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Earnings Management in Response to Corporate Tax Rate Changes
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Summary

This paper investigates whether earnings are managed in response to expected changes in corporate
income tax rate. The results show significantly higher discretionary accruals for the year prior to the tax
rate increase and lower discretionary accruals for the year prior to the tax rate reduction. The magnitude
of tax rate changes is also positively related to the degree of shifts in discretionary accruals. These
fnidings indicate that firms respond flexibly to tax rate changes to attain tax savings.

This paper also attempts to gain insights into how earnings are managed by examining specific accruals.
The empirical tests reveal that inventory changes exhibit movements that are consistent with tax savings.
One possible explanation for this finding is that managers may engage in earnings management through
varying production levels to affect the amount of fixed manufacturing costs absorbed into inventories.
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