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Abstract— „Aggressive accounting does not mean illegal accounting.”[1] 

This is how the former CEO of the energy company Enron Kenneth Lay described in 2006 the way the company accounts, which 

misused earnings management measures and became insolvent in 2001 due to balance sheet falsification and manipulation. But what 

are the goals, capabilities and limits of earnings management, especially in the context of company acquisitions? This paper analyses 

from a scientific point of view and based on selected literature the possibilities of operating and limiting earnings management in the 

context of company acquisitions according to the German Commercial Code (Handelsgesetzbuch – HGB) and International Financial 

Reporting Standards (IFRS). The role of a management reporting system in the context of company acquisitions is also analysed. The 

following chapter first introduce the theoretical foundations of the terms earnings management and company acquisition. In 

particular earnings management as part of the accounting policy and company acquisition as the sub-item of all mergers and 

acquisitions transactions are examined here. During a corporate acquisition in which instruments of earnings management are going 

to use the managers need detailed and reliable information that can only be guaranteed by an efficient management reporting system. 

For this reason, the role of a management reporting system during a company acquisition will be analysed in the second chapter. In 

the further course, the goals of earnings management are worked out and these are brought into connection with company 

acquisitions. In addition, selected instruments of earnings management of international and German accounting standards are 

critically analysed in the course of company acquisitions. The instruments of earnings management in tax accounting are not 

explicitly dealt with here. Based on this, the normative and factual limits of earnings management are differentiated. In the 

conclusions at the end of the thesis, personal comments are made on the knowledge gained from earnings management in the context 

of company acquisitions. 
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I. INTRODUCTION 

Earnings Management 

The term earnings management is not anchored in national and international accounting standards or in the law. As a result, 

the definition cannot be taken directly from an accounting standard.[14] Schipper defines earnings management as follows: 

„…purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain.“[31] 

The purposeful interventions in external accounting are made against the background of an entrepreneurial objective.[26] 

Possible objectives can be for example: an increase in the remuneration of managers or the initiation of acquisitions.[4] The 

reasons for achieving this goal could be for example the sale of a business unit or the entire company.[26] The responsible 

executives endeavour to show the profit and equity situation as advantageously as possible depending on the situation.[8] These 

conscious interventions in accounting can be exercised on the one hand by accounting options on the recognition and valuation 

and on the other hand by accounting discretion.[2] The techniques of earnings management are aimed at the presentation of 

external reporting with the intention of causing or avoiding certain reactions at the recipient.[8] Earnings management focuses 

in particular on the so called material accounting policy[32], such as on the accounting and valuation options and the 

corresponding discretion.[2] Earnings management can also be classified on the timeline.[8] Actions that are carried out before 

the balance sheet date are referred to as grooming transactions. These aims to actively intervene in accounting during the 

accounting year.[8] This can be done for example by deciding on when to settle the accounts receivable or by creating hidden 

reserves.[20] Practices that are carried out after the balance sheet date are particularly aimed at the available recognition and 

valuation options as well as the accounting discretion of the accounting standards.[11] Earnings management is characterized by 

the fact that the measures and instruments are legally permissible and there is no overlap with balance sheet falsification or 

similar offenses.[28] 
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Corporate Acquisition 

The term corporate acquisition is summarized under the generic term mergers and acquisitions.[27] This means if a legally 

independent company is purchased by another company by 51 percent or more. The acquired company is therefore under the 

control of the acquirer.[5] Acquisitions in general can affect the whole company, significant shares of the company, or minority 

interests.[19] Participations of over 75 percent are usually referred to as corporate acquisitions.[18] In most cases corporate 

acquisitions are of great strategic importance for the buyer.[35] Technically, the target object can be acquired using an asset 

deal or a share deal.[36] In the asset deal the buyer completes the acquisition by taking over assets, intangible assets or 

liabilities from the target company.[27] The assets and liabilities acquired are recognized in the buyer's balance sheet after the 

purchase has been completed.[27] The asset deal is therefore a purchase of the goods itself and the acquire company becomes 

legally dependent on the purchaser.[36] On the contrary the share deal represents a purchase of shares in a company. The 

corporate acquisition is carried out in the share deal by the acquisition of shares in the target company.[27] In contrast to the 

asset deal the individual assets and liabilities of the target company are not included in the buyer's balance sheet. As a result, the 

acquired company remains legally independent.[36] 

 

The use of management reporting systems for corporate acquisition 

The following figure shows the core phases and main processes that are fundamental to a company acquisition as well as the 

management reporting system functions involved: 

 

 
Figure 1: Core phases, main processes and management reporting system functions during a company acquisition [27], [21], 

[10] 

 

It is also conceivable that the main processes of the core phases can overlap with the core phases of the acquisitions 

themselves. For example, if the main process company valuation begins already in the conception phase or activities from the 

main processes must be repeated in other core phases. 

The tasks of a management reporting system in the conception phase are primarily of a strategic nature. The focus is on the 

question of whether the acquisition is feasible in relation to the economic, organizational, personnel and cultural aspects.[3] The 

requirements to a management reporting system in the conceptual phase are directed towards exploring possible takeover 

options, reviewing the management concept of the target company, an initial valuation and the possible assessment of the 

approval by the cartel authorities. 

In the transaction phase, management reporting focuses particularly on the results of the company valuation in the sense of a 

plausibility check. Furthermore, the answer to the question is in focus whether the calculated purchase price of the target object 

creates added value for the buyer company. 

In the integration phase, the tasks of a management reporting system are largely based on those of classic management 

accounting.[21] The planning, steering and control of success factors are particularly relevant here. However, the requirements 

to a management reporting system go beyond the financial point of view. According to Wirtz, management reporting systems in 
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the integration phase also includes the levels of strategy, investors and personnel.[36] In addition, a highly relevant task of 

management reporting systems is the optimization of integration steps.[35] A corporate acquisition offers great potential for 

value creation for the buyer company, however many acquisition projects fail.[21] The reasons for this lie particularly in the 

qualitative factors such as divergent cultures, visions, models and identities of the companies.[19] In order to reduce the failure 

of an acquisition, a management reporting system oriented towards the core phases and main processes should be integrated into 

the acquisition process.[22] 

 

Goals of Earnings Management 

Earnings management can have a very high influence on the decisions of company acquisitions.[7] Since corporate 

acquisitions have far reaching consequences for companies, earnings management methods should be viewed particularly 

critically and precisely. Motives and goals of earnings management are broad.[8] The following figure gives a high-level 

overview of the goals that are behind the usage of earnings management: 

 

 
Figure 2: Goals of Earnings Management [8], [20], [37] 

 

Financial goals focus on steering the accounting of a company.[12] For example the distribution of profits, the influence on 

tax revenue and build-up of reserves are to be controlled. This is also defined as the payment assessment function.[20] The 

payment assessment function can be divided into the calculation of the distribution and the determination or minimization of the 

tax base value.[34] When steering the tax burden, the tax authorities are in the focus of the addressee. When determining the 

distribution, the shareholders are primarily the addressees.[34] In connection with corporate acquisitions potential shareholders 

can be named as addressees who check the company's financial goals with their own.[21] 

The information policy as a goal is subdivided into the two sub-goals guiding politics and value-neutral politics. The guiding 

policy is aimed at influencing share- and stakeholders in the interests of the company.[21] Depending on whether the company 

is aiming for a takeover or not, the goals can be of different types.[19] In the case of corporate acquisitions in particular, it is 

relevant for the acquiring party to be aware of these goals in order to identify and thus evaluate the guiding measures. The 

purpose of the neutral policy is to give the addressees of the annual financial statements the most realistic picture possible of the 

company's financial position, financial performance and cash flows.[34] It is important to understand that an objective 

presentation cannot be achieved for all groups of addresses because of conflicting goals.[34] In the context of company 

acquisitions, it is important that the measures of earnings management ensure that the situation of the company is presented in a 

value-neutral manner from the perspective of potential buyer companies.[19] 

The intrinsic actions of management are closely linked to the goals of the company.[34] The difference is that the interests of 

the managers have priority and not the interests of the entire company. Hence, it can be concluded that the expected benefit of 

the managers to intervene in the accounting policy with measures of earnings management must be higher than without 

influence.[14] In connection with company acquisitions, executives of the company that is being sold are often not only 

interested in selling out of self-interest. The concerns of the entire company and the requirements of the buyer company in the 

measures of earnings management are often also taken into account. 

 

Limitations of Earnings Managements 

Coenenberg considers the limit of earnings management when preparing the balance sheet determined by the legislation.[8] 

In addition, there is an obligation to audit by an auditor. If the laws of the underlying standard system and the auditing 
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obligation are not complied with, the balance sheet would be a forgery or manipulation. Dechow/Skinner already exceeded the 

limits if the actual company situation is not represented realistically.[9] In the preparation of the annual financial statement, 

German legislation speaks of the fact that this must base on prudent commercial assessment.[13] Such a general standard can 

also be found in the IFRS.[15] Furthermore, recognition and valuation options should be retained over time, which is referred to 

as the principle of consistency in the HGB and the IFRS.[23] In context of corporate acquisitions, the limits of earnings 

management are difficult to see if they are not specified in the law. From this standpoint it can be deduced that the intention of 

the company's executives is of great importance.[8] In addition, disclosure requirements can limit the possibilities of earnings 

management but not all earnings management techniques need to be published in the disclosure requirements.[8] The company 

valuation and balance sheet analysis taking place in the course of a corporate acquisition represents a further limit of earnings 

management.[20] In the course of a balance sheet analysis, measures or instruments of earnings management can be recognized 

and their effects corrected. In order to further narrow earnings management, there is theoretically the possibility of restricting or 

harmonizing the accounting standards even more. This harbours the risk that executives prefer accounting that is suboptimal for 

the entire company in order to continue to implement earnings management measures.[29] 

II. METHODS  

This research paper aims to investigate the following research question: „ What types of earnings management instruments can 

organizations use according to IFRS and HGB in the context of corporate acquisitions?“ Based on the results, the instruments 

for achieving the objectives in German and international accounting are to be analyzed. A comprehensive qualitative literature 

research was carried out to answer the research question. Qualitative content analysis is a method of analyzing text data that is 

very popular in various research contexts. Due to the various possibilities of interpretation as well as the possibility of an 

inductive and deductive approach, it can be used flexibly and enables the processing of various scientific questions. 

 

 
Figure 3: Qualitative content analysis [39] 

 

For this purpose, the following databases/library catalogues were used for literature research: 

• SCOPUS 

• SpringerLink 

• Sciencedirect 

• Google Scholar 

• Google Search 

• Journal of Accounting Research 

• Journal of Accounting and Economics 

• Accounting Review 

 

The following search terms were used as part of a targeted literature search: 
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• Earnings Management 

• Goals of Earnings Management 

• Motivation for Earnings Management 

• Earnings Management + corporate acquisitions 

• Earnings Management in corporate acquisitions 

The literature search resulted in 456 potential sources being found. Of these, 149 sources were classified as relevant. 

Structured Content Analysis was used to cluster the relevant sources according to the goals behind earnings management. 

III. RESULTS AND DISCUSSION 

The results of the structured content analysis are as follows: 

 
The different instruments of earnings management can be divided into three categories:[20] 

• explicit (open) options 

• factual (hidden) options 

• accounting discretion 

An option is a matter of fact that contains two (or more) mutually exclusive mapping issues.[8] Explicit (open) options are 

firmly anchored in the legislation and are available to the addressees of the balance sheet by means of the relevant disclosure 

requirements. On the one hand explicit options can be subdivided into recognition options and valuation options.[20] 

Recognition options allow the balance sheet creator to exercise a capitalization option for certain balance sheet items or to 

waive this right. On the other hand, valuation options gives the balancing party a right to set the recognition amount for certain 

balance sheet items.[8] The explicit recognition options of the German Commercial Code (HGB) and the International Financial 

Reporting Standards (IFRS) are listed below: 

 

 
Figure 4: Explicit recognition options [8], [20] 

 

Despite the wide range of explicit recognition and valuation options, these options must be mentioned in the annual financial 

statements and can usually be easily determined in the course of a corporate acquisition.[19] What immediately stands out is 

that no explicit recognition options are granted in the IFRS. That allows the conclusion that a valuation based on IFRS – 

measured in terms of the explicit recognition options – is more suitable for a future takeover. Explicit valuation options, on the 

other hand, can be found in the accounting regulations HGB and IFRS alike. The following figure shows the explicit valuation 

options: 
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Figure 5: Explicit valuation options [4], [20] 

 

Factual (hidden) options are not mentioned directly in the accounting regulations and therefore it makes it difficult to 

differentiate between recognition and valuation options. In terms of accounting technology, factual options are bans or precepts 

that are tied to the existence of special circumstances as a prerequisite.[20] The following figure compares the most significant 

factual options under HGB and IFRS: 

 

 
Figure 6: Factual options [4], [20] 

 

Accounting discretion always arises when the practices for defining the approach or valuation is not defined by law. 

According to the HGB, there is a certain scope for accounting discretion regarding the approach in the delimitation of 

manufacturing and maintenance costs together with the determination of the occurrence or elimination of individual risks.[20] 

The scope of accounting discretion relating to the valuation is on the one hand the determination of the operating life and 

unscheduled depreciation of fixed assets and on the other hand, the measurement of allowance as well as general and individual 

value adjustments for receivables.[20] The scope of accounting discretion in the IFRS is considerable, which means that there 

are many estimation rules for different balance sheet items.[33]These includes for example: 

• amount of reserves 

• non-scheduled depreciation on goodwill 

• scheduled depreciation 
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• estimated costs of long-term contract manufacturing 

• completion degree of long-term contract manufacturing[30] 

In particular, the correct assessment of the accounting discretion scope of IFRS is a major challenge in the course of a 

corporate acquisition. While explicit options are usually clearly recognizable in the company valuation, accounting discretion 

and factual options can usually only be discovered by contact the target company.[19] 

IV. CONCLUSIONS 

“Depfa is one of the world's largest public sector financiers. This business is profitable in the long term, very solid and w ith 

very little risk. "[38] 

This is how the former CEO of Hypo Real Estate Georg Funke called the acquired Deutsche Pfandbriefbank AG (Depfa), 

which led to the collapse of Hypo Real Estate due to accounting policy measures. It shows that instruments of earnings 

management should be used with caution and their consequences must be kept in mind. Earnings management methods are 

always described as disadvantageous for the addressee of the balance sheet if the subsequent decisions of the addressee are 

impaired.[34] Earnings management is only successful as long as it remains undetected by the addressee.[20] This is also 

evident in the case of Hypo Real Estate: as part of Depfa's company acquisitions, no negative effects were initially identified 

during the acquisition. Earnings management in the context of corporate acquisitions that are aimed solely at the advantage of 

managers are also to be critical of. For a realistic corporate valuation, an annual closure free of earnings management measures 

is of crucial importance so that the valuation can be realistically done. Legislators in particular should try to limit earnings 

management here. 

In this paper the conceptual basics of earnings management, corporate acquisitions and the use of management reporting 

systems in corporate acquisitions were shown. In addition, the goals, instruments and limits of earnings management were 

analyzed in the context of corporate acquisitions. 
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