
0.02 -0.02
1.00
newbailout | -0.01
0.01
0.01
1.00
oldbailout |
0.00
0.17
0.00 -0.08
1.00
logrevenues | -0.13 -0.10 -0.00 -0.03
0.04
1.00
asl | -0.06 -0.16
0.03 -0.00 -0.02
0.51
1.00
aut |
0.07 -0.05 -0.03 -0.04 -0.09 -0.01
0.09
1.00
veneto | -0.09 -0.03 -0.06 -0.06 -0.12
0.07
0.18 -0.07
1.00
|
da_provisions
da_ctrevenues
da_jones
--------------------+--------------------------------------------------da_provisions |
1.0000
da_ctrevenues |
-0.0468
1.0000
da_jones |
-0.0047
0.0284
1.0000

28

Table 5. Regression results
--------------------------------------------------------------------(1)
(2)
(3)
da_provisions
da_ctrevenues
da_jones
--------------------------------------------------------------------om_delta
-0.0000665
0.0000403**
0.0108***
(0.555)
(0.007)
(0.000)
om_delta_sq
newceo

0.00000217
(0.525)
0.00582***
(0.000)

0.000000434
(0.374)

0.0000708
(0.280)

0.000157
(0.359)

0.0264**
(0.010)

newbailout

-0.00704*
(0.019)

-0.000143
(0.634)

-0.0661**
(0.010)

oldbailout

0.00227
(0.147)

0.0000628
(0.735)

-0.0438**
(0.002)

logrevenues

0.00547***
(0.000)

asl

-0.00741***
(0.000)

aut

0.000166
(0.943)

daprov_lag
dactrev_lag
veneto

0.000310*
(0.015)
-0.000420
(0.057)
0.000795***
(0.000)

-0.0161*
(0.028)
-0.00351
(0.760)
0.0570***
(0.000)

-0.406***
(0.000)
0.00387
(0.860)
-0.00159***
(0.000)

dajones_lag

-0.0318
(0.073)
-0.0111
(0.689)

_cons

-0.0724***
-0.00391*
0.224*
(0.000)
(0.013)
(0.013)
--------------------------------------------------------------------R-sq
0.274
0.058
0.172
adj. R-sq
0.268
0.050
0.164
--------------------------------------------------------------------p-values in parentheses
* p<0.05, ** p<0.01, *** p<0.001
OLS Regression using Stata 11 with robust standard errors to control for
heteroskedasticity as detected by the Breusch–Pagan and Cook–Weisberg test.
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