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Abstract

This study examines the prevalence of earnings management in Real Estate Investment Trust (REIT) funds in
Asia. Discretionary Accruals (DA) is used as the measurement of earnings management. A panel data covering
all REIT firms in three countries: Malaysia, Singapore and Hong Kong, from year 2007 to 2015 is used for this
purpose. The results show all firms having the absolute value of discretionary accruals indicating that earnings
management exists in Asian REITs. Further, independent t-test shows that earnings management activities are
significantly prevalent in all these three countries despite the regulatory structure of REITs.
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1. Introduction

In corporate finance or accounting literature, earnings management is a common issue faced by the corporation.
Attention has been directed to the study of earnings management activities from both the positive; such as
efficient contracting, information perspectives; and the negative perspective; such as opportunistic behaviour
(Holthausen, 1990).

Real Estate Investment Trust, also known as REITs, are no exception. They face the same problem (Anglin,
Edelstein, Gao, & Tsang, 2012; Deng & Ong, 2014) and most previous studies have found that the occurrence of
earnings management is driven by the agency problem discussed in the agency theory (Tang & Chang, 2013;
Teoh, Wong, & Rao, 1998). Separation of the principal (shareholders) and agent (managers) leads to the agency
conflict ultimately resulting in the agency cost to the company (Jensen, 1986) such as compensation plans such
as bonuses, promotion and employee stock option plan that are used to align the interest of shareholders and
manager (Murphy, 1985).

The manipulation of earnings using accounting treatment has led to the collapse of Enron (2001) and Lehman
Brothers (2008) in U.S. The accrual method in accounting provides financial manager’s the discretion in
determining the use of accounting standards to report the transaction presented in the financial statement
(Subramanyam, 2014). Under this condition, it provides the opportunity to manipulate earnings by managers to
achieve their own interest at the shareholders’ expenses (Holthausen, 1990). Previous study by Baik, Billings and
Morton (2008) find that the motives of earnings management by managers is to meet the earnings benchmark
while Alcock, Glascock & Steiner (2013) find that fund managers tend to manipulate the earnings figure to
enhance fund performance in order to be rewarded with managerial compensation. Besides, Ambrose & Bian
(2010) find that managers manipulate the share price through earnings management in order to attract investors
to purchase the shares in U.S. REITs.

Studies on earnings management in Asian REITs are still lacking, with most carried out on U.S.REITs (Alcock et
al., 2013; Ambrose & Bian, 2009; Deng & Ong, 2018; Edelstein, Liu, & Tsang, 2008; Zhu, Ong, & Yeo, 2010a).
Edelstein et al. (2008) find evidence of REITs with cash constraint in U.S. mitigate the effects of dividend
pay-out regulations by engaging in real earnings management (REM) activities either by reducing revenue or
increasing expenses which would reduce the taxable income. Besides, Ambrose et al. (2010) find that
information contained in stock price volatility motivates REIT managers to engage in negative real earnings
management to avoid more actively the regulatory costs by avoiding the mandatory dividend pay-out
requirement. On the other hand, Zhu et al. (2010a) find that REITs which more frequently issue seasoned equity
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offerings (SEOs) are more aggressive in manipulating funds from operations (FFO) compared to earnings. In
addition, Deng & Ong (2018) show that REITs managers engage in real earnings management instead of accrual
earnings management during seasoned equity offerings to attract more uninformed trading with the purpose to
provide the liquidity service at a lower cost.

The above studies are mainly conducted in U.S. REITs and most of them use real earnings management (REM)
and manipulation of fund from operation (FFO) as the measurement of earnings management. In view of REITs
increasing popularity in Asia and its status as an exotic investment alternative for investors in Asia with market
capitalization expected to reach around US$200 billion by 2020 (Ooi, Newell, & Sing, 2006), this study is
conducted to examine the prevalence of earnings management activities in Asian REITs particularly in Malaysia,
Singapore and Hong Kong using the discretionary accruals method. The use of discretionary accruals in this
study compared to real earnings management to detect the earnings management activities in REITs is due to
most of the previous studies are focus on real activities of earnings management (Deng & Ong, 2018; Edelstein
et al., 2008). The use of discretionary accruals to detect the earnings management especially in Asia REITs is
still lacking. In discretionary accruals method, managers have the discretion to manipulate earnings figures using
the accounting treatment without getting involved in real manipulation of operation activities such as reduction
in R&D expenditure or reduction in the cost of goods sold (COGS) in order to increase the net income figure. On
the other hand, the fund from operation is an industry -specific measure which provides another option to
measure the REITs performance and is recommended by the National Association of Real Estate Investment
Trust (NAREIT) (Anglin et al., 2012). However, the data of funds from operation in Asia REITs is limited and
not common compared to U.S. REITs. In addition, to measure earnings management using manipulation of fund
from operations (FFO) is not as accurate as using discretionary accruals and real activities management because
the fund from operation figure is not audited by the auditor.

This paper provides significant contribution to the current literature in REITs as most previous studies in
earnings management are focusing on U.S. REITs. The study of earnings management in REITs is important
mainly due to the regulatory requirement of 90% dividend payout which is believed to be able to reduce the
agency problem that causes earnings management activities in REITs. However, the evidence of prevalence of
earnings management in Asia REITs is still inconclusive. Panel data from all REITs in Malaysia, Singapore and
Hong Kong from year 2007 to 2015 are used to investigate the prevalence of earnings management activities in
Asian REITS and the measurement of earnings management is done using Modified Jones Model as described in
the study of Dechow, Sloan & Sweeney (1995).

The remainder of this paper is structured as follows. Section 2 presents the literature review. Section 3 explains
the data and research methodology. Section 4 discusses the empirical results and Section 5 concludes the
findings.

2. Literature Review

REITs in Asia especially in Malaysia, Singapore and Hong Kong are still externally managed with the separation
of principal (shareholder) and agent (manager). Under this condition, the agency theory developed by Jensen &
Meckling (1976) posits that agency conflict which arises as a result of the agency problem could cause the
managers to not act in the best interest of the shareholders. In order to solve this problem, compensation plans
are used by top management to align the interest of both the managers and shareholders and this brings agency
costs to the firm. REITs, which are similar to conventional corporations listed on the stock exchange, face the
agency problem as well. Evidence from previous studies on REITs show that earnings management in REITs is
mainly driven by the agency problem. Earnings management activities in REITs could be due to the managers
pursuing their own interest through earning-reducing manipulations in order to reduce the regulatory dividend
pay-out of 90% in REITs. The reduction in dividends creates free cash flow where the manager may consume it
in his or her own interest instead of in the shareholders’ best interest (Bauer, Eichholtz, & Kok, 2006). Jensen
(1986) argues that the conflict of interest between managers and shareholders become severe when more free
cash flows are involved. As a result, it exacerbates the agency problem such as empire building and perquisite
consumptions at the expense of shareholders (Ambrose & Bian, 2009; Edelstein et al., 2008; Ghosh & Sun,
2013). Furthermore, the manipulation of fund performance figure to enhance evaluation outcomes in order to get
their managerial compensation and reputation would be another agency problem that can encourage earnings
management activities in REITs (Alcock et al., 2013; Ghosh & Sirmans, 2006). In addition, the manipulation
of earnings figure during seasoned equity offerings (SEO) or initial public offerings (IPO) to increase the share
price in order to attract investors to buy their new shares exhibits another agency problem in REITs. The
consequence is that the performance of REITS would deteriorate during the post SEO or IPO period due to the
reversal of accruals manipulation (Deng & Ong, 2014, 2018; Huaisheng, 2008; Sah & Seagraves, 2010; Zhu,
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Ong, & Yeo, 2010b).

According to the accruals method in accounting, financial manager has the discretion in determining the use of
accounting standards to report transactions presented in the financial statement (Subramanyam, 2014). Besides,
financial manager also has discretion in making estimations of uncertain future outcomes. The most common
meaning of accruals is the adjustment in accounting that converts the operating cash flow to net income by
adding the accruals to the operating cash flow. Schipper (1989) defines earnings management as intentional
intervention by management in the earnings determination process in order to satisfy the self- interested
objectives. The motivations for earnings management includes contracting incentives such as managerial
compensation contracts which often reward the manager with bonuses based on earnings (Subramanyam 2014).
Thus, this has caused the manager to manage earnings within a certain range in order to be rewarded with the
bonuses.

Edelstein et al. (2009) investigate how cash constrained U.S. Real Estate Investment Trusts (REITs) mitigate the
effects of dividend pay-out regulations by engaging in real earnings management (REM). The sample consist of
all U.S. REITs for the period from 2000 to 2005 with a final sample contains of 330 firm-year observations. This
study uses dividend pay-out ratio based on FFO as a substitute for the unobserved dividend-to-taxable income
ratio to identify REITs that may face difficulties in paying required dividends. The results show that firms are
more likely to engage in real earnings management (REM) activities either by reducing revenue or increasing
expenses which would reduce taxable income. In addition, the findings show REITs are more likely to engage in
REM by selling fixed assets (even at a loss) to generate the necessary cash, at the same time to alter the dividend
payment requirements under the condition of facing constraint to obtain funding from the capital market or
having less cash flow from operations.

Ambrose and Bian (2010) examine the relationship between stock price movement and earnings management in
REIT. Besides, the study also investigates whether information produced from stock price volatility impacts
managers’ motivations to involve in earnings management. The sample comprises of 104 unique REITs with 655
firm-year observations from year 1999 to 2006. The result show suspected earnings-management firms do not
appear to be more mispriced than others which consistent with the efficient markets hypothesis. Besides, the
results also indicate that negative real earnings management, which allows REITs to avoid the mandatory
dividend pay-out requirement, is associated with greater information which embedded in REIT stock prices. The
result indicates that information contained in stock price volatility motivates REIT managers to avoid more
actively the regulatory costs.

Zhu, Ong and Yeo (2010a) examined the existence of earnings management around seasoned equity offerings
(SEO). The sample contains 251 SEOs from 90 REITs with sample period from 2001Q1 through 2006Q4 with a
total of 24 consecutive quarters using discretionary accruals methods as measurement of earnings management.
Besides, the difference between actual and calculated FFO is used to capture the potential FFO manipulation.
The study examined how these manipulation measures changed in the five quarters around SEOs. In addition,
they investigate how financial structure, operating style, external auditor and corporate governance affect a
REIT’s earnings management decision. The results show clear evidence of FFO manipulation around SEOs, but
the degree of earnings management is relatively weaker. They find that REITs issuing SEOs more frequent are
more aggressive in manipulating FFO than earnings. Moreover, there is a prominent difference between these
two types of financial results manipulation. A mean-reversion trend is found in discretionary accruals, but not for
FFO manipulation. Manipulation in financial results are influenced by various factors. A reduced capability to
generate cash flow, high leverage, volatile cash flow, frequent SEOs and lack of corporate governance are all the
features of REITs more likely to manipulate financial results.

Alcock, Glascock, and Steiner (2013) examine whether managers perform manipulation of fund performance of
REITs actively in U.S. despite the strict regulatory of structure REITs. The sample data comprises of 147 REITs
from 1991 to 2009 covering seven property sectors. The results show that opportunistic manipulation of fund
performance using leverage become a norm as the competition in the property sector become severe. The
findings further indicate that REITs fail to constraint the agency problem despite the regulatory structure.

Deng and Ong (2018) examine how REITs managers apply real earnings management to address the problem of
liquidity risk and increased cost of capital they face during seasoned equity offerings. The sample data comprises
of 508 seasonal equity offerings from 119 equity REITs in the period from January 1, 2000 to December 31,
2011. The results indicate that REITs managers engage in real earnings management instead of accrual earnings
management during seasoned equity offerings to attract more uninformed trading with the purpose to provide the
liquidity service at a lower cost. Besides, the findings show REITs with higher liquidity risk are more prone to
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manipulate earnings before the equity offerings and uninformed trading is higher following real earnings
management. Furthermore, firms set the offer price at a smaller discount after engaging in real earnings
management and stock returns decrease in the long run. The findings are consistent with real option and liquidity
risk explanations for equity offerings.

In a nutshell, there is limited research examining earnings management activities in Asian REITs compared to
REITs in U.S. This could be due to the development of REITs in Asia being at the embryonic stage as compared
to a more mature U.S. REITs market. It is important to study the agency issue pertaining to the occurrence of
earning management in Asia REITS. This empirical study is carried out to provide a considerable insight into the
occurrence of earnings management which caused by the agency problem.

3. Data and Research Methodology
3.1 Data Collection

The sample of this study comprises of all REITs companies listed in Malaysia, Singapore and Hong Kong from
the period of 2007 to 2015. All the variables are collected from the Bloomberg database and annual report.
This includes the variables that need to be used to derive the Discretionary Accruals (DA). There are 41 REITs
firms with 13 REITs from Malaysia, 21 REITs from Singapore and 7 REITs from Hong Kong. This yields a total
of 264 of firm -year observations. The unequal number of observations of REITs in these three countries are due
to the different time line in introducing the REITs in each country respectively and also due to the missing data.
The sample includes only these three countries as they are similar in terms of structure, i.e. the REITs are
externally managed and they are considered as the leaders in the REITs market in Asia. Besides, these three
countries having the same of corporate governance code.

Asia’s REIT markets have performed well over the past five years. A recent study by the Asia Pacific Real Estate
Association found that REITs in Japan, Hong Kong and Singapore have outperformed stocks in these markets
since their inception and since the start of the global financial crisis. Besides, Asia’s REITs have also
outperformed their peers in other regions. A five-year investment into Asia’s REITs in January 2008 would have
achieved a cumulative return of about 42% as measured by the Bloomberg Asia REIT Index. This exceeds the
cumulative return for U.S. REITs of about 31% as measured by the FTSE NAREIT All REITs Total Return
Index and nearly a 14% total return of global REITs as measured by the FTSE EPRA/NAREIT Developed Total
Return Index in the same period. Asian REITs also delivered lower volatility of approximately 20% compared to
both U.S. REITs at about 31% and global REITs at approximately 28%, over the same period (Adopted from
Asia Asset Management, 2018).

Unfortunately, to the authors’ best knowledge, there is little to no research so far on the examination of earnings
management in Asia REITs especially in Malaysia, Singapore and Hong Kong. Most of the studies are done in
U.S. REITs (Alcock et al., 2013; Ambrose et al., 2010; Anglin, Edelstein, Gao, & Tsang, 2013; Deng & Ong,
2018; Edelstein et al., 2008; Huaisheng, 2008; Zhu et al., 2010b). The motives of earnings management in Asia
may be different compared to the other countries given the different institutional environment with the existing
corporate governance standard that the firms are operating. A different institutional and regulatory context may
provide richer insights into the outcomes of the study that works only in this perspective. Finally, the REITs
structure in Malaysia, Singapore and Hong Kong are the same; i.e. they are externally managed.

3.2 Research Method

To measure earnings management in REITs, discretionary accruals (DA) method is used based on the modified
Jones model as describe in the study of Dechow, Sloan, & Sweeney (1995). DA represents the portion of
accruals that does not arise from regular business operations and is expected to be the outcome of managers
exercising their discretion to influence the financial results. Since accruals reverse over time and manager may
have motivations to manage reported earnings in either direction (to overstate or understate earnings), the
absolute value of discretionary accruals (ABS DA) is calculated and this serves as the basis of the measurement
of accrual earning management (Anglin et al. 2012).

The mathematical form of discretionary accruals (DA) is as follows:
TACC;y = ayt + B1AREV; s + B PPE;; + & (1
Where:
TACC;; is total net income accrual of the firm i at time t
AREV;, is change in revenue from the preceding year of the firm i at time t

PPE;, is total value of real estate property of the firm i at time t
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All variable in the above equation are scaled by the previous years’ total assets to control for the effect of
heteroskedasticity (Anglin et al., 2012).

Total net income accruals is defined as the difference between income before extraordinary items (IB) and cash
flows from operating activities (CFO):

TACC;,=IB;,—CFO it 2)
where:
IB i, is income before extraordinary items of firm i at time t
CFO it is cash flow from operating activities

The estimation from the regression equation in Eq. (1) above are used to approximate the firm specific expected,
non- discretionary level of accruals (NDA) for the sample REITs:

NDA,;,= & ;,+ B ,(AREV j,t — AARj,t)+ B ,, PPE, 3)
Where:
NDA ;,is non-discretionary level of accruals of firm i at time t

A ARi,, is the change in accounts receivable from preceding year of firm i at time t (scaled by previous year’s
total assets).

Finally, the DA is derived by subtracting NDA from TACC as shown in the following Equation (4).
DA;, (Discretionary accruals) = TACCy;, — NDA; 4)
Where:
DA;, is discretionary accruals of the firm i at time t
4. Result and Discussion
4.1 Descriptive Statistics

Table 1 summarises the descriptive statistics for Discretionary Accruals. The mean of Discretionary Accruals
(DA) for all firms is 0.086959 in dollar amount of absolute value. According to the Jones model, as long as the
value of DA is larger than 0 in absolute value, it shows the existences of earnings management as measured by
DA. The highest discretionary accruals for all firms are 1.65 dollars while the lowest is 0.00019 dollar. Among
the three countries, Malaysia scores the highest mean of DA with 0.100667 while Singapore with the lowest
mean of 0.075415. However, Singapore has the highest value of maximum DA with 1.65 and also lowest value
of minimum DA with 0.00019. The standard deviation of DA for all firms is 0.195496 and Singapore having the
nearest of standard deviation of 0.1847. Skewness of discretionary accruals for all firms exhibits a positive value
indicating that most of the REITs firms have below average discretionary accruals.

Table 1. Descriptive statistics for discretionary accruals

Country Obs Median Mean Std. Dev. Min Max Skewness  Kurtosis

All  Three Countries (Malaysia,

Singapore and Hong Kong) 264  0.0286397 0.0869591 0.1954964 0.0001896 1.650131 5.0021 31.73758
Malaysia 90 0.0209146  0.1006665 0.2388377  0.0014305 1.312136 3.843241  17.74357
Singapore 129 0.0293645 0.0754152  0.1846998 0.0001896  1.650131 6.10851 46.75314
Hong Kong 45 0.0602974  0.0926371 0.1140718  0.0059555 0.6671402 3.124454  15.47941
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4.2 Estimation and Diagnostics

Empirical analysis to examine significant differences in earnings management activities, as measured by
discretionary accruals, across the three countries is carried out using Kruskal-Wallis Equality of Population Rank
Test. The results of the analysis is provided in Table 2.

Table 2. Kruskal-Wallis equality of populations Rank Test for DA (by Country)

Country Obs Rank Sum  Kruskal-Wallis test

Malaysia 90 11084 chi-squared = 10.788 with 2 d.f.
Singapore 129 16412 probability = 0.0045

Hong Kong 45 7484 chi-squared with ties = 10.788 with 2 d.f.

Total 264 probability = 0.0045

Referring to Table 2, it is found that there is a significant difference in the discretionary accruals among the
countries with the p-value being smaller than 0.01 (1% significant level). Malaysian REITS having the highest
mean DA while Singapore has the lowest mean DA. Discretionary accruals measure earning management
activities in the firms. Earning management however can be good or bad. According to previous studies, earnings
management can be constrained by strong corporate governance mechanisms (Chtourou & Bedard, 2001;
Peasnell, Pope, & Young, 2005; Xie, Davidson, & Dadalt, 2003). The lower of DA in Singapore REITs could be
due to REITs in Singapore having stronger corporate governance mechanism with the R- Index introduced by
Lecomte and Ooi (2010). Meanwhile, the lack of such corporate governance index specifically for REITS results
in weaker corporate governance in Malaysian REITs and this could be explained by the higher DA in Malaysian
REITs. Therefore, the differences in the DA in each country may be due to the lack of implementation of
corporate governance rules in the respective countries.

4.3 Discussion of Results

From the one sample t- test results, earnings management was found to be significantly prevalent in REITs firms
in all the countries. This favourable result is consistent with prior studied by Ambrose and Bian (2009), Ambrose
et al. (2010), Zhu, Ong, and Yeo (Zhu et al., 2010a) and Anglin et al. (2012).

The prevalence of earnings management in REITs is in line with the agency theory. The implication of the
agency theory is that conflict of interest arises between managers and shareholders due to the managers pursue
their own interest instead of shareholders when making decision in the company. Based on previous literature,
the motive of earnings management in REITs can be caused by a few factors. First, earnings management in
REITs could be caused by managers pursuing their own interests by employing earnings-reducing manipulations
to reduce the regulatory dividend pay-out of 90% in REITs. The reduction in dividend pay-out would reduce the
wealth of the sharcholders. As a result, it exacerbates agency problems such as empire building and perquisite
consumptions at the expense of the shareholders (Ambrose & Bian, 2009; Edelstein et al., 2008; Ghosh & Sun,
2013). Furthermore, under the asymmetry information condition, the incentive for managers to deceive investors
through overstated earnings might increase and thus give a “false’ positive impact on firm performance.

Second, REITs managers manipulate risk-adjusted performance measures to enhance evaluation outcomes in
order to get their managerial compensation and reputation which often depend on performance evaluation
outcomes using measures such as Jensen’s alpha (Jensen, 1968), the Sharpe ratio (Sharpe, 1966) and information
ratios or the Stutzer index (Stutzer, 2000). A priori, REIT managers have the same motivation to manipulate
performance measures similar to fund managers from other asset classes despite strict regulation under the
REITs regime. The regulatory setting and tax-exempt status of REITs provides appropriate flexibility in the
capital structure to exploit the benefits of more aggressive capital structure strategies. The outcome from this
manipulation would lead to an increase of firm performance which misleads the investors about the performance
of the REITs firms. (Alcock et al., 2013).

Third, previous studies show the manipulation of earnings figure especially during seasoned equity offerings
(SEO) or initial public offerings (IPO) is due to managers using discretionary accruals to increase the share price
in order to attract investors to purchase their stock during the SEO or IPO. As a result, it gives a positive impact
towards the firm performance. However, the positive impact on firm performance only exists during the year and
the following year when the earnings management is conducted, after which it diminishes. This is because the
use of accruals-based manipulation of earnings figure to increase the operating performance would attract the
investors to purchase the new offerings during SEO or IPO. Subsequently, after the period of SEO, the
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performance of firm would deteriorate primarily due to the accrual reversals. The manipulation in financial
results is influenced by various factors. A diminished capability to generate cash flow, high leverage, volatile
cash flow, frequent SEOs and slack corporate governance are all the features of REITs that make it more likely to
manipulate financial results (Ambrose et al., 2010; Deng & Ong, 2014, 2018; Huaisheng, 2008; Sah & Seagraves,
2010; Shu & Chiang, 2014; Zhu et al., 2010a).

5. Conclusion

The findings from this study show that earnings management, measured via discretionary accruals, is prevalent
in Asian REITs especially in Malaysia, Singapore and Hong Kong. The findings from this study can be used as
useful information for regulators of REITs in their effort to mitigate the negative impact of earnings management.
Besides, it also provides useful insight to the investors in REITs in monitoring the activities of the managers that
engage in earnings management with the purpose of fulfilling their self -interest such as empire building or
entrenchment power.

This study contributes to the limited literature on earnings management activities in Asian REITs. This study
uses discretionary accruals as the measurement of earnings management activities in Asian REITs. The panel
data for the country of Malaysia, Singapore and Hong Kong are used to derive the value of discretionary accruals.
The results show the absolute value of DA is larger than zero for all the firms under this study, indicating that
earnings management exists in Asian REITs. Further, one sample t- test results show earnings management to be
significantly different in REITs firms in all the countries. This is consistent with prior studies by Ambrose &
Bian (2009), Ambrose et al. (2010), Zhu, Ong, & Yeo (Zhu et al., 2010a) and Anglin et al. (2012).

As a conclusion, despite the unique structure of REITs where a mandatory dividend pay-out 90% of total taxable
income is imposed and it is believed to be able to mitigate the agency problem in REITs, this study show the
earnings management problem still exists in REITs, indicating that there is a need for specific governance
mechanisms that can mitigate this problem in Asian REITs. (Ben-Shahar, Sulganik, & Tsang, 2010; Edelstein et
al., 2009; Ghosh & Sirmans, 2006; Ghosh & Sun, 2013; Hayunga & Stephens, 2009; Lee, Chiu, Lee, Chiang, &
Jr, 2010; Mooradian & Yang, 2001).

The limitation of this study is this study using the discretionary accruals in measuring the earnings management
figure in REITs. Due to the lack information of funds from operations in each country’s REITs firms, the use of
FFO is not considered in this study. Future studies may use manipulation of funds from operation (FFO) and real
activities of earnings management (REM) as the measurement of earnings management. Besides, the future
studies can include more countries in Asia such as Japan, Thailand and Philippine. A longer time period of study
is also recommended upon the availability of data.
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