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ABSTRACT

Prior research has shown that banks have an incentive to smooth income though loan loss provisions (LLPs). There has not been any prior research on the effects of IFRS implementation on earnings management by banks though. Using a sample of listed and unlisted European banks and a single-stage regression that models the non-discretionary part of LLPs and tests for income smoothing, this thesis examines first whether the level of earnings management by banks through loan loss provisioning has decreased since the adoption of IFRS. And second, whether loan loss disclosure requirements are negatively related to banks’ income smoothing practices. Results show that the level of earnings management has indeed decreased since IFRS adoption, but evidence suggests that detailed disclosure requirements regarding loan loss accounting do not deter bank managers from using LLPs to their discretion for income smoothing (this result is not significant).
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1 – INTRODUCTION

In recent years earnings management has been a very popular subject in accounting literature. Accounting standards often leave room for flexibility and this flexibility can be used by managers to adapt financial information. This can lead to earnings management. Banks and other financial institutions are, however, often excluded from earnings management research since their characteristics differ fundamentally from other firms (Peasnell, Pope and Young, 2000).

There have been previous empirical studies investigating earnings management by banks though. These studies have focused on loan loss provisions (LLPs) as a tool for earnings management. LLPs are a relatively large accrual for banks and therefore have a significant impact on earnings. The purpose of these provisions is to adjust banks’ loan loss reserves to reflect expected future losses on their loan portfolios. Yet bank managers also have incentives to use these loan loss provisions to manage earnings (Ahmed, Takeda and Thomas, 1999, p. 2). Some studies have concluded that LLPs are not used by banks as a tool for earnings management (Wetmore and Brick, 1994; Beatty, Chamberlain and Magliolo, 1995; Ahmed et al., 1999). More and more recent studies on the other hand have concluded that loan loss provisions are used by bank managers for earnings management (Greenawalt and Sinkey, 1988; Ma, 1988; Collins, Shackelford and Wahlen, 1995; Hasan and Hunter, 1999; Bhat 1996; Cornett, McNutt and Tehranian, 2006).
To date though there have not been any studies investigating the effects of IFRS adoption on the level of earnings management by banks using loan loss provisions. IFRS was introduced in the European Union in 2005 to improve transparency and comparability of financial statements, and for banks specifically, detailed disclosures on loan losses are required under IFRS. The main research questions of this thesis are derived from this:
‘What is the effect of the adoption of IFRS on the level of earnings management by banks?’
‘What is the effect of loan loss accounting disclosure requirements on the level of earnings management by banks?’
To investigate these questions, a sample of banks is selected from the Basel countries in the European union (Belgium, Germany, France, Italy, Luxembourg, The Netherlands, Spain, Sweden, Switzerland and the United Kingdom), containing both listed and unlisted banks.

First of all, it is hypothesized that prior to IFRS-adoption, banks in the sample used loan loss provisions for earnings management. Second, it is predicted that due to detailed loan loss accounting disclosure requirements under IFRS, earnings management using loan loss provisions will decrease, as previous studies have shown that disclosures and earnings management are negatively related (Lobo and Zhou, 2001; Lapointe, Cormier, Magnan and Gay-Angers, 2005). And subsequently, it is hypothesized that loan loss disclosure requirements in the various countries included in the sample are negatively related to the level of earnings management exhibited by banks.
The evidence shows that prior to the adoption of IFRS, banks used loan loss provisions to manage earnings. The effect of the adoption of IFRS in 2005 was a decrease in the level of earnings management by banks using loan loss provisions, according to expectations. Besides this, based on the results, it cannot be concluded that higher disclosure requirements regarding loan loss accounting lead to lower levels of earnings management by banks using loan loss provisions. Insignificant evidence suggests that higher disclosure requirement do not deter bank managers from using loan loss provisions for income smoothing purposes.

This thesis contributes to accounting literature in a number of ways. First of all, to my knowledge this study is the first of its kind that investigates the effects of the adoption of IFRS on earnings management by banks in specific. Secondly, I distinguish between publicly listed and unlisted privately owned banks. Incentives to engage in earnings management through loan loss provisioning can differ between listed and unlisted banks, and unlisted banks also face less regulatory pressure (Anandarajan et al., 2007). My research controls for these differences among banks, while most other researches include only listed banks. And finally, I have constructed a measure of disclosure requirements regarding loan loss accounting. This measure ranks the required disclosures regarding loan losses of the generally accepted accounting principles (GAAP) in the various countries contained in the sample, as well as IFRS and US GAAP. Such a measure did not exist before.
This thesis is organized as follows: in the next chapter, I will discuss earnings management in general, how banks manage earnings, namely through loan loss provisioning, and what the incentives for bank managers are to practice earnings management. Chapter three will discuss the introduction of IFRS and the implications for earnings management in general and the possible implications for earnings management by banks. In the fourth chapter the research design will be presented and the results of the research will be discussed in chapter five. The final chapter will provide a summary of this thesis.
2 – LITERATURE REVIEW
In this chapter I will discuss what earnings management is, what the incentives for management are to practice earnings management and what kind of different earnings management strategies and instruments there are. Then I will explain how earnings can be managed by banks and what the incentives for bank managers are to engage in income smoothing, a form of earnings management.
2.1 Accounts manipulation in general

Earnings management is a form of accounts manipulation. Stolowy and Breton (2004, p. 6) define accounts manipulation as:
‘The use of management’s discretion to make accounting choices or to design transactions so as to affect the possibilities of wealth transfer between the company and society (political costs), funds providers (cost of capital) or managers (compensation plans)’
When manipulating accounts, management establishes potential wealth transfers between the firm and either society, funds providers or themselves. There are different incentives to do this.
First of all, the management can try to minimize the political costs. These costs can be costs of regulation (for example environmental costs) and taxes. In positive accounting theory, this is known as the political post hypothesis (Watts and Zimmerman, 1978). This hypothesis predicts that if management is imposed with a possible political wealth transfer, such as taxes, management will choose accounting methods that would minimize the wealth transfer.

Second, management can also try to minimize the cost of debt or cost of capital. This can be done by, for instance, designing transactions such as the issuance of new shares, or choosing accounting methods to influence debt contracts. This is also known as the debt hypothesis (Deegan and Unerman, 2005, pp. 237-241).

Third, management can try to maximize its own compensation, received through for example bonus plans and stock options, by making accounting choices that influence their bonus and thereby transferring wealth from the firm to themselves (Deegan and Unerman, 2005, pp. 230-237).

In the first two cases, the management manipulates accounts for the benefit of the firm. In the last case, however, management manipulates accounts against the firm for their own benefit. Incentives for banks’ management in specific to manipulate accounts will be discussed in paragraph 2.2.2.

2.1.1 Earnings management defined

So where does earnings management fit in? Firstly, accounts manipulation can be done outside and inside the limits of laws and accounting standards. When it is practiced outside the laws and standards, it is considered fraud, and when used within the limits of laws and standards, with the intention to influence earnings (or returns in the form of earnings per share), it can be considered earnings management according to the framework of Stolowy and Breton (2004, p. 8). In literature, different definitions of earnings management have been introduced. Schipper (1989, p. 92) defines earnings management as:

‘... a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain (as opposed to, say, merely facilitating the neutral operation of the process)...’

Healy and Wahlen (1999, p. 368) give the following definition:

‘Earnings management occurs when management 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 numbers.’

The above definition contains a number of elements. First of all, management uses judgment in selecting accounting methods for reporting the same economic transactions. All choices in accounting methods (for example depreciation methods, inventory valuation, structuring lease contracts on- or off-balance, etcetera) affect the financial reporting of the firm. Second, the objective of earnings management is to mislead stakeholders. In order to mislead stakeholders through the use of accounting standards there is a condition that has to be met though. In a perfect market, information is interpreted correctly and circulates very fast, so earnings management will not affect participants since the market will see through this. Yet when the market is not as efficient as originally believed, participants might ignore the way accounting numbers are calculated and use these numbers in their decision making (Stolowy and Breton, 2004, p. 9). So, when this condition of market inefficiency (or information asymmetry) is met, it is possible that stakeholders can be mislead by management of a firm through the use of earnings management tactics.

2.1.2 Earnings management methods

In the above I have explained what accounts manipulation and earnings management are and what the incentives are to indulge in these practices. It is not easy to detect earnings management though, as it is not obvious because of its nature (since the goal of earnings management is to mislead stakeholders) and the different methods through which earnings can be managed. Ronen and Yaari (2008, pp. 31-34) have made the following classification of the methods to manage earnings:
· Choices in accounting standards; management exerts discretion over the choices in accounting standards that are most beneficial within generally accepted accounting standards (GAAP).

· Decisions on the timing of the adoption of new standards; management can choose to record the effects of the adoption of a new accounting standards in the income statement or as an adjustment to shareholder’s equity. They could also decide not to implement a new standard because of immateriality.

· Judgment over estimates; management can exert discretion over accounting estimates required by GAAP.

· Discretion over operating revenues and expenses; management can classify items as operating earnings or not, in order to separate persistent earnings from transitory earnings, such as the use of restructuring charges.

· Structuring transactions; management can structure real transactions in a way that produces desired accounting outcomes.

· Timing of revenues and expenses; management can influence when revenues and expenses are recognized.

· Real transactions; in order to yield desired accounting outcomes, management can use discretion in decisions regarding real production and investment decisions.

· Presentation transparency; management can choose to for example present special items in a separate line on the income statement or in a footnote, to influence the transparency of accounting figures.

· Managing informativeness; similar to the transparency of the presentation of figures, management can influence the informativeness of earnings in the accounting figures by various means.

In my research, I will focus on the judgment over accounting estimates, as bank managers have an incentive to exert discretion over loan loss provisions, an accrual for banks (see paragraph 2.2.2), to manage earnings. The purpose of this is to smooth income. The intention of income smoothing is to reduce the variance in reported earnings over time. For example, management could use accounts manipulation to decrease earnings in one year, so earnings can be increased in another year when earnings are lower. This process can be repeated leading to less variance in overall reported earnings, hence the name smoothing (Stolowy and Breton, 2004, pp. 24-26).
2.1.3 Measuring earnings management

How can earnings management be detected? A fundamental element for this is a measure of management’s discretion over earnings (McNichols, 2000, p. 316). Earnings can be managed through for example real transactions and classification of earnings as mentioned in the previous paragraph, but empirical studies typically focus on accruals as a measure for earnings management
. These accruals can be divided in non-discretionary and discretionary accruals (also referred to as abnormal accruals). Non-discretionary accruals are related to the level of activity of a firm, while discretionary accruals are accruals over which the management of the firm has discretion. Ronen and Yaari (2008, p. 372) provide the following definitions:

‘Non-discretionary accruals are accruals that arise from transactions made in the current period that are normal for the firm given its performance level and business strategy, industry conventions, macro-economic events, and other economic factors. Discretionary accruals are accruals that arise from transactions made or accounting treatments chosen in order to manage earnings. Reversals are accruals originating from transactions made in previous periods.’

So these discretionary accruals are open to manipulation by management and therefore are prone to being used for earnings management (Stolowy and Breton, 2004, p. 22). In empirical research, discretionary accruals are therefore used as a proxy for earnings management.

McNichols (2000) provides an overview of the three different approaches to test for earnings management using discretionary accruals:

The first approach attempts to identify discretionary accruals based on the relation between total accruals and hypothesized explanatory factors. Models using this approach are referred to as total accrual models. Some of the most popular of these models are:

· The Healy model (1985); Healy was the first to develop such a total accrual model. This model uses the average of the total accruals during an estimation period as a proxy for the non-discretionary accruals, so the discretionary accruals can be determined by the difference between the non-discretionary and total accruals.

· The DeAngelo model (1986), which uses last year’s total accruals as a measure of the non-discretionary accruals for the event year. The discretionary accruals are determined by the difference between these estimated non-discretionary accruals and the total accruals in the event year.

· The Jones model (1991); a regression approach to control for nondiscretionary factors influencing accruals, such as the effects of changes in a firm’s economic circumstances, which specifies a linear relation between the total accruals and changes in sales, property, plant and equipment. The residual of this regression is used as a proxy for the discretionary accruals.

· The Modified-Jones model, developed by Dechow et al. (1995). This model is based on the Jones model, but here the change in revenue is adjusted for changes in receivables in the event year.

The second approach to test for earnings management is to model a specific accrual. In empirical research using specific accrual models, the focus is often on a specific industry, where a single accrual or a set of accruals is sizeable and requires substantial judgment. Due to this fact, it is likely that management uses discretion in this specific accrual or set of accruals, making it a likely object for earnings management. As in the total accrual approach, it is important to identify the non-discretionary component and the discretionary component, in this case within a specific accrual account. Examples of specific accrual studies are McNichols and Wilson (1988), Petroni (1992) and Beaver and Engel (1996).

And finally, a third approach is to observe the behavior of accruals around a specific benchmark. This approach examines statistical properties of earnings to identify behavior that influences earnings. The benchmark that is used in these studies can be for example zero, or a prior quarter’s earnings. It is tested whether the incidence of amounts above and below the benchmark are distributed smoothly, or reflect discontinuities due to the use of discretion by management. Some examples of these tests for earnings management are Burgstahler and Dichev (1997) and Degeorge et al. (1999).

2.2 Earnings management by banks

In the previous section I have explained what earnings management is and how it can be researched. In this thesis, the focus is on earnings management by banks. The question that rises is what would the best method be for studying earnings management at banks?

To begin with, it has to be noted that banks and other financial institutions are often excluded from samples in earnings management research, since their financial reporting environments differ from those of industrial firms. They have fundamentally different accrual processes that are not likely to be captured well by total accrual models (Peasnell, Pope and Young, 2000, p. 318). Also, most studies on earnings management use a total or aggregate accruals approach based on the Jones model (McNichols, 2000, pp. 318-319).

2.2.1 Advantages and disadvantages of the specific accrual approach

As I have explained, there are three approaches to testing for earnings management. Considering the nature of the research, the specific accrual approach would be most suitable here. This is because I am focusing on a single industry characterized by industry-specific accruals, which is also one of the reasons why banks are usually excluded from studies using total accrual models as mentioned above.

There are advantages and disadvantages to the specific accrual approach (McNichols, 2000, pp. 333-335). An advantage is that the researcher can use his or her knowledge of generally accepted accounting principles to develop an intuition for the key factors that influence the behavior of the accrual in question. A second advantage is that this approach can be used in industries where the specific accrual is material and likely to be dependent on management discretion and judgment. Also, the industry-specific setting can also help in identifying the discretionary component of an accrual by making it easier to see and control variables that need to be taken into account for this. A third advantage is that the relation between the accrual and explanatory factors can be estimated directly, as opposed to aggregated or total accrual models, where aggregation can lead to errors in parameter estimates.

There are also some disadvantages. First of all, it is necessary that the specific accrual reliably reflects the use of discretion by management. In other words, it has to be clear which accrual management will use to manipulate earnings, otherwise the power of the test will be reduced, or a different model for each specific accrual that is likely to be manipulated needs to be used. Another disadvantage is that the specific accrual approach requires more knowledge of the industry and more data than total accrual models. And a third disadvantage is that due to only one industry being the subject of the research, the number of firms in the test may be small in comparison to the number of firms that would be used in an aggregated accruals model, which can have negative consequences for the generalizability of the research findings.

2.2.2 Loan loss provisions and earnings management incentives

Applying the above to the banking industry, it would mean that a specific accrual would have to exist through which bank management can manipulate earnings by the use of discretion. In accounting literature, the focus of empirical studies on earnings management by banks is on loan loss provisions (LLPs). Some of these studies are Wahlen (1994), Collins, Shackelford and Wahlen (1995), Beaver and Engel (1996) and Ahmed Takeda and Thomas (1999). Loan loss provisions (LLPs) are a relatively large accrual for commercial banks and therefore have a significant impact on earnings and regulatory capital of banks. The purpose of these provisions is to adjust banks’ loan loss reserves to reflect expected future losses on their loan portfolios.

However, bank managers also have incentives to use these loan loss provisions to manage earnings and regulatory capital as well as to communicate or ‘signal’ private information about future prospects (Ahmed, Takeda and Thomas, 1999, p. 2). In this paper I focus on loan loss provisions as a tool for managing earnings, and not as a tool for capital management or signaling future-oriented information.

In general, reduced volatility is assumed to represent lower risk. Because less volatile earnings are a fundamental predicate for stable stock prices, managers are given an incentive to use LLPs for earnings management (Anandarajan, Hasan and McCarthy, 2007, p. 362). This gives rise to the assumption that the discretionary part of LLPs is used by bank management as the main instrument for earnings management in the form of income smoothing. Low levels of non-discretionary current earnings are expected to be an incentive for managers to decrease the (discretionary part of the) loan loss provision, to artificially increase earnings, while high levels of non-discretionary current earnings are expected to encourage managers to increase the loan loss provision, to smooth these higher earnings (Collins, Shackelford and Wahlen, 1995, p. 268).

Also, since the Basel Accord (Basel I), implemented in Europe in 1992, which harmonized minimum capital adequacy regulations and changed the structure of the capital adequacy ratio, loan loss reserves are no longer part of the numerator of the capital adequacy ratio which banks have to maintain (Anandarajan, Hasan and Lozano-Vivas, 2005, p. 56). This eliminated the costs for banks associated with managing earnings through loan loss provisions
. This leads to the assumption that under the Basel Accord, banks are more aggressive in managing earnings through the loan loss provision. 

From the above it can be concluded that bank management has the incentive to manage earnings through discretionary use of loan loss provisioning. Lobo and Zhou (2001, pp. 18-19) conclude in their research that firms with higher quality of disclosure
 tend to engage less in earnings management than firms with lower disclosure quality. This leads to the assumption that disclosure quality related to LLPs (more published information on LLPs) is negatively related to earnings management by banks. In other words, the higher the disclosure quality of LLPs, the less bank management will manipulate earnings. This will be elaborated on more extensively in paragraph 3.2.3.

2.2.3 Empirical evidence
There has been quite some research on earnings management by banks using the loan loss provision. In early studies by Greenawalt and Sinkey (1988) and Ma (1988) it was concluded that banks used LLPs as long-term mechanisms to smooth earnings. In these studies total LLPs were used as the dependent variable. Greenawalt and Sinkey (1988) focused on the behavior of LLPs as a function of banks’ income and other measures of business conditions that are likely to affect the quality of loan portfolios. Ma (1988) showed that LLPs are actually not strongly related to the actual quality of loan portfolios, but that management tends to raise LLPs in periods of high operating income and vice versa.
Studies that followed divided LLPs into non-discretionary and discretionary components, and focus on the discretionary components as an instrument for earnings management, as I’ve already discussed. These studies do, however, not agree on the question to what extent the loan loss provision is used for earnings management.

Collins, Shackelford and Wahlen (1995) find that banks do use LLPs as a tool for earnings management. They follow a bank-by-bank approach and found that approximately two-thirds of the banks in their sample of 160 U.S. banks used LLPs for income smoothing purposes. Hasan and Hunter (1999) examine the efficiency of LLP decisions of bank managers and explore the relationship between efficient LLP decision-making and any relevant factors that could explain any inefficiency. For their sample of Spanish banks, they find that there is considerable inefficiency in loan loss decision-making. Bhat (1996) also concludes that, for his sample of US banks, there is a strong relationship between LLPs and earnings. He finds that banks characterized by low growth, low book-to-asset ratios, high loans-to-deposit ratios, high debt-to-asset ratios, low return on assets, high loan loss provisions-to-gross loans ratios and low assets are likely to smooth earnings. Also, his analysis indicates that the stock market perceives the income smoothing behavior of banks.

There are also studies that find evidence that banks do not use LLPs as an earnings management/income smoothing tool. These studies are Wetmore and Brick (1994), Beatty, Chamberlain and Magliolo (1995) and Ahmed, Takeda and Thomas (1999). Wetmore and Brick (1994) find that bank managers, when determining LLPs, consider past loan risk, loan quality deterioration, foreign risk and economic circumstances, and they do not consider off-balance sheet exposure or changes in loan composition. Yet they note that the absence of income smoothing may be due to the circumstances in their sample period, namely the LDC (less-developed-country) debt crisis (as loan loss provisions were high for this period due to this crisis). Beatty et al. (1995) find only a small statistic relation between earnings and LLPs, providing virtually no evidence that loan loss provisions are used to manage earnings (Beatty et al., 2009, p. 254). Ahmed et al. (1999) find that earnings management is not an important driver of loan loss provisions, but that loan loss provisions reflect meaningful changes in the expected quality of banks’ loan portfolios.

Wall and Koch (2000) state that these differences in findings between studies are due to different sample selections and the use of different time periods being examined. They conclude though that the available evidence clearly suggests that banks have an incentive to use loan loss accounting to help manage reported earnings (Wall and Koch, 2000, p. 12). Anandarajan et al. (2005, p. 58) note that some of the studies mentioned here, besides checking for earnings management using just LLPs, also examined whether banks used other components of financial statements together with LLPs. Examples of these are Beatty et al. (1995) and Collins et al. (1995), which also studied whether strategic timing of realized gains and losses were used as tools for earnings management. Overall, Anandarajan et al. (2005) conclude that the results of the different studies on earnings management through manipulation of LLPs are conflicting.

More recent research by Cornett, McNutt and Tehranian (2006) concludes though that discretionary loan loss provisions are related to earnings management. They find that, for their sample of U.S. bank holding companies, first, discretionary LLPs are positively related to a bank’s unmanaged cash flow returns, capital ratios, and asset size. Second, they are negatively related to a bank’s non-discretionary LLPs and market-to-book ratios. And third, the use of discretionary LLPs to manage earnings is significantly related to the fraction of shares owned by the bank’s CEO, the fraction of shares owned by all directors, the existence of CEO/chair duality and the CEO’s pay-for-performance sensitivity (Cornett et al., 2006, pp. 20-22). This is consistent with management using discretionary LLPs to manage earnings.
Based on these studies I conclude that there is strong evidence that LLPs do function as a tool for earnings management by banks, because more (and more recent) studies seem to find evidence consistent with this. Also, the incentives for bank managers to smooth income though LLPs are clearly present. A schematic overview of the empirical studies related to earnings management by banks discussed here can be found in appendix 1.

2.3 Summary and conclusion

In this chapter, I have explained that earnings management is a form of accounts manipulation, where management uses judgment in selecting accounting standards in order to mislead stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers. Management can have different incentives to get involved in managing earnings. They can manipulate accounts for the benefit of the firm, either to reduce political costs (inducing a wealth transfer between the firm and society) or to reduce the cost of capital (inducing a wealth transfer between the firm and funds providers). But they can also manipulate accounts for their own benefit, maximizing their compensation (inducing a wealth transfer between the firm and themselves). Earnings management comes in different forms and can be tested for using specific accrual models, total accrual models and studying the behavior of an accrual around a specific benchmark.

In literature, earnings management at banks is studied using a specific large accrual for banks, loan loss provisions. Bank managers have an incentive to smooth earnings through the discretionary part of LLPs. Empirical studies do not produce univocal evidence for earnings management through the use of LLPs, as some studies do find evidence of this and others do not, but more and more recent studies seem do seem to find a link between LLPs and earnings management.
3 – IFRS AND EARNINGS MANAGEMENT

In this chapter, I will provide an overview of empirical research regarding the connection between IFRS and earnings management. First, some general information on the relation between accounting regimes and economic circumstances and earnings management will be provided. Then I will explain more on the relation between the specific case of IFRS and earnings management. Finally I will elaborate on how IFRS might affect earnings management by banks through discretionary use of loan loss provisions.

3.1 Accounting regimes and earnings management

Before studying the effect of IFRS on earnings management, it is useful to establish a relation between accounting standards and corporate governance regimes on one hand, and earnings management on the other. Do accounting standards and national circumstances have an impact on earnings management levels and incentives? In recent years, several empirical studies have been conducted on this subject.

Leuz, Nanda and Wysochi (2003) hypothesized that earnings management is expected to decrease in investor protection, due to the fact that strong investor protection (thanks to strong corporate governance) limits insiders’ ability to acquire private control benefits, which reduces their incentives to mask firm performance through earnings management. Their findings are consistent with this hypothesis, suggesting a link between corporate governance and the quality of earnings. Research by Nabar and Boonlert-U-Thai (2007) supports this, as well as research by Lang, Smith Raedy and Wilson (2006), who also conclude that non-US firms engage more in income smoothing. Burgstahler, Hail and Leuz (2006) find evidence that firms in countries with strong legal systems are associated with less earnings management.

Ewert and Wagenhofer (2005) examine whether tighter accounting standards reduce earnings management. They distinguish between accounting earnings management and real earnings management, and define the first as the way accounting standards are applied to record given transactions and events, and the latter as the changing of timing or structuring of real transactions (Ewert and Wagenhofer, 2005, p. 1102). Also they assume that accounting standard setters can only influence accounting earnings management. Their research presents evidence that a tighter accounting regime improves earnings quality
, but at the same time real earnings management increases, and expected accounting and total earnings management (and the total costs of earnings management) can also increase under certain conditions.

Besides corporate governance and accounting regimes, other factors also appear to play a role in the differences in the levels of earnings management between countries. First of all, Maijoor and Vanstraelen (2006) conclude in their research that audit firm quality and national audit environments also affect earnings management. A stricter audit environment leads to less earnings management. Second, Lin and Shih (2002) link earnings management to economic circumstances and find evidence that earnings are manipulated downward during periods of weak economic growth and very strong growth, while earnings are manipulated upward during periods of moderate growth. Qinglu (2005) states that the variation in the level of earnings management is predictable from real economic activity; earnings management is negatively related to economic expansion and GDP growth. And finally, another factor that has been empirically studied is culture. According to Doupnik (2008), cultural dimensions of uncertainty avoidance and individualism are significantly related to earnings management. Nabar and Boonlert-U-Thai (2007) conclude that culture is an important determinant of accounting choice.

To summarize, corporate governance and accounting regimes do seem to have a significant effect on the level of earnings management according to empirical literature, and besides this, other factors also play also play a role.

3.2 IFRS and earnings management

The introduction and application of the International Financial Reporting Standards (IFRS) has been one of the main themes in accounting over the last years. IFRS was developed by the International Accounting Standards Board (IASB), an independent accounting standard-setting body.  The goal of the IASB is to provide the world’s integrating capital markets with a common language for financial reporting. IFRS is supposed to improve transparency and (international) comparability of the financial statements of companies that apply them, and become a worldwide body of accounting standards. IFRS is most known for its emphasis on fair value accounting and move towards a more principle-based approach in accounting.

Since 2005, all publicly listed companies within the European Union are obliged to prepare their consolidated financial statements in accordance with IFRS under the Resolution of the European Parliament and the Council of July 19, 2002 (Resolution no. 1606/2002).

3.2.1 Empirical research on IFRS and earnings management

The improvement of transparency and comparability of financial statements is one of the goals of the application of IFRS (Heemskerk and Van der Tas, 2006, p. 571). On the contrary, it is believed that earnings management has a negative influence on this transparency and comparability. This would lead to the expectation that by applying IFRS in financial statements, the level of earnings management would decrease, due to the strict criteria for applying accounting standards under IFRS and the fact that there is very little room to deviate from this. Yet Heemskerk and Van der Tas (2006, p. 574) state that due to the large number of situations where subjective estimations have to be made (fair values for example and the estimation of provisions) the number of possibilities for earnings management increase in comparison with local GAAPs. They conclude in their research that IFRS did not lead to a decrease in the use of discretionary accruals for earnings management, but in fact has lead to an increase in earnings management. Moreover they also find evidence that income smoothing increased since the introduction of IFRS.
More empirical studies on this subject have been conducted in recent years, and most of the results seem to be consistent with those of Heemskerk and Van der Tas. Capkun, Cazavan-Jeny, Jeanjean and Weiss (2008) have researched earnings management at European firms during the 2004-2005 transition period and have found that transition earnings management was present in all countries (especially in those with weaker legal systems and higher levels of earnings management before IFRS-adoption), consistent with the management of firms using the transition to improve reported earnings. Jeanjean and Stolowy (2008) have studied earnings management before and after mandatory IFRS-adoption in Australia, France and the UK, and found that there was no decline in the level of earnings management and in fact an increase in earnings management in France after the transition to IFRS. Paananen and Lin (2007) find a decrease in accounting quality and an increase in income smoothing, driven by the changes in accounting standards after the mandatory adoption of IFRS in their sample of German companies. The same applies to Sweden, according to research by Paananen (2008). Tendeloo and Vanstraelen (2005) have researched the voluntary adoption by German companies during the period 1999 to 2001, but their results indicate that voluntary IFRS-adopters do not exhibit different earnings management behavior compared to companies reporting under German GAAP.

Inconsistent with most of the findings from the studies mentioned above is the research by Barth, Landsman and Lang (2008). They state that the accounting quality of firms applying IFRS generally improves between pre- and post-adoption periods. They do remark that they are not sure whether these findings are attributable to the change in the financial reporting system or changes in firms’ incentives and economic environment.
Overall, empirical research indicates that IFRS has in fact not improved the quality of accounting information and transparency and comparability of financial statements, as there seems to be no difference between pre- and post-IFRS periods or even an increase in earnings management in some studies, which is contradictory to the goals of IFRS. An overview of empirical studies related to earnings management and IFRS can be found in appendix 2.
3.2.2 IFRS for banks

Of course, what is important in this research is how IFRS affects banks and earnings management by banks. IFRS contains a broad spectrum of accounting standards, most of which are general and some are industry-specific. I will present a brief overview of the International Accounting Standards (IAS) that are specifically important for banks (Moison, 2007, pp. 1307-1340).

First of all, and most importantly, IAS 30 ‘Disclosures in the Financial Statements of Banks and Similar Institutions’ prescribes presentation and disclosure standards for banks and similar financial institutions, to achieve that users of financial statements are provided with appropriate information to help in evaluating the financial performance and position of banks and understanding the special operations characteristics of banks. This standard was superseded by IFRS 7 ‘Disclosures’, effective 2007, which replaced the standards of IAS 30.

Second, IAS 32 ‘Financial Instruments: Disclosure and Recognition’ aims to help the users of financial statements understand the significance of financial instruments to the financial position, performance and cash flows of an entity. The parts on disclosures regarding financial instruments of IAS 32 were also replaced by IFRS 7, which also added new disclosures on financial instruments.

And third, IAS 39 ‘Financial Instruments: Recognition and Measurement’ is important. This standard establishes principles for recognizing and measuring financial assets, financial liabilities and some contracts to buy or sell non-financial items.

3.2.3 IFRS and loan loss provisions

In the previous chapter I discussed earnings management by banks through the use of loan loss provisioning. This gives rise to the question how the introduction of IFRS in banks’ financial statements affects loan loss provisioning.

According to IAS 30.43, banks are required to provide detailed information about loan losses.
 This information includes the manner of which the provisions and losses on uncollectible loans are determined, mutations in the course of a provision during the period covered by the financial statement (additions, write-offs of uncollectible loans and the collections on write-offs) and the aggregate amount of the provision at balance date (Moison, 2007, pp. 1333-1334). In other words, very specific information on loan losses is required under IFRS, also with regard to individual classes of loans instead of aggregate amounts.

Based on this, loan loss provisions would be a less effective tool for earnings management by a bank’s management, according to Pérez, Salas and Saurina (2006), for the Spanish situation. They tested for earnings management at banks in Spain, which has a very detailed set of rules governing LLPs, and found that despite this, management has used LLPs for earnings management. They conclude that the adoption of IFRS is a step forward in the direction of a more principle-based approach, which might be the only option left for accounting standard setters to counter management using LLPs to their discretion. Detailed disclosure might be useful to achieve this (Pérez, Salas and Saurina, 2006, p. 25).

To date there has not been any empirical research on this, so this remains to be seen. In general it can nonetheless be expected that increased disclosure requirements under IFRS will lead to a decrease in earnings management. There have been empirical studies investigating the association between disclosures and earnings management. Lobo and Zhou (2001) have examined the relationship between disclosure quality (where a firm’s disclosure score is based on a weighted average of analysts’ assessments of annual published information, quarterly and other published information, and investor relations and related aspects) for a sample of U.S. companies and found a significant negative relationship between corporate disclosure and earnings management, indicating that firms that disclose more tend to engage less in earnings management and vice versa. They find that flexibility offered by minimum disclosure requirements is used by management to exercise discretion over earnings. Lapointe, Cormier, Magnan and Gay-Angers (2005) test this relationship for a sample of Swiss firms (using a self-constructed measure of quality), and show that firms applying Swiss GAAP FER use provisions and depreciation to smooth earnings, but that this relation is reduced for firms with high disclosure quality. Moreover, they show that Swiss firms applying IFRS or US GAAP (with more extensive disclosure requirements) exhibit less smoothing than firms applying Swiss GAAP FER.
Based on these researches, I expect to find that increased disclosures regarding LLPs under IFRS have lead to less earnings management by banks, because of an inverse relationship between disclosure quality and earnings management.

3.3 Summary and conclusion

Over the course of this chapter, I have explained that corporate governance and accounting regimes do seem to have a significant effect on the level of earnings management according to empirical literature, and that besides this, other factors play a role as well. This also seemed to be the case for the adoption of IFRS. While IFRS was introduced to improve transparency and comparability of financial statements, empirical research indicates that IFRS has in fact not improved the quality of accounting information and transparency and comparability, as there seems to be no difference between pre- and post-IFRS periods or even an increase in earnings management in some studies.
For banks, the adoption of IFRS has introduced some new standards which are especially important to banks: IAS 30, IAS 32 and IAS 39 (and currently IFRS 7). The effect of these standards on loan loss provisioning by banks, which is believed to be the main tool for earnings management by banks as explained in the previous chapter, is that banks are required to provide more detailed information regarding loan losses. This leads to the expectation that, contrary to the general evidence on the effect of IFRS on earnings management, for the case of the banking industry, IFRS will reduce earnings management. However, there has not been any empirical research supporting this.

4 – RESEARCH DESIGN

In this chapter I will present the design of my research. First, the research hypotheses will be discussed. Second, the sample selection and composition is presented. Then, the empirical model I use to test my hypotheses will be explained, as well as the self-constructed measure of loan loss accounting disclosure requirements in the sample countries.
4.1 Hypotheses development

The purpose of loan loss provisions is to adjust banks’ loan loss reserves to reflect expected future losses on their loan portfolios. These provisions can have significant effects on the reported earnings, as they are a large accrual for banks. Additionally, reduced volatility in earnings is in general assumed to represent lower risk. Therefore, bank managers have an incentive to smooth earnings through the discretionary part of LLPs, because less volatility in earnings is a fundamental foundation for stable stock prices (Anandarajan et al., 2007). Low levels of current earnings provide an incentive for managers to decrease loan loss provisions, in order to artificially increase earnings, while high levels of current earnings are expected to encourage managers to increase loan loss provisions (Collins et al., 1995). The goal of this practice is to smooth earnings, as reducing earnings variability means reducing perceived risk, because variability in earnings is a key indicator of risk. Bank management will want to show earnings that are in line with expectations (smooth) because of this (Kanagaretnam, Lobo and Mathieu, 2004), as shareholders will require a higher risk premium for increased perceived risk due to earnings variability.

First, I will test for earnings management using LLPs for the pre-IFRS period for my sample. Based on the above arguments, I expect to find existence of earnings management through income smoothing, illustrated by a positive relationship between LLPs and earnings before taxes and LLPs (higher earnings would equal higher LLPs and vice versa). My first hypothesis is as follows:

H1: Pre-IFRS, banks use loan loss provisions to manage earnings.

In the third chapter of this paper I elaborated that, while IFRS was introduced to improve transparency and comparability of financial statements, empirical research indicates that IFRS has in fact not improved the quality of accounting information and transparency and comparability, as there seems to be no difference between pre- and post-IFRS periods (Jeanjean and Stolowy, 2008; Tendeloo and Vanstraelen, 2005) or even an increase in earnings management in some studies (Heemskerk and Van der Tas, 2006; Capkun et al., 2008; Paananen and Lin, 2007; Paananen, 2008). For the contrary, which would mean that accounting information quality and transparency and comparability would have increased, there is a lot less evidence from empirical studies to be found (Barth et al. 2008). This was a general conclusion; IFRS requires detailed disclosures on loan losses, leading to the expectation that, contrary to the general evidence on the effect of IFRS on earnings management, for the case of the banking industry, IFRS will reduce earnings management. To date there has not yet been any empirical evidence supporting this, however.

As explained, higher earnings variability means higher perceived risk and required risk premiums, which provides an incentive for bank managers to smooth income through LLPs. When more information on loan loss accounting is available, it is expected that the incentives for discretionary use of LLPs for income smoothing will be reduced or eliminated. Share- and stakeholders would be able to detect earnings management more easily, so management is less likely to engage in earnings management (Lobo and Zhou, 2001). On this expectation I base my second hypothesis:

H2a: IFRS adoption in 2005 leads to a decrease in earnings management by banks using loan loss provisions.

Consistent with hypothesis 2a, I expect that banks that either did not adopt IFRS per 2005, or have adopted IFRS before this transition date (early adopters), will not show a change in earnings management using LLPs during this period. For these banks, there was no significant change in accounting standards and consequently in the information on loan losses in the annual statements, so earnings management by bank managers is expected to be unchanged. Hypothesis 2b is based on this:
H2b: Banks that did not adopt IFRS in 2005 do not exhibit a significant change in earnings management using loan loss provisions since then.

As stated above, the expectation of a decrease in earnings management using LLPs by banks is based on increased disclosures under IFRS. Lobo and Zhou (2001) have examined the relationship between disclosure quality and earnings management, and found a significant negative relationship between the two, indicating that firms that disclose more tend to engage less in earnings management and vice versa. Lapointe et al. (2005) show that the level of income smoothing decreases when disclosure quality increases. They also find that firms applying IFRS or US GAAP (which are subject to more disclosure requirements than under Swiss GAAP) exhibit less income smoothing than firms applying Swiss GAAP.

Founded on the expectation that share- and stakeholders of a bank would be able to detect earnings management more easily when more information on loan losses is disclosed, it can be anticipated that when disclosure requirements increase (which was the case resulting from IFRS adoption for banks in various countries) earnings management through income smoothing will decrease.

Based on this, I expect to find a negative relationship between disclosure requirements regarding loan loss accounting and earnings management by banks. My third hypothesis is derived from this expectation:
H3:  LLP disclosure requirements are negatively related to earnings management by banks using loan loss provisions.

4.2 Sample selection

In my sample I include banks from European countries where IFRS was adopted starting 2005, in accordance with EU IAS regulation, so a difference in accounting standards can be observed for these banks during the transition period (a shift from local GAAP to IFRS). As a second condition, I select banks from countries that adhere to the Basel Accord. As stated in paragraph 2.2.2, banks in these countries are more inclined to use LLPs to manage earnings since under this capital accord, loan loss reserves are no longer part of the numerator of the capital adequacy ratio that banks have to maintain. This reduced the costs of smoothing income through LLPs, because LLPs added to the loan loss reserve did not have an effect on the required capital adequacy ratio anymore. Before, decreasing the loan loss provision to inflate earnings resulted in lower loan loss reserves, which in turn had a negative effect on the required capital adequacy ratio, resulting in costs.
So the reason for choosing banks from these Basel countries to include in my sample is that I expect to prove my first hypothesis more significantly for these countries, because a higher level of earnings management is expected. This would make the effect of IFRS compliance on earnings management through LLPs more observable, so I can test my other hypotheses.

The reasons for not including banks from just a single country in my sample are, first of all, so that results are more generalizeable for the local GAAP to IFRS transition rather than just the transition in a single country. And second, because of the increased sample size due to selecting banks from more countries, which will strengthen the analysis.

The selection criteria mentioned above result in a selection of banks from the following countries: Belgium, France, Germany, Italy, Luxemburg, The Netherlands, Spain, Sweden, Switzerland and the United Kingdom. Switzerland adheres to the Basel capital accord, but not to the EU IAS regulation as Switzerland is not a European Union member state. Therefore Swiss banks are not required to report under IFRS, but can report either under Swiss GAAP FER or US GAAP. As a result, Swiss banks are included in the control sample, except when they show a change in accounting standards (from either Swiss GAAP FER or US GAAP to IFRS) between 2004 and 2005.

Data is acquired from the Bankscope (Bureau van Dijk) database. The original sample for these ten countries consisted of 10.237 banks, but after selecting the relevant data for the research model, the final selection includes 914 banks. These are distributed among the selected countries as shown in the table on the next page. Of these 914 banks, 850 are listed banks and 64 are unlisted. Data was available for 50 delisted banks too, but these banks are excluded because the characteristics of these banks may be different from other firms. Also, it cannot be determined whether these banks are delisted or privatized. An overview of the steps of the elimination of banks from the original sample is shown in appendix 3.
The table on the next page includes country names as well as the country codes as listed in Bankscope. An overview of the accounts in the database that were used from which the data was obtained is included in appendix 4. 

	Table 4.1

Bank selection per country - Total sample

	Country name
	Country code
	Number of banks

	Belgium 
	BE
	7

	France 
	FR
	20

	Germany 
	DE
	20

	Italy 
	IT
	659

	Luxemburg
	LU
	4

	Netherlands 
	NL
	11

	Spain 
	ES
	71

	Sweden 
	SE
	12

	Switzerland 
	CH
	8

	United Kingdom 
	GB
	102

	Total
	 
	914


The periods included are 1995 to 2004 for the pre-IFRS (local GAAP) period and 2005 to 2008 for the post-IFRS period. For each observation data is used from the current year and the year before. The reasons for choosing these periods are first, of course, to distinguish between IFRS and local GAAP, and second to maximize the number of observations, as data is available in the Bankscope database for 1994 to 2008. Together, the total sample of 914 banks accounts for a total of 1382 firm-year observations. The distribution of observations among countries is given in the following table:

	Table 4.2

Observations per country - Total sample

	Country name
	Country code
	Number of observations

	Belgium 
	BE
	15

	France 
	FR
	39

	Germany 
	DE
	56

	Italy 
	IT
	692

	Luxemburg
	LU
	8

	Netherlands 
	NL
	22

	Spain 
	ES
	217

	Sweden 
	SE
	15

	Switzerland 
	CH
	25

	United Kingdom 
	GB
	293

	Total
	 
	1382


The total number of firm-year observations is distributed among two samples. The first is a sample of banks that have switched from their respective local GAAPs to IFRS so a change in accounting standards can be observed in 2005. Consistent with hypothesis 2a, I expect to observe a decrease in earnings management from 2005 and on for this sample. An overview of the distribution of observations among countries is included in the table on the next page.

	Table 4.3

Observations per country - Main sample

	Country name
	Country code
	Number of observations

	Belgium 
	BE
	15

	France 
	FR
	35

	Germany 
	DE
	44

	Italy 
	IT
	689

	Luxemburg
	LU
	8

	Netherlands 
	NL
	22

	Spain 
	ES
	217

	Sweden 
	SE
	12

	Switzerland 
	CH
	16

	United Kingdom 
	GB
	263

	Total
	 
	1321


The second sample consists of banks where no change in accounting standards in 2005 can be observed. These banks are either early adopters of IFRS, or have not switched to IFRS in 2005 because they were not required to do so under EU Resolution no. 1606/2002. This is either because they do not prepare consolidated financial statements, or are not publicly listed. If they are privately owned, they did not switch to IFRS voluntarily. This sample of banks will be used as a control sample, as I expect no significant change in earnings management from 2005 and on for these banks, consistent with hypothesis 2b. An overview of the distribution of firm-year observations among countries for this sample is given in the table below.

	Table 4.4

Observations per country - Control sample

	Country name
	Country code
	Number of observations

	Belgium 
	BE
	0

	France 
	FR
	4

	Germany 
	DE
	12

	Italy 
	IT
	3

	Luxemburg
	LU
	0

	Netherlands 
	NL
	0

	Spain 
	ES
	0

	Sweden 
	SE
	3

	Switzerland 
	CH
	9

	United Kingdom 
	GB
	30

	Total
	 
	61


4.3 Empirical models
To test for earnings management, usually accruals are disentangled into accruals over which management has discretion (which can be used to manage earnings) and accruals over which management does not have discretion. Therefore often a two-stage analysis is chosen when researching earnings management through the use of LLPs, which separates the discretionary part of the accrual from the non-discretionary part in the first sage. In the first stage the non-discretionary part of LLPs is modeled and the residual from this stage, which represents the discretionary part, is used in the second stage as the dependent variable. However, this approach has a big disadvantage, namely that it systematically underestimates the absolute value of the regression coefficients in the second stage (Kanagaretnam, Lobo and Yang, 2005, pp. 13-14). To counter this, I will conduct my research using a single-stage regression analysis, following Kanagaretnam et al. (2005). In this model, there are three proxies for the non-discretionary component of LLPs: first, loan charge offs during the year. Second, the loan loss allowance or reserve at the beginning of the year. And third, the change in non-performing loans during the year.

The empirical model is shown in the following equation:
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Loan loss provision for year t;
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The change in non-performing loans during year t, measured by 

the non-performing loans for year t minus the non-performing loans for year t-1;
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 are deflated by year t beginning total assets. The expected signs of the coefficients are indicated above the equation.

To reflect the recognition of loan losses, this model for loan loss provisions includes variables that represent the expectations of banks’ management of loan losses. These are based on information about bad loans in the last year and the current year (
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 is included as a control variable for differences in expected loan loss provisions between banks. Banks with a high 
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 are expected to have lower loan loss provision for the base or current year due to over-reservation for loan losses (Ryan, 2007) so a negative sign on 
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Furthermore, if banks use loan loss provisions for earnings management (to smooth income), as I expect, the coefficient 
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 will be positive and significant, illustrating a positive relation between earnings and loan loss provisions.
The model also controls for differences between publicly and privately owned banks. The dummy variable 
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 is introduced for this purpose. This control variable reads 1 for publicly listed banks and 0 for unlisted banks. It is expected that listed banks will engage more in earnings management than unlisted banks. As explained in chapter 2, bank managers have the incentive to smooth earnings because less volatility in earnings is a fundamental basis for stable stock prices. Higher earnings variability leads to a higher perceived risk and consequently higher risk premiums required by owners. Therefore this incentive applies more to unlisted banks. In addition, listed banks are monitored more closely by regulators. Managers who are acting as agents for the bank owners (shareholders) are also under more pressure to generate higher returns. Owners provide incentives to management to generate these returns (based on average performance over a short amount of time) through bonuses. This type of performance measure is more common for listed banks than for unlisted banks (Anandarajan et al., 2007, pp. 363-364). Based on this, it can be concluded that managers of privately owned banks have can have different goals than managers of publicly owned banks, due to the fact that they face less regulatory supervision and pressure to produce smooth earnings. The above implies that listed banks on the other hand have greater incentives to engage in income smoothing. To reflect this prospect, the coefficients 
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, because it is probable that listed banks will show a higher degree of income smoothing (so a stronger relationship between LLPs and earnings before LLPs and taxes) than unlisted banks.
To test hypothesis 1 I will run the model from equation (1) for the main sample of banks for the pre-IFRS period (years 1995 to 2004). As mentioned, I anticipate that banks will have used LLPs to manage earnings before IFRS so 
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 is expected to be positive.
After this, the model from equation (1) is amended to include interaction terms between the earnings management proxy 
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 and a dummy variable measuring IFRS-compliance:
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I will test hypothesis 2a by running the model from equation (2) for the main sample for the years 1995-2008, so including both pre- and post-IFRS time periods. When earnings management has in fact declined after IFRS adoption, according to expectations, the coefficient 
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 on the interaction term between earnings before taxes and LLPs and IFRS should be negative, while the coefficient 
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 should be positive. This would indicate less earnings management using LLPs by banks post-IFRS compared to pre-IFRS. Additionally, coefficient 
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 is expected to be higher than 
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, as higher levels of earnings management can be expected for listed banks, and lower than 
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, indicating a decrease in earnings management among listed banks after IFRS-adoption.
Also, to test hypothesis 2b, the model from equation (2) will be ran for the years 1995-2008 (pre- and post-IFRS periods) for the control sample, containing both early and non-adopters of IFRS. Comparison of the coefficients on earnings before taxes and LLPs and the interaction term of 
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 with IFRS should, according to expectations, not result in a significant difference in earnings management levels between the two periods.
Finally, the model from equation (1) is amended to include interaction terms between the earnings management proxy 
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 and a self constructed disclosure score, measuring GAAP disclosure scores regarding loan loss provision accounting:
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(3)
Where:
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=
Loan loss provision for year t;
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=
Net loan charge-offs for year t;
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=
Loan loss allowance or reserve at the end of year 
t-1;

[image: image55.wmf]t

NPL

D





=
The change in non-performing loans during year 
t, measured by the non-performing loans for year t minus the non-performing loans for year t-1;
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=
Earnings before tax and loan loss provisions for 
year t;
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=
Dummy variable which denotes 1 for

observations from high LLP-disclosure GAAPs for year t, 2 for observations from mid LLP-disclosure GAAPs for year t, and 3 for observations from low LLP-disclosure GAAPs for year t;
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and 0 otherwise;
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=
Interaction of 
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 with disclosure score;
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=
Interaction of 
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=
Interaction of disclosure score with type of bank;
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=
Interaction of 
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 with disclosure score and 
type of bank.

All variables except for 
[image: image66.wmf]t

DSCORE

 and 
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 are deflated by year t beginning total assets.

To test hypothesis 3, the model from equation (3) will be ran for the total sample (so including banks from both the control as the main sample) for all years (1995 to 2008). The expected signs for the proxies of non-discretionary LLPs, 
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 are the same as before, respectively positive, negative, and positive. Signs for the coefficients on 
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 are also the same as before, namely positive. The expected sign for the coefficient of the earnings management proxy 
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 is still undetermined, as the model is ran for both pre- and post-IFRS periods and for both samples of IFRS-adopters and early IFRS-adopters or non-IFRS adopters. The sign for the coefficient of the control variable 
[image: image74.wmf]t

DSCORE

 is also still undetermined, as it cannot be anticipated whether lower GAAP-disclosure banks record higher LLPs or whether higher GAAP-disclosure banks record higher LLPs. This is because this is dependent of the current period earnings before taxes and LLPs.

According to hypothesis 3, higher LLP disclosure requirements are expected to be related with lower earnings management through LLPs. Therefore the interaction term between the variable  
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 and 
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 is included. As stated, banks reporting under high disclosure GAAP are given a disclosure score of 1, banks reporting under mid disclosure GAAP are given a disclosure score of 2 and banks reporting under low disclosure GAAP are given a disclosure score of 3. For lower disclosure GAAP-bank observations a higher level of earnings management is expected than for mid- and high-level disclosure GAAPs. Therefore, the coefficient 
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 for the interaction term between disclosure score and the earnings management proxy is expected to be higher/more positive than 
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 (the earnings management coefficient for the total sample), as a stronger relationship between LLPs and earnings before taxes and LLPs is predicted for banks reporting under lower disclosure GAAP (which have a higher disclosure score).
The used classification of different GAAPs is given in the table below, and an elaboration on this classification is given:

	Table 4.5

GAAP Classification

	
	

	Panel A: DSCORE = 1

	GAAP / Country code
	Elaboration

	IFRS
	According to IAS 30 (IFRS 7), detailed information about loan losses is required, including the manner of which the provisions and losses on uncollectible loans are determined, mutations in the course of a provision during the period covered by the financial statement (additions, write-offs of uncollectible loans and the collections on write-offs, also on an individual loan class level) and the aggregate amount of the provision at balance date.

	US GAAP
	Similar to IFRS according to SFAS 5 and 114, but under SEC Industry Guide also detailed formats for analyses required to be disclosed in the annual statements are provided.

	France (FR)
	Similar to IFRS under ‘Règlement n° 02-03’ of the  CRC.

	Italy (IT)
	Similar to IFRS. Under Circular 263, detailed requirements are issued for loan loss provisioning and detailed disclosures are required in the annual statements.

	Sweden (SE)
	Similar to IFRS. Under old impairment rules (before 2002), no detailed information was required. Due to lack of data for this period the focus is only on 2002 and on, as the Swedish FSA introduced new requirements based on IAS.

	United Kingdom (GB)
	Similar to IFRS, requiring separate disclosure of specific and general provisions and movements during the period (including write-offs and recoveries) under the BBA SORP and Companies Act 1985.

	
	

	Panel B: DSCORE = 2

	GAAP / Country code
	Elaboration

	Netherlands (NL)
	Under RJ 600, details on LLPs and additions or write-offs during the year have to be disclosed, but this only curtails aggregate amounts rather than individual loan class amounts.

	Spain (SP)
	Under Circulars 4/1991 and 4/2004, similar to the Italian situation, requirements for setting aside LLPs are complex and detailed. Disclosure requirements are less detailed than IFRS.

	Switzerland (CH)
	Aggregate LLP amounts and movements during the year have to be disclosed under Circular 08/02. Individual amounts only have to be disclosed if material.

	
	

	Panel C: DSCORE= 3

	GAAP / Country code
	Elaboration

	Belgium (BE)
	Under the ‘Koninklijk besluit op de jaarrekening van kredietinstellingen’ no specific disclosures on LLPs are required (other than aggregate amounts).

	Germany (DE)
	No specific LLP disclosure requirements. Just credit risk disclosures are required under GAS 5-10.

	Luxembourg (LU)
	Similar to Belgian GAAP, under the law of june 17, 1992 and Circulaire 01/32 CSSF.


The relevant standards and regulations on which the disclosure scores are based are listed under the references, arranged by GAAP.
The sign for the coefficient 
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 compared to the coefficients 
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 and disclosure score are still undecided, as listed institutions have greater incentives to smooth as explained before. On the other hand, they are subject to higher regulatory supervision as explained before, and by definition required to apply to IFRS disclosure requirements from 2005 so their disclosure score will be lower (higher disclosures). These expectations seem to contradict each other, so the signs compared to 
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 are undetermined.
5 – RESULTS

The previous chapter presented my hypotheses and research design. This chapter will present per hypothesis the relevant summary statistics and the corresponding results after testing the respective hypotheses.  

5.1 Evidence on pre-IFRS earnings management using LLPs

The table below presents the summary statistics, related to the main sample for the pre-IFRS period, corresponding to the first hypothesis.

	Table 5.1

Summary statistics main sample pre-IFRS

	
	
	
	
	
	
	

	Panel A: Descriptive Statistics

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation
	

	LLP
	198
	-0,0152
	0,0949
	0,0050
	0,0114
	

	LCO
	198
	-0,0210
	0,0982
	0,0053
	0,0118
	

	LLA
	198
	0,0000
	0,3045
	0,0176
	0,0357
	

	CHNPL
	198
	-0,0652
	0,0391
	-0,0026
	0,0119
	

	EBTP
	198
	-0,0993
	0,1695
	0,0175
	0,0228
	

	EBTP*LISTED
	198
	0,0000
	0,0064
	0,0000
	0,0005
	 

	
	
	
	
	
	
	

	Panel B: Pearson Correlations

	 
	LLP
	LCO
	LLA
	CHNPL
	EBTP
	EBTP*LISTED

	LLP
	1
	0,850***
	0,086
	 0,118*
	0,675***
	-0,036

	LCO
	
	1
	0,178**
	-0,124*
	0,626***
	-0,024

	LLA
	
	
	1
	-0,427***
	0,012
	-0,03

	CHNPL
	
	
	
	 1
	0,171**
	-0,003

	EBTP
	
	
	
	
	1
	-0,045

	EBTP*LISTED
	 
	 
	 
	 
	 
	 1

	*** 
	= Correlation is significant at a 1% level
	
	
	

	** 
	= Correlation is significant at a 5% level
	
	
	

	* 
	= Correlation is significant at a 10% level
	 
	 
	 


Out of the 198 observations, 1,01% were observations for listed banks (2 observations). The descriptive statistics presented in panel A of table 5.1 are fairly in line with Kanagaretnam et al. (2004) so they are not a cause of concern. Furthermore panel B of table 5.1 shows that, as expected, loan charge offs, and changes in nonperforming loans are positively correlated with LLPs. Contrary to expectations, previous-year loan loss allowances are positively correlated with LLPs, but this correlation is not significant. Correlations and significance levels are also in accordance with the coefficients reported in table 5.2.

	Table 5.2

Coefficients

	 
	B
	Std. Error
	t-statistic
	Sig.

	(Constant)
	0,000
	 
	0,001
	-0,096
	0,924

	LCOt
	0,743
	***
	0,044
	17,059
	0,000

	LLAt-1
	0,010
	 
	0,012
	0,874
	0,383

	CHNPLt
	0,192
	***
	0,037
	5,165
	0,000

	EBTPt
	0,079
	***
	0,023
	3,518
	0,001

	LISTEDt
	-0,001
	 
	0,007
	-0,081
	0,935

	EBTPt*LISTEDt
	-0,104
	 
	1,513
	-0,069
	0,945

	Adjusted R-squared = 0,781
	 
	 
	 

	*** 
	= Coefficient is significant at a 1% level
	
	

	** 
	= Coefficient is significant at a 5% level
	
	

	* 
	= Coefficient is significant at a 10% level
	 
	 


In accordance with expectations, the coefficients on 
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 exhibits a coefficient contrary to expectations (namely a positive sign), but this is not significant. The coefficient on 
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 is positive and significant, which indicates income smoothing by banks using LLPs during the pre-IFRS period. Hypothesis 1 is therefore supported. The coefficient on 
[image: image92.wmf]t

t

LISTED

EBTP

*

 is not in line with expectations (this was thought to be more positive than 
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), as it was anticipated that listed banks exhibit more earnings management. However, this coefficient is not at all significant. This is due to the very limited number of observations for listed banks in the sample.
5.2 Evidence on pre- and post-IFRS differences in earnings management using LLPs

5.2.1 Main sample differences

The table on the next page presents the summary statistics, related to the main sample for the pre-IFRS as well as the post-IFRS period, corresponding to hypothesis 2a.
	Table 5.3

Summary statistics main sample pre/post-IFRS

	
	
	
	
	
	
	
	
	

	Panel A: Descriptive Statistics

	 
	N
	Minimum
	Maximum
	Mean
	Std. Deviation
	 
	 
	 

	LLP
	1321
	-0,0152
	0,1701
	0,0041
	0,0080
	
	
	

	LCO
	1321
	-0,0935
	0,0982
	-0,0016
	0,0087
	
	
	

	LLA
	1321
	0,0000
	0,3045
	0,0149
	0,0184
	
	
	

	CHNPL
	1321
	-0,0652
	0,1490
	0,0026
	0,0128
	
	
	

	EBTP
	1321
	-0,0993
	0,2623
	0,0161
	0,0170
	
	
	

	EBTP*IFRS
	1321
	-0,0289
	0,2623
	0,0134
	0,0156
	
	
	

	EBTP*LISTED
	1321
	-0,0289
	0,2623
	0,0017
	0,0090
	
	
	

	EBTP*IFRS*

LISTED
	1321
	-0,0289
	0,2623
	0,0017
	0,0090
	 
	 
	 

	
	
	
	
	
	
	
	
	

	Panel B: Pearson Correlations

	 
	LLP
	LCO
	LLA
	CHNPL
	EBTP
	EBTP*

IFRS
	EBTP*

LISTED
	EBTP*IFRS*

LISTED

	LLP
	1
	0,273***
	0,222***
	 0,066**
	 0,575***
	 0,397***
	 0,452***
	 0,453***

	LCO
	
	1
	0,024
	-0,089***
	 0,190***
	-0,114
	 0,113***
	 0,112***

	LLA
	
	
	1
	-0,155***
	 0,112***
	 0,092***
	-0,018
	-0,018

	CHNPL
	
	
	
	 1
	-0,034
	-0,003
	-,086***
	-0,086***

	EBTP
	
	
	
	
	 1
	 0,784***
	 0,369***
	 0,370***

	EBTP*IFRS
	
	
	
	
	
	 1
	 0,435***
	 0,435***

	EBTP*LISTED
	
	
	
	
	
	
	 1
	 1,000***

	EBTP*IFRS* LISTED
	
	
	 
	 
	 
	 
	 
	 1

	*** 
	= Correlation is significant at a 1% level

	** 
	= Correlation is significant at a 5% level

	* 
	= Correlation is significant at a 10% level


Out of the 1321 observations, 11,66% were observations for listed banks (154 observations). In addition, 14,99% of the observations were local GAAP-observations (198), the remainder was under IFRS. The descriptive statistics presented in panel A of table 5.3 are again fairly in line with Kanagaretnam et al. (2004) so they are no cause of concern. What can be seen here is that reported LLPs and earnings before taxes and LLPs are lower for the post-IFRS period. The mean of scaled LLPs for the pre-IFRS period is 0,0050 (derived from table 5.1) and for the post-IFRS period 0,0039 (calculated separately, not recorded in table 5.3). The mean of scaled earnings before taxes and LLPs was 0,0175 pre-IFRS (derived from table 5.1) and 0,0134 post-IFRS (derived from table 5.3). Lower loan loss provisions for this period could indicate that bank managers participate less in managing earnings through LLPs after IFRS-adoption.

Furthermore panel B of table 5.3 shows that, as expected, loan charge offs, and changes in nonperforming loans are positively correlated with LLPs. Again contrary to expectations, previous-year loan loss allowances are positively and significantly correlated with LLPs. These correlations and significance levels are in accordance with the coefficients reported in table 5.4. Panel B also shows that earnings before taxes and LLPs for the post-IFRS period are less correlated with LLPs, which can indicate a decrease in earnings management, supportive of hypothesis 2a.

	Table 5.4

Coefficients

	 
	B
	Std. Error
	t-statistic
	Sig.

	(Constant)
	-0,002
	***
	0,001
	-3,893
	0,000

	LCO
	0,131
	***
	0,020
	6,427
	0,000

	LLA
	0,088
	***
	0,009
	10,352
	0,000

	CHNPL
	0,092
	***
	0,012
	7,481
	0,000

	EBTP
	0,286
	***
	0,019
	15,322
	0,000

	LISTED
	0,002
	 
	0,007
	0,299
	0,765

	IFRS
	0,003
	***
	0,001
	4,805
	0,000

	EBTP*LISTED
	-0,360
	 
	1,572
	-0,229
	0,819

	EBTP*IFRS
	-0,169
	***
	0,023
	-7,505
	0,000

	IFRS*LISTED
	-0,008
	 
	0,007
	-1,101
	0,271

	EBTP*IFRS*LISTED
	0,792
	 
	1,572
	0,504
	0,615

	Adjusted R-squared = 0,519
	 
	 
	 

	*** 
	= Coefficient is significant at a 1% level
	
	

	** 
	= Coefficient is significant at a 5% level
	
	

	* 
	= Coefficient is significant at a 10% level
	 
	 


In accordance with expectations, the coefficients on 
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 are positive and significant. Only 
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 exhibits a coefficient contrary to expectations (namely a positive/significant sign). This means that higher previous-year loan loss allowances do not necessarily indicate higher current-year loan loss provisions. This result can also be attributable to the fact that publicly listed banks maintain higher loan loss allowances than private banks (Nichols et al., 2009). My sample consists, however, mainly of private banks. These maintain lower loan loss allowances so face less risk of over-reservation (Ryan, 2007).

The coefficient on 
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 is also positive and significant, indicating the presence of income smoothing for the total main sample, but the coefficient on 
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 is negative and also significant. This indicates a decrease in earnings management after IFRS adoption, in line with expectations. Hypothesis 2a is therefore supported.

The coefficient on 
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 is not in line with expectations as it is negative, which would mean a lower level of earnings management for listed banks, but this result is not significant. The coefficient on 
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 is in accordance with expectations, as it is higher than the coefficient on 
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, but again not significant.

5.2.2 Control sample differences

The table below presents the summary statistics, related to the control sample for the pre-IFRS as well as the post-IFRS period, corresponding to hypothesis 2b.

	Table 5.5

Summary statistics control sample pre/post-IFRS

	
	
	
	
	
	
	
	

	Panel A: Descriptive Statistics

	 
	N
	Minimum
	Maximum
	Mean
	Std. Deviation
	 
	 

	LLP
	51
	-0,0051
	0,0072
	0,0014
	0,0024
	
	

	LCO
	51
	-0,0014
	0,0094
	0,0014
	0,0025
	
	

	LLA
	51
	0,0000
	0,0304
	0,0086
	0,0082
	
	

	CHNPL
	51
	-0,0125
	0,0130
	-0,0005
	0,0041
	
	

	EBTP
	51
	-0,0111
	0,0550
	0,0103
	0,0114
	
	

	EBTP*LISTED
	51
	0,0000
	0,0079
	0,0007
	0,0020
	
	

	EBTP*IFRS
	51
	-0,0111
	0,0550
	0,0094
	0,0119
	 
	 

	
	
	
	
	
	
	
	

	Panel B: Pearson Correlations

	 
	LLP
	LCO
	LLA
	CHNPL
	EBTP
	EBTP*LISTED
	EBTP*IFRS

	LLP
	1
	0,271*
	0,222
	0,430***
	 0,297**
	 0,109
	 0,259*

	LCO
	
	1
	0,486***
	-0,258*
	 0,342**
	-0,023
	 0,333**

	LLA
	
	
	1
	-0,308**
	 0,292**
	 0,175
	 0,256*

	CHNPL
	
	
	
	1
	-0,098
	 0,132
	-0,132

	EBTP
	
	
	
	
	 1
	-0,116
	 0,984**

	EBTP*LISTED
	
	
	
	
	
	 1
	-0,273*

	EBTP*IFRS
	 
	 
	 
	 
	 
	 
	 1

	*** 
	= Correlation is significant at a 1% level

	** 
	= Correlation is significant at a 5% level

	* 
	= Correlation is significant at a 10% level


The original control sample contained 61 observations. Ten of these observations were eliminated because they are outliers, to strengthen the analysis. Out of the 51 observations remaining, 11,76% were observations for listed banks (6 observations). In addition, 19,65% of the observations were IFRS-observations (9; early adopters), the remainder was under IFRS (non-adopters). From the descriptive statistics presented in panel A of table 5.5 it can be concluded that these values are lower than for the main sample, but this is caused by the elimination of the outliers. What can be observed is that again reported LLPs and earnings before taxes and LLPs are lower for the post-IFRS period. The mean of scaled LLPs for the pre-IFRS period is 0,0021 and for the post-IFRS period 0,0031 (calculated separately, not recorded in table 5.5). The mean of scaled earnings before taxes and LLPs was 0,0052 pre-IFRS and 0,0115 post-IFRS (calculated separately, not derived from table 5.5). Lower loan loss provisions for this period could indicate that bank managers participate less in income smoothing through LLPs in the post-IFRS period, not consistent with the control sample hypothesis.

Furthermore panel B of table 5.5 shows that, as expected, loan charge offs, and changes in nonperforming loans are positively correlated with LLPs. Again contrary to expectations, previous-year loan loss allowances are positively correlated with LLPs, but this correlation is not significant. Panel B also shows that earnings before taxes and LLPs for the post-IFRS period are less correlated with LLPs, which can indicate a decrease in earnings management, contradicting hypothesis 2b.

	Table 5.6

Coefficients

	 
	B
	
	Std. Error
	t-statistic
	Sig.

	(Constant)
	-0,002
	 
	0,005
	-0,404
	0,688

	LCOt
	0,244
	*
	0,137
	1,785
	0,082

	LLAt-1
	0,061
	 
	0,042
	1,445
	0,156

	CHNPLt
	0,332
	***
	0,075
	4,408
	0,000

	EBTPt
	0,602
	 
	1,138
	0,529
	0,599

	LISTED
	0,003
	 
	0,005
	0,612
	0,544

	IFRS
	0,002
	 
	0,005
	0,447
	0,657

	EBTPt*LISTEDt
	-0,691
	 
	1,203
	-0,574
	0,569

	EBTPt*IFRSt
	-0,556
	 
	1,139
	-0,489
	0,628

	Adjusted R-squared = 0,325
	 
	 

	*** 
	= Coefficient is significant at a 1% level
	
	

	** 
	= Coefficient is significant at a 5% level
	
	

	* 
	= Coefficient is significant at a 10% level
	 
	 


In accordance with expectations, the coefficients on 
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 are positive and significant. Only 
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 exhibits a coefficient contrary to expectations (namely a positive sign), but is not significant. The coefficient on 
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 is also positive and significant, indicating the presence of income smoothing for the total control sample, but the coefficient on 
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 is negative. This indicates a decrease in earnings management after IFRS adoption, decrease in earnings management between the pre- and post-IFRS period (these results are not significant though). Hypothesis 2b would be rejected, but it has to be noted that the control sample for the pre-IFRS period only contains early adopters and for the post-IFRS period only non-adopters. A decrease in earnings management would then not be in line with expectations, as an increase would be expected.

The coefficient on 
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 is not in line with expectations as it is negative, which would mean a lower level of earnings management for listed banks, but this result is also not significant. No results for the interaction terms 
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 were produced, as these were excluded from the analysis. This was due to the fact that they were constant factors, as there was no variability in them due to the control sample size limitations.

Overall, the results on the tests of hypothesis 2b are almost all insignificant and no real conclusion can be drawn, also because of the different nature of the sample pre- and post-IFRS adoption. No data for the post-IFRS period was available for the early adopters which are in the control sample, and vice versa, no data for the pre-IFRS period was available for the non-adopters in the control sample. This means that for the control sample, it is not really possible to draw a conclusion regarding the difference in earnings management pre- and post-IFRS.

5.3 Evidence on the relation between loan loss disclosure requirements and earnings management using LLPs

The table on the next page presents the summary statistics, related to the total sample for both pre- and post-IFRS periods, corresponding to the third hypothesis. The total sample includes both the main sample-observations used in testing hypothesis 2a (1321 observations), and the control sample-observations used in testing hypothesis 2b (51 observations).

	Table 5.7

Summary statistics - Total sample pre/post-IFRS

	
	
	
	
	
	
	
	
	

	Panel A: Descriptive Statistics

	 
	N
	Minimum
	Maximum
	Mean
	Std. Deviation
	 
	 
	 

	LLPt
	1372
	-0,01518
	0,170129
	0,003981
	0,007880
	 
	
	

	LCOt
	1372
	-0,09347
	0,098204
	-0,001490
	0,008542
	 
	
	

	LLAt-1
	1372
	0,00000
	0,304495
	0,014760
	0,018134
	 
	
	

	CHNPLt
	1372
	-0,06523
	0,148960
	0,002486
	0,012625
	 
	
	

	EBTPt
	1372
	-0,09927
	0,262314
	0,016073
	0,016789
	 
	
	

	EBTPt*DSCOREt
	1372
	-0,09927
	0,262314
	0,016292
	0,016971
	 
	
	

	EBTPt*LISTEDt
	1372
	-0,02885
	0,262314
	0,001759
	0,008968
	 
	
	

	EBTPt*DSCOREt*

LISTEDt
	1372
	-0,02885
	0,262314
	0,001759
	0,008968
	 
	
	

	 
	 
	 
	 
	 
	 
	 
	
	

	Panel B: Pearson Correlations

	 
	LLPt
	LCOt
	LLAt-1
	CHNPLt
	EBTPt
	EBTPt*

DSCOREt
	EBTPt*

LISTEDt
	EBTPt*DSCOREt*

LISTEDt

	LLPt
	1,000
	0,269***
	0,225***
	 0,070***
	 0,571***
	 0,560***
	 0,446***
	 0,446***

	LCOt
	 
	1,000
	0,023
	-,0093***
	 0,192***
	 0,197***
	 0,114***
	 0,114***

	LLAt-1
	 
	 
	1,000
	-0,153***
	 0,115***
	 0,112***
	-0,017
	-0,017

	CHNPLt
	 
	 
	 
	 1,000
	-0,036
	-0,041
	-0,085***
	-0,085***

	EBTPt
	 
	 
	 
	 
	 1,000
	 0,992***
	 0,367***
	 0,367***

	EBTPt*DSCOREt
	
	 
	 
	 
	 
	 1,000
	 0,360***
	 0,360***

	EBTPt*LISTEDt
	
	 
	 
	 
	 
	 
	 1,000
	 1,000***

	EBTPt*DSCOREt*

LISTEDt
	
	
	 
	 
	 
	 
	 
	 1

	*** 
	= Correlation is significant at a 1% level

	** 
	= Correlation is significant at a 5% level

	* 
	= Correlation is significant at a 10% level


Out of the 1372 observations, 11,66% were observations for listed banks (160 observations). In addition, 82,51% of the observations were IFRS-observations (1132), the remainder was either under local GAAP or US GAAP. The descriptive statistics presented in panel A of table 5.7 are fairly in line with previous findings so they are not a cause of concern.

Furthermore panel B of table 5.7 shows that, as expected, loan charge offs, and changes in nonperforming loans are positively correlated with LLPs. Again, contrary to expectations, previous-year loan loss allowances are positively correlated with LLPs. Panel B also shows that earnings before taxes and LLPs are correlated more with LLPs than the interaction term of earnings before taxes and LLPs with disclosure score. This could indicate that earnings management decreases with disclosure score (whereas a higher disclosure score represents lower disclosure requirements), not consistent with hypothesis 3.
	Table 5.8

Coefficients

	
	B
	Std. Error
	t-statistic
	Sig.

	(Constant)
	0,000
	
	0,002
	0,105
	0,917

	LCOt
	0,175
	***
	0,018
	9,546
	0,000

	LLAt-1
	0,085
	***
	0,009
	9,954
	0,000

	CHNPLt
	0,101
	***
	0,012
	8,233
	0,000

	EBTPt
	0,324
	***
	0,123
	2,625
	0,009

	DSCOREt
	0,000
	
	0,002
	-0,087
	0,931

	EBTPt*DSCOREt
	-0,156
	
	0,122
	-1,277
	0,202

	DSCOREt*LISTEDt
	-0,005
	***
	0,001
	-9,052
	0,000

	EBTPt*DSCOREt*LISTEDt
	0,375
	***
	0,023
	16,617
	0,000

	Adjusted R-squared = 0,496
	
	

	*** 
	= Coefficient is significant at a 1% level
	
	

	** 
	= Coefficient is significant at a 5% level
	
	

	* 
	= Coefficient is significant at a 10% level
	 
	 


The coefficients on 
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 are positive and significant in line with expectations. Only 
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 exhibits a coefficient contrary to expectations, as it is positive and significant. The coefficient on 
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 is positive and significant, indicating the presence of income smoothing for the total sample. The coefficient on EBTP*DSCORE is negative. The disclosure score is measured as 1 for banks in high disclosure GAAPs, 2 for mid and 3 for low disclosure GAAPs. Since more earnings management is expected for banks in higher ranked disclosure GAAPs, the coefficient on 
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, which is not the case. This would mean that higher disclosure requirements do not deter banks for managing earnings through LLPs. Hypothesis 3 would then be rejected, as there is no support for a negative relationship between disclosure requirements and earnings management using LLPs. This result is not significant. The coefficient on 
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, and also significant, indicating higher levels of earnings management for listed banks. No results were produced for the variables 
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, as they were excluded from the analysis due to collinearity problems.

5.4 Conclusion
The previous sections of this chapter presented the results of my research. In this section, I will recap and analyze these results, and give a final answer to my two main research questions.
First of all, I found evidence that, as hypothesized, before the adoption of IFRS in 2005, banks from the Basel-countries within the European Union used loan loss provisions to smooth their earnings. Bank managers have an incentive to smooth income through loan loss provisions because less volatility in earnings is assumed to represent lower risk and therefore is a fundamental foundation for stable stock prices. I also distinguished between publicly listed and unlisted privately owned banks, as the incentive for earnings management is stronger for listed banks than for unlisted banks. Managers of unlisted banks can have different goals than managers of listed banks, due to the fact that they face less regulatory supervision and pressure to smooth earnings. Results show that prior to IFRS, listed banks did not exhibit higher levels of earnings management, contrary to expectations. However, this result was not significant.
The introduction of IFRS in 2005 meant that banks have to provide detailed disclosures on loan losses in their annual statements. I hypothesized that when more information on loan losses is available, it can be expected that that the incentives for discretionary use of loan loss provisions for income smoothing by bank managers will be reduced. In other words, management would be less likely to engage in earnings management trough loan loss provisions when detailed disclosures on loan loss accounting are required. Evidence shows that, according to expectations, the adoption of IFRS indeed lead to a decrease in the level of earnings management for my sample of banks. Moreover, the results also showed that listed banks exhibited higher levels of earnings management after the IFRS-adoption. This result was not significant.

It was hypothesized that the control sample containing voluntary adopters and non-adopters of IFRS would not show a significant change in the level of earnings management before and after the introduction of IFRS in 2005. However, the results also showed a decrease in earnings management between these two periods, contrary to expectations, but this result was insignificant.
The first main research question of this thesis is:

‘What is the effect of the adoption of IFRS on the level of earnings management by banks?’

Based on the evidence I have discussed, it can be concluded that the effect of the adoption of IFRS in 2005 was a decrease in the level of earnings management by banks using loan loss provisions.

To explore the relation between disclosure requirements and earnings management using loan loss provisions further, I constructed a measure of disclosure requirements regarding loan loss accounting. This measure ranks the required disclosures regarding loan losses of the generally accepted accounting principles in the various countries contained in the sample, along with IFRS and US GAAP. As discussed earlier, it was hypothesized that higher disclosure requirements would lead to lower levels of earnings management, because share- and stakeholders would be able to detect earnings management more easily when more information on loan losses is disclosed. This would mean a negative relationship between loan loss disclosure requirements and income smoothing by banks using loan loss provisions. The evidence on this did not indicate that there was such a negative relationship between loan loss disclosure requirements and earnings management through loan loss provisioning. This result was insignificant. Subsequently, results significantly showed that that listed banks exhibit higher levels of earnings management using loan loss provisions than unlisted banks, in line with expectations.
The second main research question of this research is:

‘What is the effect of loan loss accounting disclosure requirements on the level of earnings management by banks?’

Based on the results I have discussed, it cannot be concluded that the higher disclosure requirements regarding loan loss accounting lead to lower levels of earnings management by banks using loan loss provisions. Evidence suggested that higher disclosure requirements on loan losses do not deter bank managers from using loan loss provisions to their discretion for income smoothing purposes. This result is not significant.
5.5 Research limitations and suggestions for further research

In my research I use loan loss provisions as a measure for earnings management, as it was concluded in other empirical studies that this was the main tool for banks to manage earnings. Also, my results report a decrease in earnings management using LLPs after the adoption of IFRS in 2005. Yet this research does not focus on any form of earnings management in general, but rather focuses on LLPs as an instrument for income smoothing. It is possible that since the IFRS-adoption other tools to manage earnings might have become more attractive for banks, but my results do not show this. I can only conclude based on loan loss provisions as an earnings management-proxy, so further research can go deeper into this and perhaps also investigate other measures of earnings management.

Another limitation of my research is the time periods used. The pre-IFRS period used is 1995 to 2004 and the post-IFRS period is 2005 to 2008. Ideally I would have chosen a longer time period post-IFRS to match the longer pre-IFRS period. This was not possible since the adoption of IFRS is still recent and not a lot of years of data are available yet at this time. This also might be an idea for further research, as covering a larger time period can strengthen conclusions of this research or might even lead to other conclusions. Also, it might be useful to extend the research to other countries that have adopted IFRS besides the Basel-countries I include, even outside of Europe, for example Australia.

One other limitation of this study involves the available data for the pre-IFRS period. Due to the fact that a lot of data was missing, especially for net charge-offs, the observations per year for this time period are very limited, as a lot of observations had to be eliminated. The missing data was also not available from another data source than Bankscope. This leads to a much larger number of observations for the post-IFRS period in comparison to the pre-IFRS period (even though more years for the pre-IFRS period are included). Again, absence of this limitation may or may not lead to different conclusions.

Furthermore, another limitation of this research is the fact that by far most observations were ranked with a disclosure score of 1 (high disclosure), due to the distribution of the various banks in the sample over the selected countries. The insignificant results regarding the testing of the third hypothesis are likely to be attributable to this limitation. A more reliable and significant conclusion might have been reached if the sample had contained more banks ranked as 2 (mid disclosure) or 3 (low disclosure).
Finally, it has to be mentioned that this study focuses on mandatory disclosure requirements under various accounting standards only. Consequently, any possible voluntary disclosures by banks regarding loan losses are not taken into account.
Coherent with increased disclosures under IFRS, further research can be done on the implementation of Basel II. The new capital accord is aimed toward creating an international standard which regulators can use when providing banks with directives on how to set aside capital as a safeguard against unexpected losses from financial and operational risks. Basel II is based on three pillars: first, minimum capital adequacy requirements; second, supervisory review and third, disclosures. This third pillar from the framework contributes to IFRS by adding additional disclosure requirements for banks, also covering loan loss provision policies, internal models and expected loss calculations (Pérez et al., 2006, page 25), as well as credit risk disclosures. Basel II is still in the implementation process, however, but in further research, Basel II adoption will make an interesting event study.

5.5.1 The credit crunch
I would like to mention the credit crunch of 2008 separately, as this could be a very interesting topic for further research related to earnings management by banks.
For years, mortgages were provided easily in the U.S. against low interest rates, inflating a debt bubble. The expectation was that when people would have troubles repaying their mortgage, they would be able to remortgage their property thanks to rising housing prices. When interest rates started to rise again and property values declined, mortgage payments were defaulted on, sparking a crisis. The problem turned global though because the bad debts were sold by U.S. banks, packaged as mortgage-backed securities and given triple A-ratings by rating agencies. When mortgages could not be repaid, the value of these investments plunged.
For earnings management by banks, this crisis can have some consequences. Due to bad loan problems and losses on investments the incentive to smooth income may fade away. As mentioned before, bank managers have an incentive to smooth income through LLPs because less volatility in earnings is assumed to represent lower risk and therefore is a fundamental foundation for stable stock prices. Major losses due to the crisis would mean that presenting smooth earnings would even be possible anymore, so managers would not have an incentive to use LLPs for this purpose. Furthermore, during any crisis, the perceived risk by share- and stakeholders will be higher by definition, and stock prices will be less stable, again reducing incentives to practice earnings management.
Wetmore and Brick (1994) tested for earnings management during the LDC-crisis of 1987 and found that LLPs were unusually high during this year, as a result of this crisis. Furthermore they reported that for this reason, the absence of income smoothing that they found may be due to the circumstances in their sample period, namely the LDC debt crisis. For the current crisis I would expect a similar result; that is high LLPs and reduced incentives leading to an absence of earnings management by banks. This of course remains to be seen, but it would certainly make an interesting study object in the near future, when more data is available to test this.
6 – SUMMARY
Earnings management occurs when management 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 numbers (Healy and Wahlen, 1999, p. 368). In literature, earnings management by banks is studied using specific large accruals for banks, namely loan loss provisions (LLPs). The purpose of these provisions is to adjust banks’ loan loss reserves to reflect expected future losses on their loan portfolios. Bank managers have an incentive to smooth earnings through the discretionary part of LLPs, because less volatility in earnings is a fundamental foundation for stable stock prices (Anandarajan et al., 2007). Most and more recent studies have found evidence for this (Greenawalt and Sinkey, 1988; Ma, 1988; Collins, Shackelford and Wahlen, 1995; Hasan and Hunter, 1999; Bhat 1996; Cornett, McNutt and Tehranian, 2006).

The goal of the adoption of the International Financial Reporting Standards (IFRS) in the European Union since 2005 was to improve transparency and comparability of financial statements. The adoption of IFRS has introduced some new standards which are especially important to banks: IAS 30, IAS 32 and IAS 39 (and currently IFRS 7). The effect of these standards on loan loss accounting by banks is that banks are required to provide detailed information regarding loan losses in their annual reports. This leads to the expectation that, contrary to the general evidence on the effect of IFRS on earnings management, for the case of the banking industry IFRS will reduce earnings management. However, there has not been any empirical research supporting this. This study is the first of its kind in that sense.
To investigate the effects of the IFRS adoption on income smoothing practices through loan loss provisioning, I select a sample of banks from the Basel countries in the European Union (Belgium, Germany, France, Italy, Luxembourg, The Netherlands, Spain, Sweden, Switzerland and the United Kingdom). A main sample is created consisting of banks that have switched from local GAAP to IFRS in 2005. Besides this, a control sample is also created containing banks that either early-adopted IFRS or did not adopt IFRS at all. Data is used from years 1995 to 2004 for the pre-IFRS period and 2005 to 2008 for the post-IFRS period. The sample contains both listed and unlisted banks. Incentives to engage in earnings management through loan loss provisioning can differ between listed and unlisted banks, and unlisted banks also face less regulatory pressure (Anandarajan et al., 2007). My research controls for these differences among banks, while most other researches include only listed banks.

It is first of all hypothesized that prior to IFRS-adoption, banks in the sample used loan loss provisions for earnings management. Second, it is predicted that due to detailed loan loss accounting disclosure requirements under IFRS, earnings management using loan loss provisions will decrease for the main sample, as previous studies have shown that disclosures and earnings management are negatively related (Lobo and Zhou, 2001; Lapointe, Cormier, Magnan and Gay-Angers, 2005). Subsequently, for the control sample of non- and early-adopters of IFRS it is anticipated that there will be no significant change in the level of earnings management. And finally, is hypothesized that loan loss disclosure requirements in the various countries included in the sample are negatively related to the level of earnings management exhibited by banks. To test this I construct a measure of disclosure requirements regarding loan loss accounting. This measure ranks the required disclosures regarding loan losses of the Generally Accepted Accounting Principles (GAAP) in the various countries contained in the sample, as well as IFRS and US GAAP.
The evidence shows that prior to the adoption of IFRS, banks used loan loss provisions to manage earnings, in accordance with expectations. The effect of the adoption of IFRS in 2005 was a decrease in the level of earnings management by banks using loan loss provisions, also consistent with expectations. The control sample shows a similar decrease in the level of earnings management, contrary to expectations, but this result is not significant.
Further, based on the evidence, it cannot be concluded that higher loan loss accounting disclosure requirements lead to lower levels of earnings management by banks using loan loss provisions. The results suggest that higher disclosure requirement do not deter bank managers from using loan loss provisions for income smoothing purposes (this result is insignificant).

Finally, there are some limitations to this study that have to be mentioned. This study focuses only on loan loss provisions as an income smoothing instrument. Other forms of earnings management and other instruments besides loan loss provisions that might be used by banks to manage earnings are not taken into account in this thesis. Also, the pre- and post-IFRS time periods included are not equal, and the post-IFRS period covers much more observations as a lot of data was missing in the Bankscope database especially for the pre-IFRS period. Additionally, most of the observations were ranked with a high disclosure score when testing the third hypothesis. A more reliable and significant conclusion might have been obtained if the sample had contained more banks ranked with a mid or low disclosure score. And finally, this study considers only required loan loss disclosures under various accounting standards. Therefore, possible voluntary loan loss disclosures by banks are not taken into consideration.
Further research could focus on these limitations and besides this, Basel II and the credit crunch also provide interesting subjects for further studies. The new Basel capital framework requires additional disclosure requirements, also on loan loss accounting, and is currently in the implementation process. Future research focusing on the credit crunch might conclude that due to bad loan problems and losses on investments the incentive for bank managers to smooth income may fade away. Furthermore, during any crisis, the perceived risk by share- and stakeholders will be higher by definition, and stock prices will be less stable, again reducing incentives to practice earnings management.

REFERENCE LIST

Articles

Ahmed, A.S., Takeda, C. and S. Thomas, 1999, Bank loan loss provisions: a reexamination of capital management, earnings management and signaling effects, Journal of Accounting and Economics, vol. 28, pp. 1-25.

Anandarajan, A., Hasan, I. and A. Lozano-Vivas, 2005, Loan loss provision decisions: An empirical analysis of the Spanish depository institutions, Journal of International Accounting, Auditing and Taxation, vol. 14,  pp. 55–77.

Anandarajan, A., Hasan, I. and C. McCarthy, 2007, Use of loan loss provisions for capital, earnings management and signaling by Australian banks, Accounting and Finance, vol. 47, pp. 357–379.

Barth, M.E., Landsman, W.R. and M.H. Lang, 2008, International Accounting Standards and Accounting Quality, Journal of Accounting Research, vol. 46, no. 3, pp. 467-498.

Beatty, A., Chamberlain, S.L. and J. Magliolo, 1995, Managing Financial Reports of Commercial Banks: The Influence of Taxes, Regulatory Capital, and Earnings, Journal of Accounting Research, vol. 33, no. 2, pp. 231-261.

Beaver, W.H. and E.E. Engel, 1996, Discretionary behavior with respect to allowances for loan losses and the behavior of security prices, Journal of Accounting and Economics, vol. 22, pp. 177-206.

Burgstahler, D.C., Hail, L. and C. Leuz, 2006, The Importance of Reporting Incentives: Earnings Management in European Private and Public Firms, The Accounting Review, vol. 81, no. 5, pp. 983-1016.
Bhat, V.N., 1996, Banks and income smoothing: an empirical analysis, Applied Financial Economics, vol. 6, pp. 505–510.
Capkun, V., Cazavan-Jeny, A., Jeanjean, T. And L.A. Weiss, 2008, Earnings Management and Value Relevance during the Mandatory Transition from Local GAAPs to IFRS in Europe, Working paper, HEC Paris.

Collins, J.A., Shackelford, D.A. and J.M. Wahlen, 1995, Bank Differences in the Coordination of Regulatory Capital, Earnings and Taxes, Journal of Accounting Research, vol. 33, no. 2, pp. 263-291.

Cornett, M.M., McNutt, J.J. and H. Tehranian, 2006, Corporate Governance and Earnings Management at Large U.S. Bank Holding Companies, Working paper, Whitcomb Center for Research in Financial Services.

Deegan, C. and J. Unerman, 2005, Financial Accounting Theory, Berkshire: McGraw-Hill.
Doupnik, T.S., 2008, Influence of Culture on Earnings Management: A Note, ABACUS, vol. 44, no. 3, pp. 317-340.

Ewert, R. and A. Wagenhofer, 2005, Economic Effects of Tightening Accounting Standards to Restrict Earnings Management, The Accounting Review, vol. 80, no. 4, pp. 1101-1124.

Greenawalt, M.B. and J.F. Sinkey Jr., 1988, Bank Loan-Loss Provisions and the Income-Smoothing Hypothesis: An Empirical Analysis, 1976-1984, Journal of Financial Services Research, vol. 1, pp. 301-318.

Hasan, I. and W.C. Hunter, 1999, Income-smoothing in the depository institutions: An empirical investigation, Advances in Quantitative Analysis of Finance and Accounting, vol. 7, pp. 1-16.
Healy, P.M. and J.A. Wahlen, 1999, A Review of the Earnings Management Literature and Its Implications for Standard Setting, Accounting Horizons, vol. 13, no. 4, pp. 365-383.
Heemskerk, M. and L.G. van der Tas, 2006, Veranderingen in resultaatsturing als gevolg van de invoering van IFRS, Maandblad voor Accountancy en Bedrijfseconomie, vol. 80, no. 11, pp. 571-579.

Jeanjean, T. and H. Stolowy, 2008, Do accounting standards matter? An exploratory analysis of earnings management before and after IFRS adoption, Journal of Accounting and Public Policy, vol. 27, pp. 480-494.
Kanagaretnam, K., Lobo, G. and R. Mathieu, 2004, Earnings Management to Reduce Earnings Variability: Evidence from Bank Loan Loss Provisions, Review of Accounting and Finance, vol. 3, no. 1, pp. 128-148.

Kanagaretnam, K., Lobo, G. and D.H. Yang, 2005, Determinants of Signaling by Banks through Loan Loss Provisions, Journal of Business Research, vol. 58, no. 3, pp. 312-320.
Lang, M., Raedy, J.S. and W. Wilson, 2006, Earnings management and cross listing: Are reconciled earnings comparable to US earnings?, Journal of Accounting and Economics, vol. 42, pp. 255-283.

Lapointe, P., Cormier, D., Magnan, M. and S. Gay-Angers, 2006, On the Relationship between Voluntary Disclosure, Earnings Smoothing and the Value-Relevance of Earnings: The Case of Switzerland, European Accounting Review, vol. 15, no. 4, pp. 465-506.

Leuz, C., Nanda, D. and P.D. Wysocki, 2003, Earnings management and investor protection: an international comparison, Journal of Financial Economics, vol. 69, pp. 505-527.

Lin, Z.X. and M.S.H. Shih, 2002, Variation of Earnings Management Behavior across Economic Settings, and New Insights into Why Firms Engage in Earnings Management, Working paper, National University of Singapore.

Liu, C. and S. Ryan, 2006, Income smoothing over the business cycle: Changes in banks’ coordinated management of provisions for loan losses and loan charge-offs from the pre-1990 bust to the 1990s boom, The Accounting Review, vol. 81, no. 2, pp. 421–441.
Lobo, G.J. and J. Zhou, 2001, Disclosure quality and earnings management, Asia-Pacific Journal of Accounting & Economics, vol. 8, no. 1, pp. 1-20.

Ma, C. K., 1988, Loan loss reserves and income smoothing: The experience in the U.S. banking industry, Journal of Business Finance and Accounting, vol. 15, no. 4, pp. 487–497.

Maijoor, S.J. and A. Vanstraelen, 2006, Earnings Management: The Effects of National Audit Environment, Audit Quality and International Capital Markets, Accounting and Business Research, vol. 36, no. 1, pp. 33-52.
McNichols, M.F., 2000, Research design issues in earnings management studies, Journal of Accounting and Public Policy, vol. 19, pp. 313-345.

Moison, J.W., 2004, Chapter 47: Banks, in: ‘Externe verslaggeving in theorie en praktijk’, Reed Business Information, ’s Gravenhage, pp. 1307-1340.

Nabar, S. and K. Boonlert-U-Thai, 2007, Earnings Management, Investor Protection, and National Culture, Working paper, Oklahoma State University.

Nichols, D.C., Wahlen, J.M. and M.M. Wieland, 2009, Publicly traded versus privately held: implications for conditional conservatism in bank accounting, Review of Accounting Studies, vol. 14, pp. 88-122.
Paananen, M., 2008, The IFRS Adoption’s Effect on Accounting Quality in Sweden, Working paper, University of Hertfordshire.

Paananen, M. And H. Lin, 2008, The Development of Accounting Quality of IAS and IFRS Over Time: The Case of Germany, Working paper, University of Hertfordshire.

Peasnell, K.V., Pope, P.F. and S. Young, 2000, Detecting earnings management using cross-sectional abnormal accruals models, Accounting and Business Research, vol. 30, no. 4, pp. 313-326.

Pérez, D., Salas, V. And J. Saurina, 2006, Earnings and capital management in alternative loan loss provision regulatory regimes, Working paper 0614, Bank of Spain.

Qinglu, J., 2005, Business Cycle, Accounting Behavior and Earnings Management, The Hong Kong University of Science and Technology.

Ronen, J. And V. Yaari, 2008, Earnings Management: Emerging Insights in Theory, Practice and Research, Springer US.

Ryan, S., (2007), Financial instruments & institutions - accounting and disclosure rules (2nd edition), Hoboken, NJ: John Wiley & Sons, Inc.

Schipper, K., 1989, Earnings Management, Accounting Horizons, vol. 3, no. 4, pp. 91-102.

Stolowy, H. and G. Breton, 2004, Accounts Manipulation: A Literature Review and Proposed Conceptual Framework, Review of Accounting and Finance, vol. 3, no. 1, pp. 5-66.

Tendeloo, B. van, and A. Vanstraelen, 2005, Earnings Management under German GAAP versus IFRS, European Accounting Review, vol. 14, no. 1, pp. 155-180.
Wahlen, J.M., 1994, The Nature of Information in Commercial Bank Loan Loss Disclosures, The Accounting Review, vol. 69, no. 3, pp. 455-478.

Wall, L. D. and T.W. Koch, 2000, Bank loan loss accounting: A review of theoretical and empirical evidence, Federal Reserve Bank of Atlanta Economic Review, no. 2, pp. 1–17.

Watts, R.L. and J.L. Zimmerman, 1978, Towards a Positive Theory of the Determination of Accounting Standards, The Accounting Review, vol. 53, no. 2, pp. 112-134.
Wetmore, J. L. and J.R. Brick, 1994, Loan-loss provisions of commercial banks and adequate disclosure: A note, Journal of Economics and Business, vol. 46, pp. 299–305.

Accounting standards and regulations

IFRS:

· International Accounting Standards (IAS) 30 Disclosures in the financial statements of banks and similar financial institutions.
· IAS 32 Financial Instruments: Presentation.
· International Financial Reporting Standards (IFRS) 7 Financial Instruments: Disclosures.
US GAAP:

· Statement of Financial Accounting Standards (SFAS) 5 Accounting for Contingencies.
· SFAS 114 Accounting by Creditors for Impairment of a Loan.
· United States Securities and Exchange Commission (SEC) Securities Act Industry Guides.
Belgian GAAP:

· Koninklijk besluit op de jaarrekening van kredietinstellingen 23 september 1992.

· Koninklijk besluit op de jaarrekening van kredietinstellingen 23 september 1992, Officieuze coördinatie.

French GAAP :

· Règlement n° 2002-03 du Comité de la réglementation comptable (CRC) du 12 décembre 2002 relatif au traitement  comptable du risque de crédit.

German GAAP:

· German Accounting Standards (GAS) 5-10 Risk reporting by Financial Institutions and Financial Service Institutions.
Dutch GAAP:

· Richtlijnen voor de jaarverslaggeving voor grote en middelgrote rechtspersonen (RJ) 600 Banken.
Italian GAAP:

· Banca d’Italia Circular 263, New regulations for the prudential supervision of banks
Luxembourg GAAP:

· Loi du 17 juin 1992 relative aux comptes des établissements de crédit
· Circulaire CSSF 01/32 Publication d’informations sur les instruments financiers
Spanish GAAP:

· Banco de España Circular no. 4/1991 and 4/2004 Credit Institutions: Public and Confidential Financial Reporting Rules and Formats
Swedish GAAP:

· Redovisningsrådets Rekommendation (RR) 27 Finansiella Instrument: Upplysningar och Klassificering
Swiss GAAP FER:

· FINMA Circular 08/02 Accounting Banks

UK GAAP:

· Companies Act 1985

· British Bankers’ Association Statement of Recommended Accounting Practice (BBA SORP)

APPENDIX 1 – EMPIRICAL RESEARCH OVERVIEW ON EARNINGS MANAGEMENT BY BANKS
	Panel A: Researches that found a positive association between LLPs and earnings management

	Author(s)
	Research subject
	Findings

	Ma (1988)
	The use of loan loss provisions by banks to smooth earnings
	Both LLPs and loan charge-offs are tools to smooth earnings

	Greenawalt and Sinkey (1988)
	The use of LLPs for income smoothing and the differences in income smoothing behavior between bank types
	While controlling for characteristics of banks’ portfolios and economic environment, it can be concluded that LLPs are used to smooth earnings. Also, compared to money centered banks, regional banks engage in income smoothing through LLPs more aggressively

	Collins et al. (1995)
	The use of loan charge-offs, securities issuances and LLPs for earnings and capital management
	LLPs are used for earnings management, while loan charge-offs and securities issuances are used for capital management

	Bhat (1996)
	The use of LLPs for earnings management and the characteristics of the banks engaging in managing earnings
	Banks use LLPs to smooth income and can be characterized by low growth, a low book to asset ratio, a high loans to deposit ratio, a high debt to asset ratio and a low return on assets

	Hasan and Hunter (1999)
	Similar to Greenawalt and Sinkey, the use of LLPs for income smoothing, and examine if smoothing behavior was affected by the 1986 Tax Reform Act
	LLPs are used to smooth income. The introduction of the 1986 Tax Reform Act didn’t have a significant impact on banks’ propensity to manage earnings and smooth income

	Cornett, McNutt and Tehranian (2006)
	Whether corporate governance mechanisms affect earnings management at the largest publicly traded bank holding companies in the United States
	Bank managers appear to use discretionary LLPs to increase earnings and, subsequently, their own personal wealth

	
	
	

	Panel B: Researches that found no association between LLPs and earnings management

	Author(s)
	Research subject
	Findings

	Wetmore and Brick (1994)
	What factors are related to income smoothing practices by banks
	No evidence that LLPs are used by banks to manage earnings

	Beatty et al. (1995)
	The altering of timing and size of transactions and accruals by banks for capital and earnings management
	No evidence that LLPs are used by banks to manage earnings

	Ahmed et al. (1999)
	The use of LLPs as a tool for earnings and capital management following the 1990 change in capital adequacy regulation in the U.S.
	No evidence that LLPs are used by banks to manage earnings after the 1990 capital adequacy regulation


APPENDIX 2 – EMPIRICAL RESEARCH OVERVIEW ON EARNINGS MANAGEMENT AND IFRS

	Panel A: Researches that found no decrease in earnings management due to IFRS

	Author(s)
	Research subject
	Findings

	Tendeloo Vanstraelen (2005)
	The impact of the voluntary adoption of IFRS in Germany
	Firms exhibit no difference in earnings management behavior since voluntary IFRS adoption

	Heemskerk and Van der Tas (2006)
	The influence of IFRS on comparability and transparency of financial statements
	Financial figures are less transparent and comparable under IFRS; more earnings management

	Paananen and Lin (2007)
	Effect of IFRS on accounting quality in Germany
	Decrease in accounting quality and firms exhibit more income smoothing under IFRS

	Capkun, Cazavan-Jeny, Jeanjean and Weiss (2008)
	The level of earnings management during IFRS transition period in Europe
	In all countries level of earnings management increases; management uses transition to improve earnings

	Jeanjean and Stolowy (2008)
	The level of earnings management pre- and post-IFRS adoption in Australia, the UK and France
	No difference in Australia and the UK; more earnings management in France

	Paananen (2008)
	The effect of IFRS on accounting quality in Sweden
	Decrease in accounting quality and firms exhibit more earnings management under IFRS

	
	
	

	Panel B: Researches that found a decrease in earnings management due to IFRS

	Author(s)
	Research subject
	Findings

	Barth, Landsman and Lang (2008)
	The accounting quality of firms pre- and post-IFRS adoption
	The adoption of IFRS improves the accounting quality of firms; less earnings management


APPENDIX 3 - DATA ELIMINATIONS FOR UNAVAILABLE DATA IN BANKSCOPE

	Search criteria steps
	Number of banks selected

	Countries:

BE, FR, DE, IT, LU, NL, SP, SE, CH, GB
	10.237

	NPL
	1.905

	LLA
	1.800

	NCO
	956

	LLP
	954

	EBT
	954

	TA
	954

	Listed/Unlisted
	914


APPENDIX 4 - BANKSCOPE ACCOUNTS USED AND VARIABLE CALCULATIONS

Bankscope accounts used:

	Data used
	Data description
	Bankscope account number
	Bankscope account name

	LLP
	Loan loss provision
	2095
	Loan loss provisions

	LCO
	Loan charge-offs
	2150
	Net charge-offs

	LLA
	Loan loss allowance
	2070
	Loan loss reserves

	NPL
	Non-performing loans
	2170
	Impaired loans

	EBTP
	Earnings before tax + LLP
	2105
	Profit before tax

	TA
	Total assets
	2025
	Total assets


Variable calculations:
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� Accruals arise when there is a discrepancy between the timing of cash flows and the timing of the accounting recognition of the transaction. One notable example involves the recognition of revenues. Revenues may be recognized after customers advance cash and before total collection is assured (Ronen and Yaari, 2008, p. 371).


� Before, decreasing the loan loss provision to inflate earnings resulted in lower loan loss reserves, which in turn had a negative effect on the required capital adequacy ratio, resulting in costs.


� In this study a firm’s disclosure score is based on a weighted average of analysts’ assessments of 1) annual published information, 2) quarterly and other published information and 3) investor relations and related aspects.


� Ewert and Wagenhofer (2005, p. 1102) measure earnings quality as the variability of reported earnings and the association between reported earnings and the market price reaction (value relevance).


� Under IFRS 7, similar disclosures are required for loan loss provisions
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