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Abstract
Executive remuneration schemes are systems that comprise the regulations regarding compensations of executives, which they receive in exchange for their work. Earnings management consists of strategies for managers to manipulate the earnings of a company with the goal to smoothen the incomes. The existing literature about the relation between these topics and information disclosure policies is extensive. This study contributes to the exstant literature by investigating whether open information systems reduce the activities of top executives in the European banking sector in earnings management. A  modified version of the Jones model (1991) is used to define the regression formula, which consists of several control variables. It is found that the disclosure of remuneration plans and bonus schemes of CEOs in the European banking sector reduces their involvement in earnings management activities.
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Chapter 1 – Introduction

1.1 General theoretical framework 
Top executives remuneration represents one of the most relevant topics in the management accounting literature. Information asymmetry, caused mainly by the separation between ownership and management, has raised the concern on how to align the different goals and business perspectives of the two above-mentioned parties. On one side remuneration schemes are structured in a way that should lead to attain this objective, on the other side they also bring about counterproductive effects. For example, Jensen (2003) showed that the incentive of top executives and business-unit managers to misreport and manage earnings is just a practical consequence of non-linear bonus schemes. The relevance of this topic led to a flourishing of academic researches focused on the effect of bonus and remuneration schemes on truthful and fair earnings reporting practices. This is demonstrated by the number of articles published during the last thirty years (see section 2.2)

Apart from its importance on the accounting and corporate governance fields, the relevance of the topic was also acknowledged by worldwide regulators. They started to implement new requirements for managers to meet during the reporting process. While these first concerns were arising, the latest 90s'/earliest 00s' accounting scandals (examples include the cases around the following companies: Enron, Ahold, Parmalat and WorldCom) undoubtedly called for a new set of regulations. The most important regulatory responses were represented by the introduction of the Sarbanes Oxley Act (2002) in the US and the resulting higher and spreader implementation of the COSO Framework and the introduction of the Code Tabaksblat (2003) in the Netherlands. One common aspect that all of these new regulations address is the importance of higher information disclosure. Public investors should be informed about internal control weaknesses, risk management strategies and, most importantly, about remuneration plans and bonus policies of public listed companies. However, while the stress on information disclosure characterized this process, it is still unclear whether its effect is generally positive. Earlier researches (Eccles and Mavrinac, 1995; Haley and Palepu, 1993) stressed the negative effect of higher information disclosure requirements. They claim that the “inundation of new accounting standards is burdensome” (p.1) and that it does not allow managers to communicate effectively important information to outside investors about the company and its value creation strategy. These conflicting viewpoints created a dichotomy in the academic world that is still not resolved.  

A way to deal with the divergent results on this issue is given by the recent integration of psychological theories into the management accounting research field (Craighead et al, 2004; Tayler and Bloomfield, 2011; and Maas and Van Rinsum 2013). The integration of psychological theories into the management accounting literature enlarged the knowledge about human behaviors and about what can influence them. One of the first and most relevant investigations that tried to link the effect of social norms on managers’ behavior was conducted by Craighead et al. (2004). In their paper, they empirically found that the simple disclosure requirement induces the implementation of a higher relevant and effective remuneration policy. This result paved the way for numerous researches that assess the impact of social norms on behavior and on how a particular information policy (open vs. closed) could reinforce this link. Tayler and Bloomfield (2011) demonstrated that, “in addition to their traditional incentive effects, formal control systems can influence psychological motivations” and that they “directly influence people’s sense of what behaviors are appropriate in the setting (personal norms), and indirectly alter people’s tendency to conform to the behavior of those around them (descriptive norms)” (p. 760). On the same path, Maas and Van Rinsum (2013) tested whether an open information policy could affect performance misreporting, finding again a positive result. 

The purpose of this study is to jointly analyze these different theoretical frameworks in order to enlarge the current literature on disclosure policies matters. Particularly, the study focuses on testing whether open information systems lower top executives incentives to misreport. Given the fact that social recognition issues come into play, higher disclosure requirements should limit the incentives to misreport and to manage earnings. Therefore they could represent a solution for the negative effects of bonus remunerations. This study will be focused on investigating the above-mentioned theoretical concepts in the European banking sector. The justification of the choice for this particular field will be given in section 1.2. In order to test the existence of the correlation mentioned at the beginning of this paragraph, this study tries to find an answer to the following research question: 
“Do higher disclosure requirements on CEO’s remuneration schemes in the European banking sector reduce their involvement in earnings management activities?”
Given the extant literature, a negative correlation between the two concepts is expected to arise from this study. That is to say, higher disclosure requirements on CEO’s remuneration are expected to cause a reduction of top executives being involved in earnings management activities.
1.2 Data set 

The corporate governance regulations harmonization affecting the banking sector in Europe represents a valid framework to test the main implication of this study. The regulatory work done by the European Parliament and the Council is aimed to align the single States regulations and to provide a uniform regulatory framework within the whole Europe (European Parliament and Council, 2015). Unfortunately, corporate governance issues present a lack of uniformity between European States, especially regarding top management remuneration policies, the role of Remuneration Boards and the disclosure requirements. Focusing in particular on the banking sector, an attempt to standardize the regulation has been done by the European Central Bank with the issuing of the Capital Requirements Directive III. In the first draft of the bill, the old directive was strengthen by “an express obligation for credit institutions and investment firms to establish and maintain remuneration policies and practices which are consistent with effective risk management” (CRD III, European Central Bank, Consultation on April 2009, p.2). Furthermore, the draft stresses the fact that, in their own words, “in order to ensure adequate transparency to the market of their remuneration structures and the associated risk, credit institutions and investments firms should disclose detailed information on their remuneration policies, practices” (p.2). Despite the intentions being there, this guideline was converted into a “Commission recommendation for the Member States after the approval of the Directive 2010/76/EU” (p.2), and did not become a compulsory law. Moreover, regarding the remuneration policies disclosure, the single Member State can decide whether to implement a clear publication (as they are recommended to) or not.

The lack of uniform regulations is a severe issue. It might create problems for the financial market to prove the real creditworthiness of a company. Furthermore it can leave spaces for top managers’ unethical behaviors. Given the attempt done by regulators to standardize the disclosure and remuneration regulation in the banking sector in Europe, which however has not produced a standard setting of mandatory and compulsory laws yet, bank institutions in Europe can serve as an analyzable example. Therefore, the sample data collected and used comprehends information disclosed on the Financial Statement of the most capitalized banks in each of the European States that adopted Euro before 2007. The sample data was collected during the time period between 2007 and 2013 (3 years before and 3 years after the release of the Directive 2010/76/EU). The OLS regression has been developed following Gaver et al. (1993) and using a modified version of the Jones (1991) model to detect earnings management. It found out that a more open information environment leads to lessened incentives to misreport. 
1.3 Contribution of the study

The study contributes to the corporate governance knowledge in several ways and for different purposes. Understanding to what extent the disclosure of CEO remuneration has an impact on the quality and truthfulness of financial reports can represent a good incentive for the European Parliament and Council to strengthen disclosure requirements for the Member States. Furthermore, clear described requirements may harmonize the different existing laws. Moreover, not only the regulators and accounting standards setters can be positively affected by this research result. The market can regain the lost trust on earnings reporting, and this can enhance investments in firms that already started to voluntarily disclose remuneration information. Minority shareholders can gain some new insights about the incentive programs affecting the company's governance and the expected top executives’ behavior that they can bring about. In conclusion, given the recent research literature that stresses the importance of social norms and their impact on behavior on one side, and given the lack of research works on how this new issue can help to reduce top managers misreporting in general and earnings management in particular on the other, this research work could represent a way to bridge this gap.
The remainder of this paper is organized as follows. Chapter 2 focuses on analyzing the extant literature on the topic and on drawing the conceptual framework with which the empirical test has been developed. In chapter 3 the hypothesis of the study will be formulated. Subsequently, in chapter 4 the research methodology is described. Furthermore, the statistical model used to test the hypothesis validity is formulated. In chapter 5 the summary statistics are presented as well as the results of the empirical study. Moreover, the implication of the result for the research problem is discussed. Finally, in chapter 6, the connection of the outcomes of this study and the original research question is provided. Next, the main limitations of this paper will be discussed and input for future research will be given. 
Chapter 2 - Theoretical framework
2.1 Literature overview
In this section the existing theoretical framework on earnings management will be described. Furthermore, the theoretical variables that occurred, such as the development of accounting practices and the recent awareness of the social aspect of human (a new characteristic of the ‘homo economicus’, as described initially by Leary et al (Leary et al, 2003) will be defined. 
2.1.1 Accounting and accountability
“It is widely accepted that accounting is the language of business; it has also been said that the business of accounting is language” (Macintosh, 2002, p.2). Starting from this citation it is possible to define an account as a description of reality through words and numbers. The same happens when looking and analyzing a language and its main components: words (Munro, 1996). Its importance for economic organizations lies in the ability that it gives to the firms to: 1) report themselves to their stakeholders, thereby manifesting their accountability towards them (Macintosh, 2004) and 2) therefore attract resources from them. 

There are however different definitions used by other authors. Garfinkel (1967) describes accountability by being “detectable, countable, recordable, reportable, tell-a-story-about-able, analyzable” (p.33). On the same line, Boland and Schulze (1996) continue by stating that “accountability […] involves both an explaining of conduct with a credible story of what happened, and a calculation and balancing of competing obligations, including moral ones” (p.62.). Important ways to express oneself is through blogs, dairies, books or articles. Following the analogy between accounting and language, the same can be said about accounting, through the means of publications of financial statements. The major difference between these two concepts lies in their purposes. While literatures or newspapers try to entertain or inform, the financial statements are important tools used by companies’ stakeholders to take decisions based on numerical evidence. As the next quote suggests, the way in which people actually benefit from financial statements is of key importance.  “Accounting is not an end in itself. As an information system, the justification of accounting can be found only in how well accounting information serves those who us it” (Trueblood Report, AICPA, 1973, p.13).
2.1.2 Accounting manipulation 
In the classical economic literature (a trend developed in the late 18th and early 19th century by Smith, 1776; and Mill, 1848) the main characterization of the economic actor refers to a fully rational, egoistic homo (the so-called 'homo economicus') which is driven only by the maximization of his utility in his decision-making activity. The main assumption in this theory is the existence of a perfect environment where all the information is equally available for the economic actors. Since everyone has access to all information, the cost-benefit analysis that plays an important role in real life decisions does not occur in this scenario. When the accounting information-giving role is moved into the same environment setting, this would discourage accounting manipulation. If everyone would have the same amount of information this would have an important consequence. Namely, accounting manipulation would not be possible under such assumptions because the manipulators would be caught immediately. 

As suggested by Johansen (1977) the “economic theory […] tends to suggest that people are honest only to the extent that they have economic incentives for being so” (p.332). This is a crucial consequence. Given the ideal environmental circumstances already mentioned above, there is a preference for being honest. All the actors in the economic environment will be able to maximize their investment utility function by understanding their risk inclination and choosing the best investment option in terms of price and expected returns accordingly. 

The above sketched scenario, however, does not agree with reality. The real market is imperfect, as has been demonstrated by Michaely et al (1998). They argue that asymmetry of information distribution arises also from the separation between ownership and management. This creates motives to manipulate accountings.  In real economical environment, the top management of a company has inside information about the company’s operations. Further, it knows the expectations  of the stakeholders (by analysts’ reports on expected future earnings, shareholders’ expectation of a high earnings per share, stable economic conditions required by employees, customers and vendors, its role to minimize the cost of capital and its motivation to increase its bonus/compensation). Moreover, it is aware of the fact that they operate in an imperfect market, i.e., other companies withhold information as well.

The theorization of the opportunistic behavior of actors in the economical markets done by Watts and Zimmerman (1978) finds more validation nowadays. The existence of information asymmetry, the principal-agent conflict that characterizes the standard structure of public organizations, and the limitation of resources (time and knowledge mainly) that the increasing and more spread number of shareholders have in order to exercise a strict control over managements’ activities, may cause managers to act in a more egoistic way. 

To find validations on the latter aspect characterizing shareholders, Breton and Taffler (1995) theorized the “mechanism of naive investor hypothesis” (p.81). This theory confirms the fact that investors are not motivated to unveil earnings manipulations. Reasons for this lack of motivation are their limited skills and the therefore necessary high costs they should incur to hire specialists that unveil the manipulations (costs that almost all the time outweigh the income that the investment can provide them). Given this scenario, it is evident that the environment in which managers are acting is favorable to earnings management. Taking this as a starting point, it is now important to understand which techniques can be used in order for the management to act more “egoistically” and which are the most relevant stimuli to do so. 
2.1.3 Earnings management 
As already mentioned above, accounting represents the way a company has to express itself. It reports about the economical happenings that occurred during a financial period and allows for judgments concerning the company’s future. In order to be understandable for everyone, accounting is based on rules, “grammar” in terms of the language analogy introduced in section 2.1.1. Even though most transactions are recordable following a specific and well defined rule under each GAAP, this is not always the case for more complex and less recurring items. For example, write-downs of specific assets during a company restructuring, accruing for R&D costs or for other “discretionally valuable” items (among others) can be better accounted for not simply following a GAAP rule, but mostly by using managerial discretion. 

On a more extreme note, Lev (2001) argued that: “practically every material item on the balance sheet and income statement, with the exception of cash, is based on subjective estimates about future events” (p.48). Management, more than anyone else in the company, has knowledge on what might happens in the future. Therefore it uses its discretion to feign a better representation of the economic value of the firm. This also seems to be the point of view of accounting regulators that have left companies some “grey areas” in the GAAP they were working on. 

As stressed by Healy and Wahlen (1999): “if financial reports are to convey managers’ information on their firms’ performance, standards must permit managers to exercise judgment in financial reporting” (p.2). Hence, the applying of discretion with the desire to give the company a better appearance has paved the way for opportunistic managers to use this discretion in their own advantage. This, of course, is a severe matter that researches and regulators have been trying to quantify.

Given the relevance of the economical concept of earnings management, in the following subsection, some of its definitions will be discussed. Furthermore, the definition that will be worked in this study will be determined. The choice of this definition will be justified.
2.1.3.1 Definitions of earnings management 
Looking at a financial statement the most relevant item for all the stakeholders is the amount of profit a company produced over a certain period of time: the earnings. Given its importance management can use accounting manipulation methods to “manage” it. From this basic observation, several definitions of earnings management populated the management accounting research area. 

Schipper (1989) defines earnings management as the “strategic exercise of managerial discretion in influencing the earnings figure reported to external audiences” (p.2). Therefore, the author stresses the importance of the discretion left to the top executives in stimulating them to resort to earnings management activities. On the same line, Healy and Wahlen (1999) argue that: “earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting number” (p.368). In other words, the judgment used by top executives in reporting the economic consequences of the company’s operations can also be redirected to modify the contractual benefits on their own interests. A definition that summarizes the main and underlying concept hidden in the earnings management phenomenon is given by Fisher and Rosenzweig (1995): “There are many ways that accountants and managers can influence the reported accounting results of their organizational units. When such influence is directed at changing the amount of reported earnings, it is known as earnings management” (p.432). 

While all these definitions stress the attention on what can be defined as earnings management, Marnet (2008), still following the path built by previous researchers, further mentions which are the main reasons for top executives to draw upon this particular manipulation strategy. As it is most complete, it results in the most relevant definition of earnings management for this study: “Reported earnings can provide important information about the economic performance of a firm and may serve as a guide to a firm’s value. The usefulness of this information is balanced by the wide scope of managerial judgment inherent in existing accounting rules which govern financial reporting. This provides managers with the opportunity to present earnings which coincide with their personal interests rather than with those of the firm’s various stakeholders, and allows the reporting of corporate performance in ways which may obscure the firm’s true economic situation. The fact that users of financial information deem a particular financial reporting measure of importance gives managers one reason to manipulate this variable” (p.35). From this quote, it is evident that the author emphasizes the informative role given to accounting and the main motives that top managers have to misreport. 

It is important to stress the difference between earnings management and fraud. As already described above, earnings management is the opportunistic use of some discretional judgment left to the managers in accounting, while reporting some specific situations and transactions. Therefore, even if it might lead to a misrepresentation of the economic reality of a company, it does not violate the accounting principles that need to be followed in external reporting activities. Fraud, instead, as defined by the Oxford dictionary (Oxford Dictionary), is the “wrongful or criminal deception intended to result in financial or personal gain.” Production of false sales invoice to record higher turnover is an example of fraud. In this case, there is a real and true violation of the law that misleads the decision making of the interested parties. Judgments concerning earnings management surely do not always involve fraud. 
2.1.3.2 Earnings management and remuneration schemes
In the management accounting field, many researches have pointed out a correlation between earnings management and remuneration schemes (Brown, Lim, 2012; Healy, 1985; and Gaver et al, 1995). In this subsection the correlation will be discussed.

Going back to the definition given by Marnet (2008) in subsection 2.1.3.1, he further mentions on earnings management: “basing managerial compensation on firm performance, measured by accounting variables under the direct control of the very same managers, provides further motivation for manipulation” (p.35). Following this same path of thought, Healy (1985) and McNichols and Wilson (1988) found that managers are most likely to use the 'big bath' technique when the profits in a financial period are too low to allow them to raise their bonuses in that same year. In this way, managers try to report all the negative happenings in that year not to have bad outcomes in the following one, when instead they wish to would have higher bonuses. Therefore, even if remuneration schemes are not the only incentives managers have to earnings management, undoubtedly they play a key role in the act of misreporting. 

Compensation schemes have been created in order to minimize the principal-agent problem inscribed in the separation between ownership and management (Healy, 1985). Since the most prevalent structure of companies is characterized by spread public ownership, which does not control directly the company operations, the problem on how to make sure that management’s goals will be aligned with the ones of the owners arose. The first solution was found by including stock packages in managers’ remuneration schemes. As suggested by Mehran (1995): “one way to mitigate the conflict of interest between managers and shareholders in the corporate form of organization might be through compensation contracts” (p.692) and that “firm performance is positively related to the percentage of equity held by the managers” (p.692). Hence, once managers are financially exposed as well, the gap between ownership’s and management’s goals decreases. However, even if this solution can solve part of the initial problem, it does not resolve the more general issue related to the information asymmetry that has been discussed in subsection 2.1.2. 

Since the top management has more internal information than the shareholders, it can still use this advantage to higher the company earnings per share and benefit from it by using discretion (i.e., earnings management activities). In this way, also the shareholders can take advantage of the positive outcome, but only in the short term. Eventually, managers might leave, resign, retire and not be exposed anymore to the consequences of their 'timing strategies'. On the other hand, timing strategies will have an impact on the shareholders and the new management. Following this intuition, Godfrey et al (2003) and Reitenga and Tearny (2003) found a  strong correlation between earnings management activities and the CEO’s duration of the tenure or different periods during the same tenure (beginning/closeness to retirement). 
2.1.3.3 Earnings management techniques 

In subsections 2.1.3.1 the concept of earnings management has been defined and the most relevant motives for managers to make use of it have been discussed. It has been explained that discretion is a way to manipulate accountings. In this subsection more techniques that are used by managers will be addressed as well as tools used by regulators and researchers to detect accounting manipulation. Dechow and Skinner (2000) state that accounting manipulation, and therefore earnings management, can be strictly linked to the principle of 'accrual accounting'.

The FASB (1985) has defined accrual accounting as the attempt “to record the financial effects on an entity transactions and other events and circumstances that have cash consequences for the entity in the periods in which those transactions, events, and circumstances occur rather than only in the periods in which cash is received or paid by the entity” (p.45). It continues: “Accrual accounting uses accrual, deferral, and allocation procedures whose goal is to relate revenues, expenses, gains, and losses to periods to reflect an entity’s performance during a period instead of merely listing its cash receipts and outlays” (p.45). As can be inferred from its definition, accrual accounting, when correctly used, allows top managers to report a better picture of the actual value of its firm. Furthermore, since it permits the use of discretions, it might be a useful tool to manipulate the accounts. 

The intuition described above has been followed by all the branches of research that tried to find a model to detect earnings management (Jones, 1991; Healy, 1985; and DeAngelo, 1986). In the research literature it is possible to find three major models to detect earnings management: 1) using the aggregate or total accruals, 2) through specific accrual and 3) using cost allocation techniques. Given the general characterization of this study and the sample that has been chosen to conduct the research, the broadest total accrual model of Jones (1991) will be used. Jones’ model (1991) is mainly based on the work of Haley (1985) and DeAngelo (1986). It analyzes the change in total accrual from a reporting period in order to characterize the expected non-discretional accruals for the same period. It has been argued by Dechow et al. (1995) that the modified Jones model represents the best tool to detect earnings management. This modified model will be clarified in section 4.2.
2.1.4 A new 'homo economicus'

Starting from the assumption that the homo economicus and the fictitious environment in which he acts do not represent the real conditions under which economic transactions take place (see section 2.1.2), recent studies have tried to include the psychological framework into the management accounting literature. The first contribution given by this approach demonstrated the willingness of subjects to sacrifice their own wealth and to produce honest or partially honest reports. Given the dominance theory (how social approval affects self-esteem, a finding from Leary et al., 2003) and the needs for social recognition, the development of an information system capable of showing one’s good purposes and achievements, has become more important than it was in the past. 

Following this idea, Hannan et al. (2006) conclude that “the availability of an information system influences managerial reporting by affecting the ability to appear honest” (p.2). Even if there are some threats related to the open information policy (like the collusion among thieves found by Evans et al. (2012), these appear to be overcome by the relative benefits that the new policy can generate (Maas and Van Rinsum, 2013; Tayler and Bloomfield, 2011). As all these studies point out, the pressure for appearing honest and gaining community recognition appear when the audience has more inside information. Only in this way, the public can have an informed opinion on how mangers are acting and whether they can be considered reliable. 

The 'homo economicus' attributes more importance to the social recognition. Hence, this fact might provide a restraint to misreport. At this point, having still the ‘mechanism of a naive investor hypothesis’ as the underlying feature in the economic environment (see section 2.1.2), it can be deduced that shareholders need detectable information to judge managements’ reliability. 

2.1.5 Conclusion

Earnings management is a broad phenomenon that involves all the actors playing in the economic scene. Its use is urged by the opportunity that it gives top managers to modify their representation of the company’s value. They can benefit from it by gaining higher reputation in the external market, consolidating their position in the company but also by modifying the total bonuses and financial compensations. The latter, together with remuneration schemes, seem to be the most important incentives involved in earnings management activities. Applying of discretion and accrual accounting are common ways of manipulation in accounting. So how can this falsification of information be detected and how can it be discouraged?  

Classical economic theories do not seem to represent the conditions in which economic transactions take place well. New approaches consider humans more as social characters instead of self-egoistic egos. Social recognition and the motivation to appear honest are becoming more important aspects than maximization of one’s utility function. When including these new psychological aspects, the theoretical approach of the study of the incentives for earnings management changes.

 Given the strong correlation found between remuneration schemes and earnings management in subsection 2.1.3.2, it can be inferred that disclosing this kind of information can be a way to weaken earnings management. If shareholders know in which way remunerations schemes are built up, it is more likely that they will pay more attention to the movements in its components. In order to study the truthfulness of the previous statement, this study tries to find a correlation between the motivation to appear honest (and the desire to gain social recognition) and earnings management. To be considered and recognized as honest, managers need to higher the level and the quality of information provided in financial statements. 

The conclusion of the previous is that management finds itself on a T-junction: either it chooses to maximize its utility or it tries to appear honest and reliable. Since the maximization of its own utility is not highly valued in the new social characterization of economical actors, modern economic theories predict that managers will chose for the 'appearing honest' solution.

2.2 Literature Review 
Manipulation of earnings and decreased reliability of financial statements have been the central topic of recent management accounting researches (see table 1 in section 2.2.4). The literature has focused mainly on four topics. Firstly, on defining the concept of ¨earnings management. Secondly, on what the most relevant incentives for top executives to manipulate corporate results are. Thirdly, on the way investors can detect manipulation. Lastly, on the impact of new regulations such as the Sarbanes Oxley Act (2002) in the US on manipulation and financial statements.  In the following section, the most relevant literature published on the topic is analyzed as well as its gaps. 
2.2.1 Earnings management literature

In section 2.1.3.1 it was argued that earnings management can be defined as the top executives’ use of discretional choices left by the GAAPs during external reporting activities in the attempt to maximize their own utility rather than to give a realistic picture of the financial situation of their company. A summary of the literature on the reasons that misreporting, in theory, might occur, will be given below.

Shareholders, financial markets and analysts have expectations on the company performance, and therefore, on the CEOs' strategy implementation and on its outcomes. If the CEO does not meet these expectations, it can result in a bad reputation, his resignation or a smaller bonus. When truthful numbers do not show what stakeholders expect, and when top managers have the possibility to manage them without being easily unmasked, then misreporting seems an obvious solution to avoid the above-mentioned negative consequences. As for most kind of decisions, a trade-off emerges. The benefits of misreporting should be higher than the costs. When there are solid internal controls on reporting, a high number of active stakeholders that put pressure and exercise a strict supervision on managers' activity, then the costs of misreporting could be higher than its benefits, and top executives might find it too risk full. As Gaver et al. (1995) pointed out; “earnings management is more likely to take place when managers have a direct stake in the reported numbers. They believe that financial statement users lack the incentives to undo the effect of the manipulation” (p.2) and therefore to unveil it.  

While, on the one side, earnings management is perceived to be a phenomenon only linked to the principal-agent problem and the managers' flair to maximize their utility function, some papers concluded that this is not always the case (Burgstahler and Dichev, 1997; and Barth et al., 1999). Shareholders themselves could accept or even subsidize some forms of misreporting. “Strong incentives for earnings management to avoid reporting of earnings decreases” (p.7) were detected by Burgstahler and Dichev (1997), and they were accepted by firms since they would lead to higher price-earnings multiples (Barth at al., 1999). Given that different parties are involved in this process, it is important to understand the main reasons behind earnings management processes and what both top executives and shareholders try to get from them. The literature that is concerned with this will be discussed in the next section.
2.2.2 Earnings management and remuneration schemes

The classical approach used by the researches in order to give explanations to the earnings management phenomenon is mainly focused on the 'wealth transfer' concept (Watts and Zimmerman, 1978). Looking at an economic organization on the social perspective, its main purpose is to transfer wealth between its stakeholders: the firm and its employees (through salary and social security), its management (through reputation and bonus schemes), its customers/vendors (through a stable economic relationship) and its shareholders (through payments of dividends). Given the high expectations from the stakeholders that therefore arise, it seems natural that meeting them to a high extent is crucial for the survival of the firm.


Starting from the viewpoint explained above, accounting manipulation and earnings management (when allowed by the grey areas left in the GAAP) can be a useful tool to ease the financial results and keep the network of stakeholders satisfied. From the management perspective, showing good and smoothly increasing incomes  can be beneficial in two different but equally important ways. On the one hand the top management (only they are able to use some discretion in disclosing the financial results) can benefit from publishing healthy economic conditions. Namely, it might contribute to the possibility of getting reappointed, assure consolidation of their position in the company and it might cause a higher reputation in the market. On the other hand, since bonus schemes are mainly linked to the financial performances over quarters/years, the top management might also get higher compensations, therefore improving its economical wealth. This second aspect has been analyzed intensely by several researchers over the last thirty years (Healy, 1985; Holthausen et al., 1995; and Guidry et al., 1999).

The objective of increasing bonuses and compensations can be achieved by boosting the results of one particularly bad year, with the consequence of facing an extremely poor one in the following period. Another way exploits the opposite point of view and involves reporting “bad performances and carrying over good performances until the next bonus year” (Courty and Marschke, 2004, p.49). The timing strategies ('cookie jar' accounting or 'big bath' accounting) that follow are of particular concern for the financial markets, since good periods can be followed by extremely bad ones, or vice versa. Such methods lead to the risk full increasing of the overall market volatility. Even though taking a bath represents a particular reason for misreporting, it might not be the only one. Gaver et al. (1995) found a different explanation, “more consistent with the income smoothing hypothesis” (p.17) than with the timing strategies. This means that managers prefer to smoothen company performances, giving them a slightly increasing path, instead of reporting high differences between what was planned and what was actually achieved (both positively or negatively). While smoothing is a form of income misrepresentation, the market is more willing to accept it, preferring a smooth increasing path above high returns volatility.   

The phenomenon of earnings management was addressed by auditors, regulators and researches in an attempt to find a way to defeat it. Given its correlation with bonus plans and top executives remunerations, there have been several attempts to study these two aspects together (Jensen, 2003; Frey and Jegen, 2001; Coutry and Marschken, 2004; Holthausen et al., 1995; Kerr, 1975; and Indjejikian and Matejka, 2009). Remuneration policies have been created and used to align the goals of employees and managers with the ones of the company. The information asymmetry and the moral hazard that inscribes the agent and principal relationship were taken into account. 

One of the most relevant topics within management accounting research is the role and the motivational effect of employees and managers remuneration. While the agency theory (Jensen, 2003) stresses the strong correlation that exists between higher remuneration and higher effort, the contingency theory (Frey and Jegen, 2001) reports a different perspective and a different impact of external rewards on personal motivation. Almost always people are motivated to reach their personal objectives and the key role of the remuneration plans is to shrink the perceived difference between company and individual goals. 

While, on one side, remuneration policies represent a way to reach this extremely important and relevant objective, on the other hand they present counterproductive effects. This has been demonstrated by Jensen (2003) using non-linearized compensation schemes in situations where people were paid to lie. Other literature researches also stress the importance of considering problems and gaming responses while developing remuneration schemes (Courty and Marschke, 2004; Holthausen et al., 1995; Kerr, 1975). Gaming the system is being seen as a negative effect of the remuneration policies. However, its negative connotation seems to reduce tendencies of top managers to misreport. If bonus based financial performances are necessary to motivate all employees and managers in a firm, the  firm unconsciously, and maybe unintentionally, allows for misreporting (Indjejikian and Matejka, 2009). Furthermore, since contingent remuneration actions are known to executives, “presumably such pay packages are structured to take distorting possibilities into account” (Thaler, 2005, p.635). 

The executives' compensation also includes the probability of keeping his/her job and this is likely to occur when earnings are ‘satisfactory’ in the eyes of the shareholders (Degeorge et al., 1999). It is interesting to observe that after the big accounting scandals of the early 2000s' (for example: Ahold, Parmalat and WorldCom), this behavior started to be watched by regulations, auditors and accounting standards setters with higher concerns. While during the period 1995-1999 discretionary accruals were considered positively by the market, in an environment where managerial discretion was perceived to improve “the ability of earnings to reflect economic value” (Subramanyam, 1996, p.249) and discretionary bonus schemes could have represented a way to exploit non-contractible (but important) information (Kasznik, 1999; Baiman et al., 1995), later these beliefs were accused to have been the major cause for the frauds and accounting scandals. It followed the introduction of the Sarbanes Oxley Act in the US. While some studies analyzed the market reaction and the possible negative effects of the SOX implementation over the real decisions made by the CEOs (Cohen et al., 2004;  Hammersley et al., 2008), higher regulation was undoubtedly seen as the only effective and feasible solution to better control CEOs behavior and regain the market trust. In conclusion, neither supplying top managers remuneration with equity-based holdings (Amstrong et al., 2010), nor reinforcing the regulations seems to solve the problem. In the next section, new approaches to solve this problem will be addressed.
2.2.3. Psychological influences

The integration of psychological theories into the management accounting research field gave researchers new insights on how to solve one of the major corporate governance problems. The first contribution given by this new research approach demonstrated the willingness of subjects to sacrifice their own wealth to make honest or partially honest reports. Furthermore, a reporting feature, “which relies exclusively on managers’ preferences for honest, can increase firm profit” (Evans III et al., 2001, p.537). The intuitions from the psychological literature that have found their way into the management accounting field, created an open and publicly available information policy for top executives remuneration schemes that is expected to restrain their misreporting attitude. 
In her attempt to find validation to this theory, Hannan (2005), while studying which form of contract could have the best implication for the company in terms of employees’ motivation, found that whenever people feel rewarded for something that they achieved, they will do it better a second time. Moving to a more specific economic environment, she tested whether remuneration can play an important role in shown employees’ effort. In an economic climate characterized by the principal-agent problem, one important element that could contribute to goals’ alignment can be found in remuneration incentives. Remuneration plans and 'complete' contracts that are able to link the effort of the agent, result and general goal achievement are considered to be the best solution in order to minimize moral hazard and information asymmetry exploitation. However she discovered that, contrary to what the agency theory suggests, the lack of contingency in remuneration did not reduce people's effort or motivation. This means that some other individual or intrinsic factors have an impact on this matter.

A year before Hannan's result, Heyman et Ariely (2004) questioned whether companies could be seen as “social markets”. The definition of the word 'company' is “a voluntary association formed and organizes to carry on a business”, which in turn implies an exchange between companies’ goods/services and customers’ money (Oxford Dictionary). In case of a classical economic scenario, people would be considered to be rational individuals that act in order to maximize their utility. In this theory, having a job is not a primary goal since it reduces time for other interesting activities. It is just a way to collect money by trading goods or services that are useful for increasing one personals utility. 

Apparently there is no space left for intrinsic motivation, self-esteem development and social recognition in a work environment. Every action done beyond the reciprocity principle is useless and, paradoxically, can reduce wealth and personal utility. Nevertheless, in the most recent development of the management accounting literature the theory just related to the homo economicus figure (as described in subsection 2.1.2) is not seen to be the most representative of the reality. Heyman et Ariely (2004) show that sometimes the rules related to the money-market relationships do not hold. For example, during their experiment people were exerting more effort in exchange of no payment than for low monetary payments. This shows an apparently totally irrational behavior. This phenomenon can be explained better by psychological reasons than by economical ones and should be examined by companies while developing wages strategy and incentive programs to maximize employees’ effort. 

Continuing moving towards the new economic environment settings, it is still possible to notice the same two opposite poles that characterized the different research worlds (work environment, money and reciprocity principle for the economic field; feelings, altruism and social environment for the social/psychological one). However, now those two spheres are strongly interconnected, leading to a bigger spectrum of possibilities. Therefore, even if there will not be totally rational situations and totally irrational ones, a strong balance between the two is demanded in order to answer in a proper way to different settings. For this reason, even if evidently a company cannot be defined as a perfect social market (a monetary element will always be beneath business activities), also the opposite does not hold anymore. It is evident at this point that something else, rather that only maximization of one’s self utility, motivates people (or, more specifically in this context, employees) in their daily working activities. Generalizing this point, and going back to the main question of this study, the same holds for CEOs’ behavior when they need to balance the consequences of earnings management activities: 1) more monetary incentives on one side; 2) possible loss of reputation and morality on the other. 

At this point it is useful to understand how morality and social recognition can be reconnected with external reporting activities. In this scenario, Maas and Van Rinsum (2013) try to analyze under which organizational structures and control systems managers of business units have the impulse to misreport. Even if the study has been not generalized yet, it can be inferred that their results can hold in a broader environment (so settings in the external reporting environment and CEOs incentive to misreport). 
2.2.4 Conclusion

From the descriptions of the literature on earnings management and remuneration schemes, as given in the previous sections,  it can be concluded that the current status of the theoretical framework is unsatisfactory. First of all, there exist contradicting outcomes of the researches. For example, the conclusions made by Healy (1985) on the link between earnings management and remuneration schemes were contradicted by several studies, most notably by Gaver et al. (1995). The consequence, that the correlation between the two topics is more subtle, is supported by a recent investigation of Armstrong et al. (2010). He found that the empirical evidence is interpretable in multiple ways and that the precise relationship between these two economic concepts remains an open question.
This brings us to the second unsatisfactory feature of the contemporary state of the literature, namely the gaps. Beside the one just described, there are several others. They are highlighted by the psychological theories that have been incorporated in the management accounting literature. This incorporation took place with the intention to provide an answer to the open question described at the end of the previous paragraph. Because this approach is recent, it is not remarkable that there are still gaps.

To be more specific, Evans III et al. (2001) showed that, contrary to what was expected, wealth can be sacrificed in an attempt to appear honest. Such irrational behavior of humans has been studied by Heyman et Ariely (2004) as well. Therefore, this study, following an intuition given by Maas and Van Rinsum (2013), namely how an open information system can prevent earnings management, tries to enrich the current literature on this topic.
In the following table, the key elements of studies from prior research are shown.
Table 1 

Literature Review summary. 
	Author
	Year of publication
	Main findings

	Panel A: earnings management

	Burgstahler and Dichev
	1993
	Firms manage earnings to avoid earnings decreases

	Barth et al. 
	1999
	Correlation between increasing earnings pattern and higher price-earnings multiples

	Panel B: earnings management and remuneration schemes

	Degeorge et al.
	1999
	The main motives for earnings management lies in presenting satisfactory results to the shareholders

	Subramanyam
	1996
	Managerial discretion improves the representation of the economic value of the company

	Kasznik
	1999
	Findings consistent with Subramanyam

	Baiman
	1995
	Discretional bonus schemes represent a way to exploit non-contractible information

	Healy
	1985
	Managers manipulate earnings downwards when they cannot benefit from them in terms of higher bonuses 

	Holthausen et al. 
	1995
	Managers manipulate earnings downwards when their bonuses are at their maximum but not when they are below the bonus threshold 

	Guidry et al.
	1995
	Robust evidence consistent with Healy (1985)

	Courty and Marschke
	2004
	Managers manipulate earnings downwards when they are below the bonus threshold 

	Gaver et al.
	1995
	Managers’ motivation to misreport more consistent with the income smoothing hypothesis than with Healy finding

	Jensen
	2003
	Non-linearised bonus schemes incentivize people to misreport.

Higher remuneration, higher effort

	Frey and Jegen
	2001
	Higher effort only for personal goals (contingency theory)

	Kerr
	1975
	Remuneration schemes mislead people effort towards maximizing only the remuneration components 

	Indjejikian and Matejka
	2009
	Firms are aware of the ‘gaming the system’ problem of remuneration schemes, but they are accepting it

	Cohen et al.
	2004
	The implementation of SOX lowers the sensitivity of pay per performance of CEO’s remuneration

	Amstrong et al.
	2010
	No evidence of a positive association between CEO equity incentive and accounting irregularities

	Panel C: Psychological influences

	Evans III et al.
	2001
	Subjects often sacrifice wealth to produce honest reports

	Hannan
	2005
	Whenever people feel to be rewarded for something that they achieved, they will do it better a second time

	Heyman and Ariely
	2004
	Humans in an economical environment show apparently irrational behaviors

	Maas and Van Rinsum
	2013
	An open information system discourages misreporting


Chapter 3 - Research hypothesis
In the first section of this chapter the research hypothesis is stated. This follows after a summary of the theoretical framework that has been built up in Chapter 2. Subsequently, the predictive validity framework used to operazionalize the research concepts is presented in the second section.
3.1 Research hypothesis
Before the introduction of psychological theories in the economic literature (see section 2.2.3), economic actors were represented by their egoism and their propensity to maximize their utility (Smith, 1776; and Mill, 1848). Therefore, in the conditions that inefficient markets provide (descriptions that represent the reality), the probability to misconduct is large. Principal-agent problems arise in the relationship between a principal (e.g. shareholders) and an agent (e.g. top management). The principal expects the agent to act in the best interests of the firm, but controlling every move of the agent is not feasible in practice. 
The principal-agent problem can lead to two different types of behavior of the agent: either 1) he or she can take advantage of the information asymmetry (this scenario is more probable in case of a misalignment of goals and interests), or 2) he or she can act out of personal interests. This involves taking lots of risks, taking advantage of positive outcomes or putting negative outcomes on the name of the principal. These problems prompt the principal to bear the so-called ‘agency costs’ in order to control the actions of the agent. Hence, the agency approach suggests that an alignment of goals and incentives should be implemented in order to reduce agency costs. The psychological aspects that were introduced after the introduction (see section 2.2.3), instead, stress the attention given by humans to the non-monetary sphere of each setting. Particularly, people live under the pressure of personal norms (personal believes, motivation, attitude, etc.) and social norms (social recognitions, social standard behaviors, etc). Therefore, acting dishonestly not always leads to utility maximization, since people have social preferences and are willing to appear honest (while dishonesty represents a violation of a social norm) (see particularly the last but one paragraph in section 2.2.3).
In order to translate the human attitude described above into an organizational environment, the information policy underlying the latter is of crucial importance. An open information policy makes all the managers reports and information public (this is focused on in the last paragraph of section 2.2.3). Therefore, it can be deduced that social norms are playing a more important role under an open information policy than under a closed one. Given the importance of remuneration schemes to align the goals of CEOs with the ones of the shareholders (and of all the stakeholders in general), its public availability can represent a way to strengthen the relevance of social norms during accounting manipulation practices that are centered around increasing the perceived monetary bonuses. Given the research question of this study (section 1.1) and its entire theoretical framework (chapter 2), the formulation of the hypothesis is as follows:
H: Disclosure of remuneration plans and bonus schemes of CEOs in the European banking sector reduces their involvement in earnings management activities.  
The hypothesis contains the conceptual variables of this study, namely: `earnings management’ and `remuneration disclosure’. To statistically analyze these two objects, the need to measure them arises. This is done by introducing a predictive validity framework, which will be the content of the next section.
3.2 Predictive validity framework
CEOs’ remuneration disclosure is modeled using different dummy variables. Financial statements report how short term and long term bonus plans are calculated, how pension plans will be influenced by current and expected future performances. Furthermore, they detect if base salary increases, decreases or equals the ones of the previous periods. The impact of each of these elements on earnings management is addressed by using dummy variables that will take the value of 1 in case the financial statement clearly discloses them or 0 otherwise. Different regressions will be conducted for each factor representing a top executives' remuneration element. Finally, they are combined in a unique dummy variable:

RemDis = 1 if more than 75% of the remuneration factors are disclosed, 0 otherwise.

While defining variables for remuneration disclosure can be quite straightforward, addressing earnings management is more difficult. Numerous researches have been conducted in order to find a model that could detect earnings management (see section 2.1.3.3). Given the discretion left to the top executives in using accrual accounting, this particular element of the financial statements has been regarded with high attention. The existent literature provides two specific models for detecting earnings management based on accrual accounting: 1) using aggregated or total accrual; 2) using specific accruals. Given the high level of generalization that this study follows, the total aggregated accruals model will be used. This can represent a limitation of the study, since it does not analyze whether the finding holds also with other earnings management detection models. Even if, on one side, this can be seen as a limitation and a generalization problem issue of the study, on the other hand it leaves space to future research on the topic. 

Within the total accrual accounting models theorized in the past years, the modified version of the Jones model (1991) developed by Dechow at al. (1995) is the most powerful one in detecting earnings management activities (see section 2.1.3.3). Therefore, this model will be used as an operationalization of the concept of earnings management. 

In the following figure, a representation of the predictive validity framework is shown. 


[image: image2]Figure 1. Predictive validity framework
Chapter 4 – Research methodology
This chapter deals with the research methodology. In the first section the data that is used for this study will be presented. It will be explained why this particular data is used, i.e., why it may serve as a good sample for further analysis. In the first subsection of section 4.2, the variables used in the data analysis will be defined. Additionally, the way to actually calculate the variables is explained. Then, in subsection 4.2.2, the regression model, which is used in order to validate the hypothesis, is presented. Finally, in the last subsection, statistical methods that are important for this study are discussed.  
4.1 The data gathering and justification
The corporate governance regulations harmonization affecting the banking sector in Europe represents a valid framework to test the main implication of this study. The regulatory work carried out by the European Parliament and the Council is aimed to align the single States regulations (European Parliament and Council, 2015). Unfortunately, corporate governance issues present a lack of uniformity between European States. More specifically, there is no systematic guidance for top management remuneration policies, the role of Remuneration Boards and the disclosure requirements. 
This topic was recently addressed by European regulatory bodies, with an explicit focus on financial institutions and banks. The already proved relationship between top management and risk taking (see section 1.2) led to the revision of the key elements of the Basel II bank capital framework. Furthermore, it caused the implementation of the Capital Requirements Directive III and IV. Additionally, the remuneration disclosure, as required by the Directive 2010/76/EU, forces the financial institution to maintain remuneration policies and structures consistent with a more responsible risk management. However, every guideline released by the Council took the legal form of just a recommendation for the Member States, not becoming compulsory laws to be applied. While there is the general concern about excessive risk taking strategies, especially after the recent financial crisis, there is an ongoing debate about how to prevent and almost erase any kind of misreporting and accounts misrepresentation. Even though the importance of this second aspect is obvious, its correlation with the top management remuneration disclosure seems less predictable. 

An attempt to standardize the regulation is presented by the Capital Requirements Directive III (Consultation Remuneration, 2009), which is issued by the European Central Bank to regulate the banking sector in Europe. In the first draft of the bill, the old Directive was strengthened by “an express obligation for credit institutions and investment firms to establish and maintain remuneration policies and practices that are consistent with effective risk management” (p.2). Furthermore, “in order to ensure adequate transparency to the market of their remuneration structures and the associated risk, credit institutions and investments firms should disclose detailed information on their remuneration policies, practices” (p.2). However, this guideline was converted in a “Commission recommendation for the Member States after the approval of the Directive 2010/76/EU” (Directives, 2010, p.2), and did not become a compulsory law. Moreover, regarding the remuneration policies disclosure, a single Member State can decide whether to implement a clear divulgation or not. 
The lack of uniform regulations can create problems for the financial market to prove the real creditworthiness of a company and can leave spaces for top managers’ unethical behaviors. Therefore, understanding to what extent the disclosure of CEO remuneration has an impact on the quality and truthfulness of financial reports, can function as a good incentive for the European Parliament and Council to strengthen disclosure requirements for the Member States. Given the already started work done within the banking sector in Europe, in the attempt to find a uniform body of laws that could higher the disclosure requirements (in particular also regarding the remuneration policies and schemes of the CEOs and top executives), companies within this sector serve as good examples to find an answer to the research question of this study. Hence, the sample data collected and used to shed some lights on the above-mentioned relation comprehend information disclosed on the Financial Statement of the most capitalized banks in each of the European States that adopted the Euro before 2007. The sample data was collected during the time period between 2007 and 2013 (3 years before and 3 years after the Directive 2010/76/EU were released). 
4.2 Data analysis
4.2.1 Definition and measurement of variables

In section 3.2 the dummy variable RemDis has been defined in the following way:
RemDis = 1 if more than 75% of the remuneration factors are disclosed, 0 otherwise.

In the same section it has been mentioned that the conceptual variable of earnings management can be measured by the discretional part of the total accruals. Following Dechow et al. (1995), together with the findings from Gaver et al. (1993), total accruals (TA), scaled by lagged total assets, are calculated as follows:

TAt = (ΔCAt - ΔCLt - ΔCasht + ΔSTDt + ΔITPt - Dept)/(At₋₁).
Here:
ΔCAt = change in current assets (CAt - CAt₋₁),
ΔCLt = change in current liabilities (CLt - CLt₋₁),
ΔCasht = change in cash and cash equivalents (Casht - Casht₋₁) ,
ΔSTDt = change in debt included in current liabilities (STDt - STDt₋₁),
ΔITPt = change in income tax payables (ITPt - ITPt₋₁),
Dept = depreciation and amortization expenses,
A = total assets.
In order to concentrate on what managers are able to manage and how they did it in a particular accounting period, it is more interesting and empirically valid to use the discretional part of total accruals as a proxy for earnings management. One of the major problem related with using total accruals for earnings management detection (Healy, 1985), is the assumption that discretionary accruals have a mean of zero during the time period considered in the study. If this is not true in reality, then accruals, and therefore earnings management, will be calculated with a persistent error. Therefore, the Jones model attempts to control the effect of changes in a firm's economic circumstances on discretionary accruals. Its modified version also attempts to eliminate the conjectured error affecting the basic model when discretion is exercised on revenues. Following this model, Non Discretionary accruals (NDAt) for the event period are calculated as:

NDAt = α₁(1/At₋₁)+ α₂(ΔREVt - ΔRECt)+α₃PPEt.
Here:
ΔREVt = change in revenues (REVt - REVt₋₁), scaled by total assets in t₋₁,
ΔRECt = change in net receivables (RECt - RECt₋₁), scaled by total assets in t₋₁,
PPE = gross property, plant and equipment, scaled total assets in t₋₁.
Estimates of the firm specific parameters α₁, α₂ and α₃ are generated using the following model: 

TAt = a₁(1/At₋₁)+ a₂(ΔREVt - ΔRECt)+a₃PPEt + υt,
where a₁, a₂ and a₃ denote the OLS estimates and TAt represent the total accruals scaled by lagged total assets. 

Therefore, the discretional accruals can be calculated as the difference between the total and the non discretionary ones:

DAt = TAt – NDAt.
After having presented the way to calculate the discretional accruals, it is possible to define the most important tool that will be used to validate the hypothesis: the regression model.

4.2.2 The regression model
The main variables involved in the research question as well as the regression formula are defined. The regression formula provides statistical evidence that is used to either accept or reject the research hypothesis:
H: Disclosure of remuneration plans and bonus schemes of CEOs in the European banking sector reduces their involvement in earnings management activities.  

Behavioral predictions about how individuals are affected by social pressures that arise from higher information disclosure can also be tweaked by other factors. Bushman et al. (1996) identified some of these so-called “explanatory variables” that could strengthen or lessen managers' willingness to misreport. With an explicit reference to them, it can be expected that the correlation between accounting and stock return, the variance affecting stock returns, the company size, the market-to-book value (mostly representing growth opportunities for the company), CEOs tenures and the independence of Remuneration and Supervisory Boards influence misreporting activities. 

A high correlation between accounting and stock returns gives an additional incentive to managers to misreport. Since information about equity remuneration and stock options plans is always available, which makes a stricter disclosure policy non influential, it is expected to find more earnings management when a high positive relationship between accounting and stock returns exists. Furthermore, if stock returns are highly volatile, managers will try to equalize company earnings in an attempt to reduce this uncertainty in the financial markets. Again, this phenomenon is almost independent from stricter disclosure requirements. Therefore, it increases the probability of misreporting activities. 

A high market-to-book value is expected to negatively influence the positive effect that remuneration disclosure is predicted to have on earnings management. Namely, it represents the growth opportunities that the market links to the company, even though the accounting numbers still do not show these conjectured positive results. Apart from disclosure requirements, there will be a strong incentive to manage accounting numbers, like the reducing of costs or the anticipation of future revenues. 

An opposite influence might arise when taking into account CEOs tenures and the role of remuneration and supervisory boards. The longer the tenure is, the weaker the incentive to misreport. The open information policy about remuneration schemes will also disclose long-term plans. This will probably discourage the manipulation of earnings values. Boosting (reducing) earnings today will undoubtedly reduce (boost) the same values during future periods, thus making it worthless. Furthermore, the supervision that active and independent supervisory and remuneration boards exert on the activities of top executives can strongly discourage them to misreport or to act out of personal interests. Therefore, the more independent and proactive these two parties are, the lesser the probability of earnings management. 

Finally, the company size can also influence the relationship that this study is attempting to discover. A large company has many external pressures (financial market, regulators, auditors, customers, suppliers, etc.) that can restrict its plans of action. On the other hand, it also has enough power to collude with the external authorities for its own advantage. Therefore, it is unclear whether large companies will manage earnings more or less than their smaller size counterparts.   

Given the identification of earnings management with the discretionary accruals dimension, and given the operational description of the remuneration disclosure of CEOs, the regression formula used to validate the statements of the hypothesis is as follows:

DAt = α+ β₁RemDist + β₂ACCSTCK+β₃VARSTCK+ β₄MTBt +β₅TEN +β₆BOARDINDEP +β₇SIZE + ε.
Here:
RemDis= dummy variable for remuneration disclosure (1 if more than 75% of the remuneration factors are disclosed, 0 otherwise)

ACCSTCK= correlation between accounting and stock returns for the entire period examined 

VARSTCK= variance of stock return for the entire period examined 

MTBt = market-to-book value in t

TEN= CEO tenure, calculate as the entire period of appointment

BOARDINDEP= dummy variable for Supervisory/Remuneration boards independence

SIZE= company size, calculated as the natural logarithm of revenues   

As the main framework of the study points out, it is expected to find a negative correlation between DAt and RemDist. 
4.2.3 Statistics

The selection of the sample data might, however, bring about hidden biases that can alter the major finding of the study. As Rosenbaum (2002) demonstrated, in observational studies (i.e., studies in which the observation of data rather than physical experiments are used to find some evidence of relevant phenomena) “the investigator does not control the assignment of treatments and cannot ensure that similar subject receive different treatments” (p.2). Therefore, even though in experiments it is possible to clearly separate the control from the treated groups, the same might not happen in observational studies. Hence, in order to test whether the data is auto correlated, the Durbin-Watson statistic test can be used. It tests for autocorrelation in the residuals from a statistical regression analysis. 

Another problem related to the sample used in running ordinary least squared regression analysis, can be the multicollinearity of the data. This phenomenon relates the high and hidden correlation that can exist between two or more predictor variables. Contrary to the autocorrelation, that tries to spot the similarity between observations in a time lag, the multicollinearity tries to unmask the hidden relationship between the regression variables. A powerful tool used in statistics to unmask the collinearity problem is the Variance Inflation factor (VIF). This factor provides an index that measures how much of the variance of an estimated regression coefficient can be explained by the collinearity in the data. Given the probable correlation of the variables analyzed in the particular sample data of this study, and given the temporal length of the observations, both the Durbin-Watson statistic test and the Variance Inflation factor have been calculated.

Chapter 5 - Results
In this chapter the models discussed in the previous sections are related to the operationalization of the variable ‘earnings management” through the modified Jones model. Furthermore, the ordinary least squared (OLS) regression formula, built to find empirical evidence for the stated hypothesis, will be applied. In the last section of this chapter the acceptance or rejection of the hypothesis is addressed.
5.1 Results

Starting from the Non Discretionary accrual calculation for the period:

NDAt = α₁(1/At₋₁)+ α₂(ΔREVt - ΔRECt)+α₃PPEt,




(1)

the first ordinary least squared regression analysis is conducted in order to find the estimation of the parameters α₁, α₂ and α₃. To denote the OLS estimates of those three parameters, the following model will be used:

TAt = a₁(1/At₋₁)+ a₂(ΔREVt - ΔRECt)+a₃PPEt + υt




(2)

The table below shows the summary statistics of the data that was used, as described in section 4.1.
Table 2
Summary statistics
	Variable
	Observations
	Mean
	Standard deviation
	Variance
	Median

	Panel A: Earnings management disclosure

	DAt
	90
	-0.08426
	0.179009
	0.034717
	-0.04721

	ACCSTCK
	90
	0.145593
	0.247101
	0.061059
	0.035766

	VARSTCK
	90
	Na
	Na
	0.061059
	Na

	MTB
	90
	1.1770
	2.856932
	8.16206
	0.6965

	TEN
	90
	5.0920
	3.52279
	12.41005
	4.0000

	BOARDINDEP
	90
	1.1034
	0.835749
	0.698476
	1.0000

	SIZE
	90
	3.5324
	0.754429
	0.569164
	3.7369

	Panel B: No earnings management disclosure

	DAt
	90
	0.070368
	0.262248
	0.068774
	-0.03051

	ACCSTCK
	90
	-0.25762
	4.993274
	24.93278
	0.334362

	VARSTCK
	90
	Na
	Na
	24.93278
	Na

	MTB
	90
	2.7765
	4.407832
	19.42898
	1.5994

	TEN
	90
	5.1667
	2.461295
	6.057971
	5.0000

	BOARDINDEP
	90
	0.2083
	0.414851
	0.172101
	0.0000

	SIZE
	90
	2.2257
	1.004538
	1.009097
	1.9776


The result of the first regression applied on the data above, is shown in Table 3. The outcomes predict the total accruals, using measures of 1/At-1, ΔREVt – ΔRECt and PPEt.
Table 3
Regression for NDAt
	Model
	    Unstandardized Coefficients
	 Standardized      Coefficients
	             t
	            Sig.

	
	           B
	       Std. Error
	                Alpha
	
	

	
	1/At-1
	11,505
	295,568
	,004
	,039
	,969

	
	ΔREVt - ΔRECt
	-2,165E-6
	,000
	-,091
	-,955
	,342

	
	PPE           
	2,325E-5
	,000
	,113
	1,185
	,238


The table shows that α₁, α₂ and α₃ are estimated by ,004, -,091 and ,113 respectively. The absolute value of t is too small in all three cases; hence the model is not statistically significant. This implies that the variables were not statistically significant in predicting total accruals. The model explained 2.3% of the variance in total accruals: R2 = .023; adjusted R2 = .004. 
This result can be explained in (at least) two different ways. The first explanation is based on the normality and the heteroscedasticity of the variables in Table 2. It results in a biased estimation of the coefficients (Fig.1 and 2 in the appendix). The heteroscedasticity problem, addressed in numerous statistical studies, does not cause ordinary least squares coefficient estimates to be biased, but it can cause OLS estimates of the variance (and therefore standard errors) of the coefficient to be biased. Given the highly probable presence of bias in the standard errors, the conclusion of no significance of the model can be unrepresentative of the reality. However, as Gujarati and Porter (2009) state: “heteroscedasticity has never been a reason to throw out an otherwise good model” (p.355). Therefore, it is possible to assume confidently that the estimation of the parameters α₁, α₂ and α₃ resulting from the first regression can be used in the following step. 
The second reason that gives an explanation of the above result can be found in the work done by Collins and Hribar (2000). In their publication they warned researchers about the possible contaminated calculation of earnings management using the measurement of accrual as the “change in successive balance sheet accounts” (p.1). The point of view of Collins and Hribar will be the approach taken in this study. One again, this represents a limitation of the study that can find positive validation with extra and future researches. Continuing in the analysis of the data, the Durbin Watson coefficient was found to be equal to 2,038, which shows an absence of autocorrelation (see section 4.2.3). Moreover, all the VIF values were less than 10, indicating no multicollinearity (section 4.2.3). 

 Since the prediction of total accrual is completed, it is possible to calculate the dimension of the discretional part of it by using the following formula (section 4.2.1):

                 DAt = TAt – NDA
              


(3)

Consequently, the OLS regression on the main formula, theorized to find statistical evidence on the hypothesis can be computed (section 4.2.1):

     DAt = α+ β₁RemDist + β₂ACCSTCK+β₃VARSTCK+ β₄MTBt +β₅TEN +
(4)

+ β₆BOARDINDEP +β₇SIZE + ε

 A hierarchal multiple regression has been used to predict total DAt using measures of RemDis, VARSTACK, ASSTCK,  MTB, CEO tenure,  BOARDINDEP and SIZE . This computation has been conducted in two different steps. The first one analyzes only the correlation existing between the discretional variation in total accruals (i.e., earnings management) and the disclosure of the variables in the CEOs remuneration schemes. The second step expands this analysis by trying to understand whether other factors (already described in chapter 4) strengthen or lessen the sub-mentioned relationship. The result of this regression is presented in Table 4.
Table 4
Multiple Hierarchal  Regression predicting DAt  using measures of  DIS, VARSTACK, ASSTCK,  MTB, CEO tenure,  BOARDINDEP and SIZE
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	        t
	       Sig.
	

	
	             B
	     Std. Error
	               Beta
	
	
	

	1
	(Constant)
	,079
	,044
	
	1,778
	,080
	

	
	RemDis
	-,188
	,053
	-,405
	-3,576
	,001
	

	2
	(Constant)
	,140
	,110
	
	1,268
	,210
	

	
	RemDis
	-,092
	,104
	-,198
	-,882
	,381
	

	
	ASSTCK
	,028
	,018
	,208
	1,596
	,116
	

	
	VARSTACK
	-,016
	,027
	-,074
	-,619
	,539
	

	
	MTB
	,000
	,001
	,017
	,119
	,906
	

	
	CEO tenure
	-,010
	,008
	-,172
	-1,282
	,205
	

	
	BOARDINDEP
	-,116
	,082
	-,258
	-1,419
	,161
	

	
	SIZE
	-,001
	,038
	-,006
	-,032
	,975
	

	


In the first step the model explains 16.4% of the variance in DAt (R² = ,164; adjusted R² = ,152) and in the second model 25.9% (R² = ,259; adjusted R² = ,171). Since the absolute value of t is large enough in the first step (the RemDis variable), it follows that the model is statistically significant. This implies that the disclosure of CEOs remuneration plans and bonus schemes reduces earnings management. 
In the second step it can be seen that the intensity of the correlation between earnings management and the disclosure of CEOs remuneration plans is strengthened by the negative effects of the variance of stock return, the CEOs tenure, the independence of remuneration/supervisory boards and the company size. The opposite happens if the correlation between accounting and stock returns and the market-to-book value is taken into account. Even though the values of the computed betas indicate the above mentioned relationship of the variables, the small absolute values of t imply that the data is not statistically significant. 

Concerning the other statistics that can be derived from the second step: the Durbin Watson coefficient is computed to be equal to 1,35 and all the VIF values were less than 10. This indicates an absence of autocorrelation and multicollinearity respectively. From figure 4 and 5 in the appendix it can be seen that there is no normality and no heteroscedasticity of the variables in the data. 
5.2 Conclusion

In this subsection the results are linked back to the hypothesis. For completeness, the hypothesis will be repeated.
H: Disclosure of remuneration plans and bonus schemes of CEOs in the European banking sector reduces their involvement in earnings management activities.  

The finding of a statistically significant negative correlation between earnings management and CEOs’ remuneration schemes disclosure in the first step of table 4, results in the acceptance of the hypothesis. 
The second step of the regression model indicates that the added control variables might affect the degree of the correlation, but the used data does not provide statistical evidence to support this.

Chapter 6 – Conclusions 
In this chapter the conclusions of the research will be discussed. In the first section the results that have been presented in chapter 5 are connected to the original research question. In the second section possible limitations of this research are mentioned. Lastly, suggestions for future research will be given in the third section.

6.1 Research question

This study has been developed in the attempt to help auditors, regulators, shareholders and management understand the dynamic behind the attitude of CEOs to manipulate accounts during external reporting practices. The discretion left to top managers in reporting the results of the daily activities, can be beneficial when it can allow the full disclosure of some judgmental information. On the other hand, it can also cause misconducts. Since the analyses on this problem did not produce a clear solution, the need for looking at other variables that can discourage accounting manipulation arose. The research question that the study aimed to answer has been formulated as follows: 
 “Do higher disclosure requirements on CEO’s remuneration schemes in the European banking sector reduce their involvement in earnings management activities?”
The statistical results on the data (see chapter 5) mostly confirm the prediction that higher disclosure requirements, moving the information policy underlying the environmental settings in which top managers are working in from a closer to an opener one, higher the pressure to be honest. This discourages them from to act in a self-egoistic way. The statement derived from Jensen (2003) about paying people to lie while using non-linearised compensation schemes can be downgraded by using the intuition of Maas and Van Rinsum (2013) that in an open information policy setting, lying reduces one’s utility via violation of social norms. 
The same conclusion does not apply to the second part of the study. All the hypothesized influences that the correlation between accounting and stock returns, the variance of stock returns, the market-to-book value, the CEO tenure and the independency of the supervisory/remuneration committee and the company size could have had on the main correlation between higher disclosure and earnings management, do not find statistically significant numerical evidence. Therefore, the data used in this study cannot determine whether the ‘explanatory variables’, theorized by Bushman et al. (1996), influence earnings management.
An important contribution of this study lies in its intention to give empirical evidence of the higher disclosure requirements being asked by European regulators. Because of the crisis in which the European Union is currently living, the need for standard rules that can be applied in all the Member States has become crucial. Even if external reporting issues are not the only ones that need to be standardized, they can represent a good starting point in the long path of reconditioning. 

6.2 Limitations of this research

In this section limitations of the research will be discussed. First of all, a limitation is manifested by the fact that the data set used in this study comprehends only the most capitalized banks in Europe. The data samples have been chosen for the following reasons: 1) the recent attempt to higher disclosure requirements done by the European regulators in the banking sector has been seen as a valid starting point for the analysis; 2) availability of the data (public financial statement with increasing remuneration disclosure since the Directive recommendation). However, the data might represent a limitation in generalizing the findings of this research. Namely, the operationalization of the earnings management variable can lead to different results when applied to financial statements of companies operating in other sectors. 
Another limitation of this study relates to the operationalization of the variable ‘earnings management’ itself. The extant researches on earnings management have theorized the detection of earnings management activities through: 1) changes in total and aggregate accruals, 2) changes in particular sets of accruals, 3) cost allocations and cost shifting, and 4) studies of real activities (R&D, costs cuttings, assets and disposals). The conclusion of this study, given its generalization objective, used only the first operationalization of earnings management. This is a limitation, since it is unknown whether the same findings hold when the other techniques to detect earnings management are used. 
Additionally, the particular GAAP considered in this study might generate a limitation. Analyzing the banking sector in Europe (including the most capitalized banks into the data sample), shaped the research and the consequent findings into an IFRS structure. Given its principle-base setting, the higher and more pronounced existence of grey-areas and discretional valuations is evident. Moving the same study into a more rule-based accounting principle (like US GAAP) might lead to a shifted result. 
6.3 Suggestions for further research
The current research analyzes whether the remuneration disclosure of CEOs can have a negative influence on earnings management. This is based on the assumption that remuneration schemes can cause a tendency to misreport. Namely, remuneration schemes are built using variables that top executives can manipulate themselves (still in an earnings management perspective, without falling into the fraud sphere). If this is true for CEOs, it should be also true for CFOs. CFOs can use even higher discretion on the reporting accounting figures and have even more knowledge and experience on how to misreport while following GAAP directions. Hence, future research can involve an in-depth investigation of CFOs remuneration schemes and earnings management. Though some partial work has been carried out by Raffi and Matejka (2009), an extensive study of this phenomenon is absent in the current literature. 

Another direction that future research can follow consists of including each type of disclosure of top executive remuneration schemes and to analyze them conjunctly with earnings management activities. In this research only the presence or absence of the disclosure has been taken into account. Most certainly, it is expected that a deeper investigation of the type of disclosure in connection with misreport will produce a better picture of the correlation between the two concepts.
Concluding, although this study presents limitations and generalizing its findings might not be straightforward, it represents a first step into the analyses on how higher disclosure can influence the reliability and truthfulness of accounting reports. It strongly suggests that applying higher disclosure requirements, especially on the CEOs remuneration schemes, provides a more reliable representation of the reality in financial statements.
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Figure 2. Normality graphical test 
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Figure 3. Heteroscedasticity graphical test 
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Figure 5. Heteroscedasticity graphical test 
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Operationalized dependent variable:


Dummy variable (RemDis) for remuneration disclosure








20

