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Preface

Last year, we presented the book “Accountability 2008: papers from master theses”. The
book contained eleven papers. Each paper was based on a thesis in the field of Accounting,
Auditing and Control, on which these students received a Master’s degree in Economics &
Business from the Erasmus School of Economics in 2008.

We intended this book to be the beginning of an annual book series. The fact that you are
now reading the preface of a second volume shows that this intention seems to become
reality. In fact, we are confident that these two volumes are really the beginning of a
series of books with papers of master theses in accounting. We have at least three reasons
to be this confident.

First, we believe that the two purposes of starting this book series will remain as important
in the future as they are now. These two purposes are first, to provide a wider audience
for theses that deserve that, and second, to offer some help to current and future master
students in the streams of Accounting & Finance or Accounting, Auditing, and Control in
writing their theses by presenting “good practices” from earlier theses.

Second, as last year, the students who were invited to submit a paper for this year’s
edition, without any exception, were all very enthusiastic to contribute to this book. Even
though they had already finished their master theses and received their master’s degree,
they were still willing to put in additional effort to turn their thesis into a paper that
should not exceed 7.000 words. The fact that (almost) all contributors succeeded to not
only do that but also before the deadline, shows that this book is seen as a good
opportunity for students to disseminate the results of their master theses to a wider
audience.

Third, despite the economic crisis, we found some sponsors for this book, which is
promising for the future!

This year’s edition contains thirteen papers, two more than last year. The majority of
these papers deal with Financial Accounting, some with Management Accounting, and one
paper deals with ICT aspects around management information systems. As such, the book
reflects the diversity of topics and fields covered by the Accounting, Auditing & Control
section of the Erasmus School of Economics. Additionally, this book also reflects the
diversity in approaches to empirical research. But the common factor in all these papers is
that they all serve as “good practices”. We hope you enjoy reading them.

iii



We thank the following organisations for their support which made this project possible (in
alphabetical order):

e Ahold

e Deloitte

o Erasmus School of Accounting & Assurance (ESAA)
e Ernst & Young

¢ Financiéle Studievereniging Rotterdam (FSR)

e PricewaterhouseCoopers

February 2010

Chris Knoops
Jan Noeverman









Accounting Conservatism and Earnings
Management in the Banking Industry

The effect of discretionary loan loss provisions on conditional
accounting conservatism in the United States banking industry for
the period of 2002 to 2007

John Molenaar'

Executive summary

Previous studies have examined the relation between accounting conservatism and
earnings management. Those studies conclude that accounting conservatism reflected in
earnings is explained mostly by the accrual component of earnings instead of the cash flow
component (Roychowdhury and Watts, 2006 and Pae, 2007). To measure earnings
management, the accrual component of earnings is often used. Because of the different
nature of accruals at financial firms, in prior research, financial firms were not included
into the samples (Pae, 2007, p. 688). This research introduces an approach to examine this
relation for banks. The findings indicate that US bank managers use their discretion over
loan loss provisions (large accruals for banks) to manage earnings and influence conditional
accounting conservatism into the managements’ desired direction.

For a full text copy of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5447.

1. Introduction

This research will introduce an approach to examine the relation between accounting
conservatism and earnings management for banks. It provides empirical evidence about
the contribution of bank managers’ discretionary accounting practices to conditional
accounting conservatism. This research should answer to the question whether earnings
management in the banking industry is counterbalanced by accounting conservatism.
Therefore, the research question is:

What is the association between conditional accounting conservatism and earnings
management for the banking industry?

' John Molenaar graduated cum laude at the department of Accounting, Auditing and Control and is currently working as
accountant at Grant Thornton. He is grateful for helpful comments and suggestions from supervisor E.A. de Knecht RA.



Moreover, this is an attempt to shed additional light on the accounting choices of bank
managers related to accounting conservatism and earnings management. This could be an
issue of empirical interest for this particular moment. The research could provide new
insights into the period towards the economic crisis and the role of banks in this particular
situation.

This article starts in section 2.1 with the content of the term accounting conservatism in
general and in the banking industry. Section 2.2 explains the theory behind earnings
management. Section 2.3 presents an explanation of the relation between accounting
conservatism and earnings management. Finally section 2 ends with prior research designs
to measure conservatism and earnings management (section 2.4). The hypotheses are
presented in section 3. The research design and methodology is presented in section 4. In
order to answer the main research question, section 5 will provide empirical result and the
research analysis. Finally, in section 6, the conclusions will be presented and the
limitations and suggestions for further research will be commented.

2. Prior literature

2.1 Accounting conservatism

Accounting conservatism is defined by Watts (2003, p. 208) as;”the differential verifiability
required for recognition of profits versus losses. Its extreme form is the traditional
conservatism adage: ‘anticipate no profit, but anticipate losses’”. This means that
earnings are recognized when they are realized while losses are recognized immediately.

Accounting conservatism could be divided into unconditional accounting conservatism and
conditional accounting conservatism (Beaver and Ryan, 2005, p. 269-270). Unconditional
accounting conservatism is referred to as ex-ante or news-independent. In this case, the
book value of net assets is understated due to predetermined aspects (adopted accounting
methods and policies) of the accounting process; this is why unconditional conservatism is
also called balance-sheets conservatism. Conditional accounting conservatism is ex-post or
news-dependent or also referred to as earnings conservatism. Conditional accounting
conservatism refers to the application of accounting methods and policies that recognize
bad news in earnings on a timelier basis that good news. Pae (2007, p. 684) explains the
difference with two examples:

“Unconditional accounting conservatism include the immediate expensing of advertising
and research and development expenditures, and the historical cost accounting for
positive net present value projects (...) conditional accounting conservatism include the
application of the lower of cost or market rule for inventory, the impairment test of long-
lived assets, and the asymmetric treatment of contingent losses versus contingent gains”.

To investigate the use of conservatism empirically, the theoretical three-links framework
(Ohlson, 1995; Feltham and Ohlson, 1995 and Nichols and Wahlen, 2004) of linking
accounting earnings to share prices could be used. The theory assumes that current
accounting earnings provide information to develop expectations about future accounting



earnings. These current and expected future accounting earnings determine expected
future dividends. Finally, the share price consists of the present value of all expected
future dividends. This framework links theoretically, accounting earnings to firm value.

Basu (1997, p. 3) uses this framework to link accounting earnings with share prices in order
to measure conditional accounting conservatism. He interprets conservatism as accounting
earnings reflecting 'bad news' (measured by negative stock returns) more quickly than 'good
news' (measured by positive stock returns). Consequently, he documents that bad news in
earnings are recognized on a timelier basis than good news. Pope and Walker (1999, p. 54)
extend Basu’s observations by developing new measures of conservatism by examining both
earnings before extraordinary items and after extraordinary items.

Nichols et al (2008) investigate the subject of implications of conditional conservatism in
bank accounting. Consistent with Liu and Ryan (1995, p. 78), Nichols et al. (2008, p. 90-91)
use loan loss provisions relative to changes in non-performing loans as a measure for
conservatism at banks. Several dimensions of loan loss accounting at banks reflect banks’
credit risk management, which is an important element for the profitability. Moreover,
loan loss accounting has a material effect on income statement items and on the balance
sheet and captures a substantial degree of management estimations. Consequently,
looking at loan loss accounting should be the way to investigate preferences for
conservatism, according to Nichols (2008, p. 91).

2.2 Earnings management

Ronen and Yaari (2008, p. 26) present a formal definition? of earnings management:
“Earnings management occurs when managers use judgment in financial reporting and in
structuring transactions to alter financial reports to either mislead some stakeholders
about the underlying economic performance of the company or to influence contractual
outcomes that depend on reported accounting numbers”.

In previous literature, earnings management is also referred to as accounts manipulation.
Accounts manipulation is mainly due to the desire of management to influence the wealth
transfers between the various stakeholders (Stolowy and Breton, 2004, p. 6). Stolowy and
Breton describe a model (2004, p. 7-8) in which possibilities of wealth transfers between
several stakeholders are outlined. The stakeholders involved in this model are the company
itself, society, fund providers and managers. Depending on the actions of the manager, the
firm or the manager benefits from the wealth transfer.

Previous studies regarding earnings management at banks measure earnings management,
consistent with conservatism, via loan loss provisions (single accounting item approach)
because these are relatively large accruals for commercial banks® (Ahmed et al., 1999, p.
2). Beaver and Engel (1996, p. 178) divide loan loss accounting in a discretionary and

2 Derived from Healy and Wahlen (1999, p. 368).

% Accruals are a measure for earnings management.



nondiscretionary part. They find that the discretionary part of loan loss provisions is
positively related to earnings, which means that banks do use loan loss provisions to
manage earnings. Cornett et al. (2006, p. 10-11) conclude that, as the level of bad loans
increases (= non-discretionary), managers do not record discretionary loan losses because
it would decrease the bank’s income even more, which implies bank managers to use
discretionary loan loss provisions to manage earnings. Another implication for earnings
management is that the use of discretionary loan loss provisions to increase earnings is
significantly related to the fraction of shares owned by the banks managers.

2.3 General relation between accounting conservatism and earnings management

According to Watts (2003), opportunistic financial reporting is counterbalanced by
accounting conservatism. Regarding information asymmetry, there is a need for verifiable
accounting reports. Given the asymmetric information and payoffs between several parties
involved, conservatism should, in theory, aid in efficient contracting between the firm and
its stakeholders. Pae (2007, p. 685) explains that due to higher litigation costs, managers
have incentives to understate earnings by expediting the recognition of bad news rather
than good news. Management’s discretion over accruals in that case leads to an increase in
the level of accounting conservatism. On the other hand, the bonus incentive for managers
leads to postponing or hiding bad news to achieve their bonus-plan goals. This will
decrease the level of earnings conservatism. Consequently, in theory, the relation between
earnings management and accounting conservatism is that opportunistic financial reporting
is counterbalanced by accounting conservatism.

Garcia Lara et al. (2005) investigate empirically the effects of earnings management on
accounting conservatism directly. This relation is measured using the Basu (1997) model to
measure conservatism and the Jones (1991) model to measure earnings management by
partitioning total accruals in discretionary and non-discretionary accruals. Ball and
Shivakumar (2006) study the relation between conditional accounting conservatism and
earnings management also by investigating the role of accruals on the asymmetric
timeliness of the recognition of gains and losses. They conclude that there is a major role
for accounting accruals in recognizing gains and losses more timely, so before actual cash
flow is realized and that, consistent with Basu (1997), accrued loss recognition is more
prevalent than accrued gain recognition.

Pae (2007, p. 685) explains that, on one hand, managers have incentives to understate
earnings by expediting the recognition of bad news and on the other hand, the bonus
incentive is to postpone or hide bad news that will decrease the level of conditional
conservatism. He tests empirically the impact of earnings management on conservatism.
Pae (2007, p. 685) decomposes total accruals into non-discretionary (expected) and
discretionary (unexpected) components and examines the relative contribution of
expected and unexpected accruals to conditional accounting conservatism. Pae’s results
suggest that conditional accounting conservatism is primarily linked to the discretionary
(managed) part of accruals rather than non-discretionary (unmanaged) accruals.



2.4 Prior research designs

2.4.1 Measuring accounting conservatism

Basu (1997, p. 290) measures conditional accounting conservatism by using the asymmetric
standards for the verification of losses and gains which causes bad news (negative stock
returns) to be more reflected in current earnings than good news (positive stock returns).

Nichols et al. (2008, p. 110-111) examines conservatism in the banking industry using loan
loss provisions. Loan loss provisions are accrued expenses that are estimates of changes in
expected future losses in the loan portfolio due to credit risk. Loan loss provisions reduce
the net loans on the balance sheet and these loan loss provisions consequently increases
loan loss allowances (which reflect the total amount of expected future loan losses).

Nichols et al. (2008, p. 111) state that the asymmetric timeliness of news reflected in
earnings changes is traced to conservatism in several earnings components. Change in net
income is decomposed in two parts: (1) change in earnings before loan loss provisions and
(2) change in loan loss provisions. The focus of the regression analysis is on the persistence
of change in loan loss provisions. An indication for conditional conservatism is that bad
news about credit losses is assumed to have lower persistence and good news should have
higher persistence.

2.4.2 Measuring earnings management

Because accruals are relatively large items that are subject to management’s discretion,
according to Healy (1985), and McNichols (2000), accruals are often used as a measure of
earnings management. To measure earnings management, the development of accruals
over a particular period is investigated. If management uses its discretion over accruals,
for example, by overstating its accruals in the first period, the second period should, due
to the nature of accruals, present a correction on this by a significant decrease in accruals.

A generally used approach in earnings management literature is the Jones model.
Conceptually, total accruals (TACC) are decomposed into non-discretionary (NDACC) and
discretionary accruals (DACC). The difference between total accruals and non-
discretionary accruals is the discretionary component. In other words, discretionary
accruals are the prediction error in the Jones (1991) accruals model.

Jones uses a two-step approach. First, a cross-sectional regression is performed for total
accruals (TACC). Total accruals (TACC) are measured as the change in non-cash working
capital plus depreciation and amortization®. Jones then regress total accruals on the
change in sales and property, plant and equipment.

(1) TACCe/TAe.1 = Bo (1/TAe.1) + By (AREV/ TAr.1) + By (PPE./ TA..1) + &

4 TACC = A(CA-CASH) - A(CL-CBORR) - (DEP+INT). CA is total current assets, CASH is total cash and equivalents, CL is current
liabilities, CBORR is borrowings repayable within 1 year, DEP is depreciation, and INT is amounts written off intangibles.



Where TA is total assets, AREV is the change in revenue and PPE is property, plant and
equipment. AREV and PPE control for the non-discretionary part of total accruals since
those items are associated with changes in operating activity and level of depreciation.

The second step is to use these industry-year parameter estimates from the previous
equation (1) to divide the total accruals into a discretionary part (DACC) and a non-
discretionary part (NDACC). Non-discretionary accruals (NDACC) are the predicted part of
total accruals and discretionary accruals (DACC) are the residual resulting from this
regression.

(2) DACC, = TACC,/TA..; - NDACC,

(3) DACC;= TACC:/TA¢.1 - [Bo(1/ TA:;1) + By (AREV: / TA:.1) + B, (PPE;/ TA:1)]
Bo, B1 and B, are the industry-year parameter estimated in regression (1).

According to prior literature, bank’s earnings changes could be decomposed into changes
in earnings before loan loss provisions and changes in loan loss provisions. Since loan loss
provisions have a relatively large discretionary impact on earnings, loan loss provisions is
used to measure earnings management (Nichols et al., 2008, p. 111).

Ahmed et al. (1999, p. 11-12) regress loan loss provisions, amongst others, on changes in
non-performing loans divided by average loans outstanding and earnings before taxes and
loan provisions divided by average total asset, because these are relatively
nondiscretionary components, following the approach of Nichols et al. (2006, p. 113). By
doing this, the discretionary components of loan loss provisions can be distilled. Because
loan loss provisions have a discretionary part, which is subject to management’s
estimations and judgments (Liu and Ryan, 1995, p. 80), earnings management can be
measured by examining the relation between earnings and loan loss provisions.

2.4.3 Measuring the relation between accounting conservatism and earnings
management

Pae (2007, p. 686), Garia Lara et al. (2005, p. 704) and Roychowdhury and Watts (2007, p.
10) expect, according to Basu (1997), the asymmetric standards for the verification of
losses and gains to cause bad news (negative stock returns) to be more reflected in current
earnings than good news (positive stock returns). This principle is expressed in the
following regression (Basu, 1997):

(4) Et/ Pt.1 =a-+ BRt+ nD+ thD"' &t

E.is annual earnings per share, P..; is the beginning-of-fiscal-year market value of equity,
R:is concurrent stock returns, and R:D is an indicator variable that equals one if R; is
negative and zero if R; is positive. According to the Basu (1997) model, 8 measures the
response of earnings to positive returns, while (8 + y) measures the response when returns
are negative. As stated before, conservatism means that earnings reflect 'bad news' more



quickly than 'good news' implying that (8 + y) > 8, which means that y > 0. Basu (1997)
calls y the asymmetric timeliness coefficient.

Pae (2007, p. 686-687) and Garcia Lara et al. (2005, p. 706-708) state that the relative
contribution of earnings components or the relative contribution of expected (non-
discretionary) and unexpected (discretionary) accruals to conditional accounting
conservatism, reflected in earnings, could be inferred by substituting earnings components
for E; in regression (4). In this case, respectively CF;for cash flows ACC; for accruals, or
non-discretionary and discretionary accruals. By doing this, the effect of earnings
management can be determined since accruals is the measure for earnings management, in
particular discretionary accruals. These non-discretionary and discretionary accruals are
estimated from the Jones (1991) model.

The differential timeliness of earnings and earnings components is estimated by a
regression of earnings and its components, cash flows and its accruals (expected and
unexpected), on concurrent stock returns (Pea, 2007, p. 691). The level of conditional
accounting is measured by the coefficient estimate y, which indicates the timeliness of
earnings and its components, between bad news and good news. Earnings management is
measured by the ratio of y for accruals and discretionary accruals to earnings.

3. Hypotheses

After the previously enumerated and explained theory and empirical literature, hypothesis
regarding the relation between conditional accounting conservatism and earnings
management can be developed.

As commented in the previous section, Basu (1997) uses the rate of stock returns to find
evidence of the existence of accounting conservatism reflected in earnings at non-financial
US firms. He documents that bad news in earnings are recognized on a timelier basis than
good news. Extending this conclusion to the banking industry results in the expectation of
existence of earnings conservatism in the banking industry as well. Moreover, Nichols et al.
(2008) concludes that banks use conditional conservatism as well. This hypothesis is
strengthened by the conclusion of Nichols at al. (2008) that publicly traded banks exhibit a
greater degree of conditional accounting conservatism. This implies a greater chance of
concluding existence of conservatism at publicly traded banks.

H1.°

Conditional accounting conservatism does exist in the banking industry.

Beatty et al. (1995, p. 249) finds that the discretionary part of loan loss provisions is
positively related to earnings, which means that banks do use loan loss provisions to
manage earnings. On the other hand, Watts (2003) states that, to achieve efficient
contracting a demand exists for verifiable accounting reports. Based on the asymmetric
information and payoffs between several contracting parties, the use of accounting
conservatism should aid in efficient contracting between the firm and its stakeholders.
Consequently, there is a need to limit opportunistic (biased) reporting by firms.



Pae (2007, p. 685) explains that due to higher litigation costs, managers have incentives to
understate earnings by expediting the recognition of bad news than good news which leads
to an increase of the level of accounting conservatism. The bonus incentive for managers
leads on the other hand to postponing or hiding bad news to achieve their bonus-plan
targets that decrease the level of earnings conservatism.

Since earnings management is measured via discretionary loan loss provisions, the
hypothesis regarding the relation between earnings management and earnings
conservatism is that opportunistic financial reporting using loan loss provisions is
counterbalanced by accounting conservatism.

Hz.'
Discretionary loan loss provisions do not contribute to conditional accounting conservatism
reflected in earnings.

4. Research design

In this section, the methodology used for the empirical part of this research is presented
and explained. The first part will introduce the type of research. Then the research model
is explained. Finally, the data sample used for this research is presented.

4.1 Type of research

According to Baarda and de Goede (2001, p. 90) an examination-based, or also as referred
to evaluative research, should be performed to research with the previously described
objective. Because, to investigate expectations and relations between different concepts,
the expectations should be tested by comparing related theory and empirical data. This
means that, to begin with, expectations should be expressed in one or more hypotheses.
These hypotheses are based on related theory and previous (empirical) literature (Baarda
and de Goede. 2001, p. 91). During the research, the hypotheses are tested with empirical
data. The aim is to investigate whether the hypothesis are true or false. Based on the
comparison of the hypothesis with empirical data conclusions can be drawn. Verschuren en
Doorewaard (2007, p. 292) state that examination-based research is often used for
empirical investigation. According to them, this kind research is quantitative because
particular numerical relations are being investigated, also referred to as statistical
research. Therefore, statistical methods should be used in order to conclude whether the
hypotheses are empirically significant’.

3 Statistical significant means that the probability that your conclusions are based on coincidence is lower that 1%, 5% or 10%
(Baarda and de Goede, 2001, p. 371).



4.2 Research model

4.2.1 Conditional accounting conservatism

To determine the existence of the conditional conservatism reflected in earnings, the Basu
(1997) model is used, consistent with Garcia Lara et al. (2005) and Pae (2007). Conditional
accounting conservatism (according to Basu 1997) is the timeliness of earnings with respect
to stock returns and is inferred based on the regression in the previous sections:

(1) Et/Pt.1=a+BRt+nD+thD+£t

As explained before, the 8 parameter measures the response of earnings to positive
returns, while (8 + y) measures the response when returns are negative. Conditional
conservatism, consistent with Garcia Lara et al. (2005) and Pae (2007), is interpreted as
earnings reflecting 'bad news' on a timelier basis than 'good news'. This means that the
coefficient estimates for bad news (B + y) should be higher than the coefficient for good
news B. This implies that if earnings conservatism exists, y should be greater than zero®.
Consequently, y is the asymmetric timeliness coefficient.

To measure the association between conditional conservatism and earnings management
the Basu (1997) model will be used again (Garcia Lara et al., 2005 and Pae, 2007) but loan
loss provisions (LLP) is distilled as a separate earnings component (Nichols et al., 2008, p.
111). In order to measure the association between that earnings component which is
expected to be managed, the disentangling loan loss provisions are necessary. This
component is, according to previously described literature, the loan loss provisions. The
regression to measure the contribution of the loan loss provisions component to level of
conditional accounting conservatism is the following.

(2) LLPLL / Pt.1 =a-+ BRt + nD + thD + &

Consistent with Pae (2007, p. 691-692) and the content of the previous paragraph, the
degree of conditional earnings conservatism is measured by y, the difference in timeliness
of earnings, or its components, between bad news and good news.

4.2.2. Earnings management

According to the Jones model (1991), to disentangle the effect of earnings management a
cross-sectional regression on the total loan loss provisions (LLP) will be executed. In the
first step, total loan loss provisions (LLP) are estimated, consistent with Nichols et al.
(2008, p. 113-114), by the following regression model:

(3) LLP: = By + B{NPL; + B,NCO; + B;LLA; + B4HOMP; + BsCAPRAT; + &

NPL are the non-performing loans and NCO is the net charge-offs. LLA is loan loss
allowances, HOMP is the homogeneous loans (family loans plus consumer loans), and

¢ If B+y)>8,theny>0.



CAPRAT is the tier one risk based capital ratio’. According to Nichols et al., (2008, p. 114)
managers’ expectations of loan losses (which are reflected in loan loss provisions) are
based on delinquent loans (NPL). Loan loss provisions are also related to loan charge-offs
(NCO), which are realized loan losses.

According to Ryan (2007), it is expected that high LLA; imply lower loan loss provisions
because of over-reservation. Liu and Ryan (2006) state that banks with higher HOMP; have
lower loan loss provisions because; “banks recognize provisions for these types of loans in
the first year using statistical methods to estimate future loan losses, resulting in lower
provisions later in the lives of these loans”. In order to absorb potential loan losses, banks
with greater credit risk in the loan portfolio maintain higher capitalization levels, implying
a positive relation between CAPRAT; and LLP;. These last three variables (LLA; HOMP;, and
CAPRAT,) are included to control for differences in expected loan loss provisions across
banks (Nichols, 2008, p. 114).

Because it is assumed that, on average, there is no earnings management in the industry as
a whole, for the second step following the Jones (1991) model, these industry-year
parameter estimates from equation (3) are used to divide the LLP into a discretionary part
(DLLP) and a non-discretionary part (NDLLP). NDLLP is the predicted® part of LLP and DLLP
is the residual resulting in this regression:

(4) NDLLP; = By + B{NPL; + B,NCO; + B;LLA; + Bi{HOMP; + BsCAPRAT:

(5) DLLP; = LLP; - NDLLP,
DLLP, = LLP; - [By + B;NPL, + B,NCO; + B;sLLA + BJHOMP; + BsCAPRAT,]

Bo, By, By, B3, B, and Bs are the estimated parameters in the regression (3).

4.2.3 Conditional accounting conservatism and earnings management

To determine the ratio of the part of the conditional accounting conservatism that is
explained by the discretionary component of the loan loss provisions (DLLP) and the part
explained by the non-discretionary part of the loan loss provisions (NDLLP), an analysis will
performed on the differential timeliness parameter NDLLP and on DLLP (regression 6 and
7).

(6) NDLLPt =a-+ BRt + r’D + thD + &
(7) DLLPt =a-+ BRt + nD + )/RtD + &
This last step is to measure the contribution of earnings management to conditional

accounting conservatism. On the next page, in the figure an overview is presented of the
structure of this research.

” The capital ratio is the percentage of a bank's capital to its risk-weighted assets.

8 Predicted by regression (3).
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4.3 Data sample

The data used in this research will come from data of annual stock returns, accounting
earnings, and loan loss provisions of 218 listed" banks in the United States for the period of
2000 to 2007. Datastream provides the data of annual stock prices. For the other data, the
Bankscope database is used. Bankscope contains financial information of over 28,000 banks
worldwide and captures balance sheet data and income and expenses as well as ratios and
other annual financial data.

Table 4.1
Descriptive statistics

Panel A: Full Sample - 1.962 Observations

Standard
Variable Mean Deviation First Quartile Median Third Quartile
MV 3.486,51 20.487,14 88,35 196,34 608,41
R 0,094 0,307 -0,086 0,062 0,241
E 0,076 0,041 0,059 0,072 0,091
LLP 0,019 0,030 0,006 0,011 0,022
Notes:
MV = Market value of common equity.
R= Annual stock returns for the fiscal year.
E-= Net income deflated by beginning-of-the-year market value of common equity MV.
LLP = Loan loss provisions deflated by beginning-of-the-year market value of common equity

o

Panel B: Full Sample - 1.962 Observations

Standard Third
Variable Mean Deviation First Quartile Median Quartile
LLP 87,42 707,94 0,80 2,28 6,88
NCO 81,82 632,06 0,43 1,48 5,80
HOMP 10.458,30 58.232,12 419,37 833,04 2.287,32
NPL 89,88 628,86 1,41 4,20 13,79
LLA 168,10 1.014,57 5,00 10,40 30,49
TL 10.292,14 57.243,53 536,72 1.033,90 2.725,93
TA 21.470,26 138.273,65 650,57 1.244,90 3.260,55
CAPRAT 12,20 3,81 10,20 11,60 13,00
Notes: Allin mln. $
LLP = Loan loss provisions.
NCO = Net charge-offs.
HOMP = The amount of consumer loans.
NPL = Non-performing loans.
LLA = Loan loss allowances.
TL = Total liabilities.
TA = Total assets.

CAPRAT =  The Tier 1 Capital ratio.

' According to Nichols et al. (2008, p. 113) public banks use greater conditional accounting conservatism.
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5. Results

5.1 Conditional accounting conservatism

Conditional accounting conservatism is measured by the difference in timeliness of
earnings between bad news (negative stock returns) and good news (positive stock
returns). This is expressed by the coefficient estimate on R:D, which is y. Table 1 presents
the regression results of this measure.

Table 5.1
Asymmetric timeliness of earnings

Basu measure

Dependent variable y Sig.
E -0,124 0,000
Notes:

E= Net income.

As presented in the table, y the mean differential timeliness estimate of earnings (E) from
the regression is -0.124, which is significant at the 0.01 level. This indicates that the
timeliness of bad news, represented as negative stock returns, is less than the timeliness
of good news, represented in positive stock returns. Because y is smaller than zero,
accounting earnings reflect bad news less quickly than good news, which means that bad
news is recognized in earnings on a less timely basis than good news. Consequently, the
conclusion would be that US banks were not conservative in the period of 2000 to 2007 and
the first hypothesis should be declined. There is no conditional accounting conservatism in
the banking industry in the period 2000 to 2007.

Because loan loss provisions is the earnings component that is expected to be managed,
measuring the association between the conditional conservatism and earnings
management, loan loss provisions are disentangled. The Basu (1997) model is re-run but
accounting earnings (E) is substituted by its component loan loss provisions (LLP).

Table 5.2
Asymmetric timeliness of loan loss provisions

Basu measure

Dependent variable y Sig.
LLP -0,020 0,068
Notes:

LLP =  Loan loss provisions.

Again, y is smaller than zero that means that loan loss provisions reflect bad news less
quickly than good news. Consequently, the conclusion would be that in the researched
period, US banks were not conservative regarding their loan loss provisions.

The non-conservative accounting policies can also be pointed out in the development of
loan loss provisions in the period 2000 to 2007.
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Table 5.3

Figure 5.1

14

Development of loan loss provisions

Year Average LLP Average NPL LLP / NPL
2000 55 76 0,724
2001 95 98 0,969
2002 107 119 0,899
2003 78 97 0,804
2004 66 81 0,815
2005 84 67 1,254
2006 83 71 1,169
2007 180 148 1,216
Notes:

LLP =  Loan loss provisions.

NPL =  Non-performing loans.
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Figure 5.2

Development of loan loss provisions
related to non performing loans
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As presented in table 3 and in figure 1, in 2007 the average loan loss provisions
significantly increased. This is an indication that the reported loan loss provisions in
previous years were too low and that there was a need to correct for that in 2007. Another
indication for earnings management, as shown in figure 2, is that in the period of 2000 to
2004, the average reported provisions where less than 100% of the average non-performing
loans. This trend reversed in the period of 2005 to 2007 where the average reported loan
loss provisions where more than 100% of the non-performing loans, which is again an
indication for a correction on the previous period. These corrections are an indication for
earnings management as referred to by McNichols (2000) and explained in section 2.

Because of using earnings management this non-conservative behaviour is expected. In the
next sections, the influence of earnings management will be further investigated.

5.2 Discretionary loan loss provisions and conditional accounting conservatism

To disentangle the effect of earnings management the Jones model (1991) is used in order
to determine which part of loan loss provisions is non-discretionary and which part is
discretionary (managed). To recall the regression formula to estimate loan loss provisions:

LLP; = By + BiNPL; + B,NCO; + B;LLA; + B4HOMP, + BsCAPRAT, + &;
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Table 5.4
Parameter estimates of LLP

Variable Coefficient Sig.
Constant BO -28,715 0,036
NPL B3 0,38 0,000
NCO B1 0,673 0,000
LLA B4 -0,135 0,000
HOMP B2 0,003 0,000
CAPRAT B5 1,516 0,152
Notes:

NCO = Net charge-offs.

HOMP = Consumer loans.

NPL = Non-performing loans.

LLA = Loan loss allowances.

CAPRAT =  The Tier 1 Capital ratio.

Table 4 shows the parameter estimations of LLP resulting from the regression. According to
the Jones (1991) model, these estimations determine what LLP should be, non-
discretionary, not managed. This means that the discretionary, managed, part of LLP is the
difference between the reported LLP and the estimated LLP from the regression. According
to this regression and its estimated parameters, the amount of non-discretionary loan loss
provisions can be expressed in the following formula:

NDLLP; = -28,715 + 0,38*NPL; + 0,673*NCO; - 0,135*LLA; + 0,003*HOMP; + 1,156*CAPRAT;

Next, an analysis will be performed on the non-discretionary loan loss provisions and the
differences between the reported loan loss provisions.

In table 5, the average reported loan loss provisions (LLP) and the non-discretionary loan
loss provisions (NLLP), resulting from the Jones regression, are presented.

Table 5.5

Reported and non-discretionary
loan loss provisions

Average
NDLLP 93,46
LLP 87,42
DLLP 6,04
Notes:
NDLLP = Non-discretionary loan loss provisions.
LLP = Loan loss provisions.
DLLP = Discretionary Loan loss provisions.

Table 5 shows that the average reported loan loss provisions are lower than the
expectation of loan loss provisions based on the regression (NDLLP). Consequently, because
the reported loan loss provisions are lower than they should be this is an indication for not
being conservative as well. Consequently, the conclusion, in accordance with the previous
section, is that banks manage loan loss provisions downwards. This downward manipulation
is not conservative.
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5.3 Timeliness of discretionary and non-discretionary loan loss provisions

By decomposing loan loss provisions into discretionary and non-discretionary components,
earnings management would be reflected in discretionary loan loss provisions. Earnings
management could be understatement of expenses and overstatement of gains but
unnecessary overstatement of expenses and understatement of gains as well.

An analysis is done on the differential timeliness parameter NDLLP and DLLP to determine
the which part of conditional accounting conservatism is explained by the discretionary
(managed) component of loan loss provisions (DLLP) and the part explained by the non-
discretionary (unmanaged) part of loan loss provisions (NDLLP).

Table 5.6
Asymmetric timeliness of earnings, loan loss provisions and
non-discretionary and discretionary loan loss provisions

Basu measure

Dependent variable y Sig.
E -0,124 0,000
LLP -0,020 0,068
NDLLP 0,120 0,002
DLLP -0,140 0,001
Notes:

E= Net income.

LLP = Loan loss provisions.

NDLLP =  Non-discretionary loan loss provisions.
DLLP = Discretionary loan loss provisions.

Table 6 shows that 16% (-0,020/-0,124) of the differential timeliness of earnings with
respect to earnings is explained by the loan loss provisions component of earnings. The rest
of the table shows averages of the differential timeliness estimates of the non-
discretionary (NDLLP) and discretionary parts of loan loss provisions (DLLP). Consistent
with Pae (2007, p. 692), the sum of the differential timeliness of non-discretionary and
discretionary loan loss provisions is the differential timeliness of loan loss provisions.

The average differential timeliness of discretionary loan loss provisions is -0,140. This
indicates that discretionary loan loss provisions reflect bad news less quickly than good
news, which means that bad news is recognized in discretionary loan loss provisions on a
timelier basis than good news. The average differential timeliness of non-discretionary
loan loss provisions is 0,120, which means that bad news is recognized in non-discretionary
loan loss provisions on a timelier basis than good news. This all indicates that the part of
loan loss provisions managers have discretion over, is managed into a non-conservative
direction. The part of loan loss provisions managers cannot use their discretion is
conservative. Consequently, the second hypothesis should be accepted; earnings
management does not contribute to conservatism but is decreases conservatism.

Summarizing, when loan loss provisions are decomposed in a discretional and in a non-

discretional part, the discretional part is managed non-conservative and in the non-
discretionary part, conservatism is practiced. According to section 6.1.2 in 2007, the
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average amount of loan loss provisions significantly increases. In the next section will be
investigated what the influence of this increase is to the level of conservatism in the year
2007.

5.4 The year 2007

As presented in table 7, y the mean differential timeliness estimate of earnings (E) from
the regression is 0.142, indicating that the timeliness of bad news for 2007 is higher than
the timeliness of good news. This means that for 2007, in contrary to the average of period
2000 to 2007, bad news is recognized in earnings on a timelier basis than good news. The
conclusion for 2007 would be that US banks were conservative in that particular year. This
is consistent with the expectations of section 7.1.2 which presented that the amount of
loan loss provisions significantly increased in 2007 in order to correct for non-conservative
accounting practice in the period before.

Table 5.7
Asymmetric timeliness of earnings, loan loss provisions and
non-discretionary and discretionary loan loss provisions

Basu measure

Dependent variable y Sig.
E 0,142 0,502
LLP 0,073 0,505
NPLLP 0,033 0,828
DLLP 0,040 0,742
Notes:

E= Net income.

LLP = Loan loss provisions.

NDLLP =  Non-discretionary loan loss provisions.
DLLP = Discretionary loan loss provisions.

The rest of table 7 shows the earnings component loan loss provision decomposed into
discretionary and non-discretionary part. 51,4% (0.073/0.142) of the differential timeliness
of earnings is explained by the differential timeliness of loan loss provisions. For LLP, y is
now greater than zero that means that also loan loss provisions reflect bad news more
quickly than good news in 2007. Consequently, for LLP the conclusion for 2007 would also
be that US banks were conservative regarding their loan loss provisions.

The average differential timeliness of discretionary loan loss provisions for 2007 is 0,040.
This means that bad news is recognized in discretionary loan loss provisions on a timelier
basis than good news. The average differential timeliness of non-discretionary loan loss
provisions is now 0,033, consequently in 2007 bad news is recognized in non-discretionary
loan loss provisions on a timelier basis than good news.

The above results of 2007 indicates that the part of loan loss provisions managers have

discretion over, is in 2007, in contrary with the period 2000 to 2007, managed into a
conservative direction. The part of loan loss provisions managers cannot use their
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discretion is conservative as well. Consequently, the conclusion would be that due to non-
conservative behaviour, which is practiced by using earnings management regarding loan
loss provisions, US bank managers had to correct for that in 2007 where the average
amount of loan loss provisions increased significantly. This resulted in a conservative year
2007. These results and conclusions are consistent with the conclusions of McNichols (2000)
and as explained in section 2.

6. Conclusions, limitations and recommendation for further research

6.1 Conclusions

Conditional accounting conservatism is measured by the difference in timeliness of
earnings between bad news and good news. The results of previously performed research
indicates that the timeliness of bad news, represented as negative stock returns, is less
than the timeliness of good news, represented in positive stock returns. The conclusion
was that US banks were not conservative in the period of 2000 to 2007. In other words,
there was no conditional accounting conservatism in the banking industry in the period
2000 to 2007.

Loan loss provisions are the earnings component that is expected to be managed.
Therefore, in order to measure the association between the conditional conservatism and
earnings management, loan loss provisions are disentangled and measured in relation with
conditional accounting conservatism. The results show that loan loss provisions reflect bad
news less quickly than good news. This means that US banks were not conservative in the
period of 2000 to 2007 regarding their loan loss provisions.

By decomposing loan loss provisions into discretionary and non-discretionary components
(NDLLP), earnings management would be reflected in discretionary loan loss provisions
(DLLP). The analysis on the differential timeliness parameters NDLLP and DLLP determined
which part of conditional accounting conservatism is explained by the discretionary
(managed) component of loan loss provisions and the part explained by the non-
discretionary (unmanaged) part of loan loss provisions.

The average differential timeliness of discretionary loan loss provisions indicated that
discretionary loan loss provisions reflect bad news less quickly than good news, which
means that bad news is recognized in discretionary loan loss provisions on a timelier basis
than good news. The average differential timeliness of non-discretionary loan loss
provisions is indicated that bad news is recognized in non-discretionary loan loss provisions
on a timelier basis than good news. Consequently, the conclusion is that the part of loan
loss provisions managers have discretion over, is managed non-conservative direction and
the part of loan loss provisions managers cannot use their discretion is conservative.

This conclusion is strengthened by the findings in the development of loan loss provisions

in the period 2000 to 2007. In 2007, the average loan loss provisions significantly increased
which indicated that the reported loan loss provisions in previous years were too low and
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that there was a need to correct for that in 2007. Another indication for earnings
management is that in the period of 2000 to 2004, the average reported provisions where
less than 100% of the average non-performing loans. This trend reversed in the period of
2005 to 2007 where the average reported loan loss provisions where more than 100% of the
non-performing loans, which is again an indication for a correction on the previous period.
This reversion is an indication for earnings management as referred to in theory and
empirical literature.

Investigating the year 2007 separately, indicates that the part of loan loss provisions
managers have discretion over, is in contrary with the period 2000 to 2007, managed into a
conservative direction. The part of loan loss provisions managers cannot use their
discretion is conservative as well. This means that due to non-conservative behaviour,
which is practiced by using earnings management regarding loan loss provisions, US bank
managers had to correct for that behaviour in 2007. This resulted in a conservative year
2007.

According to the previous findings, the main research question could be answered. The
main research question was, according to the introduction:

What is the association between conditional accounting conservatism and earnings
management for the banking industry?

When loan loss provisions are decomposed in a discretional and in a non-discretional part,
the part of loan loss provisions managers have discretion over, is managed into a non-
conservative direction. The part of loan loss provisions managers cannot use their
discretion is conservative. Consequently, the conclusion is that US bank managers use their
discretion over loan loss provisions to manage earnings and influence conditional
accounting conservatism into the managements’ desired direction.

6.2 Limitations and recommendation for further research

This research examines the relation between accounting conservatism and earnings
management. Consistent with prior research, loan loss provisions are used to measure
earnings management because of the relatively large discretionary approach that is due to
estimations of bank managers. During the recent credit crisis, banks played an important
role by valuating their assets at fair value. Afterwards, it can be concluded that this fair
value approach might not have been sufficient to present a true and fair view of the
financial situation of the particular banks. Consequently, a limitation of this research could
be the use of loan loss provisions to measure earnings management regarding banks. As
seen in the results of this research, earnings components other than loan loss provisions
could influence conservatism as well. The development of the credit crunch can put its
light on other methods of earnings management used by bank managers. An example could
be the use and valuation of special purpose vehicles. Moreover, financial instruments, in
particular the qualification of these instruments, could be a method of earnings
management used by bank managers as well. Nevertheless, identifying earning
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management regarding the credit crunch is still very difficult. Many institutions do not
have a proper explanation for what have happened and how it could have happened.

Therefore, further research can build on the possible limitation of using loan loss
provisions as a measure of earnings management. New measures can be developed, maybe
determined after the credit crunch is finished and it is clear what other methods bank
managers used to manage earnings, causing the credit crisis.
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Earnings Management in the Banking
Industry

The consequences of IFRS implementation on discretionary use of
loan loss provisions

Renick van Oosterbosch’

Executive summary

Prior research suggests that banks have an incentive to smooth income through loan loss
provisions (LLPs), but there has been no research on the effects of IFRS implementation on
this. Using a sample of European banks and a single-stage regression that models the non-
discretionary part of LLPs and tests for income smoothing | examine first whether the level
of earnings management by banks through loan loss provisioning has decreased since the
IFRS-adoption. And second, whether loan loss disclosure requirements are negatively
related to banks’ income smoothing. Results show that the level of earnings management
has indeed decreased since IFRS adoption. However, evidence suggests that detailed
disclosure requirements regarding loan loss accounting do not deter bank managers from
using LLPs to their discretion for income smoothing.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5611.

1. Introduction

Banks and other financial institutions are often excluded from earnings management
research because 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

! This paper is based on my master thesis, completed in 2009 as part of the master Accounting Auditing &
Control at Erasmus University Rotterdam. Special thanks go out to Dr. Y. Wang for supervising my thesis, and
co-reader Drs. C.D. Knoops for additional support. Currently | am working as an associate at
PricewaterhouseCoopers Rotterdam Assurance.
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managers also have incentives to use these loan loss provisions to manage earnings (Ahmed
et al., 1999, p. 2). 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 paper are derived
from this:

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

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

This research 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, | 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, | 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 paper is structured as follows: incentives for banks to manage earnings, prior
literature and consequences of IFRS for banks will be discussed in section 2. In section 3 |
will present my research hypotheses and research design. The results of this study and an
analysis of these results will be discussed in section 4, and finally a summary is included in
section 5.

2. Earnings management incentives, IFRS for banks and prior literature

2.1 Earnings management incentives for banks

To measure earnings management a number of approaches can be taken:

% 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 (for example the Healy model [1985] and Jones
model [1991]).

% 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.
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% The third approach is to observe the behaviour of accruals around a specific
benchmark. This approach examines statistical properties of earnings to identify behaviour
that influences earnings.

Considering the nature of the research, the specific accrual approach is most suitable for
my research. This is because | am focusing on a single industry characterized by industry-
specific accruals. 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).

In accounting literature, the focus of empirical studies on earnings management by banks
is on loan loss provisions (LLPs). 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 | 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, in
order to artificially increase earnings, while high levels of non-discretionary current
earnings are expected to encourage managers to increase the loan loss provision, in order
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.

2 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.
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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.

2.2 Prior literature

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
behaviour 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.
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 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 behaviour 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

3 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.
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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 CEQ’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 | 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.

2.3 IFRS for banks

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). This gives rise to the
question how the introduction of IFRS in banks’ financial statements affects earnings
management through loan loss provisioning.
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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 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, | 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.

* Under IFRS 7, similar disclosures are required.
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3. Hypotheses and research design

3.1 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, | will test for earnings management using LLPs for the pre-IFRS period for my sample.
Based on the above arguments, | 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.

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. 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 | 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, | 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. Hypothesis 2b is based on this:
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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. 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, | 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.

3.2 Sample selection

In my sample | 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, | select banks from countries that adhere to the Basel Accord (refer to
section 2.1: | expect a higher level of earnings management for banks in Basel countries).

These selection criteria result in a selection of banks from the following countries:
Belgium, France, Germany, Italy, Luxemburg, The Netherlands, Spain, Sweden and the
United Kingdom. Switzerland also adheres to the Basel capital accord, therefore 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. Of these 914 banks, 850 are
unlisted banks and 64 are listed. Together, the total sample of 914 banks accounts for a
total of 1382 firm-year observations.

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, | expect
to observe a decrease in earnings management from 2005 and on for this sample. 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
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listed. If they are privately owned, they did not switch to IFRS voluntarily in 2005. This
sample of banks will be used as a control sample, as | expect no significant change in
earnings management from 2005 and on for these banks, consistent with hypothesis 2b.

3.3 Research design

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 stage. In
the first stage the non-discretionary part of LLPs is modelled 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, | 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:

(+) (-) (+) (+) (+)
LLP .= fo+ BILCO + B2LLA -1+ B3ANPL .+ B+EBTP .+ [BsLISTED .
+ BGEBTP * LISTED .+ &
(++)

Where:

LLP: = Loan loss provision for year t;

LCO: = Net loan charge-offs for year t;

LLA: - = Loan loss allowance or reserve at the end of year t-1;
ANPL;: =

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;
EBTP:

LISTED: Dummy which denotes 1 for listed banks and 0 otherwise;

EBTP:* LISTED: = Interaction of EBTP: with type of bank.
All variables (except LISTED:) are deflated by year t beginning total assets. The expected
signs of the coefficients are indicated above the equation.

Earnings before tax and loan loss provisions for year t;
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If banks use loan loss provisions for earnings management (to smooth income), as | expect,
the coefficient S+ for the variable EBTP: 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 LISTED: is introduced for this purpose. This control variable reads 1 for
publicly listed banks and 0 for unlisted banks. 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). 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 s and S are expected to

be positive.

To test hypothesis 1 | will run this model for the main sample of banks for the pre-IFRS
period (years 1995 to 2004). As mentioned, | anticipate that banks will have used LLPs to
manage earnings before IFRS so fs is expected to be positive.

After this, the model is amended to include interaction terms between the earnings
management proxy EBTP: and a dummy variable measuring IFRS-compliance ( /FRS:;
which denotes 1 for observations post IFRS-adoption and O for observations pre IFRS-
adoption): EBTP:* IFRS:.

| will test hypothesis 2a by running the model 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 on the interaction
term between earnings before taxes and LLPs and IFRS should be negative, while the
coefficient on EBTP: should be positive. This would indicate less earnings management
using LLPs by banks post-IFRS compared to pre-IFRS.

Also, to test hypothesis 2b, the model will be ran for the years 1995-2008 (pre- and post-
IFRS periods) for the control sample. Comparison of the coefficients on earnings before
taxes and LLPs and the interaction term of EBTP: 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 EBTP: and a self constructed disclosure score, measuring
GAAP disclosure scores regarding loan loss provision accounting, DSCORE: : A dummy
variable which denotes 1 for observations from high LLP-disclosure GAAPs for year t, 2 for
observations from mid LLP-disclosure GAAPs, and 3 for observations from low LLP-
disclosure GAAPs.
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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).
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 EBTP: and DSCORE: is included. 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 on this interaction term is expected to
be higher/more positive than [+ (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 table 1 included on the next
page.
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Table 1

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 ‘Réglement 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)

Spain (SP)

Switzerland (CH)

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.

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.

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.

35



4. Results and analysis

4.1 Evidence on pre-IFRS earnings management using LLPs

First, | test whether pre-IFRS, banks used LLPs to manage earnings (hypothesis 1). The
results are presented in table 2 below.

Table 2
Coefficients — Main sample pre-IFRS
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

The coefficient on EBTP: 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 EBTP:* LISTED: is not in line with expectations (this was thought to be
more positive than EBTP:), 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.

4.2 Evidence on pre- and post-IFRS differences in earnings management using LLPs

Second, | test for differences between earnings management using LLPs pre and post IFRS-
adoption. The results regarding hypothesis 2a (main sample) are presented in table 3
below. This sample contains banks which have switched from local GAAP to IFRS in 2005,
so for which a decrease in earnings management is expected after IFRS adoption.
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Table 3

Coefficients — Main sample pre/post-IFRS

B Std. Error t-statistic Sig.
(Constant) -0,002 F** 0,001 -3,893 0,000
LCOt 0,131 *** 0,020 6,427 0,000
LLAt-1 0,088 *** 0,009 10,352 0,000
CHNPLt 0,092 *** 0,012 7,481 0,000
EBTPt 0,286 *** 0,019 15,322 0,000
LISTEDt 0,002 0,007 0,299 0,765
IFRSt 0,003 *** 0,001 4,805 0,000
EBTPt*LISTEDt -0,360 1,572 -0,229 0,819
EBTPt*IFRSt -0,169 *** 0,023 -7,505 0,000
IFRSt*LISTEDt -0,008 0,007 -1,101 0,271
EBTPt*IFRSt*LISTEDt 0,792 1,572 0,504 0,615

Adjusted R-squared = 0,519

soksk

= Coefficient is significant at a 1% level

ok = Coefficient is significant at a 5% level

* = Coefficient is significant at a 10% level

The coefficient on EBTP: is positive and significant, indicating the presence of income

smoothing for the total main sample, but the coefficient on EBTP:* IFRS: 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 EBTP:* LISTED: 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 EBTP:* IFRS:* LISTED: is in accordance with
expectations, as it is higher than the coefficient on EBTP:* IFRS:, but again not

significant.

The results regarding hypothesis 2b (control sample) are presented in table 4 on the next

page. This sample contains banks which have not switched from local GAAP to IFRS in 2005
(either early or non-adopters of IFRS), so for which a no change in earnings management is

expected.

37



Table 4
Coefficients — Control sample pre/post-IFRS

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

The coefficient on EBTP: is positive and significant, indicating the presence of income
smoothing for the total control sample, but the coefficient on EBTP:* IFRS: 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 EBTP:* LISTED: 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.

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.

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

Finally, | test the relation between earnings management using LLPs and loan loss
disclosure requirements, for both the main sample and control sample and both pre- and
post-IFRS periods (hypothesis 3). The results are presented in table 5 on the next page.
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Table 5
Coefficients — Total sample pre/post-IFRS

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 H*x* 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 coefficient on EBTP: 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 EBTP:* DSCORE: was anticipated to be
higher than the coefficient on EBTP:, 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 EBTP.* DSCORE:* LISTED: is in line with expectations though, as it is
higher than the coefficient on EBTP:* DSCORE: , and also significant, indicating higher
levels of earnings management for listed banks.

4.4 Analysis and conclusions

First of all, | 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. | 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. 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. | hypothesized that when more information on loan
losses is available, it can be expected that that the incentives for discretionary use of loan
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loss provisions for income smoothing by bank managers will be reduced. 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 paper is:

‘What is the effect of the adoption of IFRS on the level of earnings management by
banks?’
Based on the evidence | 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, | 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. 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 paper is:

‘What is the effect of loan loss accounting disclosure requirements on the level of
earnings management by banks?’
Based on the results | have discussed, 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. 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.

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. Also, the pre- and post-IFRS
time periods included are not equal, and the post-IFRS period covers much more
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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
and consequently the actual disclosures (as opposed to the required disclosures) are not
taken into consideration.

Further research could focus on these limitations and besides this, Basel Il 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.

5. Summary

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.

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, | 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). 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.
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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. 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 | 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).
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Accounting Conservatism in Transitional
Economies

Evidence of the influence of institutional factors in Eastern Europe

Paulina Kowalczyk'

Executive summary

Prior research shows that accounting conservatism exists in mature economies. However
there is not too much research about accounting conservatism in transitional economies.
This paper analyses the influence of institutional and political factors on accounting
conservatism in Eastern European countries which have already joined the European Union.
| researched the levels of unconditional and conditional conservatism in Eastern Europe
and compared them with Western European results. | did not find evidence that there is
conditional conservatism in Eastern Europe. My research shows that there was conditional
conservatism only in Poland during the analyzed period. | found significant evidence
proving my expectations regarding the influence of the quality of law, securities law and
the risk of expropriation on conditional conservatism.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5781.

1. Introduction

Most of the post-communist European countries have already joined the European Union.
What is important is that the European Union intends to harmonize accounting regulations
across member countries by implementing International Accounting Standards. However,
prior research proves that the differences remain despite common regulations due to
political and institutional factors specific to certain countries.

Conservatism in accounting has been researched for many years. The results regarding
Western European countries and the United States prove the existence of conservatism in
accounting. In contrast to the West, not all post-communist countries were subjects of the
research and institutional factors which can influence conservatism are not fully explored
in the case of these countries. The objective of the research is:

! This paper is based on my master thesis, completed in 2009 as part of the master Accounting Auditing & Control at
Erasmus University Rotterdam under supervision of Dr. Y. Wang, reviewed by Dhr. Rob van der Wal. Since September 2009
I have worked as an Associate in PricewaterhouseCoopers. In the future I am going to continue an academic carrier.

45



To analyze conservatism in accounting in post-communist countries of Central and Eastern
Europe, which are members of the European Union and to identify institutional factors
which have an influence on conservatism in these countries

The main research question is:
Is there accounting conservatism in Eastern Europe?

The research sub-questions are as follows:
e Does accounting conservatism differ across Eastern Europe?
e Do institutional factors influence accounting conservatism in Eastern Europe?
o Did the transitional process influence accounting conservatism in Eastern Europe?

My research contributes to prior research for a couple of reason. First of all Eastern
European countries are rarely the subject of an analysis, secondly | used the Basu model in
my analysis, third | explored the influence of institutional factors on accounting
conservatism in this region. The results of this paper are important for all users of financial
reporting to give them the possibility to assess the quality of accounting figures, especially
in debt and management employment contracts. | found evidence that there is
unconditional conservatism in both analyzed regions but it is higher in Western Europe than
Eastern Europe. The results for conditional conservatism show that there is no
conservatism in Eastern Europe (excluding Polish observations) but there is in Western
Europe. Three Eastern European countries were analyzed in detail and | found that only in
Poland for the whole analyzed period there is conditional conservatism. | found evidence
proving my expectations regarding the influence of the quality of law on conditional
conservatism, security law and risk of expropriation. | found significant evidence, which
contradicted my expectations regarding transitional progress and tax burden; however |
found reasons justifying these outcomes. | did not find significant evidence regarding my
hypothesis about the influence of equity market exposure.

2. Accounting conservatism

Feltham and Ohlson (1995) define accounting conservatism as a situation when on "average
book value is lower than market value. Basu (1997) defines conservatism as the
incremental timeliness of bad news recognition over good news recognition. Basu (1997) as
news means returns; he justifies it, by saying that in an efficient market, stocks
incorporate all available information immediately. He assumed that the response of
earnings to bad news is quicker than its response to good news. Givoly and Hayn (2000)
examine conservatism from the point of view of changes in earnings, cash flows and
accruals; they give another definition of conservatism based on the characteristics of a
conservative reporting system, which tends towards the early and full recognition of
unfavourable events in the financial statements and the delayed and gradual recognition of
favourable events, and then conservatism can be measured by skewness or the variability
of the earnings distribution. Givoly and Hayn (2000) also use another approach in
measuring conservatism which is based on features of accruals. They explain that accruals
tend to reverse, when there is a period, when income exceeds (is lower than) cash flow
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and is followed by a period, when income is lower than (exceeds) cash flow. Conservatism
takes place, when negative accruals tend to persist over time in stable companies. This
measure is based on the definition of conservatism, in which the accounting system results
in “slower revenue recognition, faster expense recognition, lower asset valuation and
higher liability valuation”, this definition incorporates elements of earnings conservatism
(revenue and income) and balance sheet conservatism (assets and liabilities).

3. Literature review

3.1 The existence of conservatism and trends

One of the most important papers from the field of conservatism in accounting is “The
conservatism principle and the asymmetric timeliness of earnings” of Basu (1997). First of
all Basu proved that the regression coefficient is higher for a sample which included
observations with negative unexpected returns than positive ones, it means that earnings
is more timely in recognition of publicly available “bad news” than “good news”. Basu
(1997) examines also conservatism from accruals point. He found out that regression
coefficient for bad news is higher for earnings than for CFO, but for good news there is no
difference between R?’s, which is consistent with accounting conservatism incorporated in
accruals. The next issue which Basu (1997) examines is the persistence of earnings. He
proved that negative earnings have a higher tendency to reverse in the future than positive
earnings. Basu (1997) also examines one of the reasons why there is an increase in the
level of conservatism. He analyzed the relationship between auditors’ liability and the
coefficient of bad news and good news with earnings, and he finds that there is a
relationship between this correlation and the level of auditors’ liability. He founds that in
periods of higher liability exposure for auditors there is higher a coefficient between bad
news and earnings, and the coefficient between good news and earnings in the last period
of high legal liability.

Givoly and Hayn (2000) widely prove that there was conservatism in accounting during the
analyzed period. First of all they found out that in the early period (1966-1980) the
companies generated slightly positive net accruals, and since 1982 net accruals have been
negative. Accumulation of negative non-operating accruals is consistent with an increase in
reporting conservatism over the last several decades. The other groups of measures like
the earnings-return measures indicate an increase of conservatism overtime. The earnings
distribution is negatively skewed in most of the examined periods and there is no similar
phenomenon in cash flows. The negative skewness of earnings confirms the existence of
conservatism and an increase of the skewness, which means an increase in conservatism
over time.

3.2 International differences

The research of Giner and Rees (2001) focuses on three close European countries Germany,
France and the UK. They found that the strongest conservatism was in the UK and then in
France and Germany. However all three countries express an association of bad news with
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returns which is much stronger than good news and returns. The differences between these
three countries are however not significant.

Ball et al. (2000, 4) extend previous studies by going beyond just comparing different
accounting regimes but focusing on institutional factors. Ball et al. (2000) study
international differences between Australia, Canada, UK, USA, France, Germany and
Japan. Ball et al. (2000) show that in common law countries with a so called shareholder
orientation there are stronger incentives for conservatism, on the other hand code law or
stakeholder oriented countries are characterized by less conservative accounting. They
found out that in code law countries there is less conservatism then in common-law
countries.

Garcia Lara and Mora (2004) find that both balance sheet and earnings conservatism
practices exist in all countries examined, but there are significant differences in
conservatism between countries. The market-to-book ratio in the UK is significantly
different from the other countries. In all analyzed countries there is a significantly faster
recognition of bad news in earnings with respect to good news. Lara Garcia and Mora
(2004) indicate that the United Kingdom is the most extreme example in Europe (common-
law-based country), which shows greater earnings conservatism than other analyzed
countries

Raonic et al. (2004) focused on a different group of companies. They take for their analysis
all companies across Europe which have been listed on more than one capital market
between 1987-1999 (366 firms and 3 724 firm-year observations) using Basu model to
measure conditional conservatism. The three factors considered are: equity market
exposure and regulatory environment. Raonic et al. (2004) conclude that capital market
pressure and regulatory impact each appears to lead to more conservative accounting.
Bushman and Piotroski (2006) analyzed the period between 1999-2001. They analyzed 38
countries. They used the Basu model in their research incorporating legal and institutional
factors as dummy variables. Bushman and Piotroski (2006) find out that in the strong
judicial system countries bad news is recognized faster than in countries with lenient
judicial systems. Secondly, they find that strong public enforcement aspects of securities
law slows recognition of good news in earnings relative to firms in countries with weak
public enforcement aspects. In contrast, the private enforcement aspects of securities law
have no impact on conservatism. Less conservatism in accounting is observed in countries
with greater political involvement and a high risk of expropriation of assets by the state
and high state ownership of enterprises

Evidence regarding one of the countries of Eastern Europe can be found in Jindrichovska
and McLeay (2005). Jindrichovska and McLeay used the Basu model to measure
conservatism in the Czech Republic. They did not find proof for the existence of
accounting conservatism in the Czech Republic. This phenomenon Jindrichovska and
McLeay explain due to economic transition and regulatory conditions that limit market
influences on accounting behaviour.

The most recent paper about Eastern European countries is “Reliability of earnings figures
and conservatism in transitional economies” by Martikainen and Tilli (2007). The results of
the research show that in Bulgaria, Croatia, Lithuania, Poland, Romania, Russia, Latvia and
Slovakia there is conservatism at a significant level. Conservatism in the Czech Republic
and Ukraine is insignificant. The research also shows that joining the EU has a significant
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positive influence on loss recognition, it means EU members are more conservative than
non-EU ones. They also researched the influence of the transition process. They found out
that those countries in which progress in the transition process is more thoroughly
developed express higher conservatism, at the significant level.

4. Hypotheses and research design

4.1 Hypotheses development

H1: There is unconditional conservatism in post-communist countries

Capitalism has existed in post-communist countries for almost twenty years. During this
period these countries were able to create institutional frameworks similar to Western
European countries. All these changes allow it to be said that Eastern European countries
have already created mechanisms typical for a market economy and that is why | can claim
that unconditional accounting conservatism takes place in Eastern European countries.

H2: Conditional and unconditional conservatism is stronger in Western-European countries
than in post-communist countries

Despite big progress made by post-communist countries in the transition process, full
transformation from a command market to a free market economy cannot be done within
such a short period of time. The market economy tradition in Western countries was built
over decades, and it is not possible to repeat the same process in such a short time. On top
of that, some countries like Slovenia or the Slovak Republic did not go through the
transition process so fast. consequently it was expected that accounting in post-communist
countries is less conservative than in Western European countries.

H3: There are differences in the level of conditional conservatism in Eastern European
countries

Taking into account individual countries, it is reasonable to say that the countries despite
a common communist tradition are different due to differently executed transition
process. Countries had different approaches towards carrying out the transformation
process. The Czech Republic was the quickest in privatization of state-owned enterprises.
Poland chose a more gradual method of privatization, while Hungary tried to attract
outside investors, which could buy state-owned enterprises. Beside their different ways of
carrying out the transitional process, different factors like the size of capital markets,
regulatory frameworks, and tradition (Polish accounting was relatively flexible already
before 1990) can also determine dissimilar levels of conservatism in Eastern European
countries. Based on the progress in the transitional process, regulatory framework, and the
size of capital markets, | can expect that conservatism would be expressed the most in
Poland and the lowest level of conservatism should take place in the Czech Republic.

H4: Asymmetric timeliness of earnings is higher in the countries with more progress in the
transitional process

Progress in the transitional process as shown in various analyses differs greatly (source
European Bank of Development and Reconstruction, Structural Change Indicatorsa,
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http://www.ebrd.com/country/sector/econo/stats/index.htm ). This can have an
influence on accounting practices, since countries, which went faster through transitional
process have an approach more similar to Western countries, which means that they could
demonstrate a higher degree of conservatism.

H5: Asymmetric timeliness of earnings is higher in the countries with higher market
exposure

Strong market exposure of companies is connected with the risk of litigation by investors.
Companies which are listed on capital markets are exposed to litigation in the event that
they mislead investors. Then, managers are especially cautious about their accounting
policy. It is expected that higher market exposure causes a higher level of conservatism in
accounting.

Hé6: Asymmetric timeliness of earnings is higher in countries with a strong legal system

| could expect that the extent that the legal/judicial system is conducive to the use of
enforceable contracts, there will be higher conservatism, due to a need for verifiable
accounting figures by contracting parties. The role of the judicial system is to maintain the
enforceability of contracts. This means that countries with a stronger judicial system
(which lead to the use of accounting numbers in formal contracts) are characterized by a
higher demand for conservative reporting.

H7: Asymmetric timeliness of earnings is higher in countries with strong securities laws
Regulatory bodies are exposed to public judgment, which is more unfavourable in the
event of overstatement of accounting numbers than understatement. Then regulatory
bodies tend to create laws which encourage conservatism. Furthermore, the costs of strong
security law (which regulates relations between market players) are smaller than
individual contracts, thus security law responds to contracting incentives. The last, strong
security law is connected with some non-criminal penalties but also criminal ones (if it is
built into the framework of national law), this causes accounting to be even more
conservative. All these reasons lead me to believe that | should expect that the quality of
security law is connected with level of accounting conservatism.

H8: Asymmetric timeliness of earnings is higher in countries, where there is a high risk of
expropriation

It is claimed, that government aims to control enterprises due to market imperfections
such as monopoly power, to provide employment and subsidies. The state wants to control
poor performing companies for the benefit of the greater society. | expect that the
relation between risk of expropriation and conservatism is positive, so the higher level of
this risk signifies a higher level of conservatism in accounting.

H9: Asymmetric timeliness of earnings is higher in countries with strong tax regimes

It was expected that companies in countries with high tax burdens, in order to avoid tax
payment will exercise conservatism. In this case | can state the above hypothesis should be
true. It is understandable that companies want to avoid paying taxes. In order to diminish
the value of income taxes, companies try to underestimate earnings which is characteristic
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of conservatism. On the other hand, the situation of post-communist countries is a little
bit different, because tax authorities in these countries have a strong position and try to
prevent these kinds of practices in companies. This opposite stream in the tax regime of
post-communists countries could result in the relationship between tax regimes and
accounting conservatism to be opposite to what | expect.

4.2 Research design

In the first stage, unconditional and conditional conservatism are measured in Western
European countries and post-communist countries as by two pooled samples. The sample of
Western Europe consists of companies from France and Germany. For post-communist
countries observations from the Czech Republic, Hungary, Lithuania, Slovakia, Slovenia and
Poland were taken to do the computation. The Basu model and market-to-book ratio are
measures, which were used in this research.

Accounting conservatism in Eastern Europe. Comparison with Western Europe

In the first stage, two measures of conservatism are used: Basu model and market-to-book
ratio.

The model of Basu is used in order to measure earnings conservatism.

Nl=00 + at1DR¢ + BoRi¢ + B1R*iDRic+€ic (1)

NI i - accounting income (income before extraordinary items)

Ri¢ - the return of firm i over the 12 months (P-P .1)/P¢4

DR = 1 if Ry <0
0 otherwise

Measures of conservatism from the regression 1(Givoly and Hayn, 2000, 293):
e [; - incremental response to bad news relative to good news, conservatism when
B1>0,
e (Bo+PB1)/ Bo the relative sensitivity of earnings to bad news compared with their
sensitivity to good news, conservatism when ratio >1
e Rb;/Rg; where Rb; - R; power of regression in periods of bad news (negative
returns); Rg; - R, power of regression in periods of good news ( positive returns),
conservatism when the ratio >1
In order to measure balance sheet conservatism there is used market-to-book ratio.
MTB= MV/BV
MV- market value represented by market capitalization
BV- book value represented by shareholders equity
The market-to-book ratio is calculated based on aggregated amounts of market and book
value, where market value is sum of market capitalization of all companies in sample and
book value is a sum of shareholder’s equity of all companies in sample. MTB>0 indicates
the accounting conservatism.
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Influence of institutional factors on conservatism

The Influence of institutional factors on conservative accounting is measured by the
incorporation of these variables into the Basu model as a dummy variable. The following
model is constructed according to Bushman and Piotroski (2006) research.

After incorporating an institutional factor the Basu model is as follows:
NI= B1 +B2Rit + B21CCD Rit + B4RitD + B41CCD RitD

After transformation, the above equation is as follows
NI= B +(B2 + B2sCCD) Ryt + (B4 + B41CCD) RyD

CCD- represents any institutional factor: transition process (TRANSP), equity market
exposure (EQMEXP), legal system (LAW), security law (SECLAW), risk of expropriation
(PTECON) and tax burden (TAX).

Similar to Bushman and Piotroski (2006), in their research the focus will be on recognition
of good and bad news in CCD countries relative to non-CCD countries, so the B, + B4 are
of great importance.

When B, #0 the speed of good news recognition differs in CCD countries relative to non-
CCD countries

When B4 # 0 incremental speed of bad news recognition relative to good news recognition
differs for CCD countries to non-CCD countries

In the model there are incorporated the institutional settings. Proxies are based on ratings
provided by European Bank of Development and Reconstruction and World Bank in its
annual reports.
| have analyzed the influence of following factors on conservatism in accounting:

e transitional process (TRANSP)

e equity market exposure (EQMEX)

e regulatory environment (law enforcement) (LAW)

e security law (SECLAW)

e political economy (PTECON)

e tax regime (TAX).

The data for research were extracted from World Scope and Thomson Financial database
for the period 1994-2008o0. Market capitalization was taken as a market value (WS.YR END
MARKET CAP ) which is Market Price-Year End * Common Shares Outstanding, book value is
represented in database by common equity (TF.Total Common Equity common
shareholders' interest in a company), the accounting earnings (NI) are income before
extraordinary items (WS.IncomeBefExtraltemsAndPfdDiv- Net Income Before Extraordinary
Items And Preferred Dividends), and dividends per share (WS.DividendsPerShare). All
accounting variables are scaled by beginning market value of the company (WS.YR END
MARKET CAP). Stock returns (R) are computed as ((Pit+Divi¢)-Pit-1)/Pic-1.

Market-to-book ratio
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All companies with missing values are excluded from the research. The number of
observations is very low at the beginning of the analyzed period for Eastern European
countries. The reason is that at the beginning of 90’s securities markets were not
developed and some stock exchanges were recently established in post-communist
countries. The number of observation for the period 1994-2008 in Eastern European
countries is 3.003 and in Western European countries 20.901.

Basu model

The structure of the sample is determined by the size of the capital markets of the
analyzed countries. According to market capitalization (World Development Indicators
online database), the biggest securities market is in Poland. Budapest and Prague’s stock
exchanges are similar in the size, and the capital markets with the smallest market
capitalization are in Slovakia, Slovenia and Lithuania. This goes together with the structure
of the sample. There are 2.161 observations for three Eastern European countries for the
period 1994-2008. The data are dominated by Polish companies, which represent 60% of
observations. The rest of the countries have the following shares: 18% Czech Republic, 17%
Hungary, 0,6% Lithuania, 2% Slovakia and 2% Slovenian companies. Because of the
dominance of Polish companies, a reestimation is provided of models excluding Polish
observations. There are 18.673 observations for Germany and France for the period 1994-
2008

5. Results and analysis

Estimations of accounting conservatism across regions and countries

My research shows that in the Western European region conservatism is stronger than in
Eastern Europe for the analyzed period which confirms hypothesis 2 “Conditional and
unconditional conservatism is stronger in Western-European countries than in post-
communist countries” (regarding the part about unconditional conservatism, later on
evidence is provided about conditional conservatism). The results also show that my
expectations about hypothesis 1 are true, there is unconditional conservatism in Eastern
Europe. The results show also that between the three analyzed countries, Poland has the
highest market-to-book ratio, the next one is Hungary and at the end the Czech Republic.
Table 1 presents the outcome of the analysis regarding conditional conservatism NI=p; +
B2Rit + B3Dit + PBaRitD for the Western European countries and Eastern European countries.
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Table 1. Association between earnings and returns in Western and Eastern Europe

B2, B4 and adjusted R, presents the results derived from the following model NI=B+ B,Ri: + BsDit + B4RitD, for country-year
observations for years indicated in the first column. R; bad and R ; good are derived from the models, where bad news
(negative returns) are regressed on accounting income and good news (positive returns) are regressed on accounting income.
In the last column there is presented number of observations. The values of the first row of each region in the second and

the third column present the unstandardized coefficients; values in brackets in the second row are the t-statistics.

Period B, Bs Adj. R* | (B2*B4)/o | R®bad | R*good | N
[%] 2

Western Europe

1994-2008 0.021** | 0.309*** | 10.9 15.71 0.089 0.006 18673
(7.390) (28.801)

1994-2001 0.012** | 0.292*** | 11.9 25.33 9462
(3.790) (22.872)

2002-2008 0.035** | 0.310** | 10.4 9.86 9211
(6.927) (17.754)

Eastern Europe

1994-2008 0.050*** | 0.182*** | 9.5 4.64 0.035 0.032 2161
(6.110) (4.840)

1994-2001 0.069** 0.325*** | 10.1 5.71 787
(2.478) (4.554)

2002-2008 0.048*** | 0.084 9.3 1374
(6.012) (1.879)

Czech Republic, Hungary, Lithuania, Slovakia and Slovenia

1994-2008 0.115** | 0.037 5.1 855
(3.128) (1,069)

2002-2008 0.103* -0.040 | 4.1 426
(2.631) -(0.296)

* significant on the level of 10% confidence level
** significant on the level of 5% confidence level
*** significant on the level of 1% confidence level

There is evidence that the asymmetric timeliness of earnings (measured by the B,

coefficient) is stronger in Western European countries than in Eastern European countries
at the 1% significance level. Results derived in this section regard hypothesis 2:
“Conditional and unconditional conservatism is stronger in Western-European countries
than in post-communist countries”. Both types of conservatism show a higher level in
Western Europe. The market-to-book ratio is higher for Western Europe than for Eastern
Europe in the Basu model’s results | conclude that Western Europe’s accounting is more
conservative than Eastern Europe’s accounting. In fact, there is no evidence indicating
accounting conservatism in Eastern Europe, when | exclude from a sample Polish
observations.

| mentioned in my objectives that | want to use two measures of accounting conservatism
in order to check if the chosen methodology influences the results, and secondly if there
are differences in the levels of conditional and unconditional conservatism in the analyzed
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regions. Although results derived from the period 1994-2008 are similar, when | divide my
sample in two periods, the results are opposite. The market-to-book ratio is higher for
Eastern Europe than for Western Europe in the second period and results for the Basu
model are opposite; the conditional conservatism was higher in Western Europe than in
Eastern Europe for the second period. These opposite results | can explain due to a biased
measure of the market-to-book ratio (Givoly and Hayn (2000). | think that the results of
the market-to-book ratio in the second period for Eastern Europe are biased by growth
opportunities. That is why the Basu model is a better measure of accounting conservatism.

After analysing Eastern Europe as a whole sample, it is interesting to explore countries
individually. The number of observations for the Czech Republic, Hungary and Poland allow
me to conduct research separately for these countries. Table 2 reveals the outcome.

Table 2. Association between earnings and returns in Eastern European countries

B2, P4 and adjusted R2 presents the results derived from the following model NI=B1+ B2Rit + B3Dit + B4RitD, for country-year
observations for periods indicated in the first column. R2 bad and R 2 good are derived from the models, where bad news
(negative returns) are regressed on accounting income and good news (positive returns) are regressed on accounting income.
In the last column the number of observations is presented. The values of the first row of each region in the second and the
third column present the unstandardized coefficients; values in brackets in the second row are the t-statistics.

Period B, Bs Adj. R* | (B2*B4)/o | R*bad | R*good | N
[%] 2

Czech Republic

1996-2008 | 0.169** 0.123 4.1 - 0.007 0.018 391
(2.220) (0.580)

Hungary

1994-2008 | 0.072*** 0.046 12.9 - 0.013 0.046 373
(2.880) (0.720)

Poland

1994-2008 | 0.032*** 0.178** 12.4 6.56 0.038 0.029 1304
(4.261) (4.507)

* significant on the level of 10% confidence level

** significant on the level of 5% confidence level
*** significant on the level of 1% confidence level

Comparing Eastern European countries, the first finding is that the timeliness of accounting
earnings is the highest in Hungary (Adj R;). Secondly, the incorporation of good news into
earnings is the highest for the Czech Republic and the lowest for Poland (j3;). Further on,
only in Poland there is evidence at the 1% significance level that there is asymmetric
timeliness of earnings. The results for Hungary and the Czech Republic are insignificant; it
means that there is no evidence of asymmetric timeliness for earnings. The relative
sensitivity of earnings to bad news compared with their sensitivity to good news is higher
than 1 in Poland (the calculation is not provided for the Czech Republic and Hungary, since
the coefficients are not significant), and the last measure of conservatism: the relation of
the power of the regression in periods of bad news (negative returns) to the power of the
regression in periods of good news (positive returns) is higher than 1 only in the Polish
case. | believe that there are two main drivers of the results obtained in Table 2. This is
the way of handling the transitional process used by post-communist Eastern European
countries and the tax regulations in these countries. The results for the beginning of the
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analyzed period are determined by the first driver. In the Czech Republic a lack of an
institutional framework around the securities market, which developed very quickly, is a
reason for the lack of conservatism at the beginning of the period in the Czech Republic
and Hungary. Poland had a different attitude. This country firstly developed regulations
based on western standards, which some criticized for overambitious goals, because they
were difficult to attain for companies which recently started to learn about capital
markets (OECD 1998). However, it was probably the most important reason why there was
accounting conservatism in Poland and not in Hungary or the Czech Republic. Nowadays,
the security market’s regulations have also improved in Hungary and the Czech Republic.
The results from the Czech Republic are similar to those found in a paper by Jindrichovska
and McLeay (2007). They also found evidence that there is no asymmetric timeliness in
earnings. The reasons for these particular results are seen in the transitional nature of the
Czech market and restrictive tax regulations, which diminish incentives for conservatism.
It is worthwhile to note that the Czech Republic has the highest coefficient of stock
returns (good news), which indicates that the timeliness of earnings is the highest in this
country. This can indicate that strict tax requirements reinforce the incentives of
companies to recognize all events in a timely manner. The specific Czech regulations
regard limitations on provisioning, depreciation and deferred taxation. Companies that do
not fill the requirements (e.g. reduce their tax base) can also face penalties (Jindrichovska
and McLeay, 2007). The results for Poland are in accordance with the paper of
Jermakowiacz and Gornik-Tomaszewski (1998), who researched the relation of stock
returns and earnings. They found out that this relation is similar to the mature markets
and the results are comparable to the research conducted on the US market by Easton and
Harris (1991). The lack of evidence of conservatism in the Czech Republic, even when |
take more recent periods into analysis, is driven by a very strict tax system in this country.
Overall, | can conclude that in Eastern Europe the main drivers of conservatism are
institutional settings (like taxes and securities market regulations). In these countries the
costs of establishing adequate regulations by market players are too high (it was hoped
that regulations would be established by players in the Czech Republic; this was a mistake
and the government realised that this is its role to establish a legal framework and
regulatory bodies at the end of 90’s). The results regarding Poland, Hungary and the Czech
Republic confirm hypothesis 3: “There are differences in the level of unconditional and
conditional conservatism in Eastern European countries”. These countries, despite their
common communist past, differ in the level of conditional conservatism, and these
differences result from the diverse way of handling the transitional process and
establishing regulations. Poland is the most conservative country while there is a lack of
evidence for the existence of conditional conservatism in the Czech Republic.
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Table 3. Evidence on the influence of legal and political institutions on the asymmetric

timeliness of earnings in Eastern Europe
The following table presents select coefficients and test statistics of estimations from the model

NI=B1  + B2Rit

+ B3Dit + B4RitD + B11CCD + B21RitCCD+P31Dit CCD + P41DRitCCD

The sample holds observations from Czech Republic, Hungary, Lithuania, Poland, Slovakia and Slovenia available for period
1994-2008. In the first rows unstandardized coefficients are presented, the second rows provide t-statistics.

Good news Incremental bad news sensitivity
B2 B21 B4 Ba1 Adj R?

TRANSP 0.086*** -0.067*** 0.369*** -0.328*** 10.20%
(5.355) -(3.421) (5.675) -(3.875)

EQMEXP 0.045 -0.064 0.242 -0.026 7.60%
(1.091) -(0.827) (1.671) -(0.574)

LAW 0.038*** 0.028 0.041 0.284*** 8.10%
(3.815) (1.032) (0.743) (3.234)

SECLAW 0.044 -0.003 0.314 -0.153 7.50%
(0.425) -(0.032) (1.313) -(0.630)

PTECON 0.029*** 0.069*** 0.097* 0.199** 8.80%
(2.962) (2.569) (1.866) (2.217)

TAX 0.075*** -0.058*** 0.369*** -0.344*** 9.10%
(5.357) -(3.147) (5.790) -(3.992)

*** significant on the level of 1% confidence level
** significant on the level of 5% confidence level
* significant on the level of 10% confidence level

Table 3 provides evidence about the relation of institutional factors and the timeliness of
earnings. First of all the results for the transitional process are significant and they show
that the transitional process causes lower timeliness of earnings (B; and ;1) and lower
incremental bad news sensitivity (B4 and P41). This contradicts hypothesis 4: “Asymmetric
timeliness of earnings is higher in the countries with more progress in transitional
process”. The reason why the outcome for the transitional process is different from my
expectations is that there was a negative relation between the development of capital
markets and the speed of privatization of state-owned -enterprises, which is the main
element of the TRANSP proxy. The rapid privatization which was the main indicator of the
progress of the transitional process was connected with a lack of setting up proper
regulations. On the other hand high standards for securities law was a main driver of
conservative accounting. Furthermore, high standards constrained privatization and the
development of private enterprises due to difficult access to capital markets, as was the
case in Poland.

The results for equity market exposure are insignificant, so the coefficients cannot really
be interpreted; the reason why the outcome from equity market exposure is insignificant
can be connected to the underdeveloped security markets in the analyzed countries. The
securities markets are still unstable and vulnerable to outside factors (Schroder, 2000).
This can be a reason why the results are not significant. Further on, in Blommestein’s
paper (1998, OECD report) it is indicated that the cost of establishing regulatory bodies
and regulations encouraging conservatism was too high. Because market development did
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not go alongside the development of regulations.This can also be a reason why despite
higher market exposure of the listed companies accounting conservatism was not
encouraged Based on this result | do not find significant evidence, which proves hypothesis
4: “Asymmetric timeliness of earnings is higher in the countries with higher market
exposure”.

Table 3 provides evidence that countries with impartial courts (clear legal framework)
have a higher incremental sensitivity to bad news. Since the companies face the threat of
litigation from investors when earnings are overvalued rather than the opposite, this threat
is more probable in countries where the legal system is clear and enforceable. It is
reasonable that companies recognize their “bad news” quicker in countries with high legal
standards. The result is on a significant level. Furthermore, there is no evidence of the
influence of the legal framework on good news sensitivity since the results are not
significant. The outcome confirms my expectations regarding hypothesis 5: “Asymmetric
timeliness of earnings is higher in countries with a strong legal system”.

There is no evidence about the influence of securities law on the timeliness of earnings,
since the results are not significant. However, there is a reason to do some further
research by changing the construction of the dummy variable. The way it is done in
previous analysis means that there are 79 observations with 0 values of the dummy, and
2080 with 1. This can be a reason for the insignificant results regarding the securities
market in the previous analysis. This modification in the construction of dummy variables
increases the number of observations with the dummy variable value of 0 to 473. The
results after the correction of the SECLAW dummy variable are consistent with the
expectation stated in hypothesis 6: “Asymmetric timeliness of earnings is higher in
countries with strong securities laws”. Countries with high quality securities laws recognize
good news slower, at a significant level. However, based on the results there is no
evidence showing how securities laws influence the recognition of bad news since the
results are insignificant. The change in construction of the dummy variable improves the
result and confirms the hypothesis. The improvement of the dummy variable was certainly
justifiable, since previously the observations were in the majority of instances assigned to
the high quality of security law, and it was impossible to get significant results.

The results regarding political economy are as follows: The sensitivity of good news is
higher in countries with a high risk of expropriation at a 1% significance level. The result
shows that companies operating in countries, which have a higher risk of expropriation,
incorporate good news faster than countries with a low risk of expropriation. On the other
hand, incorporation of bad news is also quicker in high risk of expropriation countries on
the significance level 1% and 5%. Because post-communist countries are considered as non-
benevolent countries, states which take over companies, that perform well the higher
coefficient B4s than B4, confirms that companies in countries with a high risk of
expropriation undervalue their earnings by quicker incorporation of negative events. On
the other hand, a higher B,; than B, is not consistent with the assumption that Eastern
European countries are non-benevolent countries. The results show that countries with
high PTECON incorporate good news faster but that the incremental bad news sensitivity is
also higher. Then, it is hard to asses which direction the influence of political economy is
stronger. Based on the results | can conclude that hypothesis 7 “Asymmetric timeliness of
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earnings is higher in countries, where there is a high risk of expropriation” is confirmed,
because incremental speed of bad news recognition relative to good news recognition is
higher for countries with high risk of expropriation than for countries with low risk of
expropriation (Bs1).

The findings regarding tax regime are opposite to the stated hypothesis 9 “Asymmetric
timeliness of earnings is higher in countries with strong tax regime”, but confirm the
expectations about the influence of this aspect on conservatism in post-communist
countries. The result verifies that in countries with strict tax regimes, there is no
conservatism but rather aggressive accounting (negative coefficient 41 on the significant
level). It provides evidence that the tax regime has a significant influence on conservatism
in post-communist countries, which confirms a brief divagation of Jindrichovska and
McLeay (2007) about the reasons for the lack of conservatism in the Czech Republic.
However, a high tax burden resulting in slower good news recognition may prove that tax
regulation encourages conservatism, as expected by Bushman and Piotroski (2006).
Nevertheless, the results show that B4 is negative on the significance level of 1%, which
does not confirm hypothesis 9: “Asymmetric timeliness of earnings is higher in countries
with a strong tax regime”.

6. Summary and conclusions

The objective of this research is to analyze conservatism in accounting in the post-
communist countries of Central and Eastern Europe, which are members of the European
Union and to identify institutional factors which have influenced conservatism in these
countries.

| investigated Eastern European countries which have already joined the European Union
and had a communist regime in the past. | measured unconditional conservatism using the
market-to-book ratio and Basu’s conditional conservatism model. The period of my analysis
was limited to the years 1994-2008.

Hereafter, | will shortly recall the results of my research. First of all, my main research
question was ”Is there accounting conservatism in Eastern Europe?”. After the analysis |
conducted | can answer: yes, there is unconditional conservatism in Eastern Europe. On the
other hand | found evidence confirming the existence of conditional conservatism in
Eastern Europe (including Poland in the sample). | compared the results for Eastern Europe
with the results for Western Europe, and | concluded that accounting conservatism is
represented more brightly in Western European countries

| also found answers for more detailed sub-questions in my research. Regarding my first
sub-question “Does accounting conservatism differ across Eastern Europe?” | found that the
level of conditional conservatism differed in the three countries analyzed. My second sub-
question was as follows: “Does the transitional process influence accounting conservatism
in Eastern Europe?”. Hypothesis 4 was aimed at answering this question. The evidence
shows that the progress of transition discourages conservatism. Thus it seems that the
regulations are the main incentives for accounting conservatism in Eastern Europe. The
results are consistent with the outcome of hypothesis 7 regarding security laws.

My last research sub-question verifies whether institutional factors influence accounting
conservatism in Eastern Europe. First of all | did not find significant evidence that equity
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market exposure encourages accounting conservatism and | justify this by pointing out the
vulnerability of equity markets in emerging markets, which overshadow the results. The
second institutional factor which | analyzed was the quality of law. | found evidence that
the impartiality of the legal system encouraged conditional conservatism in Eastern
Europe, which is in accord with my expectations. After the quality of law | researched
another regulatory aspect: security law. In this case | also found that higher standards of
security law positively influence the level of conservatism. These outcomes were in
accordance with my eighth stated hypothesis. | found that the risk of expropriation by the
state discouraged conservatism.

The results for the tax regime’s influence on conditional conservatism was opposite to my
expectations; however it is justifiable, since high tax burdens are so strong in these
countries. This means that companies do not try to underestimate their earnings, but
rather they try to recognize them in a timely manner due to the danger of penalties.
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Income Smoothing and Earnings
Informativeness

A matter of institutional characteristics or accounting standards?

Alexandra Tudor'

Executive Summary

This study investigates the level of income smoothing and its impact on the
informativeness of earnings. The main contribution of this research is that as well IFRS as
investor protection are considered to examine the association between income smoothing
and earnings informativeness. Income smoothing is measured as the variation in net
income relative to the variation in operating cash flows. A returns-earnings regression
based on Zarowin (2002) is used to measure earnings informativeness. A sample of listed
companies from United Kingdom (strong investor protection), France and the Netherlands
(weak investor protection) is chosen. The results suggest that companies in United
Kingdom show less smooth earnings compared to companies in France and the Netherlands.
In addition | find that firms smooth income to a higher degree in the period after IFRS.
Moreover income smoothing improves earnings informativeness during the pre IFRS period
for all sample companies, and to a higher degree in the United Kingdom, although not
significant. Subsequently to IFRS adoption the results suggest that income smoothing
decreases earnings informativeness in all countries.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5605.

1. Introduction

Income smoothing is a form of earnings management and is generally defined as the
dampening of fluctuations in reported earnings over time (Ronen and Yaari 2008, 317). In
other words, management is inclined to take actions to increase earnings when earnings
are relatively low and to decrease earnings when earnings are relatively high. The main
reasons that managers smooth earnings are: maximizing their own wealth, reducing the

' This master thesis is supervised by ms. Dr. Y. Wang. Currently Alexandra Tudor is working as an Associate at
the Assurance department of PriceWaterhouseCoopers in Eindhoven.
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perceived riskiness of the firm, enhancing firm value, meeting debt covenants, reducing
tax and political costs and enhancing the reliability of financial forecasts.

Although there is evidence that income smoothing takes place, its effect on earnings
informativeness is largely unknown. Hereby is earnings informativeness defined as “the
amount of information about future earnings or cash flows included in current period
stock return” (Zarowin 2002, 4). The literature hypothesizes two opposite effects of
income smoothing (Zarowin 2002, Tucker and Zarowin 2006). One viewpoint is that income
smoothing results in altered information and thus less informative stock prices. On the
other hand income smoothing through efficient communication of private information
about the firm’s future expectations can lead to more informative stock prices.

This study investigates the relation between income smoothing and earnings
informativeness in three different countries: UK, France and Netherlands. To compare
between countries, the institutional infrastructure of the three countries has to be
considered. The most relevant considered institutional factor here is investor protection,
which is about how well the law protects shareholders against expropriation by managers
(Cahan et al. 2008).

Income smoothing is assumed to take place through accounting choices. These choices in
turn are dependent on the applied accounting standards. Therefore the set of accounting
rules companies need to comply with, should be considered. As of January 1, 2005,
companies listed in the European Union are required to present their consolidated financial
statements applying International Financial Reporting Standards (IFRS). These new
standards aim to improve comparability of companies across countries.

In this research | attempt to provide an answer to the following research questions:

What is the impact of IFRS on the level of income smoothing and its relation with
earnings informativeness?

What is the impact of investor protection on the level of income smoothing and its
relation with earnings informativeness?

Each country’s sample consists of two periods, pre IFRS and post IFRS. | measure the
degree of income smoothing as the ratio between the variation in net income and variation
in operating cash flows (Zarowin 2002). The relation between income smoothing and
earnings informativeness is given in a returns - earnings regression based on Zarowin (2002)
and Tucker and Zarowin (2006).

| predict that the level of income smoothing will be higher in all three countries after IFRS
adoption, since IFRS allows managers with more discretion. Companies in France and
Netherlands, as weak investor protection countries, are expected to show higher levels of
income smoothing during both periods.

The relation between income smoothing and earnings informativeness is predicted to be
positive prior to IFRS for all three countries, with a stronger effect for UK, which is
characterized by strong investor protection. After IFRS, the relation between income
smoothing and earnings informativeness is expected to be weaker than in the first period
for France and Netherlands and stronger for UK.
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The association between income smoothing and earnings informativeness is important for
policy makers as it relates to the ability of firms to manage earnings (Zarowin 2002, 4).
This ability can be influenced by institutional factors (Leuz et al. 2003, Cahan et al. 2008)
and accounting standards (Barth et al. 2008, Jeanjean and Stolowy 2008). | contribute to
the body of international research by taking both the effects of IFRS and investor
protection into account when investigating income smoothing and earnings
informativeness.

The remainder of this paper is organized as follows: chapter 2 provides a comprehensive
literature review. In chapter 3 the hypotheses are developed and research design is
presented. Chapter 4 describes the empirical results and in the end chapter 5 provides a
summary and conclusions of this study.

2. Literature review

2.1 Income smoothing and informativeness

2.1.1 Definition

Ronen and Sadan (1981, 2) define income smoothing as “a deliberate attempt by
management to signal information to financial users”. In an earlier work the definition is
“the deliberate dampening of fluctuations about some level of earnings which is
considered to be normal for the firm” (Barnea et al. 1976, 110).

A more recent depiction is “to characterize income smoothing as earnings management,
we need to define the point at which managers’ accrual decisions result in “too much”
smoothing and so become earnings management” (Dechow and Skinner 2000, 238).
Basically income smoothing is the reduction of the variance in periodic profit over time to
the extent allowed by accounting and management principles.

2.1.2 Earnings informativeness

Efficient income smoothing can improve the informativeness of a firm’s current and past
earnings about future earnings and cash flows. Earnings informativeness (or stock price
informativeness) is defined by Zarowin (2002, 4) as “the amount of information about
future earnings or future cash flows impounded in the current period stock return.”
Resource allocation can be improved if stock prices include more information through
income smoothing (Zarowin 2002, 3).

When making discretionary accounting choices managers consider expected future earnings
(Fudenberg and Tirole 1995, 77). Tucker and Zarowin (2006, 253) categorize the managers’
use of reporting discretion as either (a) garbling or (b) efficient communication of private
information. The authors argue that if income smoothing is garbling, then the resulting
earnings are less informative about future earnings. When income smoothing is used to
communicate private information about future performance expectations, it could provide
more information about future earnings and cash flows. This last argument is the one | use
further in this master thesis.
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2.1.3 The relation between income smoothing and earnings informativeness

Although the effect of income smoothing on earnings informativeness is not thoroughly
investigated, the accounting literature so far theorizes two opposite effects of income
smoothing on earnings informativeness according to Zarowin (2002, 4) and Tucker and
Zarowin (2006, 253). One viewpoint is that managers use income smoothing to make public
their private information about the firm’s future earnings (Ronen and Sadan 1981, Chaney
and Lewis 1995, Tucker and Zarowin 2006). Here income smoothing results in more
information about future earnings and cash flows, which in turn is reflected in the stock
prices. Alternative findings suggest that income smoothing alters information and makes
stock prices less informative. Less information about future earnings and cash flows will be
reflected in the stock prices, making smoothing harmful (Tucker and Zarowin 2006, 253).

2.1.4 Income smoothing improving the value relevance’ of earnings

The study of Hunt et al. (2000) investigates whether earnings smoothing through
discretionary accruals improves or deteriorates the informativeness of earnings. The
findings suggest that both discretionary and nondiscretionary accrual accounting practices
increase the informativeness of earnings. Further the results support the informativeness
hypothesis, namely that managers smooth income to convey their private information.
Here, Hunt et al. (2000, 8) refer to the study of Chaney and Lewis (1995), which also
stated that only managers have private information about future earnings and therefore
smooth income.

The study of Zarowin (2002) introduces a new approach by focusing on the relation
between current stock prices and future information in a cross-sectional setting. Zarowin
(2002, 4) defines stock price informativeness as “the amount of information about future
earnings and cash flows that is reflected in current period stock returns”. This notion is
measured as the coefficient on future earnings (FERC) in the regression of current stock
return on current and future earnings.

Regressions of stock returns against lagged, current and one year ahead earnings or cash
flows and accruals, provide evidence that increased smoothing is associated with increased
earnings informativeness. Thus firms with stock returns including more information about
future earnings and cash flows have higher stock price informativeness.

The study of Tucker and Zarowin (2006) is more recent, and the approach used is closely
related to Zarowin (2002). The authors believe that a firm has certain information about
future earnings when current earnings are realized, because of the continuous business
cycle. Then the reporting behaviour and the stock price reveal this information.

The research of Tucker and Zarowin (2006) provides evidence of more informative stock
prices when firms smooth income, with stock prices of higher-smoothing firms more
informative than lower-smoothing firms. Again, this is evidence that firms use discretion in
reporting standards to make public information about future earnings and cash flows.

2 The term value relevance is used for earnings informativeness
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2.1.5 Income smoothing as “garbling”

The second viewpoint in the income smoothing literature is that managers use their
reporting discretion to “garble” earnings according to Tucker and Zarowin (2006, 253).
Sloan (1996) investigates whether information about future earnings is fully reflected in
the stock prices. This information is assumed to be contained in accruals and cash flows. In
a regression of future abnormal returns on earnings, evidence is found that stock prices fail
to anticipate the lower persistence of earnings impounded in accruals.

The research of Beneish and Nichols (2005) expands on Sloan (1996) by examining the role
of earnings management in relation with the market pricing of accruals more thoroughly.
The results suggest that when the probability of managed earnings is high, positive
earnings are less persistent than negative earnings. This is in contradiction with investors’
expectations that firms which manipulate earnings have higher future earnings.
Subsequently the authors argue that earnings management is misleading.

2.2 Institutional characteristics

2.2.1 Investor protection

The notion of investor protection is defined by Cahan et al. (2008, 3) as “how well
investors are protected by law from expropriation by managers and controlling
shareholders of firms”. Insiders (managers) have the incentive to act in their own interest
(opportunism), to obscure private control benefits and not reporting the true firm
performance. An example is overstating earnings. When outside investors detect this
behaviour, they will try to take actions against the insiders according to Leuz et al. (2003,
506). Investors are protected by law and regulation, which can differ across countries.
Insiders are less intended to act opportunistically when investors are better protected.
Here the distinction is made between strong investor protection and weak investor
protection countries. This distinction is based on characteristics of a country’s legal
system, legal enforcement, shareholder rights, equity market importance, ownership
concentration and disclosure requirements (Leuz et al. 2003, following La Porta et al.
1997, 1998).

2.2.2 The relation between investor protection, income smoothing and
earnings informativeness

A study defining earnings management as managers’ opportunistic behaviour and thus
misleading is the research of Leuz et al. (2003, 506). Managers have the incentive to
conceal true firm performance. The extent of their discretion depends on the accounting
rules in a country and the legal system. Institutional characteristics are also taken into
account. The results suggest that income smoothing is more persistent in weak investor
protection countries.
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The study of Cahan et al. (2008) investigates whether earnings informativeness due to
income smoothing is related to the institutional infrastructure of a country. They use the
approach of Tucker and Zarowin (2006) to measure earnings informativeness. This study
focuses on the positive effects of income smoothing, managers communicating their
private information about firm’s future expectations.

The legal enforcement index based on La Porta et al. (1998) is used to measure investor
protection. Legal enforcement is considered to be a good indication because laws are
ineffective if they are not enforced. The findings suggest that income smoothing is more
pervasive in countries with weak investor protection. Consequently income smoothing in
countries with strong investor protection improves earnings informativeness to a higher
extent than in countries with weak investor protection. Opportunism is associated with low
investor protection while the communication of private information is related to strong
investor protection. While there is less income smoothing in strong investor protection
countries, its effect on informativeness is stronger than in countries with weak investor
protection. Thus the efficient communication use of income smoothing predominates the
use for opportunistic purposes.

2.2.3 The introduction of IFRS

As of January 1, 2005, all companies listed in the European Union are required to apply
International Financial Reporting Standards (IFRS) when preparing their consolidated
financial statements. IFRS are accounting standards issued by an independent body in
Europe, the International Accounting Standards Board (IASB).

With the introduction of IFRS, standards are more principle based. More general principles
rather than detailed rules are developed. Associated with the principle based approach of
IFRS is fair value accounting, which is defined in IAS 39 as: “the amount for which an
assets could be exchanged, or a liability settled, between knowledgeable, willing parties
in an arm'’s length transaction” (IFRSs in your pocket 2009, 98). Fair value accounting
differs from historical cost accounting in that it requires estimates based on market prices,
which are not always observable (Ball 2006) and thus subject of management judgement.
With the introduction of IFRS, many international differences in accounting standards are
about to disappear. Harmonization will be the result, which improves the comparability of
companies across countries. To achieve this, consistent appliance of IFRS across countries
is necessary. The IASB is a standard setter and not a regulator. Implementation of the
standards is primarily the responsibility of managers, auditors and local regulators in each
country (Ball 2006).

2.2.4 IFRS, earnings management and earnings informativeness

The introduction of one single set of accounting standards in the European Union is
supposed to increase uniformity and comparability. Increased uniformity goes together
with reduced managers’ discretion, as concluded by Palepu et al. (2007).

For instance, Van Tendeloo and Vanstraelen (2005) compare voluntary adoption of IFRS
with German GAAP during 1999-2001. They find no significant difference in the level of
earnings management.
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Barth et al. (2008) investigate whether the degree of earnings management changes after
voluntary adoption of international standards during 1994-2003, in a cross country study.
They conclude that the level of income smoothing is lower for companies applying
international standards. Also they find a higher association between net income and stock
returns, which is evidence of earnings being more informative.

The study of Jeanjean and Stolowy (2008) examines the consequences of the introduction
of IFRS on earnings management in UK, France and Australia. It is argued that IFRS
“provides firm with substantial discretion” (Jeanjean and Stolowy 2008, 484). Earnings
management is found to be higher after IFRS adoption in France and remaining stable in UK
and Australia. The explanation given is that countries have different institutional
characteristics.

Soderstrom and Sun (2007) attempt to find an explanation for the mixed results in prior
research on the consequences of IFRS adoption for accounting quality. They argue that
accounting quality not only depends on the accounting standards applied but also on a
country’s legal and political system and financial reporting incentives. Accounting standard
setting is primarily influenced by government in code law countries and private
organizations in common law countries. Differences in legal enforcement across countries
also play a role.

3. Hypothesis development and research design

After 2005 listed companies in Europe are required to apply IFRS. These standards follow a
principle based approach and fair value accounting which requires more subjective
judgement.

Paananen and Lin (2008) report that income smoothing behaviour increased after IFRS
adoption in Germany. Jeanjean and Stolowy (2008) provide evidence of more earnings
management after IFRS introduction in France. This leads to my first hypothesis:

H1: After the introduction of IFRS, firms in UK, France and Netherlands smooth income to
a higher degree than during pre IFRS period.

Certain studies investigated the level of income smoothing across countries, by taking
investor protection into consideration (e.g. Cahan et al. 2008, Leuz et al. 2003). Their
findings suggest that income smoothing is more pervasive in countries where shareholders
are less protected by law and regulations. Following these results, | deduce the next
hypothesis:

H2: Income smoothing is lower in countries with strong investor protection regimes.
Keeping in mind that UK is a strong investor protection country and France and

Netherlands have weaker investor protection based on proxies of La Porta et al. (1998) and
the fact that | investigate two time periods, the following sub hypotheses are developed:
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a: During pre IFRS adoption period income smoothing is higher in France and Netherlands
compared to UK.

b: During post IFRS adoption period income smoothing is higher in France and Netherlands
compared to UK.

When managers use income smoothing to communicate private information about future
earnings, this information will be revealed in the stock price (Tucker and Zarowin 2006).
Other studies argue that the effect of income smoothing on earnings informativeness also
depends on the country’s legal origin. Cahan et al. (2008) conclude that in strong investor
protection countries income smoothing leads to more informative earnings. This is due to
the fact that managers in these countries have high incentives to smooth earnings in order
to reveal information to the market.

Assuming that the first hypothesis is true, and considering previous evidence about income
smoothing improving earnings informativeness in strong investor protection countries, |
have the same expectation about firms in UK.

H3: After the adoption of IFRS, income smoothing improves earnings informativeness to a
higher extent than during the pre IFRS adoption period for firms in UK.

In contradiction to high investor protection, weak investor protection allows for more
discretion. In this case the managerial intendancy to manipulate earnings aggravates
according to Hung (2001). The author also suggests that the positive effect of income
smoothing on value relevance of earnings is attenuated in low investor protection
economies. This is because in those countries, managers are believed to smooth income for
opportunistic reasons, according to Cahan et al. (2008). Income smoothing is then
considered to cause earnings to be noisier and thus less informative Tucker and Zarowin
(2006).

Considering the fact that France and Netherlands are characterized by weak investor
protection, the next hypothesis can be formulated:

H4: After IFRS adoption, income smoothing improves earnings informativeness to a lower
extent than during the pre IFRS period for firms in France and Netherlands.

Sample data

The aim of my study is to compare two groups of countries with different institutional
characteristics prior to IFRS adoption and after the IFRS adoption. I choose listed
companies from France and the Netherlands (French origin) on the one side and United
Kingdom (English origin) on the other side. UK is a strong investor protection country while
France and the Netherlands display a lower level of investor protection. Besides UK has a
common law system, while France and the Netherlands are code law countries. The
judgement on the strength of the investor protection system is based on the scores for the
investor protection proxies (proxies from La Porta et al. 1997, 1998, used by Leuz et al.
2003).

| use annual, firm level data for my research from the databases Worldscope (Thomson One
Banker) and Datastream. The regressions will be estimated for two sample periods: pre
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IFRS adoption (2002 - 2004) and post IFRS adoption (2006 - 2008). The base years will be
2003 and 2007 respectively.

An overview of the sample construction is provided in table 1, after the missing
observations are left out. For the final samples: financial firms are excluded, because of
their different accounting practices.

Table 1 Sample

France 363 241

The 82 78

Netherlands

UK 642 253

Total 1.087 572
Methodology

* |ncome smoothing measure

Income smoothing is measured by variation in net income relative to the variation in
operating cash flows: oy/0cro. A lower relative variation in net income is evidence of
income smoothing (Zarowin 2002). To estimate the income smoothing measure for 2003
(pre IFRS, base year), data about net income and operating cash flows for the years 2001,
2002, and 2003 is needed. Similar, the smoothing measure of 2007 (post IFRS, base year)
requires data from 2005, 2006, 2007.

An income smoothing ranking is employed by Zarowin (2002) to control for industry and
time effects. | choose a similar way of ranking, with a small modification. The smoothing
variable IS is determined as the fractional ranking of income smoothing and takes values
between 0 and 1. The fractional ranking is the raw rank minus 1 divided to the number of
observations minus 1. An example: The firms are arranged according to the oy / ocro from
low smoothing to high and suppose there are 100 firms totally. The highest smoothing firm
has raw rank 100, which results in a fractional ranking of (100-1)/(100-1) = 1, for the
second highest smoothing firm it will be (99-1)/(100-1) = 0,989. A higher value indicates
more income smoothing and thus a higher rank.

»= Earnings informativeness measure

The relation between stock returns and future earnings is measured by the future earnings
response coefficient (FERC). This is the coefficient on future earnings in a regression of
current stock return on current and future earnings. The model of Tucker and Zarowin
(2006) requires a longer sample period, since three years ahead of earnings and returns are
included in the regression. Zarowin (2002) restricts the sample period, by taking only one
year ahead of earnings and returns in consideration. | choose this last approach, since my
sample period after IFRS is limited. Besides like Zarowin (2002, 13) argues, if there is an
association between income smoothing and earnings informativeness it is more likely to be
discovered in the next year than in the second or third year.
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Main model

To provide evidence on hypothesis 3 and 4, the effect of income smoothing on the relation
between stock return and future earnings has to be examined. This will be achieved, by
applying the next regression based on Zarowin (2002):

Rt = bo + b1EPSt.1 + szPSt+ b3EPSt+1 + b4Rt+1 + b5ISt+ b(,ISt * EPSH + b7ISt * EPSt + ngSt * EPSt+1
+ ngSt * Rt+1 + E¢

Where:

R: = the current annual stock return in year t

EPS:, = the earnings per share for year t-1, deflated by the stock price at the beginning
of year t

EPS; = the earnings per share for year t, deflated by the stock price at the beginning of
year t

EPS:.1 = the earnings per share in the year t+1, deflated by the stock price at the
beginning of year t

Re+1 = the stock return for year t+1

The earnings per share variables are adjusted for stock splits and stock dividends and
excluding extraordinary items. The FERC is represented by b;, and is predicted to be
positive. The higher this coefficient the more information about future earnings is included
in the current stock price. The coefficient on current earnings, b is also predicted to be
positive and higher than bs;.The coefficient on past earnings is predicted to be negative.
The coefficient on IS; * EPS;.s, bg, is expected to be positive if income smoothing results in
more information about future earnings (since a higher ranking means more smoothing). In
contrast when income smoothing is considered as garbling then bs is predicted to be
negative. In that case current stock returns contain less information about future earnings.
This regression will be estimated for each country twice, before IFRS and after IFRS
adoption.

4, Empirical results and analysis

4.1 The degree of income smoothing

UK

From performed sample statistics it follows that the mean oy/ocro amounts 2,147 during
pre IFRS and 1,350 after IFRS. A lower ratio indicates a higher degree of income smoothing.
In fact the ratio should be less than 1 for income smoothing firms (Zarowin 2002). When |
take a look at the absolute values of the oy /0cro ratio, then | conclude that 305 from the
622 UK firms (49%) have a ratio lower than 1, which is evidence of income smoothing. For
the post IFRS period 155 from 239 companies (65%) show a lower variation in net income
relative to the variation in operating cash flows. The difference in the mean values
together with the decrease in the absolute values suggests that firms in UK smooth income
to a higher degree after IFRS adoption.
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To confirm this establishment, the Mann-Whitney test is performed. This is a non
parametric test that allows comparing two independent samples, which do not satisfy the
condition of normally distributed data. The actual Mann-Whitney statistic is the U°.

The results of the Mann-Whitney test for UK are given in table 2.

Table 2 Mann-Whitney test results pre IFRS UK vs. post IFRS UK

Ranks Test Statistics®
Period N Mean Rank  Sum of Ranks on/Ocro
on/Ocro | Pre IFRS 621 452,41 280.946,00 Mann-Whitney U 60.604,000
Post IFRS 239 373,57 89.284,00 Wilcoxon W 89.284,000
Total 860 yA -4,169
Asymp. Sig. (2-tailed) 0,000
a. Grouping Variable: Period

The lower mean rank in the post IFRS period means that there are more lower values of
the ratio on/0cro, than in the pre IFRS period. The difference between these means is
significant. From previous statements | conclude that firms in UK smooth income to a
higher degree after adoption of IFRS, which confirms that hypothesis 1 is proven true for
UK.

France

The mean income smoothing ratio (on/0cro) is 1,097 in the pre IFRS period and 0,987 after
IFRS adoption. Again, the mean ratio is lower after adoption of IFRS. In addition it takes a
value lower than 1. For the absolute values of smoothing firms | find that about 66% in the
pre IFRS period and 71% during the period after IFRS introduction have a ratio below 1.
Also here the Mann-Whitney test is performed.

Table 3 Mann-Whitney test results pre IFRS France vs. post IFRS France

Ranks Test Statistics®
Period N Mean Rank Sum of Ranks on/Ocro
on/Ocro Pre IFRS 346 291,77 100.954,00 Mann-Whitney U 39.003,000
Post IFRS 231 284,84 65.799,00 Wilcoxon W 65.799,000
Total 577 yA -0,489
Asymp. Sig. (2-tailed) 0,625
a. Grouping Variable: Period

The Mann-Whitney test designates that the mean rank is lower after IFRS, but the
difference is not significant (1-tailed significance 0,625/2 = 0,313). However, there is still
an indication that companies in France smooth income more after adoption of IFRS. Thus
hypothesis 1 is considered to be true for France.

3 U=N4N; + (N4 * (N4+1))/2 - Ry, where N; and N, are the sample sizes of the two groups and R; is the sum of
ranks of the first group.
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The Netherlands

As for UK and France, for Netherlands the mean oy /ocro ratio is also smaller subsequent to
IFRS adoption. The mean value is 1,550 in the first period with respect to 1,237 in the
second period. Prior to IFRS, approximately 59% companies show a ratio indicating income
smoothing practices. After IFRS the percentage grows up to 76%. This is consistent with the
results of Jeanjean and Stolowy (2008), which also find evidence of increased earnings
management in France.

Table 4 Mann-Whitney test results pre IFRS Netherlands vs. post IFRS Netherlands

Ranks Test Statistics®
Period N Mean Rank Sum of Ranks on/Ocro
on/Ocro PreIFRS 78 82,97 6.472,00 Mann-Whitney U 2.537,000
Post IFRS 76 71,88 5.463,00 Wilcoxon W 5.463,000
Total 154 yA -1,543
Asymp. Sig. (2-tailed) 0,123
a. Grouping Variable: Period

In the table 4 the results of the Mann-Whitney test are presented. The mean rank is lower
in the second period, thus the income smoothing ratio is lower over the whole period,
significant at 10% level (1-tailed significance 0,123/2 = 0,061). There is evidence that
companies smooth income to a larger degree after appliance of IFRS standards. Thus the
prediction made in hypothesis 1 is considered true for Netherlands.

Comparison between France, the Netherlands and UK

France and Netherlands have weaker investor protection than UK. The legal environment
of a country is predicted to influence the degree of managers’ discretion in a country.

Pre IFRS

The Kruskal-Wallis test is similar to the Mann-Whitney, it is based on ranks, and performs
well with not normally distributed data. In addition, the Kruskal-Wallis can be used to test
for differences among more than two groups, which is the case here, since | want to
compare the mean of oy //ocro for UK, France and the Netherlands. The results of this test
for the pre IFRS period are shown in the next table.

Table 5 Pre IFRS Kruskal-Wallis test results France, Netherlands and UK

Ranks Test Statistics®
Country N Mean Rank on/Ocro
on/Ocro | UK 621 574,25 Chi-Square 45,586
France 346 439,55 df 2
Netherlands 78 485,15 Asymp. Sig. 0,000
Total 1.045 a. Kruskal Wallis Test
b. Grouping Variable: Country

The mean rank is the highest for UK and lowest for France. A lower mean rank indicates
lower values of oy /ocro. The difference is significant, which means that the country in
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which a company operates influences the degree of income smoothing. In France and
Netherlands firms smooth income to a larger extent compared to firms in UK in the pre
IFRS period. Also the mean oy/ocro is higher for UK, as mentioned in section 4.1. These
findings confirm hypothesis 2a.

Post IFRS
The same expectations apply for the post IFRS period. Table 6 presents the results of the
Kruskal-Wallis test.

Table 6 Post IFRS Kruskal-Wallis test results France, Netherlands and UK

Ranks Test Statistics®
Country N Mean Rank on/Ocro
on/Ocro | UK 239 294,02 Chi-Square 7,451
France 231 260,17 df 2
Netherlands 76 249,49 Asymp. Sig. 0,024
Total 546 a. Kruskal Wallis Test
b. Grouping Variable: Country

Again the mean rank of UK is the highest, followed by France and Netherlands. The degree
of income smoothing is significantly different across the investigated countries, with
companies in UK smoothing income less than companies in France and Netherlands. This
conclusion can also be depicted if the mean ranks of oy //0co for the three countries are
considered. Hypothesis 2b is thus supported by the results.

Even in the period after IFRS firms in weak investor protection countries smooth income
more than firms in strong protection countries. They might do so for different reasons.
With weak investor protection (e.g. weak public enforcement) opportunistic behaviour is
less likely to be detected and probably more prevalent.

4.2 Income smoothing and earnings informativeness

In this section the results of the main model are presented per country. The main model
for each period is specified below.

Pre IFRS: Rt = bo + b1EPS2002 + b2EPS2003 + B3EPS 2004+ D4R2004 + D51S2003 + DelS2003 * EPS2002 +
b71S2003 * EPSz003 + balSz003 * EPSz004 + DolSz003 * Ragos + €t

Post IFRS: Rt = bo + b1EPS2006 + b2EPS2007 + D3EPS2008 + D4R200s + D5/S2007 + DelS2007 * EPS2006 +
b71S2007 * EPS007 + DglSz007 * EPS2008 + DolS2007 * Ragos + €¢
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Table 7 Results UK
Model IS,* IS, *  IS,* IS, *

variables Intercept EPS.; EPS;, EPSx Ri1 AY; EPS,; EPS, EPS,, Ry

UK pre Coefficients 20,268 0,018 0,142 -0,032 -0,089 0,014 0,056 0,258 0,507 0,058
IFRS* t-statistic (-9,966) (1,516)  (2,585) (-0,408) (-4,129)  (0,287)  (0,879)  (1,395) (2,503)  (1,447)
P-value 0,000 0,130 0,010 0,683 0,000 0,774 0,380 0,164 0,013 0,148
UK post  Coefficients 0,003 1,121 0,686 2,072 -0,408 0,277 -1,643 1,764 -2,786 0,527
IFRS ** t-statistic (0,043) (2,364)  (0,697) (2,168) (-2714) (1,975  (-1,268)  (0,827)  (-1,617)  (1,865)
P-value 0,966 0,019 0,487 0,031 0,007 0,049 0,206 0,409 0,107 0,063

*Adj.R*=0,215
**Adj. R?=0,165

The coefficient on the interaction between income smoothing and future earnings is the
one | am interested in (IS¢ * EPS:.¢). For the pre IFRS period this coefficient is significantly
positive, as predicted. Thus it can be concluded that income smoothing enhances earnings
informativeness in the pre IFRS period for UK. The value of by is also positive but not
significant.

For the post IFRS period income smoothing is predicted to improve the information content
of current stock returns about future earnings to a higher extent than in the pre IFRS
period for UK. In contrast, bg is found to be highly negative. However the results are not
significant and the explanatory power of the model is also lower in the post IFRS period.

If income smoothing alters information in the post IFRS period, a suitable explanation
should be provided. It might be possible that IFRS allows for more discretion than UK
GAAP, which encourages managers to manipulate earnings for opportunistic reasons.

In the end, the evidence provided does not support hypothesis 3, since the results are
inconsistent with the predictions and not significant.

Table 8 Results France
Model IS,* IS,* IS, * IS, *

variables Intercept EPS,; EPS, EPS,, Ry 1S, EPS,; EPS, EPS, Ry

France Coefficients -0,348 0,086 0,090 0,013 0,009 0,229 -0,151 0,263 0,483 -0,209
pre t-statistic (-10909) (2,063)  (1,464)  (0,144)  (0234)  (4,110) (-1,021)  (1,346)  (2,227)  (-2,800)
IFRS* P-value 0,000 0,040 0,144 0,885 0,815 0,000 0,308 0,179 0,027 0,005
France Coefficients 0,110 1,667 1,116 0,078 0,207 0,069  -0,791  -0,813  -0,088 -0,116
post t-statistic (1,660) (3,108)  (1,988)  (-0,142)  (1,106)  (0,523) (-0,483) (-0,572) (-0,083)  (-0,349)
IFRS**  P.value 0,098 0,002 0,048 0,887 0,270 0,601 0,629 0,568 0,934 0,728

*Adj. R?=0,224
**Adj. R>=0,153

The key interest coefficient is significantly positive for France during pre IFRS. Income
smoothing also causes stock return to include more information about current earnings,
although by is not significant.

In the second period, bg shows a negative value, but highly insignificant. The same
conclusion as for UK can be drawn here. In addition b; is negative, which means that
income smoothing does not lead to more information about current earnings being
included in the price, which is unreasonable.

Although for the post IFRS period the results are not significant, | carefully consider
hypothesis 4 to be true for France, based on the results for both periods. Income
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smoothing causes earnings to be less informative after IFRS adoption, | can not conclude
that income smoothing is garbling in the post IFRS period, since the results are not
significant.

Table 9 Results Netherlands
Model IS,* IS, * IS, * IS, *
variables Intercept EPS., EPS, EPS, Ry 1S, EPS,.; EPS, EPS,, R/

NL pre Coefficients 0,232 -0,186 0,295 0,365 -0,291 0,053 0,622 -0,486 0,269 0,065
IFRS* t-statistic (-3,639) (-2,216)  (2,687) (1,438)  (-2,501)  (0,508)  (2,007)  (-1,233)  (0,405)  (0,303)
P-value 0,001 0,030 0,009 0,155 0,015 0,613 0,049 0,222 0,687 0,763
NL post  Coefficients 0,106 1,066 1,370 0,797 -0,095 0,071 0,278 1,420 22,961 0,246
IFRS**  t-statistic (1,022) 1,777)  (2,186) (1,290)  (-0,261)  (0,327)  (-0,108)  (0,664)  (-1,942)  (0,384)
P-value 0,310 0,080 0,032 0,201 0,795 0,745 0,915 0,509 0,056 0,702

*Adj. R=0,316
**Adj. R’=0,226

For Netherlands bg is also positive but not significant prior to IFRS. The coefficient on
current earnings is negative and insignificant. The evidence is not convincing, so | can not
conclude that income smoothing improves earnings informativeness before IFRS adoption.
After IFRS, the coefficient on future earnings is highly negative and significant at 10%
level, which induces that income smoothing is altering information. In contrast, by is
positive but not significant. Given the insignificant results for the pre IFRS period, |
consider that hypothesis 4 is supported for Netherlands.

5. Summary and conclusions

5.1 Conclusions

First of all | found evidence of higher income smoothing behaviour after the introduction of
IFRS in UK, France and Netherlands. These results confirm the expectation that IFRS
standards allow for more managerial discretion. Fair value accounting requires subjective
judgement. Managers probably use this incentive to smooth income streams.

Further, in the weak investor protection countries France and Netherlands, firms present
more stable earnings than in UK, for both periods of time. An explanation is that managers
in low investor protection countries are more able to hide true firm’s performance for
stakeholders and act in their own benefit (Cahan et al. 2008).

The second part of my research, relates to the effect of income smoothing on earnings
informativeness. In the period prior to IFRS income smoothing causes stock returns to
contain more information about future earnings for all three countries, with insignificant
results for Netherlands. Subsequently to IFRS adoption the findings indicate that income
smoothing decreases earnings informativeness for all the three countries, although the
results are insignificant for UK and France. This is in accordance to my expectations for
France and Netherlands but not for UK. Since firms in UK show more stable earning after
IFRS, it is not only about the degree of smoothness. Like Cahan et al. (2008) suggest, in
strong investor protection countries firms mainly smooth income to efficiently
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communicate information about true firm performance, while in weak investor protection
countries opportunism is the major reason. In the first case, income smoothing should
improve the value relevance of earnings.

A possible explanation for the garbling effect of income smoothing in the post IFRS period
for UK, is that managers act in their own interest. The new standards provide more
incentives for managers to smooth earnings than the UK GAAP standards probably.
Managers use this discretion in an opportunistic way, despite of the high level investor
protection. Another explanation could be that the public enforcement of accounting rules
in the sample countries also changed after the introduction of IFRS. Or maybe national
regulators expect more guidance from the European regulatory body (CESR) about how to
enforce the new IFRS rules. Less strict enforcement would create more incentives for
managers to deceive. However the results for the post IFRS period are not significant, and
should carefully be interpreted.

The degree of investor protection seems to be less important after IFRS adoption.
Nevertheless this is a suggestive interpretation, since some results are insignificant.

Based on the evidence found no explicit conclusion can be drawn. The differences in the
degree of income smoothing and earnings informativeness among countries can not be fully
assigned to just the applied accounting standards, neither to just the institutional factors.
It is rather a combination of factors, which affects the incentives for income smoothing.

In the end | would like to conclude this discussion by quoting Jeanjean and Stolowy (2008,
493).

“...management incentives and national institutional factors play an important role in
framing financial reporting characteristics, probably more important than accounting
standards alone. The IASB and the European Commission should now devote their efforts
to harmonizing incentives and institutional factors rather than harmonizing accounting
standards.”
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To summarize, the relation | found between IFRS, investor protection, income smoothing
and earnings informativeness in this research is as follows.

UK France, Netherlands
(Strong investor protection) (Weak investor protection)
Pre IFRS Low IS Medium IS
Informative earnings > Informative earnings
Post IFRS Medium IS High IS
Uninformative earnings* Uninformative earnings*
IS = income smoothing

* the evidence is not significant

5.2 Limitations and suggestions for further research

| acknowledge that my study has some limitations. First of all the interpretation of the
model is uncertain in an inefficient market, since it assumes market efficiency. Secondly,
the income smoothing measure might not capture smoothing behaviour accurately. Next,
the chosen samples include are small compared to prior research. The mandatory adoption
of IFRS is still recent and the time horizon of data is limited. Fourthly, other factors that
can influence income smoothing and/or the relation between income smoothing and
earnings informativeness are not taken into account (e.g. firm size, industry, the growth
rate of the company, inflation). In the end additional robustness test are not performed.
In the end future research should be able to better investigate the effect of IFRS adoption
on income smoothing and earnings informativeness using a bigger sample and omitting the
implementation period. The influence of institutional factors should be more thoroughly
investigated and changes in managerial incentives should be identified.
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The Mandatory Introduction of IFRS as a
Single Accounting Standard in the
European Union and the Effect on
Earnings Management

Mark Lippens'

Executive summary

In this study, it was investigated whether the mandatory adoption of IFRS from 1 January
2005 by all listed companies in the European Union led to significantly lower levels of
earnings management. | found that, despite the stricter character of IFRS compared to
national GAAP, accruals-based earnings management has strictly increased as a
consequence of the adoption of IFRS. | further found that real earnings management has
strictly increased, and that, despite the fact that both manifestations of earnings
management strictly increased, due to the introduction of IFRS, they are increasingly used
as substitutes of one another. This indicates that management looks for alternatives to
manipulate earnings when accruals-based earnings management becomes more difficult,
instead of lowering their earnings management activities. | was therefore unable to
establish that IFRS has been successful in restricting earnings management

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5129.

1. Introduction

In 2002, the EU Council and Parliament accepted the IAS-directive (1606/2002/EC). This
regulation requires that all listed companies in the member states, beginning on 1 January
2005, prepare their consolidated financial statements in accordance with International
Financial Reporting Standards (IFRS). With this legislation, the discussion on the role of
accountings standards in producing high quality financial reporting with little room for
earnings management, has intensified and is expected to intensify even further.

! This article is based on my Master Thesis. | thank Prof. Dr. M.A. van Hoepen RA for his role as thesis
supervisor. Currently, | am employed at KPMG Accountants N.V. as a trainee in the audit department.
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While IFRS is thought to be more strict and rules-based, it also creates new opportunities
for the exercising of judgement in the financial reporting process. Furthermore, new
incentives to smooth earnings are created, in order to prevent the increase in volatility of
earnings as a consequence of the introduction of IFRS. These conflicting effects make it
hard to predict which effect IFRS will have on the prevalence of earnings management.
Unfortunately, the existing literature on the effects of IFRS on the level of earnings
management is also far from conclusive.

The mandatory adoption of IFRS thus creates opportunities for research on accounting
standards and their effect on preventing earnings management. The fact that many
countries now apply one single set of accounting standards creates an opportunity to
research the isolated effect of tighter accounting standards, as the effect can now be
researched in different institutional settings. However, new questions arise, due to the
relatively newness of IFRS and some of its particularities, with the increased role of fair
value as the most pronounced one. The main question therefore is whether IFRS is
successful in reducing earnings management and producing high quality financial reporting.
This leads to the following research question that is investigated in this study:

Has the mandatory adoption of IFRS from 1 January 2005 by all listed companies in the
European Union led to significantly lower levels of earnings management?

To avoid the problems in existing research, the research design proposed in this study is
different from that used in most earlier studies on this topic. Most important is that |
consider the possibility that while accruals management could indeed be effectively
reduced by stricter accounting standards, management could turn to real earnings
management by strategically structuring transactions, to manipulate reported earnings.
Because IFRS will not lead to a decrease in the incentives to manage earnings, and possibly
even to increased incentives to do so, managers can still be expected to manage earnings.
Real earnings management then becomes a feasible alternative for accruals-based earnings
management.

The rest of this paper is organized as follows. In Chapter 2, a broad literature review is
presented that considers the existing literature with respect to the effect of accounting
standards in general, and IFRS in particular, on the prevalence of earnings management. In
Chapter 3 my hypotheses are developed. The research methodology that is used to test
these hypotheses is explained in Chapter 4. In Chapter 5 my results are presented and
Chapter 6 concludes with the summary and conclusion.

2. Prior literature

2.1 Definitions

To consider whether the introduction of IFRS indeed enhances financial reporting quality,
first of all a measure of financial reporting quality is needed. For this, the amount of
earnings management is often considered. Earnings management is thought to have a
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negative influence on the transparency and comparability of financial reporting
(Heemskerk & Van der Tas, 2006).

In the wide range of literature regarding earnings management, several definitions of
earnings management can be found. Healy and Wahlen (1999) provide us with the following
definition:

“Healy and Wahlen (1999): “Earnings management occurs when managers use judgement
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.”

Central theme in the above definition is the purposeful intervention by a firm’s
management in the financial reporting process. This intervention is possible because of the
discretion available to management to do so. Standard setters allow managers a
considerable amount of judgement in the financial reporting process. This enables
managers to choose the reporting methods, estimates, and disclosures that match the firm
best and thereby provide the most information for financial statement users (Healy &
Wahlen 1999). However, greater discretion over financial reporting also creates
opportunities for earnings management. In that case, choices made by a firm’s
management in the financial reporting process are not motivated by best reflecting their
firm’s underlying performance (Healy & Wahlen 1999). Instead, they are aimed at
influencing the users of the financial reports in such a way that will benefit the
organisation or its management.

Earnings management does not need to refer exclusively to the exercising of judgement in
the accounting process. Another way to manipulate earnings is to strategically structure
transactions. This can be done in several ways, including speeding up sales by providing
greater discounts or cutting R&D expenses to increase earnings. Roychowdhury (2004)
states that the failure to look at real earnings management next to accruals-based earnings
management could well explain the lack of strong results in many previous studies. Graham
et al. (2005) even find evidence that suggests that earnings management by real
transactions is becoming more important than accounting earnings management.
Therefore, in my study | consider both accounting earnings management or accruals-based
earnings management, and specially designed transactions or real earnings management.

2.2 Overview of prior literature

Due to the relative novelty of IFRS, the amount of research on the effect that the
widespread adoption of IFRS has had on the level of earnings management in the EU is
limited. Studies that do focus on IFRS, for the most part compare IFRS with US GAAP,
making use of the availability of data of early adaptors in countries such as Germany and
Switzerland. Tendeloo and Vanstraelen (2005) and Heemskerk and Van der Tas (2006) are
examples of studies that focus on early adopters. Both studies address the question
whether the adoption of IFRS is associated with lower levels of earnings management.
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Tendeloo and Vanstraelen focus on Germany, and investigate whether German companies
that have adopted IFRS engage significantly less in earnings management compared to
German companies reporting according to German GAAP.

Using the absolute value of discretionary accruals as a measure of earnings management,
Tendeloo and Vanstraelen (2005) are unable to establish that IFRS impose a significant
constraint on earnings management. Adoption of IFRS even seems to increase the
magnitude of discretionary accruals. However, when the authors take hidden reserves into
consideration, there is no difference in earnings management behaviour between IFRS
adopters and companies reporting under German GAAP. Also, companies that have adopted
IFRS appear to engage more in earnings smoothing. But this increase is significantly
reduced when the company has a Big 4 auditor.

Like Tendeloo and Vanstraelen (2005), Heemskerk and Van der Tas (2006) are unable to
associate the adoption of IFRS with lower levels of earnings management. Heemskerk and
Van der Tas gathered a research sample that consists of 160 financial reports of German
and Swiss companies. Making use of the same earnings management proxies as Tendeloo
and Vanstraelen (2005), they find that with the implementation of IFRS, the use of
discretionary accruals has increased. Controlling for country of origin, industry or size does
not significantly influence this result. For their measure of income smoothing, they find
that with the implementation of IFRS, the use of accruals to smooth earnings has
increased.

The results of their study leads Heemskerk and Van der Tas (2006) to conclude that
earnings management has increased with the implementation of IFRS. The incentive to
manage earnings in order to reduce the effect that IFRS has on the volatility of earnings, is
identified by the authors as the main explanation for their results. They also point to the
increased role of subjectivity under IFRS, which creates opportunities for management to
manage earnings.

So, both Tendeloo and Vanstraelen (2005) and Heemskerk van Van der Tas (2006) are
unable to associate IFRS with lower levels of earnings management compared to national
GAAP. This is consistent with Goncharov and Zimmerman (2006), who focus on income
smoothing, and find no significant difference in earnings management between German
GAAP and IAS. Besides considering IFRS and German GAAP, Goncharov and Zimmerman also
focus on US GAAP. They find that firms that report under US GAAP engage in earnings
smoothing less often than firms that report under German GAAP or IAS. So while no
significant differences between German GAAP and IAS are found, their results lead the
authors to conclude that US GAAP is more effective at mitigating earnings management
than either German GAAP or |AS.

Another study that investigates the comparative quality of IAS and US GAAP, is that of
Barth et al. (2006). They find that firms applying IAS generally have lower accounting
quality than US firms. In particular, IAS firms have a significantly lower variance of the
change in net income, a lower ratio of the variances of the change in net income and
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change in cash flows, a significantly more negative correlation between accruals and cash
flows, and a higher frequency of small positive net income. Barth et al. also compare
accounting amounts for IAS and US firms before and after the IAS firms adopt IAS. The
results suggest that application of IAS reduces, but does not eliminate differences in
accounting quality between the two sets of firms.

In the literature, but also in the financial press and by regulators, the focus has largely
been on earnings management through the exercising of judgement in the accounting
process. However, recent findings indicate that management is increasingly willing to
sacrifice real economic value by using strategic transaction to manage earnings (Graham et
al., 2005). As a possible explanation, Graham et al. (2005) state that in the post Enron and
WorldCom era, and with the implementation of laws like the Sarbanes-Oxley Act, managers
are afraid to use their discretion to manipulate accruals. Tighter accounting standards,
also leave less room for managerial judgment in the financial reporting process.

Ewert and Wagenhofer (2005) study the effect of tightening accounting standards. They
distinguish between accounting and real earnings management. Accounting earnings
management concerns the way accounting standards are applied on given transactions and
events. Real earnings management changes the timing or structuring of real transactions.
Ewert and Wagenhofer find that as a consequence of tighter accounting standards, real
earnings management strictly increases, which is interpreted as real earnings management
substituting for the more difficult and thus costlier accounting earnings management.

However, although accounting earnings management thus becomes more difficult, the
study shows that stricter accounting standards do not unambiguously reduce accounting
earnings management. Ewert and Wagenhofer (2005) point to the trade-off between two
effects of tighter accounting standards. On one hand, it becomes more difficult and thus
costlier to engage in accounting earnings management. But at the same time, the
reduction in accounting earnings management increases the association between reported
earnings and the market price reaction. This stronger association increases the benefit and
thus the incentives for a firm’s management to engage in earnings management. So, Ewert
and Wagenhofer show that tighter accounting standards not only lead to increased real
earnings management, but also to increased incentives to manage earnings overall. The
authors therefore conclude that that total earnings management can either decrease or
increase with tighter accounting standards.

Results obtained by Cohen et al. (2007), which focus on earnings management in the pre-
and post- Sarbanes Oxley Periods, are a further indication that stricter rules aren’t
necessarily successful in restricting earnings management. They authors find evidence that
a substitution effect exists between accruals-based earnings management and real
earnings management. The researches document that accruals-based earnings
management increased steadily in the years before the passage of SOX, followed by a
significant decline in the years afterwards. Conversely, the level of real earnings
management declined prior to SOX, and increased significantly in the post-SOX period.
Therefore, Cohen et al. (2007) not only show that other mechanisms apart from accounting
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standards play a role in restricting earnings management, but they are also able to
document a substitution effect between the two main manifestations of earnings
management.

3. Hypotheses development

From the overview of previous research, it can be learned that existing literature is far
from conclusive with respect to the effects of the adoption of IFRS on the prevalence of
earnings management. However, some possible explanations for this lack of conclusive
findings can be identified. First of all, most existing research on the effect of IFRS on the
level of earnings management focuses on data samples from before 2005. In this year IFRS
became mandatory for listed companies in the European Union. Before that date, in
countries like Germany and Switzerland, firms could voluntarily choose to adopt IFRS. This
means that research results from these earlier studies could be biased by factors such as
self-selection and false signalling.

Also, due to a lack of effective enforcement and a lack of knowledge about IFRS (then IAS)
by both regulatory and legal bodies and users of financial statements, a firm’s
management could falsely state that it complied with IFRS, while in fact this was hardly
the case. When these companies are included in the research sample, the results will
naturally be biased towards IFRS being not effective in restricting earnings management.
The same applies to the problem with self selection. Companies that already had high
quality financial reporting could comply with IFRS relatively easy, thereby making a
statement to their investors about their financial reporting quality. However, when high
financial reporting quality is the reason behind the voluntary adoption of IFRS, complying
with IFRS will naturally not have a significant effect on financial reporting quality. Again,
this could significantly bias the results of earlier studies.

Another important consequence of the focus of most earlier research on the period before
2005, is the fact that the IASB’s improvements project, under which existing standards are
being revised and new standards are issued, had not been started at the time of the
research. In recent years, many standards have been revised and new IFRS standards have
been issued. It can be expected that this has dramatically increased the quality of the
standards. Therefore, results from earlier research probably are not representative for the
current standards.

Also, while there is convincing evidence that real earnings management nowadays is used
intensively to manage earnings, most existing exclusively focus on accruals-based earnings
management. This means that a large part of earnings management activities is probably
not considered in these studies. This in turn leads results obtained in these studies to be
not representative of the magnitude of all manifestations of earnings management
combined.

Together, these considerations lead me to believe that the results in previous research on
the effect of IFRS on the level of earnings management are not representative for the
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effect that the widespread adoption of IFRS from 1 January 2005 has had on the magnitude
of earnings management in the EU member states. Based on the above, | expect the results
in most previous studies to be biased towards IFRS being ineffective in restricting earnings
management.

IFRS is characterised by stricter rules, which reduces the possibilities for accruals-based
earnings management. The increased importance of subjectivity with respect to fair value
accounting has an opposite effect. But if the decreased tolerance towards accounts
manipulation by users and regulators as a consequence of recent accounting scandals is
taken into account, it can be expected that the overall effect of IFRS on accruals-based
earnings management is a restrictive one. Therefore, the first hypothesis is:

H1: The widespread adoption of IFRS in the European Union from 1 January 2005, has led
to an absolute decrease of the level of accruals-based earnings management by listed
companies in the EU member states.

However, as stated earlier, accruals-based earnings management is only part of the story.
Management seems to increasingly turn to real earnings management to manipulate
earnings. Furthermore, with the introduction of IFRS, earnings are thought to become
more volatile, while previous research shows that management likes to present a smooth
earnings path. Volatile earnings are, among others, associated with higher risk and thus
lead to higher capital costs. With incentives to manage earnings remaining the same, or
even increasing as a consequence of increased incentives to smooth earnings, management
can be expected to look for alternative ways to manage earnings. Consistent with findings
in previous studies, | hypothesize that management shifts away from accruals-based
earnings management towards real earnings management. The second hypothesis therefore
is:

H2: The widespread adoption of IFRS in the European Union from 1 January 2005, has led
to an absolute increase of the level of real earnings management by listed companies in
the EU member states.

As | hypothesize that accruals-based earnings management decreases and real earnings
management increases as a consequence of the adoption of IFRS, | implicitly assume that
there is a substitution effect between the two manifestations of earnings management. |
expect accruals-based earnings management to decrease as a consequence of stricter
accounting standards. At the same time, management can be expected to turn to
alternative ways to manage earnings, mainly real earnings management, as incentives to
do so remain the same or even increase. To test the existence of a substitution effect, my
third hypothesis is:

H3: The widespread adoption of IFRS in the European Union from 1 January 2005, has led

to a substitution effect, with accruals-based earnings management and real earnings
management increasingly used as substitutes of one another.
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With this hypothesis | test whether, in the post-IFRS period, accruals-based earnings
management and real earnings management are more used as substitutes of one another
instead of as complementary ways to manage earnings, compared to the pre-IFRS period.

Lastly, | consider listed companies from six different countries in my research sample.
Several studies address the fact that there is more to restricting earnings management and
enhancing financial reporting quality than high quality accounting standards alone. As Ball
et al. (2003) state “...it is incomplete and misleading to classify countries in terms of their
formal accounting standards, or even their standard setting institution, without giving
substantial weight to the institutional influences on preparers’ actual financial reporting
incentives.” Therefore, | control for these institutional factors.

Considering differences in the institutional context and because of the different
accounting traditions in the countries from my sample, | expect that the adoption of IFRS
will have different effects in different countries. In countries where earnings management
was relatively high in the pre-IFRS period, | expect the introduction of a set of high quality
accounting standards such as IFRS, to have had a relatively large effect at restricting
earnings management. And although accounting standards are not all there is to restricting
earnings management, the fact that the implementation of IFRS in the EU member states is
part of a larger action plan to enhance investor protection and effective and efficient
capital markets further enhances this expectation. Therefore, my last hypothesis is:

H4: The widespread adoption of IFRS in the European Union from 1 January 2005, has had
different effects in different countries, with the restricting effect on the level of
earnings management being the highest in countries with the highest levels of earnings
management in the pre-IFRS period.

4. Research Design

| focus on two main kinds of earnings management, namely accruals-based earnings
management and real earnings management.

4.1 Accruals based earnings management

Magnitude of discretionary accruals

As a first measure of accruals-based earnings management, | consider the magnitude of
discretionary accruals. Total accruals exist of non-discretionary accruals, which are
normally related to economic activity, and discretionary accruals, that result from
manipulative actions by management. Only total accruals can be observed, which means
that discretionary accruals have to be estimated. Several models have been developed for
this purpose, under which the Modified Jones Model (Dechow et al., 1995). This model is
among the ones most frequently used in studies on the relation between accounting
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standards and the level of earnings management, and will also so be used in this study,
although | make some modifications.

The Modified Jones Model has received heavy criticism. By some studies, it is found to
generate tests of low power for detecting earnings management of economically plausible
magnitudes (e.g. accruals of 1% to 5%) (Peasnell et al., 2000). This leads to Type Il errors,
in which the null hypothesis of no earnings management is wrongly accepted. Also, in the
case of extreme financial performance, the model is poorly specified, in that it attributes
these extremes to earnings management (Peasnell et al., 2000). So in this case, Type |
errors pose a problem, in that researches wrongly reject the null hypothesis of no earnings
management.

Several improvements have been proposed in the literature to deal with these problems.
Following Peasnell et al. (2000), | use a cross-sectional model. This, among other things,
generates larger sample size, thereby increasing both the efficiency and reliability of the
results. Also, to deal with the problem of misspecification in the case of extreme financial
performance, | include the change in cash flow from operations as an extra variable in the
regression. Dechow (1994) finds that the change in operating cash flow is negatively
correlated with total accruals. Also, Jeter and Shivakumar (1999) argue that including cash
flow from operations in the regression model not only increases precision, but also
increases the power to detect earnings management, especially at lower levels of earnings
manipulation.

Apart from the adjusted Model proposed above, | will also use the original Modified Jones
Model, adjusted for credit sales. This increases comparability of the results with earlier
studies which also use this model. Also, using the two models to estimate discretionary
accruals could be informative as to the relative quality of both models.

Using the cross-sectional approach to estimate discretionary accruals, first firms are
matched on year (t) and industry (k). A minimum of six observations per regression is
required. Than, in the first stage of the two-stage cross-sectional regression, for each 2
digit SIC-year groupings, accruals are regressed on the change in sales adjusted by credit
sales (AADJREV), gross property, plant, and equipment (PPE), and the change in cash flow
from operations (ACFO), using the following regression.

(1) TA/A;, t.1 = ay[1/A; 1] + a2[AADJREV;/A; (1] + az[PPE;t/A; 1] + a4[ACFOi/A; 1] + €it

All variables in the model are scaled by lagged total assets (A;.1) to reduce
heteroscedasticity. €; is included as an error term. Total accruals (TA;) are calculated as

earnings before extraordinary items and discontinued operations (EBXI;;) minus the
operating cash flows from continuing operations (CFO;):

(2) TAit = EBXllt - CFOit
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As said, apart from the model stated above, | will also use the original Modified Jones
Model, adjusted for credit sales:

(3) TAW/A; 1 = ay[1/A; 1] + a2[AADJREV/A; +1] + a3[PPEi/A; 1] + €t

After the first stage, the coefficient estimates from equation (1) and (3) are used to
estimate the firm-specific non-discretionary accruals (NDA;) for the sample firms:

(4) NDA; = a1[1/Aic.1] + &[AADJREV;t/Ait.1] + &3[PPEic/Ait.1] + as[ACFO;e/A; c.1]
And for the Modified Jones Model:
(5) NDA;; = &1[1/Ait1] + &2[AADJREV;i/Ai.1] + &3[PPE;t/Ait1]

Finally, discretionary accruals (DA for the Modified Jones Model, DA (ACFO) for the model
that controls for financial performance) are calculated as:

(6) DAit or DAIt(ACFO) = TAit/Ait.1 - NDAit

In this study, the desire by management to reduce the volatility of earnings is considered
as one of the main incentives for earnings management. This means that earnings can be
managed downwards as well as upwards. Furthermore, no specific corporate events are
distinguished that drive earnings management activities. Because accruals reverse over
time, and no assumptions are made regarding the direction in which earnings are managed,
| compute the absolute value of discretionary accruals to proxy for earnings management.
My proxies for accruals-based earnings management will therefore be the absolute value of
discretionary accruals, calculated with either the ACFO model, ABS_DA(ACFO), or the
Modified Jones Model, ABS_DA.

Income smoothing

Apart from the magnitude of discretionary accruals, | also consider a second measure of
accruals-based earnings management. Following Tendeloo and Vanstraelen (2005), and
Heemskerk and Van Der Tas (2006), | use the correlation between total accruals and cash
flow from operations as a proxy for income smoothing. A negative correlation between
accruals and cash flow is inherent to accrual accounting. However, accruals can also be
managed to smooth the variability in cash flow from operations. Differences in the
magnitude of the negative correlation between total accruals and cash flow from
operations before and after IFRS are then indicative for the difference in the magnitude of
income smoothing in the two periods.

4.2 Real earnings management

Apart from focussing on manipulating earnings by using discretion over the accounting
process, | also consider real earnings management. As | did with accruals, | rely on previous
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studies for my proxies for real earnings management. Following, among others,
Roychowdhury (2006), | consider the abnormal level of cash flow from operations, and the
abnormal level of production costs to be proxies for the level of real earnings
management. These proxies have been used and proven to be valid in subsequent studies
by, among others, Gunny (2006) and Cohen (2007).

Roychowdhury (2006) considers three manipulation methods that affect the levels of cash
flow from operations and productions costs:

1. Sales manipulation, which is accelerating the timing of sales by offering increased price
discounts or more lenient credit terms.

2. The reduction of discretionary expenses, which include advertising expense, research
and development, and SG&A expenses.

3. Overproduction, which involves lowering cost of goods sold by increasing production.

From this, it follows that:

1. Abnormally high price discounts and overproduction lead to abnormally high production
costs relative to sales.

2. Price discounts and overproduction have a negative effect on contemporaneous
abnormal cash flow from operations, while reducing discretionary expenditures has a
positive effect. Therefore, the net effect on abnormal CFO is ambiguous.

Abnormal cash flow from operations

The estimating models that | use are based on Roychowdhury (2006), which is in turn based
on Dechow et al. (1998). First, normal CFO is expressed as a linear function of sales (Si)
and the change in sales (AS;). Again, all variables in the model are scaled by lagged total
assets (A1) to reduce heteroscedasticity:

(7) CFOi/A; .1 = oue[1/Aic1] + 0e[Sit/Ai 1] + 0 [ASit/As 1] + €t

Then, in the second stage, normal cash flow from operations (NCFO;) is calculated using
the estimated coefficients from equation (7):

(8) NCFOi/A; t.1 = &1e[1/Ai1] + An[Sit/Ai, 1] + Aa[ASi/A;, 11]

Lastly, abnormal cash flow from operations (R_CFO) is measured as the actual cash flow
from operations (CFO;;) minus the estimated normal cash flow from operations (NCFO;).

(9) R_CFO = CFO;i/A; t.1-NCFO;i/A; t-1

As explained earlier, the effect of the different real earnings management activities on
cash flow is ambiguous. Futhermore, no direction of earnings management is predicted in
this study. Therefore, as with discretionary accruals, | use the absolute value of abnormal
CFO (ABS_R_CFO), as my first proxy for real earnings management. However, to be
consistent with earlier studies, | will also consider the nominal value of R_CFO.
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Abnormal production costs

Production costs are defined as the sum of cost of goods sold (COGS) and the change in
inventory during the year. First, COGS are modelled as a linear function of
contemporaneous sales:

(10) CGOS;i/ A, t.1 = 0ot + Oue[1/Aie1] + Ot Sit/Aj, 1] + Eie
Inventory growth is modelled as:
(11) AINVi/ A ¢.1 = Oor + Qe[ 1/Ait1] + 02e[ASit/Aj ¢1] + 03e[AS;, ¢-1/A; 11] + Eit

Thus, inventory growth is modelled as a function of current sales and lagged sales. Next,
production costs (PROD) are defined as the sum of COGS and INV. Using (6) and (7),
production costs are then modelled as:

(12) PROD;/ Ai, t-1 = Ogt + e[ 1/Aie1] + 0€2t[sit/Ai, g1] + (x3t[ASit/Ai, t-1] + a4t[ASi, t-1/Ai, 1] + Eit

Again, in the second stage, abnormal production costs (R_PROD) are estimated as the
observed production costs, minus the estimated normal production costs, which in turn is
calculated by using the obtained coefficients from the first stage.

5. Tests and results

5.1 Sample description

| investigate the prevalence of earnings management in two main time periods: the pre-
IFRS period, and the post-IFRS period. The pre-IFRS period extends from 2000 through
2004, and the post-IFRS period extends from 2005 through 2006.

My sample includes listed companies from Belgium, Denmark, Finland, Italy, The
Netherlands and Sweden. In all these countries, IFRS is mandatory for listed companies
from 1 January 2005. Although Sweden is not a member of the EU, the audit report and
basis of presentation note refer to IFRS as adopted by the EU.

| exclude financial institutions (SIC 60-69) and utility companies (SIC 40-49) from my
sample, as these industries are subject to specific accounting requirements and sometimes
significant government intervention and regulation, which affects the earnings figures.
Companies of which data of all variables is not available, firm equity is negative, or total
or discretionary accruals are above 100% of lagged total assets, are also excluded from the
sample. Due to the restriction that a minimum of six observations per regression is
required, my sample includes observations from three industries, namely: Manufacturing
(SIC 20-39), Wholesale Trade (SIC 50-59), and Services (SIC 70-89).
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5.2 Model specification

| performed regression analysis to control for the differences in earnings management
incentives. The earnings management proxies are regressed on IFRS and a number of other
independent variables, to test whether IFRS has an effect on the levels of earnings
management, apart from other factors that may also play a role. For my proxies for
accruals-based earnings management, ABS_DA and ABS_DA(ACFO), | use the following
model:

EM¢ =00 + 0/YEAR; + 0,IFRS; + 6;ROA; + 8,CFO, + 65sLNEMPL, + OsLEVERAGE; + 6;IND +
03COUNTRY + §9COUNTRY*IFRS + €4¢

Where:

EM, = EM-proxy, either ABS_DA or ABS_DA(ACFO)

YEAR; = calendar year

IFRS; = dummy variable (pre-IFRS = 0, post-IFRS = 1).

ROA, = return on assets in year t.

CFO, = cash flows from operations in year t, divided by lagged total assets.
LNEMPL, = natural logarithm of the number of employees in year t.
LEVERAGE: = ratio of long term debt over common equity in year t.

IND = industry dummy:

SIC 20-39 (Manufacturing) = 1;
SIC 50-59 (Wholesale trade) = 2;
SIC 70-89 (Services) = 3

COUNTRY = country dummy:
Italy = 1;
Belgium = 2;
The Netherlands = 3
Denmark = 4;
Finland = 5;
Sweden = 6.

To test for the effect of the implementation of IFRS on my real earnings management
proxies, | use a similar model:

RM: =00 + 6/YEAR; + &,IFRS; + 6;ROA; + 6,LNEMPL; + 6sLEVERAGE; + 6¢<IND +
0;COUNTRY + 33COUNTRY*IFRS + €4¢

Where RM is either absolute abnormal cash flow from operations (ABS_R_CFO) or abnormal
production costs (R_PROD).

Finally, | also consider a second measure of accruals-based earnings management.
Following Tendeloo and Vanstraelen (2005), and Heemskerk and Van Der Tas (2006), | use
the correlation between total accruals and cash flow from operations as a proxy for income
smoothing. Differences in the magnitude of the negative correlation between total
accruals and cash flow from operations before and after IFRS are indicative for the
difference in the magnitude of income smoothing in the two periods.
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ACC; = 9o + 01YEAR, + 8,IFRS; + 6;ROA; + 6,CFO; + dsIFRS:*CFO, + 8sLNEMPL, +
O07;LEVERAGE; + 035IND + 5COUNTRY + 810COUNTRY*IFRS + €,

ACC.is the value of total accruals in year t, scaled by lagged total assets. The interaction
variable IFRS:*CFOy is included to test for the effect of IFRS on the negative correlation
between total accruals and cash flow from operations. As hypothesized in H1, | expect
accruals-based earnings management, under which income smoothing, to decrease after
the introduction of IFRS. In other words, | expect that the introduction of IFRS leads to a
less negative correlation between total accruals and cash flow from operations, compared
to the pre-IFRS period. Therefore, a positive coefficient for this interaction variable is
expected.

5.3 Regression results: accruals-based earnings management

From my regression analysis, LEVERAGE and the interaction variable COUNTRY*IFRS prove
to be insignificant, and are therefore excluded from further analysis. The interaction
variable IFRS*COUNTRY, also didn’t prove to be significant. | was unable to establish that
the effect of IFRS on restricting earnings management, after controlling for the other
variables in the model, is different across the countries in my sample. Therefore H4 is
rejected, and because of the lack of significance, | have excluded the interaction variable
from further analysis.

Possibly, the relatively newness of IFRS is to blame for the lack of significant results for
this interaction variable. It was found by some studies that with respect to the 2005
implementation of IFRS, financial statements retained a strong national identity (Ernst &
Young, 2006). Due to unfamiliarity with IFRS, companies seem to have adopted IFRS in a
way that deviates as little as possible from prior local standards, at least until IFRS
practice has developed internationally. If in different countries, companies have adopted
IFRS in a way that is as much as possible consistent with previous national GAAP, then the
implementation will have had little effect on the relative levels of earnings management in
the different countries of my sample.

For YEAR, | get a negative and significant coefficient, meaning that for my sample period,
a declining trend in time of accruals-based earnings management can be observed. This
decline is not directly caused by the introduction of IFRS. Possibly, the knowledge that the
implementation of IFRS would go through in 2005 has had an effect in earlier years, as
companies anticipated on this fact. Also, other initiatives such as that related to corporate
governance could have caused the level of earnings management to decline.

Finally, the dummy for IFRS proves to be significant and has a positive coefficient. This
indicates that the implementation of IFRS has had an increasing effect on the level of
earnings management. This is in contrast to what | hypothesize in H1, but consistent to
what Tendeloo and Vanstraelen (2005), and Heemskerk and Van der Tas (2006) find. After
controlling for other incentives for earnings management, this finding means that IFRS is
unsuccessful in diminishing the level of earnings management. IFRS even seems to increase
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the amount of earnings management. Increased discretion in the accounting process,
partly due to the introduction of fair value, could be to blame for this finding. Also, the
increasing volatility of earnings, and thus increased incentives to smooth them, could
cause earnings management to increase after the introduction of IFRS.

5.4 Regression results: income smoothing

Regression analysis for income smoothing also shows an increasing effect for IFRS. Apart
from leading accruals based earnings management measured by the magnitude of
discretionary accruals to increase, income smoothing therefore also increases in response
to the introduction of IFRS. This is inconsistent with H1, which is therefore rejected.

My findings on accruals based earnings management indicate that IFRS has an increasing
effect on accruals-based earnings management. At the same time however, time-trend
analysis shows that the overall level of accruals-based earnings management for my total
sample is significantly lower in the post-IFRS period compared to the pre-IFRS period. How
then to explain this contradiction?

The decreasing trend in accruals-based earnings management, independent of the
introduction of IFRS, could possibly be explained by the anticipation of firms on the
implementation of IFRS in 2005, as well as other initiatives such as those related to
corporate governance. These factors may have also caused an acceleration in the
decreasing trend from 2005, in turn leading to significant lower levels of accruals-based
earnings management in the post-IFRS period independent of the implementation of IFRS
itself. Based on my findings, this decreasing trend has accelerated despite of the
implementation of IFRS, as IFRS itself has an increasing effect on accruals-based earnings
management.

5.5 Regression results: real earnings management

For abnormal cash flow from operations, consistent with my models for accruals-based
earnings management, a decreasing trend in time is found, as well as a positive effect of
IFRS. Thus, apart from leading to increased accruals-based earnings management, based on
my findings the implementation of IFRS also leads to increased real earnings management.
This is consistent with H2, which is therefore accepted. However, in stead of a substitution
effect between the two main manifestations of earnings management, this increase in real
earnings management goes hand in hand with an increase in accruals-based earnings
management.

For abnormal production costs, most independent variables are not significant. Based on
the lack of significance found for almost all independent variables, it could be seriously
questioned whether the model used to estimate abnormal production costs is reliable.
Based on the R Square of only 0,037 for the regression model with R_PROD, many
explanatory variables are missing in the model. The R Square of 0,211 for the model with
ABS_R_CFO leads to more confidence in the results found, although there is still room for
more explanatory variables.
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The regression results for ABS_R_CFO are consistent with my time-trend analysis, where |
established that the level of real earnings management measured as the absolute abnormal
cash flow from operations is significantly higher in the post-IFRS period. So despite of a
decreasing trend in real earnings management during my sample period, real earnings
management is significantly higher in the post-IFRS period, with IFRS adding to this
increased magnitude.

5.6 Regression results: substitution effect EM/RM

Lastly, | test the substitution effect between the two main manifestations of earnings
management by including a proxy for real earnings management as an independent
variable in the regression for accruals-based earnings management, and vice versa. Given
the lack of significant results, abnormal production costs are excluded from this analysis.

| included my proxy for real earnings management, ABS_R_CFO, as an extra control
variable in my regression for accruals-based earnings management. | have excluded cash
flow from operations, as | now included abnormal cash flow from operations, which is part
of total CFO. The interaction variable IFRS*ABS_R_CFO, is included to test whether the
introduction of IFRS has led to a substitution effect between accruals-based earnings
management and real earnings management.

Results obtained from the regression analysis show that there is still talk of a decreasing
trend in accruals-based earnings management during my sample period, and IFRS still has
an increasing effect on accruals-based earnings management. For my interaction variable
with IFRS, IFRS*ABS_R_CFO, | obtain a negative coefficient, although not significant for the
regression with ABS_DA(ACFO). The obtained negative coefficient indicates that the
introduction of IFRS has led to a substitution effect between the two main manifestations
of earnings management, although both accruals-based earnings management and real
earnings management have strictly increased. Results show that the introduction of IFRS
has led to a more negative relation between accruals-based earnings management and real
earnings management, meaning that in the post-IFRS period, accruals-based earnings
management and real earnings management are increasingly used as substitutes of one
another.

Controlling for accruals based earnings management in my regression for real based
earnings management leads to similar results. Again, the signs of the obtained coefficients
are mostly unchanged, with also for real earnings management a decreasing trend in time
during my sample period, and an increasing effect of the adoption of IFRS on the level of
earnings management. The signs of the coefficients for the accruals-based management
proxies, as well as for the interaction variables, are consistent with that obtained for the
regression of absolute discretionary accruals when controlled for real earnings
management. The negative coefficient for the interaction variables indicates that the
introduction of IFRS had led the two main manifestations of earnings management to be
increasingly used as substitutes of one another. This is consistent with H3, which is thus
accepted.
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6. Summary and conclusions

In this study, | investigated whether the mandatory adoption of IFRS from 1 January 2005
by all listed companies in the European Union has led to significantly lower levels of
earnings management. | hypothesized that due to the stricter character of IFRS compared
to national GAAP, combined with the decreased tolerance towards accounts manipulation
by users and regulators as a consequence of recent accounting scandals, accruals-based
earnings management has strictly declined after the introduction of IFRS. However, results
obtained from regression analysis indicate exactly the opposite, namely that accruals-
based earnings management has increased as a consequence of the adoption of IFRS.

| also hypothesized that management shifts away from accruals-based earnings
management towards real earnings management. With incentives to manage earnings
remaining the same or even increasing as a consequence of increased incentives to smooth
earnings, | expected management to look for alternative ways to manage earnings.
Regression analysis confirmed that real earnings management has strictly increased as a
consequence of the introduction of IFRS.

So both accruals-based earnings management and real earnings management has increased
as a consequence of the implementation of IFRS. However, | also expected that there
would be talk of a substitution effect between the two manifestations of earnings
management, as accruals-based earnings management was expected to decrease and real
earnings management to increase as a consequence of the implementation of IFRS. To test
whether there is still talk of a substitution effect between the two manifestations of
earnings management, | performed additional regression analysis. From this, | indeed
found that IFRS has led the two manifestations of earnings management to be increasingly
used as substitutes of one another, despite the fact that the magnitude of both
manifestations of earnings management have strictly increased in the post-IFRS period
compared to the pre-IFRS period.

Lastly, | considered whether the implementation of IFRS has led to different effects in the
different countries in my sample. However, regression analysis shows that the country in
which a company is based has no significant influence on the effect of IFRS on the level of
earnings management. This could be explained as IFRS having the same effect on the
relative levels of earnings management in different countries. But it could also be
interpreted as IFRS being ineffective in restricting earnings management all together. This
last interpretation is consistent with the rest of my obtained results, as well as with the
finding in earlier studies that IFRS is mainly applied in line with national accounting
traditions.

Based on these findings therefore, | am unable to establish that for my total research
sample IFRS has led to less accruals-based earnings management. Although accruals-based
earnings is significantly lower in the post-IFRS period than in the pre-IFRS period,
regression analysis shows that when controlled for differences in earnings management
incentives, IFRS has led to an increase in accruals-based earnings management. This is
consistent with earlier studies, such as that by Tendeloo and Vanstraelen (2005) and
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Heemskerk and Van der Tas (2006). My results also show that IFRS has led to an increase in
real earnings management. With both accruals-based earnings management and real
earnings management increasing as a consequence of the adoption of IFRS, it can be stated
that based on my findings, IFRS has not been successful in restricting earnings
management.
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Goodwill Impairment as a Tool for
Earnings Management

Jamilla Lemans'

Executive summary?

This research examines whether or not goodwill impairments are being used by Dutch
listed firms to manipulate earnings. Two different regression models are used for this
purpose which include firm-specific factors as well as proxies for big bath accounting,
income smoothing and a factor for measuring the recognition of higher impairments around
the time of a CEO change. The results show that the method (model) chosen to measure
the impairment decision influences the generated results, and that overall no strong
evidence is found which indicates that goodwill impairments are indeed being used to
manipulate earnings.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5375.

1. Introduction

This research examines whether or not the impairment of goodwill is used to manipulate
earnings at Dutch listed firms in the period 2005-2008. Since the introduction of the
standards IFRS 3 and IAS 36, more professional judgement is needed for the valuation of
goodwill in the financial statements, thereby bringing a higher level of subjectivity. This
subjectivity provides opportunities for management to manipulate earnings, which can
cause a distorting image in the financial statements which are provided to its users. When
considering this subjectivity in the light of the current credit crisis, it becomes clear that
this is a hot topic. The goal of this research is to investigate the significance of
management’s influence on the value of goodwill which is being accounted for when
applying an impairment test. This leads to the following overall research question:

Are goodwill impairments being used by management as a tool for earnings management?

The remainder of this paper is structured as follows. First some important prior research
on earnings management and goodwill is discussed (Section 2). Next, the hypotheses are
presented as well as the models which are being applied in this research. Section 4 then
presents the main results as well as the analysis. The paper concludes with a short

' Jamilla Lemans studied Economics and Business at the Erasmus University and is currently working as an
auditor at Ernst & Young Accountants LLP. This study has been supervised by ms. Dr. Y. Wang.

2 For a more elaborate discussion of earnings management and goodwill (impairment), as well as a more
elaborate discussion of empirical evidence from prior literature and more detailed results of the empirical part
of this research, a reference is made to the full text version of the master thesis.
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summary and conclusion, the limitations of this research as well as some suggestions for
future research on this topic in Section 5.

2. Prior literature

This section will discuss prior literature regarding earnings management, the implications
of applying the impairment test for goodwill, as well as how the impairment test can be
used as a tool for earnings management.

2.1 Earnings management

In the literature many different insights with regard to defining earnings management
exist. A definition that is used often and will be used in this research is the definition from
Schipper (1989, pp. 92): “Disclosure management, in the sense of a purposeful
intervention in the external financial reporting process, with the intent of obtaining some
private gains (as opposed to, say, merely facilitating the neutral operation of the
process”. This definition implies that management intervenes in the reporting process to
reach some sort of personal gains. Also it does not classify earnings management as fraud.
Therefore this definition captures the most import aspects of earnings management and
fits this research in a good manner.

In practice, also different types of earnings management can be distinguished. The two
most important types for this research are big bath accounting and income smoothing. Big
bath accounting is an example of the use of earnings management to decrease the earnings
of a firm. As many as possible, losses and write-offs are incurred in the same year.
According to Mohanram (2003, pp. 2), big bath accounting is used by firms which cannot
achieve their targets in a year. When these firms miss their targets, they engage in
accounting methods to make the firm’s results even worse. Two reasons for this can be
identified. First it is very unlikely that the firm can reach the targets set for that year,
implying the year is ‘lost’. Secondly, the costs arising from missing the targets are incurred
anyway. The costs the firm will incur from performing even worse will be minimal, since
the biggest damage is done by missing the targets. The additional incurred losses can be
used to increase or smooth income in future years.

Income smoothing on the other hand is used by management if they want to present a
consecutive line of increasing earnings. To achieve this, earnings management that both
increases and decreases income can be used. If the firm’s income is higher than targeted,
income can be decreased by using earnings management. As Mohanram (2003, pp. 3) points
out, two purposes for this kind of accounting can be identified. The first is to ‘save’ some
income for the future when the firm may not be able to meet its targets. The earnings
from the previous period are used later. Earnings management can then be considered ‘as
an intertemporal transfer of income between periods’ (Mohanram, 2003, pp. 6). The
second purpose of decreasing income, if income is higher than targeted, is to prevent
expectations about the firm’s performance to rise. If the expectations about future
earnings increase, future targets will be more difficult to reach. Consequently, the
consecutive line of increased earnings can be ended, as a result of one exceptionally good
result.
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2.2 The goodwill impairment test

The issuance of the new standard IFRS 3 requires that goodwill will be impaired annually
based on fair value estimates of the acquired business. The impairment test replaces the
annual depreciation of goodwill that was used previously.

According to IFRS 3, it is necessary to recognize an impairment loss when there is a
decrease in value. An impairment loss is defined as ‘the amount by which the carrying
amount of an asset or a cash generating unit exceeds its recoverable amount’ (IAS 36.6).

An implication of applying the impairment test in practice is that a large amount of factors
need to be determined for the impairment calculation, including the recoverable amount,
the value in use, the carrying amount and the fair value. For instance regarding fair value,
it is important that entities, who are estimating expected future cash flows, rely on
reasonable and supportable assumptions and projections, according to Lander and
Reinstein (2003, pp. 228). Also they should consider all available evidence to estimate
these cash flows, since this forms the basis of the impairment test. The weight given to
such evidence should be commensurate with how well the entity can verify this evidence
objectively. Entities using ranges to estimate the amount or timing of possible cash flows
should consider the likelihood of possible outcomes either directly, when applying an
expected cash flow approach, or indirectly through the risk-adjusted discount rate, when
determining the best estimate of future cash flows.

However, the factors used in an impairment test depend on a lot of assumptions made by
management, since management is responsible for preparing the initial impairment
calculation. The auditor only has the obligation to check this calculation. Some examples
of assumptions that need to be made in the calculation include the discount factor (the
weighted average cost of capital can be used for this), the amounts of future cash flows
and the growth factor of the future cash flows. These assumptions give rise to a relatively
high level of subjectivity in the impairment test. This level of subjectivity is supported by
literature of Kuipers and Boissevain (2005). They argue that the most important
opportunities to manage earnings are present in the area of cash flow projections.
Therefore the underlying assumptions need to be challenged, amongst others internally
and by the auditor, to test whether these assumptions are realistic. The existence of this
higher level of subjectivity is also supported by Ball (2006) and Bini and Bella (2007).
However, challenging the assumptions may be quite difficult to accomplish in practice.
Johnson (2007) expresses concerns about auditors who may lack the necessary training in
valuation methods for estimating fair values. This raises serious questions regarding the
implementation of the fair value principle (and impairment) in practice.

Ball (2006) provides a possible reason for management to use impairments as a tool to
manage earnings. Management fears to be punished by the market in the case of
impairment shortly after an acquisition. The market may see this impairment as a sign of
mismanagement, because the firm has likely overpaid for the acquired business. This
reasoning is also supported by empirical evidence found by Li et al. (2005).

2.3 Managing goodwill impairments

This section will discuss the link between earnings management and the impairment of
goodwill based on a summary of the most important prior research done on this subject. A
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distinction is made between different kinds of research that give other insights into this
subject.

Zucca and Campbell (1992) performed empirical research to test the link between earnings
management and goodwill impairments. They assume that there is no pattern in the path
of expected earnings, indicating that the path is ‘random’. Zucca and Campbell (1992)
found that the majority (45 out of 77) of the write-downs investigated were recorded when
earnings were below expected earnings (“bathers”), while 22 out of 77 were recorded
when earnings exceeded expectations (“income smoothers”). They interpreted these
results as evidence that write-downs are used to manage earnings.

Van de Poel et al. (2008) recently studied a sample of listed companies in 15 EU countries
preparing financial statements under IFRS in the period 2005-2006. They find, based on
regression analysis, that the goodwill impairment decision for these companies is highly
associated with financial reporting incentives. More specifically, their findings support that
companies typically take their impairments when earnings are ‘unexpectedly’ high
(smoothing) or when they are ‘unexpectedly’ low (big bath accounting). This evidence is
therefore in accordance with the results of the research of Zucca and Campbell (1992).
Research was performed by Alciatore et al. (1998) on the finding that the discretion
inherent in GAAP pertaining to asset impairments could be used by firms in their self-
interest. An example they provide is that firms may use GAAP flexibility to avoid taking
impairments due to concerns about potentially negative stock market reactions to such
charges. Other firms could however record an impairment loss when earnings are
particularly high in order to smooth income or, alternatively, they could take a bath by
accelerating an impairment when earnings are already poor to maximize profits in future
periods. Alciatore et al. (1998) argue that this flexibility suggests that the impairment
decision could be strategically used by managers to adjust the timing and amounts of
charges to income.

In addition, Jordan and Clark (2004) also found evidence which indicated that companies
with unusually low earnings in a year reported a large impairment loss in order to lower
the reported earnings even further, which is indicative of big bath accounting. Empirical
evidence consistent with this behaviour is found by Francis et al. (1996). They show that
managers use two different sorts of determinants in the asset impairment decision. On the
one hand, managers take into account factors which reflect declines in the values of assets
due to poor firm performance, increased competition and changes in the economic
climate. On the other hand, asset impairment decisions may be influenced by personal
reporting incentives, which means that management may take advantage of the discretion
afforded by accounting rules to manipulate earnings by either not recognizing impairments
when this is needed, or by recognizing impairments only when it is advantageous for
management to do so. Francis et al. (1996, pp. 134) use a weighted tobit model to
estimate the importance of impairments and earnings management variables in explaining
both the existence and amount of a firm’s write-off decisions. They find that for the full
sample of write-offs, both manipulation and impairment are important determinants, but
that incentives play a substantial role in explaining such items as goodwill write-offs.

Sevin and Schroeder (2005) also conducted research concerning goodwill impairments but
focused more on the size of the firm as a factor that could influence the impairment. They
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found that smaller firms were more negatively impacted by SFAS 142 and were therefore
more likely to impair goodwill than larger firms. They therefore argued that goodwill
seemed to be an account that lends itself to some level of manipulation and that the firm
size and the level of earnings appear to be a factor in determining the impairment.

Beatty and Weber (2006) examine several potentially important economic incentives that
firms face when making impairment decisions. In using a regression model, which is
consistent with previously discussed research by Van de Poel et al. (2008), they find
evidence suggesting that firms’ equity market concerns affect their preference for ‘above-
the-line’ versus ‘below-the-line’ accounting treatment, and firms’ debt contracting,
bonus, turnover, and exchange delisting incentives affect their decisions to accelerate or
delay expense recognition. However, Bens (2006) questioned the regression model used by
Beatty and Weber (2006, pp. 296). He argued that accounting decisions can be quite
complex, and such a simple linear framework (many dummy variables are incorporated in
the model) may not capture many of the interesting subtleties involved. Moreover, many
of the proxy variables used in the Beatty and Weber framework were difficult to interpret
unambiguously. This criticism indicates that the regression model used by Beatty and
Weber (2006), but herewith also the model used by Van de Poel et al. (2008), should be
adjusted to capture more of the complexity of accounting (impairment) decisions.
Henning et al. (2004, pp. 119) used a research method consistent with research discussed
previously by Van de Poel et al. (2008) and Beatty and Weber (2006). Regarding the
amount of goodwill write-offs, their results indicate that “U.S. firm gooadwill write-offs
and U.K. firm goodwill revaluations exceed the amounts predicted by our models when we
consider the initial value of goodwill. However, the actual write-offs and revaluations do
not differ from amounts predicted by our models when we consider changes in the value
of goodwill after the acquisition”. The authors find this interesting, since this kind of
valuation behaviour is consistent with the big bath findings of Elliott and Shaw (1988). The
results of Henning et al. (2004, pp. 114) may therefore reflect managerial incentives to
maximize the goodwill impairment in transition, especially since the impairment was
shown as a non-operating loss in the year of the adoption of SFAS 142, but as an operating
expense in subsequent years. According to Henning et al. (2004, p. 119), it appears that
“U.S. firms delayed the income-reducing effects of goodwill write-offs, and U.K. firms
timed the asset-increasing effects of goodwill revaluations to avoid additional agency
costs”. These findings indicate that a certain amount of influence was used in determining
the timing of the impairment decision, because a different timing of the impairment (and
revaluation) could have had a major influence on the presented income in the financial
statements.

Another direction of research supporting the link between earnings management and
goodwill impairments was performed by Masters-Stout et al. (2007, pp. 2). In their
research they incorporate the change in CEO as a variable which could influence the
impairment decision. They hypothesize that CEOs tend to manipulate the impairment in
the early years of their tenure since blame can be placed on earlier management’s
acquisition decisions and expensing goodwill early can improve future earnings. If new
CEOs impair more goodwill than their senior counterparts, it would indicate that the
impairment rules are not being applied consistently. In their research they also use a
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regression model, as previously seen with Van de Poel et al. (2008), Beatty and Weber
(2006) and Henning et al. (2004). The results of the analysis (Masters-Stout et al., 2007,
pp. 13) provide compelling evidence that new CEOs impair more goodwill than their senior
counterparts. Also a relationship exists between net income and the amount of impairment
for all CEOs. These results therefore indicate that the new impairment rules, at a
minimum, are applied differently between new and senior CEOs.

Strong and Meyer (1987, pp. 643) also performed research regarding CEO changes and
goodwill impairments. They used multiple discriminant analysis to investigate the
determinants of goodwill. In using this method, they determined that the change in senior
management was a significant variable in explaining the tendency to report asset
impairments. If the new executive came from outside the firm, this effect was even more
significant.

The results of the research by Lapointe-Antunes et al. (2008)° provide additional evidence
for the conclusion that impairments are reported in the case of a CEO change. They use a
multivariate tobit model to assess the determinants of transitional goodwill impairment
losses, which is in accordance with the method used by Francis et al. (1996) as discussed
earlier. Overall, Lapointe-Antunes et al. (2008, pp. 43) find that the adoption of the
impairment approach effectively triggered the recognition of large impairment losses for
Canadian firms. An association is shown between the magnitude of transitional goodwill
impairment losses and firms’ incentives to both overstate and understate them. The results
(Lapointe-Antunes et al., 2008, pp. 51) suggest that firms record higher transitional
goodwill impairment losses to minimize the deviation from the industry median ROE
(return on equity) and ROA (return on assets) as well as when they experience a change in
CEO. The results are also consistent with firms recording lower transitional impairment
losses to avoid further deviation from the industry median leverage, when there are
sizable unrealized gains on exercisable stock options, when they subsequently issue new
debt or equity capital, and when they are cross-listed in the United States. Finally, their
findings seem to indicate that financially literate and independent audit committee
members constrain managerial opportunism with respect to transitional goodwill
impairment losses.

3. Hypothesis development, model development and sample selection

3.1 Hypothesis development
Based on the discussion of empirical evidence about the link between earnings
management and goodwill impairments, it is possible to develop multiple hypotheses.

The first hypothesis can be linked back to the discussion of big bath accounting. When
earnings are unexpectedly low and therefore the overall performance of the firm is below
the desirable level, management will be more likely to choose for the recognition of an

3 Noticeable for this research is that Lapointe-Antunes et al. (2008) divided the total sample into industry
groups (energy, materials, industrial, consumer discretionary, consumer staples, health care, financials,
information technology, telecommunications and utilities), according to TSX Indices, as given by Compustat.
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impairment loss since the performance is already low. Therefore they ‘take a bath’ by
recognizing a high goodwill impairment loss. This will provide management with the
opportunity to increase or at least improve earnings in future years, since then the
recognition of an impairment loss will probably not be necessary. This can also be linked
to the bonus plan hypothesis which is also an important aspect of earnings management.
Managers are unable to reach their bonus in a year of poor firm performance and
therefore they take a bath to improve the chance of reaching the bonus in future years.

Based on the theory of big bath accounting, the following hypothesis is developed:

H1: Firms are more likely to recognize a goodwill impairment loss
when their earnings are ‘unexpectedly’ low, ceteris paribus.

To test this hypothesis, a proxy for the use of big bath accounting will be incorporated in
the model. In this research the variable BATH;: (and BATH2;;) will be used for this purpose.
This variable is used to determine whether the earnings (before taxes) of the firm are
below the industry median. When this is the case, management has an incentive to engage
in earnings management by taking a bath. How this variable is measured is discussed into
more detail in Appendix I. It is expected that a positive relation will be found between
this variable and the impairment decision, since low earnings indicate poor performance
and therefore an impairment loss may need to be recognized. Based on the latter, it is
expected that the hypothesis will hold when tested by the model which is developed for
this research.

The reasoning for the development of the second hypothesis is based on earnings
management in the form of income smoothing. Under the circumstances that earnings are
‘unexpectedly’ high and the performance of the firm does not influence the bonus level
anymore, management will have an incentive to recognize a goodwill impairment loss.
This choice can be based on the fact that earnings are so high that the ceiling of the
manager’s bonus has already been reached. In that case, it is more profitable for
management to accelerate the impairment since accelerating goodwill impairments has a
positive effect on the chance of reaching the bonus in future years. Also this choice can
be based on the fact that management wants to present a consecutive line of increasing
earnings. When impairments need to be accounted for, this could have a great influence
on this consecutive line of earnings, depending of course on the absolute size of the
impairment. Therefore management may have incentives to postpone the impairment loss
and to pass the impairment on to the future in the case of poor performance. However,
when looking at the case when earnings are unexpectedly high, these earnings can then
be smoothed by recognizing an impairment loss that may not have been necessary yet to
boost performance in the future. Therefore, this hypothesis can be seen from two
different viewpoints. The first viewpoint is based on the bonus plan hypothesis, the
second is based on the incentive to smooth earnings.

Based on the previously discussed theory the following hypothesis can be formulated.

H2: Firms are more likely to recognize a goodwill impairment loss
when their earnings are ‘unexpectedly’ high, ceteris paribus.
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As also discussed with the first hypothesis, for this hypothesis also a proxy needs to be
determined which can measure whether income smoothing takes place. For this purpose
the variable SMOOTH;: (and SMOOTH2;;) will be incorporated in the model (see Appendix |
for a more precise measurement of this variable). This variable is used to determine
whether the firm’s earnings deviate (substantially) upward from the industry median.
When this is the case, an indication is found that management has an incentive to smooth
earnings. It is expected that a positive relation will be found between this variable and the
impairment decision, since the unexpected good performance of a firm provides the
incentive to smooth earnings and therefore to report an impairment loss.

Based on the latter, it is expected that this hypothesis will hold when tested by the model.

Overall, Hypothesis 1 and 2 imply that it is expected that managers are encouraged to
underreport earnings in the case of large earnings surprises. In that case, firms have
incentives to report all impairments and even accelerate impairments to boost
performance in the future (see also Van de Poel et al., 2008, pp. 15).

The effects of a change in CEO are also included in this research, since the discussed
evidence in the previous section has shown that a change in CEO can result in big bath
accounting. Important research discussed on this topic was done by Masters-Stout et al.
(2007). They found compelling evidence that new CEOs impair more goodwill than their
senior counterparts. Also Lapointe-Antunes et al. (2008) found higher transitional goodwill
impairment losses when a firm experienced a CEO change. The reasoning behind this is
that new CEOs will try to loose the inheritance of the previous CEO to make sure that the
performance in the following years will improve. So the new CEO will try to pass the weak
performance onto its predecessor. As discussed with the first hypothesis, the new CEO will
therefore ‘take a bath’ to loose this entire inheritance immediately in the first year.
Based on the previously discussed theory it is therefore also hypothesized that:

H3: Firms that experience a change in CEO record higher transitional
goodwill impairment losses.

To test this hypothesis, a proxy is incorporated in the model only now for measuring higher
impairments around the time of a CEO change. The variable CEO;; will be used for this
purpose which is based on a combination of the models of Masters-Stout et al. (2007, pp.
6) and Francis et al. (1996, pp. 122-124). The results of research done by Masters-Stout et
al. (2007, pp. 11-12) and Francis et al. (1996, pp. 125) have proven that, as expected, this
variable has a significant impact on the impairment decision. Since a change in CEO is
often associated with big bath accounting, it is therefore expected that a positive relation
will be found between this variable and the impairment decision.

Based on the theory and the outcomes of these studies, it is therefore expected that this
relation between CEO changes and the recognition of goodwill impairment losses can be
found in this empirical research, which implies that it is expected that Hypothesis 3 will
hold when being tested by the model
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3.2 Model development

In the brief literature review, multiple models have been mentioned that were used to
perform empirical research on goodwill impairments and earnings management. The choice
was made to use the model of Van de Poel et al. (2008) as the starting point for this
research, and from thereon make adjustments to fit the model to the purposes of this
research. The model of Van de Poel et al. (2008) is the most appropriate model to use as a
starting point for this research since it incorporates many different factors, including
reporting incentives and economic conditions of the firm. Also the variables are measured
such that the magnitude of the figures is also taken into account in a large number of cases
when investigating the impairment decision.

The following two adjusted models are developed for this research.*

Model 1

IMPAIRMENT : = 0y + ot BATH;¢ + o, SMOOTH;; + o3 CEO;¢
+ oy ASALES;; + 0is AOCFi¢ + 0,5 AINAROA
+ Oy GOODWILL]t1 + Olg SIZElt + Olg INDUSTRY]t + Eit

Model 2

IMPAIR_AMOUNT;;: = o + o; BATH2;: + 0, SMOOTH2;: + o3 CEO;¢
+ oy ASALES;; + o5 AOCF;i: + o AindROA:
+ o GOODWILL;t.1 + og SIZE;: + 0o INDUSTRY ; + &t

3.3 Sample selection

The focus of this research will be on all Dutch listed companies in the period 2005-2008.
This implies that the total initial sample consists of 1.529 firm-year observations as
gathered through the Thomson One Banker financial databases from Worldscope
Fundamentals. Noticeable is that the year 2008 has also been included as far as is known
at this very moment®.

4 The precise measurement of the variables is incorporated in Appendix | and will not be discussed here into
further detail. For the reasoning behind the choice of these different variables as well as the choice for the
method of measuring the variables, a reference is again made to the full text version of the thesis.

5Date of sample selection is March 17" 2009.
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Table 1: Goodwill impairment losses by industry (excl. Financials)

Total % of total Impairment | % of total

Oil and Gas 17 4.63% 5 29.41%
1000 | Basic materials 11 3.00% 5 45.45%
2000 | Industrials 134 36.51% 29 21.64%
3000 | Consumer goods 55 14.99% 12 21.82%
4000 | Health care 23 6.27% 1 4.35%
5000 | Consumer services 63 17.17% 13 20.63%
6700 | Other 7 1.91% 3 42.86%
9000 | Technology 57 15.53% 11 19.30%

Total 367 100.01%° 79 21.53%

The initial sample is adapted to the research setting. This is done by excluding those
observations which concern inactive firms, as well as observations for which not all data is
available (especially for the year 2008). In addition, also those observations have been
excluded in which no goodwill opening balance is present and simultaneously no
impairment is recorded since these observations do not relate to goodwill and/or
impairments and therefore do not have any additional value for this research. After this
process of elimination the sample consists of 393 firm-year observations, split up into the
different industries, as depicted in Table 1.

Important to notice is that financials have been excluded since such firms have to deal
with very different laws and regulations than firms in other industries and may therefore
cause a distortion in the results. The final sample therefore consists of 367 observations.

4, Results and analysis

This section will present the results of the performed empirical research, as well as an
analysis of the results. In the first subsection, the results for the total sample are
presented for both models. The second subsection briefly presents the results for the
alternative tests.

Noticeable is that five different versions of the two models have been used in the
regression analysis to determine whether any significant changes occur when a particular
variable is excluded. Version | is the full model as depicted in section 3.2. The versions I,
lIl and IV each exclude (one of) the variables that were incorporated to test the
hypotheses. This is done to test whether these variables have additional explanatory power
and whether excluding these variables can lead to changes in the results concerning the
regression coefficients. The choice is made to exclude the variables in the following order.
Version Il first excludes the variable CEO;; since this variable is not one of the types of
earnings management as distinguished by the theory. The next variable that is excluded for

® The total percentage differs from 100% as a consequence of rounding-off the percentages for each industry.
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version Il is BATH;, since big bath accounting may be easier to detect than income
smoothing and may therefore be used less often by management to avoid a loss of
prestige. Therefore, version IV excludes the variable SMOOTH;;. Version V is the last
version that is applied and is composed of the full model (version I), but includes also the
interaction term between big bath accounting and a CEO change, since this is a factor
which is added to the model instead of removed like was done for the previous versions,
since it is expected that this will have additional explanatory power.

4.1 Regression results

This section presents the regression results for both models. Noticeable is that the focus
here is on the most important variables in the model, which are used to test the
hypotheses. The results for the remaining variables are only depicted in Table 2 and 3 and
will not be discussed into further detail in this paper.

4.1.1 Regression results Model 1

For Model 1, the conclusion is drawn that the explanatory power of the model (Adjusted R-
square) is not high, namely 0.093 at a maximum for version Il of the model (1-111),
indicating that this is the optimal version of the model. Noticeable is that Model 1-1ll is not
the full model or the full model with as an additional variable the interaction term
between big bath accounting and a CEO change. This implies that the models 1-1 and 1-V
have less explanatory power than the model that does not include the variable BATH;: and
the interaction term. This implies that these factors do not have additional explanatory
power and can best be left out of the model. This result contradicts with expectations,
since it was expected that the full model (including the interaction term) would have the
highest explanatory power. In addition, the regression part of the Sum of Squares is
particularly low, confirming the low explanatory power. The conclusion can therefore be
drawn that Model 1 does not predict the impairment decision accurately and that a large
residual is presented which cannot be explained by the regression.

Table 2 shows that the economic factor AOCF;, the reporting incentive SMOOTH;; and the
control variable SIZE;; are factors that have a significant influence on the impairment
decision (IMPAIRMENT;) for all versions of Model 1. For the model versions I, Il and Il the
significance levels at which these factors prove to have a significant influence are also
similar. However, the significance level that is applicable in the case of the economic
factor AOCF;; for versions IV and V is somewhat different (1% and 10% respectively instead
of 5%), but the factor still has a significant influence.
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Table 2: Regression results Model 1 (total sample)

Model | Model Il Model Il Model IV Model V |
-0.246 -0.245 -0.236 -0.175 -0.247
(Constant) (0.003)*** (0.002)*** (0.002)*** (0.014)** (0.003)***
0.005 0.005 0.005 0.004 0.005
AindROAit (0.395) (0.395) (0.379) (0.473) (0.397)
0.057 0.057 0.056 0.065 0.056
ASALESit (0.328) (0.324) (0.330) (0.261) (0.333)
-0.440 -0.443 -0.476 -0.314 -0.439
AOCFit (0.030)** (0.028)** (0.009)*** (0.056)* (0.032)**
0.027 0.027 0.025
BATHit (0.691) (0.690) (0.734)
0.108 0.108 0.106 0.108
SMOOTHit (0.047)** (0.044)** (0.047)** (0.047)**
-0.008 0.007
CEOit (0.868) (0.898)
0.066 0.067 0.067 0.054 0.066
GOODWILLit (0.655) (0.652) (0.648) (0.715) (0.656)
0.065 0.065 0.064 0.059 0.065
SIZEit (0.000)*** (0.000)*** (0.000)*** (0.000)*** (0.000)***
0.008
BATHit*CEOit (0.951)

e *x* = coefficient is significant at the a=0.01, 0.05, 0.10 level

When examining the effects of the variables of interest on the impairment decision into
more detail, the conclusion can be drawn that the reporting incentive SMOOTH;: has a
positive significant influence on the impairment decision, which is consistent with
expectations and prior research (Zucca and Campbell, 1992; Van de Poel et al., 2008). This
indicates that high earnings and therefore high performance lead to a higher reported
impairment loss, which is a proxy for the use of income smoothing. This implies that firms
use impairments as a tool for earnings management in the form of income smoothing to
present a consecutive line of increasing earnings. Therefore this provides evidence in
support of Hypothesis 2 that firms are more likely to report a goodwill impairment loss
when their earnings are ‘unexpectedly’ high.

One variable that does not prove to have a significant influence on the impairment
decision is the reporting incentive BATH;.. This result contradicts with the results of Zucca
and Campbell (1992) and Van de Poel et al. (2008), since they found evidence that this
factor does have a significant effect on the impairment decision. Since this effect was
supported by the theory concerning big bath accounting, it is remarkable that the results
show no significant effect. Noticeable is that the model which has the highest explanatory
power does not include this variable, indicating that it does not have additional
explanatory power when incorporated in a model with the other variables. One possible
reason why this variable has no significant effect is that management does not use the
discretion provided by IFRS to report large impairment losses when performance is poor,
based on economic considerations for the firm as a whole or with regard to private gains. It
is possible that management is afraid it needs to step down when performance is even
lower. Also it is possible that management can still earn a bonus at the current
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performance level which would be lost when an impairment loss is reported. Many
considerations can therefore lead to the same decision not to report an impairment. These
results however indicate that big bath accounting is not used by management, which
implies that no evidence is found in support of Hypothesis 1, stating that firms are more
likely to recognize a goodwill impairment loss when their earnings are unexpectedly low.
Therefore this hypothesis should be rejected based on this evidence.

Another variable that does not have a significant effect on the impairment decision is
CEO;. Again it is remarkable that no significant relation is found, since this result is
inconsistent with expectations as well as with the results of the research performed by
Masters-Stout et al. (2007), Lapointe-Antunes et al. (2008) and Strong and Meyer (1987)
which indicated that a significant positive relation should have been found. Since the
effect on the impairment decision is not significant, this variable does not prove that more
or higher impairments are being reported around the time of a CEO change. This therefore
implies that no evidence is found in support of Hypothesis 3, which should therefore be
rejected. A possible reason why this effect does not prove to be significant is that also the
variable associated with big bath accounting is not significant, indicating that less use is
being made of this method. Another reason is that not in many cases when a CEO change
has taken place, an impairment loss is being reported. Perhaps the performance of the
company has not been such at the time of the change that an impairment loss could have
been justified. Therefore the impairment could not have been passed onto the previous
CEO since then suspicion would have been raised, which implies that it is in the best
interest of the CEO not to report an impairment loss.

4.1.2 Regression results Model 2

For Model 2, the Adjusted R-square is at a maximum of 0.566 for version V of the model (2-
V). The explanatory power of this model is therefore quite high. Noticeable is that this
concerns the full model which incorporates all variables as well as the interaction term,
indicating that together these variables can best predict the impairment decision. In
addition, the regression for Model 2-V explains the largest part of the Sum of Squares,
which leads to a smaller residual. This confirms that the explanatory power is quite high.

The estimates of the regression coefficients for Model 2 are depicted in Table 3. The
results show that the economic factors ASALES;; and AOCF;;, the reporting incentives
BATH2;; and SMOOTH2;;, the control variable GOODWILL;; and the interaction term
BATHZ2;:*CEO;; all have a significant influence on the impairment decision
(IMPAIR_AMOUNT;,) for all versions of the model, except the interaction term which is only
incorporated in model version V. For all these variables the significance levels are also the
same for all versions of the model, except for ASALES;; (5% level, with exception of version
[l where the 1% level is applicable).
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Table 3: Regression results Model 2 (total sample)

Model | Model Il Model Il Model IV Model V
(Constant) -0.017 -0.017 -0.009 0.008 -0.010
(0.007)*** (0.009)*** (0.216) (0.222) (0.058)*
AindROAit 0.000 0.000 0.000 0.000 0.000
(0.259) (0.268) (0.632) (0.562) (0.580)
ASALESit 0.010 0.011 0.013 0.011 0.008
(0.019)** (0.015)** (0.009)*** (0.034)** (0.040)**
AOCFit 0.176 0.173 -0.158 -0.102 0.190
(0.000)** | (0.000)*** | (0.000)** | (0.000)*** | (0.000)**
BATH2it -0.421 -0.422 -0.245
(0.000)*** (0.000)*** (0.000)***
SMOOTH2it -0.119 -0.113 0.148 -0.142
(0.002)*** (0.003)*** (0.000)*** (0.000)***
CEOit 0.005 -0.004
(0.127) (0.164)
GOODWILLit 0.038 0.038 0.043 0.048 0.029
(0.001)*** (0.001)*** (0.001)*** (0.000)*** (0.002)***
SIZEit 0.001 0.001 0.000 -0.002 0.001
(0.306) (0.248) (0.819) (0.071)* (0.267)
BATH2it*CEOit -0.325
(0.000)***

e *x* = coefficient is significant at the a=0.01, 0.05, 0.10 level

When examining the variables of interest into more detail, the conclusion can be drawn
that the variable BATHZ2;; has a significant influence, however with a negative sign. This
result contradicts expectations and prior research (Francis et al., 1996; Van de Poel et al.,
2008), since it was expected that low earnings would lead to the recognition of an
impairment loss. Evidence now is found indicating that firms experiencing ‘unexpectedly’
low earnings are more likely not to report an impairment loss. This effect can be caused by
the relative magnitude of the change in earnings. Perhaps the level of earnings for a firm
were not substantially low from the view of management, therefore leading to the delay of
an impairment. The choice not to record an impairment loss can then possibly be based on
the idea that the lower performance is only temporarily and therefore no impairment is
necessary. This can therefore account for the different sign for this variable, since low
performance in this case is not associated with goodwill impairments. Based on theory this
can also be explained as a form of loss minimalisation. So this method is different than big
bath accounting, since that method can also be associated with loss maximalisation. This
result implies that no evidence is found supporting Hypothesis 1, stating that firms are
more likely to report a goodwill impairment loss when their earnings are ‘unexpectedly’
low. Therefore this hypothesis needs to be rejected based on the different sign of the
effect, even though the effect is significant.

The variable SMOOTH2;;: also has a negative significant influence on the impairment
decision for the model versions |, Il and V, but a positive sign for model version lll. This
positive sign is as expected, since a high performance and therefore high earnings can be
smoothed by recognizing an impairment loss. This result is also consistent with the
research of Francis et al. (1996). However, the negative sign for this variable when the
other model versions are applied contradicts expectations. This can be explained by the
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reasoning that earnings are not high enough to record an impairment loss. One possible
reason for this can be that management cannot reach the maximum bonus when an
impairment is recognized. Also it is possible that the recognition of an impairment can
negatively affect the presentation of a consecutive line of increasing earnings. These
results indicate that for model version lll this variable is a proxy for the use of income
smoothing, which implies that evidence is found that goodwill impairments are indeed
being used as a tool for earnings management in the form of income smoothing. Therefore,
for this model version, evidence is found that supports Hypothesis 2, indicating that firms
are more likely to record a goodwill impairment loss when their earnings are
‘unexpectedly’ high. However, for the other model versions (I, Il and V) the results
indicate that the variable is not a proxy for income smoothing or profit minimalisation, but
instead a proxy for profit maximalisation since no impairment loss is being recognized. This
implies that for these model versions evidence is found which is not in support of
Hypothesis 2. Therefore this hypothesis should be rejected.

For the interaction term BATH2;:*CEO;; the sign is negative, which contradicts with the
individual expectations for these two variables since for both variables a positive relation
was expected. This result also contradicts with the individual results in prior research
(Francis et al., 1996 for BATH2;;; Masters-Stout et al., 2007 for CEO;;). taking into account
that no prior research incorporated an interaction term for the combined effect of these
factors. A possible explanation for the negative sign for this interaction term can be based
on the result for the proxy for big bath accounting. The sign of the variable BATHZ2;; is
negative. When the sign for the variable CEO;; is positive, together these variables lead to
a negative sign for the interaction term. In that case the sign for the variable CEO;; is as
expected. Since the interaction term is significant and negative, a CEO change is not
associated with big bath accounting but more with loss minimalisation. In other words,
around the time of a CEO change, loss minimalisation is applied instead of big bath
accounting and therefore the new CEO does not pass a weak performance onto his
predecessor to loose the inheritance. Evidence is therefore found which contradicts with
Hypothesis 3, indicating that firms which experience a change in CEO record higher
goodwill impairment losses. Therefore this hypothesis should be rejected.

4.2 Results alternative tests

When comparing the results from the two models, it is a remarkable finding that the
results differ significantly, since Van de Poel (2008) has stated that the use of a model
with a dummy variable as the dependent variable (Model 1) to measure the impairment
decision does not lead to different results compared to the use of goodwill impairment
amounts (deflated by total assets) for measuring the dependent variable (Model 2). Since
the results differ substantially after applying the two different models, alternative tests
have been performed. Appendix Il depicts the results of these tests for both models.

The main conclusions that can be drawn from these tests are as follows. For Model 1 (see
Tabel 4, Appendix Il), the results show that the variable SMOOTH;; is the only significant
variable for the observations from the year 2005, while for all other years none of the
variables of interest have a significant influence on the impairment decision. This indicates
that the results are heavily influenced by the observations from 2005, which is the
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transition year to IFRS. Therefore it can be concluded that income smoothing has only
been applied in 2005, meaning that Hypothesis 1 only holds for the observations from 2005
and should be rejected for all other years. The results for the total sample therefore do
not sustain alternative tests. Based on these results, it seems that the introduction of IFRS
has provided management the opportunity to manipulate earnings.

The results for Model 2 are depicted in Table 5 (Appendix Il). The results show that for the
years 2005 and 2008 none of the variables have a significant effect on the impairment
decision. It seems that in 2005 management was awaiting further developments as a
consequence of the introduction of IFRS and that the credit crisis has influenced
management’s behaviour in 2008. Observations from 2005 and 2008 therefore cause a
distortion in the results for the total sample, since they weaken the effects of the
different reporting incentives on the impairment decision.

For the observations from 2006 and 2007, the results differ substantially. For 2006 the
variables BATH2;; and SMOOTH2;: have a significant effect for the model versions I, Il and
[ll, but not for version V. Since these reporting incentives do not have a significant effect
on the impairment decision for version IV, this result contradicts with those for the total
sample. However, for the other versions of Model 2, the sign of the variable SMOOTH2;; is
positive while it was negative for the total sample. This indicates that for the observations
in 2006, higher impairments are being recognized in the case of unexpectedly high
earnings. This implies that income smoothing is being used as a tool for earnings
management, meaning that evidence is found in support of Hypothesis 2, while previously
evidence for profit maximalisation was found. Noticeable is that the variable CEO;; proves
to be significantly negative only for version V at the 5% level. This result contradicts the
result for the total sample, since in that case a positive relation is found for version |
instead of V. Therefore a CEO change in this case is associated with lower impairments.
The interaction term is still negative and significant at the 1% level. Therefore the
conclusions drawn based on the earlier results for this factor are robust.

For 2007, the reporting incentives BATH2;: and SMOOTH2;; and the interaction term have a
significant effect when applying the model versions I, Il and V, but not for version IV since
in that case SMOOTH?2;; is not significant. The signs and significance levels for these
variables are similar to those for the total sample. This can therefore lead to the
conclusion that the conclusions drawn earlier based on these variables sustain after this
alternative test. For the sample of 2007 also the variable CEO;; proves to have a significant
positive effect at the 1% level for Model 2-1. This contradicts prior results for the total
sample, since then this variable is not significant. This therefore indicates that in 2007
more CEO changes occurred simultaneously with the recognition of higher impairment
losses. Therefore evidence is found that a firm which experiences a change in CEO
recognizes higher impairments, which is in support of Hypothesis 3.

5. Summary and conclusion

In this research it has been investigated whether goodwill impairments are being used as a
tool to manipulate earnings. Based on the presented results, the conclusion needs to be
drawn that it depends on the model which is being applied whether this is the case, since
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the results from the two models differ substantially. After alternative testing, the results
differ from those for the total sample. For Model 1 earnings management is only found for
the observations from 2005, so after the introduction of IFRS. For Model 2 (total sample),
only indications are found that goodwill impairments are being used for profit
maximalisation and loss minimalisation, instead of income smoothing and big bath
accounting. Impairments are therefore used in a less extreme manner. After alternative
testing, the only strong evidence however remains that in 2007 higher goodwill
impairments have been recorded around the time of a CEO change. For all other
observations, no (conclusive) evidence is found for earnings management. So overall, the
results for the total sample are heavily influenced by the transition year to IFRS (2005) and
the credit crisis (2008) and no strong evidence is found which indicates that management
indeed uses goodwill impairments to manipulate earnings.

This research implies that goodwill impairments are highly subjective and therefore it is
recommended to lower this subjectivity for instance by developing guidelines for
management to perform the impairment test. More research should be performed on this
subject to make it possible to include potential guidelines in the standards or to provide
the standards with more detailed descriptions on how to perform the impairment test. This
in turn could make it easier for auditors to check the impairment test and may therefore
lower the subjectivity associated with it.

A limitation of this research is that no results have been generated for each industry
separately. Since the subsamples for the different industries would have been too small in
this research, the choice was made not to run the regression for each industry separately
since it would make the results less reliable. This can however be a good example for
future research. Also it is possible to look at financials or compare financials to the other
firms, since financial firms have been excluded from this research because of their
different laws and regulations with which they need to comply.

Also it is possible to investigate the effects of the introduction of IFRS on the level of
earnings management in the Netherlands with regard to goodwill. This could be done by
examining a certain period before and after the introduction (compare the use of
amortization with impairments). Also the influence of the revised standard IFRS 3R can be
investigated in a similar manner, since this new standard allows the use of the full goodwill
method which can have an impact for the financial statements.
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Appendix |

Overview of the variables and their definitions

Dependent variables

IMPAIRMENT ¢ Indicator variable that takes the value of 1 if firm i takes a goodwill
impairment in year t, and 0 otherwise.

IMPAIRMENT_ The reported impairment amount deflated by total assets at the end of

AMOUNT;: year t-1.

Economic factors

AindROA; The percentage change in firm i‘s industry return on assets (ROA) from
year t-1 to year t, where industry is defined based on the Industrial
Classification Benchmark Industry (ICB) from Worldscope.

ASALES; The percentage change in firm i‘s sales from year t-1 to year t (= the
change in firm i’s sales from period t-1 to t, divided by total assets at
the end of year t-1).

AOCF;; The change in firm i‘s operating cash flows from period t-1 to t, divided

by total assets at the end of t-1.

Reporting incentives

BATH;;

Indicator variable equal to 1 if the change in firm i‘s pre-impaired
earnings (before tax) from year t-1 to year t, divided by total assets at
year t-1, is below the industry median of non-zero negative values, and
0 otherwise (= the proxy for the use of big bath accounting by
management).

SMOOTH;¢

Indicator variable equal to 1 if the change in firm i‘s pre-impaired
earnings (before tax) from year t-1 to year t, divided by total assets at
year t-1, is above the industry median of non-zero positive values, and
0 otherwise (= the proxy for the use of income smoothing by
management).

BATH2;

The value of unexpected earnings when unexpected earnings are below
zero, and 0 otherwise. Unexpected earnings are measured as the
operating earnings (earnings before taxes, so net income + income
taxes) in year t less the operating earnings in year t-1, divided by total
assets at the end of year t-1.

SMOOTH2;;

The value of unexpected earnings less the write-off when this resulting
amount exceeds zero, and 0 otherwise. Unexpected earnings are
measured as the operating earnings (earnings before taxes, so net
income + income taxes) in year t less the operating earnings in year t-1,
divided by total assets at the end of year t-1.

CEO;

Indicator variable equal to 1 if the firm experienced a change in the
CEO position in year t-1 or t, and 0 otherwise.

Control variables

GOODWILL;; The ratio of firm i’s opening balance of goodwill on total assets at t-1.
SIZE;; The natural logarithm of firm i‘s total assets in year t.
INDUSTRY ¢ Indicator variable that takes the values of the ICB industry codes to

divide the sample into multiple industry groups. The industry
distribution is based on the ICB (Industrial Classification Benchmark
Industry) division. There is a total of 9 industry groups.
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Appendix Il - Regression results alternative tests

Table 4: Summary regression results Model 1 - Regression coefficients

0.027 0.108 0.008
(0.691) (0.047)* (0.668)
-0.056 0.156 -0.003
(0.561) (0.025)* (0.958)
0.090 0.033 0.035
(0.346) (0.713) (0.648)
0.004 0.107 0.032
(0.954) (0.060)* (0.535)
-0.073 0.146 0.022
(0.497) (0.041)* (0.726)
0.056 0.029 0.043
(0.586) (0.769) (0.634)
-0.024 0.094 0.041
(0.769) (0.112) (0.452)
-0.037 0.186 -0.025
(0.808) (0.075)* (0.783)
-0.089 0.061 0.066
(0.548) (0.569) (0.488)
0.008 -0.031 0.072
(0.956) (0.778) (0.505)
-0.042 0.084 0.056
(0.842) (0.728) (0.779)

e wx * = coefficient is significant at the a=0.01, 0.05, 0.10 level
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Table 5: Summary regression results Model 2 - Regression coefficients

-0.421 -0.119 0.005
(0.000)** (0.002)* (0.127)
-0.263 0.062 0.000
(0.000)** (0.081)* (0.998)
-0.705 -0.385 0.014
(0.000)** (0.000)** (0.023)*
-0.440 -0.139 0.009
(0.000)** (0.001)* (0.032)*
-0.264 0.071 0.001
(0.000)** (0.079)* (0.870)
-0.711 -0.391 0.024
(0.000)*** (0.000)* (0.002)***
-0.461 -0.152 0.009
(0.000)** (0.001)* (0.040)**
-0.005 0.000 0.000
(0.670) (0.943) (0.442)
-0.342 0.140 -0.007
(0.000)** (0.035)* (0.183)
-0.860 -0.482 0.028
(0.000)** (0.000)* (0.004)***
-0.065 0.187 0.008
(0.720) (0.424) (0.574)

w0 * = coefficient is significant at the a=0.01, 0.05, 0.10 level
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Earnings Management through Goodwill
Impairment:

CEO and CFO tenure impact

Olga Vladimidrovna Vi$nevskaa MSc. LL.B."

Executive summary

This paper examines the relationship between the extent of goodwill impairment and the
properties of CEOs and CFOs of a selection of FTSE Eurotop 100 Index companies. Prior
research indicated that it is likely that CEOs tend to take earnings baths early in their
tenure, as the losses can then still easily be blamed on their predecessors, as well as
creating a lower benchmark for measuring their own future financial performance. Also,
the nature of a specific turnover process and the prior employment of the incoming CEO
(hired from within or outside the company) have been considered as an explanatory
variable by some studies. The outcomes of this study indicate that the tenure and prior
employment of the CEO are significantly associated with a company’s financial reporting
behavior in relation to the magnitude of goodwill impairment. However, contrary to
expectations, goodwill impairment charges are likely to increase as the tenure of a CEO
increases. CEOs promoted from inside the same company are likely to impair goodwill by
larger amounts, compared to CEOs hired from outside the company. A significant
association between the CFO tenure and prior employment variables and the magnitude of
impairment charges was not established in this study.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5550.

1. Introduction

The objective of this study is to asses the extent of goodwill impairment by European
companies for the period 2006-2007, and to investigate the relationship between the
extent of goodwill impairment and the properties of executives in charge at the time.

The commonly used opportunistic perspective of the Positive Accounting Theory predicts
that when self-interested actors are confronted with opportunities to use discretion with

' This thesis was supervised by Drs. C.D. Knoops. Olga Visnevskaa has graduated from the Erasmus School of
Economics and is currently in completing her masters thesis on the topic of financial law at the Rotterdam
School of Law.
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regard to financial accounting and reporting to their own advantage, they will do so. This
practice of ‘earnings management’ could be aimed at either increasing the reported
income, or decreasing it through income smoothing and taking of earnings baths. The
International Financial Reporting Standards are often criticized for allowing room for
discretion especially due to the prescription of use of fair values. More specifically, the
accounting treatment of goodwill through the use of impairment tests is often criticized.
My own examination of the financial reporting standards revealed that indeed, in my
opinion, there was room for managerial discretion with respect to goodwill (re)valuation
and possible losses arising from it. Accordingly, | expect executives to use goodwill
impairment charges to manage earnings to achieve personal goals. As | wonder whether
personal goals could be related to the phase of employment of an executive, | formulate
the following research question:

Are tenure and prior employment of the CEO and the CFO associated with a
company’s financial reporting behavior in relation to the magnitude of
goodwill impairment?

Considering the prior research mentioned further in this master thesis, this study mainly
builds and expands on the work conducted by Masters-Stout e.a. 2007. My study adds value
to the existing body of research for the following reasons:

o Firstly, contrary to most studies mentioned in this master thesis, as well as that by
Masters-Stout, this study is conducted using data of European companies that are
subject to IFRS and not SFAS. The outcomes can thus be considered more relevant in
the European context;

e Secondly, as far as my knowledge goes, no other study has been conducted on the
relationship between the CFO tenure and prior employment and a company’s financial
reporting behavior regarding the magnitude of goodwill impairment;

¢ Finally, as far as | know, no other study has combined and offset both CEO and CFO
properties in relation to goodwill impairment, in one research design.

The remainder of this article is organized as follows. First, | will describe the theoretical
background to my study and review the outcomes of prior research on the subject.
Continuingly, | will introduce the hypotheses that were tested and follow with a brief
description of the sample used in my study. | will then describe the research design and
the corresponding model and continue with the elaboration of the results. Before |
conclude this article, | will reflect on the outcomes of my study and give suggestions for
further research.

2. Theoretical background and prior literature

2.1 Earnings management and financial reporting incentives

The practice of managers trying to influence the financial reporting numbers and the way
they appear in the financial statements is often known by the term ‘earnings
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management’. Several incentives to manage earnings can be identified, for
example (Palepu e.a., 2007):

1. accounting-based debt covenants: requirement of certain debt-contracts and
meeting targets arising from them, can induce managers to distort accounting
figures to gain more favorable results;

2. management compensation: (bonus-)compensation which are often connected to
reported profits and wanting to secure their position for longer period of time, is
another motivation to favorably influence the reported income;

3. corporate control contests: managers can use accounting numbers to gain approval
of company’s shareholders in their attempt to become/remain a manager.

There are several ways for managers to influence financial reporting, one of which is asset
distortion. When managers desire to increase reported earnings they tend to overstate
assets, as this is accompanied by either an increase in income or a reduction of costs in the
income statement. On the other hand, managers can also desire to deflate earnings by
understating assets. Managers can ‘smooth income’ by overstating expenses during a
period of exceptional performance by the company. Also managers can ‘take a bath’ in
income by overstating expenses during a period of exceptionally bad performance to
create an appearance of a turnaround in the following years (Palepu e.a., 2007). Thus,
managers are not necessarily interested in presenting accounting figures only ‘for the
better’ as earnings baths occur as well.

2.2 Discretionary financial reporting and the case of goodwill

The first step in the examination of prior research concentrated on the studies of the
relationship between opportunistic behaviour and goodwill impairment testing. Prior
research showed evidence of opportunistic behavior on the account of managers with
regard to impairment testing of goodwill as the prescribed accounting treatment. The
findings were, however, not uniform. Some researchers (Anantharaman 2007, Henning and
Shaw 2004) found little support for the criticism of goodwill impairment testing, which was
introduced as the new accounting treatment of goodwill in SFAS 142 and IAS 36. To the
contrary, other studies have shown evidence of the misuse of managerial discretion to
some degree under the new accounting standards (Beatty and Weber 2005, Lapointe 2005,
Zang 2008, Ramanna and Watts 2007, Carlin e.a. 2007).

2.3 Management tenure: the role of the chief executive officer

Like any process, the period of tenure of the chief executive officer (CEO) can be divided
into different phases. The agency theory predicts that managers are guided by self-
interest. Presumably, different phases of tenure will correspond with different goals and
motivations. And so, the second step of the literature examination was aimed at examining
the relationship between the executive management’s phase of employment and its
influence on financial reporting.

Moore (1973) conducted one of the first studies on the subject of the influence of

management changes in the field of accounting. He found that in the year of a top
management change, income reducing discretionary accounting decisions, such as write-
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downs, write-offs and taking of provisions, occurred significantly more than in years with
no management change. He interpreted the overall results to be an indication of the newly
appointed management taking an earnings bath. More so, because the majority of
companies with indication of income-reducing discretionary accounting decision did report
an increase in income in the first reporting year after the change. Accordingly, Moore
hypothesized that the incentives of the incoming management for taking the income
reducing discretionary decisions are two-fold. First, the blame would be placed on their
predecessors and the historical benchmark for their own future performance is reduced.
Second, the losses taken in the year of the change would not have to be reported in the
future, thus increasing the future reported income and the appearance of their
performance.

Later, DeAngelo (1987) found that when a ‘dissident’ (an outside manager) was hired, he
would report an ‘immediate earnings bath’, so to be able to report an earnings turn-
around in the following years. Pourciau (1993) investigated the behavior of incoming
managers in cases of what she called a non-routine (involuntary) executive change. She
found that for these instances the incoming executives managed accruals in the year of the
change to reduce income, and did the opposite in the following year. Additionally, in the
year of the change, larger write-off were taken. Francis e.a. (1996) conducted a broad
study of possible causes of discretionary write-offs. Among others, she found that write-
offs occur more frequently if preceded by a management change, and are then also larger
in size.

Several studies, which did not directly investigate the relationship between executive
tenure and goodwill impairment, did produce outcomes on this subject as well. Like Beatty
and Weber (2005), who hypothesized that the difference between actual and predicted
goodwill write-offs could be explained by the departure of the CEO who made the original
acquisition decision. Further, the study by Lapointe (2005) also found that higher
transitional goodwill impairment losses correlated with companies having experienced
recent management change. Additionally Ramanna and Watts (2007) found that goodwill-
write offs are negatively associated with CEO tenure. Finally, Zang (2008) found that
recent management change was an explanatory variable for earnings management through
transitional goodwill impairment losses?, as he believed that higher goodwill impairment
losses were taken during the transitional period to increase the likelihood of higher
earnings in the future.

Bengtsson e.a. (2007) investigated the occurrence of earnings management in Sweden,
surrounding management turnovers through both accruals, as well as write-offs. Earnings
were reduced in the first year of the turnover and increased in the following year. This
supports the findings in the previously mentioned studies. Furthermore, Bengtsson
attempted to distinguish an association between earnings management and an executive
turnover in question, being routine versus non-routine. However, he found no conclusive
evidence in support of this distinction.

2 Loss incurred by companies upon the adoption of the new SFAS. 142 standard.
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Masters-Stout e.a. (2007) performed a subsequent study, which related goodwill
impairments under SFAS 142 to CEO tenure. For the companies that did impair, she found
that newly appointed CEOs reported higher impairments than senior CEOs.’ Her additional
findings indicated that CEOs hired internally from within the present employees of the
company impaired relatively smaller amounts. She hypothesized that these CEOs were
more ‘personally invested’ in previously taken strategic acquisition decisions and thus
lacked what she called a ‘fresh perspective’. These outcomes were however insignificant.

2.4 Management tenure: the role of the chief financial officer

From the previous step of my prior research analysis it became clear that scholars
hypothesize that CEOs have certain incentives to manipulate financial reporting, have the
power to do so, and use their power to act on their incentives. In the continuing step |
attempt to consider the role of another senior manager, which could be presumed to
influence the financial reporting of a company: the chief financial officer (CFO).

The role of the modern CFO is no longer limited to mere ‘financial record keeping’. Now,
the CFO ‘is one of the top decision makers - often leading member of the top management
along with the chief executive officer and the chief operating officer.’ (Copeland, 2001). A
CFO today, is involved in decision-making on many levels and about many significant issues
throughout the entire company. Intuitively, it can be supposed that some incentives that
drive CEOs, might similarly drive CFOs. If so, the agency theory predicts that the CFO will
also try to exert influence to satisfy his self-interests. Surprisingly, very few studies have
been conducted on the influence of the CFO in the field of accounting research. Could it
be more commonsense to consider the CFO to have more influence on financial reporting?
More than the CEO?

Building on that intuition, Jiang and Petroni (2008) were interested in finding the answer
to the question of ‘who has the most influence on earnings management’, the CEO or the
CFO. They executed three previously conducted studies, which already established an
association between CEOs’ equity incentives and earnings management, and reexamined
them by also testing the association between the CFOs’ equity incentives and earnings
management. The general outcomes indicated that the amount of discretionary accruals
was more closely associated with the CFO rather then with the CEO incentives and that the
role of a CFO is indeed influential with regard to a company’s financial reporting behavior.

Greiger and North (2006) also suspected that the CFO ‘has a substantial amount of control
over a company’s reported financial status’, as they studied the effect of a CFO change on
reported accruals. They found that after an appointment of a new CFO, earnings are
significantly reduced through the management of accruals. Furthermore, these findings did
not seem to be influenced or mitigated by the appointment of a new CEO. Finally, they
also found that the hiring of a CFO from a different source than the company’s direct audit
company, produced more significant outcomes.
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3. Hypothesis development

Based on these outcomes of prior research and the predictions of the positive accounting
theory | have arrived at the following hypotheses to be tested in my study:

H;: Shorter CEO tenure corresponds with higher goodwill impairment charges.
H,: Companies with CEOs, who have been employed by the same company two
years or less, will take relatively higher goodwill impairment losses.

Additionally, | have asked myself whether the logic that has been applied to the
relationship between properties of a CEO of a company and its financial reporting
behavior, could also be applied to the properties of the CFO. Combined with the outcomes
of studies regarding the CEO properties mentioned above | arrive at the following
additional hypotheses:

Hs: Shorter CFO tenure corresponds with higher goodwill impairment charges.
H4: Companies with CFOs, who have been employed by the same company two
years or less, will take relatively higher goodwill impairment losses.

4. Sample and data collection

My study examined the financial data of 58 major European companies listed in the FTSE
Eurotop 100 Index during the period 2006-2007, resulting in 116 observations. In 37% of the
cases, goodwill impairments were observed. Largest average absolute and relative
(measured against revenues) impairment losses were observed in the telecommunications
industry. The average CEO tenure for companies within the sample was 5.9 years; the
average CFO tenure was 4.5 years. Additionally, 67% of the CEOs in the sample, prior to
their appointment, were employed by the same company for less than three years, which
classified them as ‘internal hires’ for the purpose of my study. 54% of the CFOs were
classified as internal hires. When examining the subsample of companies that that have
taken a decision to impair goodwill, the frequency of the impairment decision decreased
as observed tenures of CEOs increased. A similar pattern was observed between the
frequency of impairment decisions and CFO tenure.

The financial data was hand collected using the information provided in the annual
reports. Information regarding the tenure and prior employment of the executives was
hand-collected for each executive from additional sources like company websites and
newspaper articles, as a general database for such information of European companies
does not exist.

5. Research design and model
To test my hypotheses | used a multivariate regression model, which | will describe in this
section.
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The dependent variable of this model (IMPy) is the reported goodwill impairment charge.
First, the effects of the independent variables were measured against the reported nominal
impairment amount. Secondly, | believed that there would be added value to measuring the
dependent variable relative to the effect this has within the entire income statement of a the
specific company, as this puts the impairment charge amount into perspective. This is why,
the alternative dependent variable metric is the impairment loss divided by the revenue.

To test my hypothesis | added several independent variables of interest. To test Hy and Hg, |
departed from Master-Stout e.a. (2007), who used dummy variables to distinguish between
the new and old executives , as | do not find their arguments to be substantial enough to
justify the separation into those specific categories. Using a continuous metric would, as |
believed, provide for a test of a more nuanced relationship between the dependent variable
and this independent variable of tenure. Furthermore, other studies that have used executive
tenure as an independent variable (e.g. Ramanna, Watts, 2007), have also used a
continuous metric. Consequently, to test the effect of executive tenure, | use the tenure
duration measured in years (CEO_TENURE;; and CFO_TENUREy). In line with the
hypotheses | have formulated, | expected there to be a negative association between these
variables and the dependent variable.

To test H, and Hy | added dummy-variables into the model (CEO_INTERNAL,
CFO_INTERNAL;). These dummy variables made it possible to test for the difference in the
impact of an executive prior employment on the (relative) size of the impairment charge. The
dummy variable was coded 0 and is considered to be an external-hire, if the executive in
question was employed by company i for less than three years before appointment as an
executive officer. In the other case the variable was coded 1. | based this distinction on
Master-Stout e.a. (2007), as it seems reasonable to consider an executive who has been
with a company for less than three years not to be entrenched. In line with the hypotheses |
have formulated, | expected there to be a negative association between these variables and
the dependent variable.

Additionally, | included several control variables associated with the economic condition of
the companies. | used EBITDA (EBITDA) to control for the size of the economic activity of a
company. | saw the EBITDA amount as the measure of the ability of a company to absorb
impairment charges. | did not hypothesize a coefficient sign, as, on one hand, | can imagine
that higher EBITDA can be seen by the management as buffer that can absorbed ‘unwanted’
expenses and smooth income. On the other hand, lower (than expected) EBITDA could also
induce an earnings bath strategy.

Further, | included the after tax net income (INCOME;), which is also used by Masters-Stout
e.a. (2007), as a measure of economic performance (profitability) of the companies in the
sample. This variable is included in the model to account for the overall profitability of a
company. Although net income already includes any impairment losses, | presumed that if a
company is confronted with a negative or extremely low or high net income before the
publication of final financial results, the management might feel tempted to adjust the
reported impairment charge. Consequently, similar pattern that | described for the EBITDA
can also be applied to the relationship between the net income and the goodwill impairment
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charge: high profits could induce income smoothing and losses can be seen as an
opportunity to take (further) earnings baths. Thus, no coefficient sign was hypothesized
either.

The size of a company (SIZE;;) measured as the natural logarithm of company’s total assets
to normalize the impact of the part of the sample on the larger side of the spectrum, was
included in the model as well. | predicted a positive relationship between the size of a
company and the amount of the impairment charge, which is also supported by

Van de Poel e.a. (2008) outcomes. It seems to me that, as larger companies are often the
product of several prior mergers, this would result in more recognized goodwill that in turn
can be a subject to impairment.

Finally, | included a company’s leverage, measured as total liabilities divided by the total
assets, as control variable. | expected highly leveraged companies to be subjected to more
attention and scrutiny by their creditors (who are professional investors), and these
companies to operate under bigger restrictions of loan contracts. This should in turn reduce
the amount of earnings management in general. And when earnings management would
take place, it would probably be directed upwards to increase reported earnings. For this
reasons | expected a negative coefficient sign for this variable. This variable can be
considered a proxy for room for discretionary earnings management by a company as was
used by Zang (2008).

Hence, my empirical model looks as follows:

IMP,, = a + B,CEO_TENURE;,, B,CEO_INTERNAL,, 8;CFO_TENURE;;,
B8,CFO_INTERNAL;;, BsEBITDA;., BNCOME;,, B,SIZE;;, BsLEV;, + &

| tested this model using the data from the entire sample, as well as performing separate
tests on the data from the subsample of companies that impaired goodwill during the
observed period. Furthermore, | used two different definitions of the independent variable
IMP (measured in absolute and in relative values), and also of the independent variable
CEO_TENURE (measured in years and as a natural logarithm). This has resulted in different
outcomes. Secondly, | executed three types of regression with regard to the executive
properties data. First, | applied the abovementioned model, removing the CFO variables
and accounting only for the CEO properties, to measure the ‘pure’ association between IMP
and CEO tenure and prior employment. After that, | did the same now removing the CEO
tenure and prior employment properties, to measure the ‘CFO effect’. Thirdly, | tested my
main model, mentioned above, which controlled the associations between impairment
charges and one executive type tenure and prior employment, for that of the other.

6. Results

6.1 CEO properties

The outcomes regarding the independent variables of interest, the CEO properties, are
consistent in all cases. However, they are entirely not as expected. CEO tenure is

135



positively associated with impairment charges. Furthermore, compared to CEOs hired from
outside the company, CEOs hired from inside the company are associated with higher
impairment charges. These associations are significant at a<.05 for both the entire sample
and the subsample, when tenure is expressed as a logarithm. When tenure is expressed in
years, measuring impairment relative to revenues, gives slightly better significance results.
Overall, these finding indicate that H; and H, of my research design are false. These
findings are summarized in table 1.

Table 3 Regression outcomes CEO properties

Exp. |Abs. |Rel. Abs. |Rel.
Entire sample EBITDA +/- + - |EBITDA + -
INCOME +/- - + JINCOME - +
SIZE + + + |SIZE + -
LEV - - - |LEV - +
CEO_TENURE - +* 1 +**% [N CEO_TENURE | +%* | +%**
CEO_INTERNAL| - L bl I okl CEO_INTERNAL E Satall I Solal
Subsample EBITDA +/- - - |EBITDA - -
INCOME +/- + + JINCOME + +
SIZE + + + |SIZE + +
LEV - - - |LEV - -
CEO_TENURE - + | +**|CEO_TENURE + Xk | k%
CEO_INTERNALY - |+ k¥ ) 4k CEOiIN TERNAL | +** | +**

**_ Coefficient is significant at the 0.05
*, Coefficient is significant at the 0.10

6.2 CFO properties

The coefficients of the independent variables of interest were insignificant at o<.05 for all
tests performed on the data from the entire sample. Within the subsample, the association
between prior employment of the CFO and the magnitude of impairment charges is
significant. For this population, compared to CFOs hired from outside the company, CFOs
hired from inside the company are associated with relatively higher impairment charges,
contrary to expectations. As such, the validity of H; and H, was not established for the
entire sample, and validity of H; was not established for the subsample either. Hs was
proven to be significantly false for the data of the subsample. These findings are
summarized in table 2.
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Table 4 Regression outcomes CFO properties

Exp. |Abs. |Rel. Abs. |Rel.
Entire sample EBITDA +/- + - |EBITDA - +
INCOME +/- = + |JINCOME + =
SIZE + + + |SIZE + +
LEV - - - LEV - -
CFO_TENURE - - + |LN_CFO_TENURE] - -
CFO=INTERNAL - +* + CFO=INTERNAL +* +
Subsample EBITDA +/- + + |EBITDA + +
INCOME +/- N = INCOME - -
SIZE + + + |SIZE + +
LEV - - - JLEV - -
CFO_TENURE - + + |LN_CFO_TENURE + +
CFO_INTERNAL - L Sutall IE ok CFOiINTERNAL Xk | Xk

**_ Coefficient is sianificant at the 0.05 level
*, Coefficient is significant at the 0.10 level

6.3 Combined model

With respect to independent variables of interest, several associations become clear. The
association between the CEO tenure and the magnitude of impairment charges is
significant at a<.05 in all cases, except for the test of the subsample using the absolute
values of IMP and using the tenure variable expressed in years. When tests are performed
on the data of the entire sample CEO prior employment is significant at a<.05, except
when IMP is measured in relative values and the CEO tenure is measured in years. Overall,
this means that when the decision not to impair is taken into account and the model
controls for the association of CFO properties, the association between the CEO tenure and
the magnitude of impairment charges is positive. Furthermore, compared to CEOs hired
from outside the company, CEOs hired from inside the company are associated with higher
impairment charges. Thus, Hy; and H, were proven to be false for the entire sample.

In the subsample, the association between the CEO tenure and the magnitude of
impairment charges is significant at a<.05, except for when IMP is measured in absolute
values and tenures are measured in years. The association with CEO prior employment is
not significant within the subsample. As such, H; has proven to be false within the
subsample, and validity of H, has not been established.

The association between CFO tenure and the magnitude of impairment charges when
controlled for the associations of CEO properties, remains insignificant at o<.05 in all
cases. The validity of H; thus is not established. Furthermore, the association between the
magnitude of impairment charges and CFO prior employment is insignificant when
analyzing the data of the entire sample. However, within the subsample, CFO prior tenure
association is significant at a<.05, when impairment charge is measured in absolute values,
regardless of the definition of tenure. The absolute size of goodwill impairment charges is
positively associated with a CFO being promoted from inside, when the decisions not to
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take goodwill impairment losses is disregarded. H, is thus proven to be false within the
subsample. H, validity has not been established for the entire sample. These findings are
summarized in table 3.

Table 5 Regression outcomes controlled for both types of executives

Exp. |Abs. |Rel Abs. |Rel

Entire sample B,EBITDA +/-1 + + |BEBITDA + +

BINCOME +/- - - |B:INCOME - -

BisSIZE + + + |BSIZE + +

BLEV - - - |B.LEV - -
BsCEO_TENURE| - |+**|+**)38;LN_CEQO _TENU | +** | 4%*
BsCEO_INTERN - | +**] +* |BsCEO_INTERNAL | +** | +**

B,CFO_TENURE - = - |B,.LN_CFO_TENU - -

BsCFO_INTERN - + + |BsCFO_INTERNAL| + +

Subsample B.EBITDA +/- = - |B.EBITDA - -

BINCOME +/-1 + + |B-INCOME + +

B:SIZE + + + |B:SIZE + +

BLEV - - - |p.LEV - -
BsCEO_TENURE]) - +* | +X¥*¥ U8 IN CEO _TENU |+** | +**

BsCEO_INTERN = + + |BsCEO_INTERNAL] + +

B-CFO_TENURE - + + |B,LN_CFO_TENU + +

BsCFO_INTERN - XX+ BsCFO_INTERNAL +X¥] +

**_ Coefficient is significant at the 0.05 level
*. Coefficient is significant at the 0.10 level

7. Analysis of the outcomes

The first question | ask myself based on the outcomes of my study, is: why would
impairment charges increase during the course of employment of a CEO? More specifically,
what incentives could there be for managers to want to increase impairment charges late,
instead of early, in their tenure? An alternative explanation to wanting to take earnings
baths early in their tenure, could be the job security argument. Contrary to the arguments
behind my hypotheses, it is conceivable that CEOs might want to show good results
(immediately) after their appointment and would want to avoid ‘unnecessary’ losses, to
justify their appointment and secure their position. This desire might even induce ‘upward
earnings management’. CEOs, who have acquired ‘relational goodwill’ for their positive
performance throughout the course of their tenure, could also believe that this would be
sufficient to mitigate any harm to their reputation from losses taken in later stages of their
tenure, and thus would take these losses easier than ‘younger’ CEOs.

Furthermore, the influence of CEO employment contracts and compensation schemes,
which is not taken into account in this study, could have alternative explanatory power for
the established association between the magnitude of impairment charges and CEO tenure.
These contracts and payment schemes are usually constructed (in line with the agency
theory) in such way as to align management incentives with company’s/shareholders best
interests. Presuming that earnings management is motivated by management self-interest
and that employment contracts are constructed effectively, this should lead to a reduction
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of earnings management. Similarly, Beatty and Weber (2005) found that managers who are
subject to more binding ‘contracts that include effects of accounting changes...will prefer
to delay expense recognition’. Including executive compensation (plans) into a research
model could be a consideration for future research.

The second question that | ask myself is: why do the outcomes of my study indicate that
internally promoted CEOs impair relatively more than CEOs hired from outside the
company? First of all, it is important to note that the majority (69%) of CEOs whose data
were included in this study, where classified as internal hires. This fact, by itself, might
have a distortive effect on the outcomes of the study.

Additionally, perhaps when it comes to employment history, the magnitude of the goodwill
impairment charges is not best explained by the duration of CEO prior employment by the
same company before his appointment. Reconsidering my prior hypothesis, | believe that
the assumption that a manager becomes personally involved in prior acquisition due to his
mere presence in the same company, might be too general. Instead, entrenchment could
better be defined by the fact whether the manager in question was actually involved in the
decision process that preceded a specific acquisition. Some support for this idea was also
found in Beatty and Weber’s study (2005), which linked the likelihood of a SFAS 142
impairment to the likelihood of a CEO making ‘the original acquisition’. Again, future
studies can inquire to the feasibility of researching prior employment from this angle.

An alternative explanation could also be that the prior employment of an executive could
represent experience and knowledge. An executive, who has been with the same company
for a longer period of time, is likely to have specific inside knowledge that would allow
him to make a better judgment about the value of goodwill, and in turn might make it
‘easier’ to take an impairment charge compared to a counterpart who lacks similar
experience and knowledge. This could result in the observed relationship between prior
employment and the size of impairment charges.

Thirdly, | ask myself what other issues there might be that might have influenced or limit
the outcomes of my study. First, there is the fact that contrary to most of prior research
that has been done on the subject of goodwill impairment and/or the influence of CEO
properties (which often have been performed in the United States), my study is aimed at
European companies. For example, this could account for the existence of cultural
differences between my and the prior research. Perhaps, the European context and
tradition with regard to expectations and the regulation of executive behavior, contribute
to a less competitive executive environment, which results in less opportunistic behavior.

Furthermore, there could be other issues with regard to the chosen sample. For instance
there is a noticeable presence of former state owned companies in my sample. As such the
oil & gas and the telecommunication sectors combined, account for almost a quarter of the
companies in the sample. One can speculate whether these companies are subject to a
specific kind of (government-like) corporate culture, which most probably does not exist in
the American context. These companies might also still be subject to governmental
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influence and specific regulation, which would reduce the amount of discretion available
to managers.

In addition, the descriptive statistics reveal that that the telecommunications industry
accounts for the largest goodwill impairment losses observed within my sample. It is a
commonly known fact that during the observed period companies in that particular
industry underwent several economic adversities, such as the devaluation of purchased
UMTS frequencies. The heterogeneity problem surfaces with regard to this issue. It is
possible that there were real economic causes to the impairment losses taken in the
telecommunications industry. As these are the most significant impairment losses within
my sample, this could undermine the validity of the detected relationship between
impairment charges and CEO properties. To control for this problem, | ran an additional
regressions, which included both CEO and CFO properties, on my data, while removing the
entire telecommunication sector. The association between both absolute and relative
impairment charges, and CEO tenure remained significant at a < .05 (also, when the
decision not to take impairment charges was disregarded). However, the fit of the model
measured in R?, decreased significantly to levels lower than 0.10. The CEO prior
employment variables and both CFO variables were insignificant.

The heterogeneity problem could be addressed through the expansion of the sample and
the amount of observations. These are of course the obvious limitations of my study, as it
does cover only two years worth of financial data of a limited number of companies. This is
an inherent consequence of the nature of the intensive data hand-collection process with
regard to the information about CEO tenure and prior employment in the European
context. Furthermore, the sample could be expanded with regard to the amount of
companies in it. A matter for future research is to consider an entire different sample of
companies, or consider including financial institutions in the sample.

Finally, based on my own analysis of reporting standards with regard to goodwill
impairment and predictions formed in prior research about the susceptibility of goodwill
impairment testing to managerial discretion, | formed expectations about goodwill
impairment charges to be a likely item to be used for earnings management. This
assumption can also be a subject for critical review. It could be a subject to future
research to consider to what degree it is really likely that goodwill impairment test is used
as a ‘tool’ to manage earnings. Perhaps, other ‘gaps’ in financial reporting standards are
used relatively more often to manage earnings (on a larger scale), and these ‘earnings
management tools’ could also be tested for association with executive tenure and
employment information.

8. Summary and conclusions

The outcomes of this study indicate that the tenure and prior employment of the CEO are
significantly associated with a company’s financial reporting behavior in relation to the
magnitude of goodwill impairment. Contrary to my expectations | have found that CEO
tenure is positively associated with the magnitude of goodwill impairment charges. These
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results mean that the hypothesis that CEOs tend to take earnings baths in the early stages of
their tenure, so losses can more easily be blamed on their predecessors, is false for the data
in my sample. Surprisingly, this outcome contradicts the association described in the prior
research such as Moore (1973), DeAngelo (1987), Pourciau (1993), Francis e.a. (1996),
Lapointe (2005), Ramanna and Watts (2007), Zang (2008), Bengtsson e.a. (2007), Masters-
Stout e.a. (2007).

Additionally, compared to CEOs hired from outside the company, internally hired CEOs
correspond with lager goodwill impairment charges. This falsifies the second type of
hypotheses of my thesis that compared to their counterparts, internally hired executives
would impair goodwill by smaller amounts, as they are more ‘personally invested’ in
previously taken strategic acquisition decisions, and thus would lack a ‘fresh perspective’.
This outcome is less surprising as the results of prior research on this topic were
inconclusive (Pourciau 1993, Bengtsson e.a. 2007, Masters-Stout e.a. 2007).

Contrary to my expectation, | have not established a significant association between the CFO
tenure and prior employment variables and the magnitude of impairment charges. At best, |
can say that, if the decision not to take impairment charges is disregarded and only the data
of the remaining subsamples is tested, CFO prior employment is significantly associated with
the magnitude of impairment charges. Within the subsample compared to CFOs hired from
outside the company, internally hired CFOs are associated with larger impairment amounts.
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Appendix: companies in the sample

Company - Ceo Name: " Ceo ' Ceo prior - Cfo Name: = Cfo - Cfo prior
Name: appointment = employment: ‘- appointment : employment:
* year: ' * year: :
Arcelor Mittal  LakshmiN. | 1989 “inside —Aditya 2004 “inside
- Mittal - Mittal :
A.P. Moller - - Jess 1994 -~ inside - Sgren : 2006 - outside
Maersk : Sgderberg - Thorup '
-~ Sgrensen :
Air Liquide - Benoit Potier 2001 inside John Glen 2001 -~ outside
Anglo American = Tony Trahar 2000 outside René 2005 outside
Médori
Astra Zeneca : David Brennan : 2005 : inside ¢ Jon : 2005 : outside
| Symonds
BASF - Jurgen - 2003 - inside - Kurt Bock = 2003 -~ inside
. Hambrecht
Bayer AG Werner - 2002 inside ~ Klaus Kithn 2002 inside
- Wenning
BG Group Frank 2000 inside Ashley 2002 inside
Chapman ; Almanza 5
BHP Billiton Chip 2003 inside -~ Alex 2006 inside
Goodyear Vanselow
BMW Group ~ Norbert - 2006 inside  Stefan 2002 inside
Reithofer : ~ Krause :
BP John Browne 1995 inside Byron 2002 inside
Grote
British : Paul Adams 2004 - inside Paul : 2002 - inside
American % : % Rayner
Tobacco
Carrefour - José Luis - 1990 - inside - Eric Reiss  : 2005 - inside
' Duran ; ; | ;
Danone - Franck Riboud - 2006 © inside © Antoine - 2005 © outside
5 5 ' - Giscard 5 '
; - d’Estaing ;
Deutsche Post  Klaus - 1990 . outside - Edgar Ernst 1995 © inside
- Zumwinkel i
Deutsche ~ René 2006 inside Karl- - 2004 _inside
Telekom Obermann Gerhard E
Eick ,
Diageo Paul Walsh 2000 inside Nick Rose 1999 inside
EADS Noél Forgeard - 2005 inside Hans Peter 2002 outside
Ring
Electricite de  Pierre 2004 outside Daniel - 2002 outside
France (EDF) ~  Gadonneix Camus
Endesa ¢ Rafael 1997 outside Jose Luis 1991 inside
Miranda Palomo ;
Robredo Alvarez
Enel ~ Fulvio Conti = 2005 inside Claudio 2005 inside
: : : . Machetti '
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Ericsson Carl-Henric 2003 outside Karl-Henrik = 2003 inside
- Svanberg Sundstroem
Company ~ Ceo Name: Ceo - Ceo prior Cfo Name: Cfo - Cfo prior
Name: - appointment employment: appointment employment:
year: year: %
ENI Paolo Scaroni 2005 outside - Marco 2001 - inside
Mangiagalli -
France Telecom : Didier - 2005 - inside . Philippe - 2000 - inside
- Lombard : : - Jeunet :
GlaxoSmithKline = Jean-Pierre = 2000 ¢ inside ¢ Julian 2005 © inside
~ Garnier  Heslop
Iberdrola José Ignacio 2001 outside José Sainz 2002 outside
Sanchez Galan Armada
InBev Carlos Brito 2004 inside Felipe 2005 inside
| Dura |
Inditex .~ Pablo Isla - 2005 outside Antonio . 2006 inside
Alvarezde ' .~ Rubio ; :
; Tejera Merino
L'Oreal Jean-Paul 2005 outside Christian 2003 outside
Agon Mulliez
LVMH Bernard 1989 _inside Jean- 2004 outside
Arnault ; Jacques ;
Guiony
National Grid ~ Roger Urwin . 2001  inside .~ Steve - 2002 - inside
: - Lucas
Nestlé - Peter - 1997 - inside . Paul - 2006 . outside
Brabeck- : : Polman i :
Letmathe : : :
Nokia - Olli-Pekka - 2006 inside ~Richard A. 2004 inside
- Kallasvuo : _ - Simonson :
Novartis Daniel Vasella 1999 . inside - Raymund 1996 . inside
- Breu
Reckitt Bart Becht 1995 inside “ColinDay 2000 outside
Benckinser
Repsol ~ Antonio 1997 - outside - Fernando 2006 - outside
Brufau Niubd 5 Ramirez ;
: : Mazarredo :
Rio Tinto ~ Tom Albanese = 2006 inside “Guy Elliott 2002 inside
Roche Group - Ranz Humer  : 1998 inside Erich - 2001 - outside
v - Hunziker :
Royal Dutch Jeroen van 1997 inside Peter Voser : 2005 outside
Shell der Veer
Royal KPN AJ. 2001 inside M.H.M. 2004 outside
- Scheepbouwer : . Smits
Royal Phillips ~ Gerard 2001 inside Pierre-Jean 2005 outside
Electronics Kleisterlee » - Sivignon _
RWE Harry Roels 2003 outside Klaus 1999 -~ outside
: Sturany '
SAB-Miller - Graham - 1999 - inside Malcolm : 2001 - inside
- Mackay 5 Wyman
Saint-Gobain Pierre-André = 2005 inside Benoit 2005 inside
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: de Chalendar Bazin
Company Ceo Name: Ceo - Ceo prior Cfo Name: Cfo Cfo prior
Name: appointment employment: appointment - employment:
year: ' year:
Sanofi-Aventis Jean-Francois = 1999 inside Jean- - 2004 inside
Dehecq Claude
: Leroy :
Suez -~ Gérard 2001 inside Philippe 2000 inside
Mestrallet Jeunet
Telecom Italia  Riccardo 2002 - outside - Enrico 2001 - outside
Ruggiero : :  Parazzini :
Telefonica Cesar Alierta 2000 inside Santiago 2002 inside
: - Fernandez
: - Valbuen
Telia Sonera - Anders Igel : 2002 . outside - Kim - 2000 . outside
Ignatius
Tesco Terry Leahy 1997 inside Andrew 1997 outside
Higginson
Total Thierry 1995 inside Robert 1994 inside
Desmarest Castaigne
Unilever - Patrick : 2005 : inside Rudy - 2000 © inside
~ Cescau ~Markham
Vivendi Jean-Bernard | 2005 ~inside - Jacques 2002 - outside
Lévy Espinasse
Vodafone Arun Sarin : 2003 : inside - Andy 2005 : inside
E Halford E
Volkswagen ~ Bernd 2002 inside - Hans Dieter = 2003 ~ outside
Pischetsrieder ° ~ Pétsch :
Xstrata Mick Davis 2001 outside Trevor Reid | 2002 outside
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Risk Reporting: An Analysis of the
German Banking Industry

Laura van Oorschot MSc.'

Executive summary

The recent financial crisis resulted in an increased attention on the risks of banks and their
financial instruments. This article discusses the outcomes of a study on the quantity and
quality of market, credit, and liquidity risk disclosures and the relationship 1) between the
quantity and quality of disclosures, 2) between disclosures and bank size, 3) disclosures
and bank profitability, and 4) disclosures and time. The 2005-2008 annual reports of a
sample of German banks are studied and the disclosures are measured by using two
disclosure index frameworks. The results provide a sound basis for future research like
capital market research, event studies, and behavioral studies in relation to risk
disclosures.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5413.

1. Introduction
‘Banks are especially unpopular in two circumstances: first, when they are very
profitable; and second, when they are very unprofitable (Sir Davies, LSE?).

In 2007, and even more in 2008, the world got confronted with an international financial
crisis, also called the credit crisis. One of the industries that is hit hard by this crisis is the
German banking industry, that even needed support from the government to survive.

Since the existence of banks these are known to be major risk taking and risk management
entities. According to Linsley and Shrives (2005, 205) they are therefore “expected to
release relevant risk-related information to the marketplace, as part of good corporate
governance”. The annual report is for many years used to communicate firm performance
with share- and stakeholders and includes, in general, both mandatory and voluntary
disclosures. Although some suggest that companies will disclose more bad news when their
financial position is threatened (Darrough and Stoughton, 1999; Suijs, 2005), Linsley and

! Laura van Oorschot studied ‘Business Economics’ at the Erasmus University Rotterdam and is currently
employed by KPMG Accountants N.V. This article is based on the Master thesis, which was supervised by
Drs. J. Maat.

2 Sir Howard Davies, director of the London School of Economics in ‘New banking rules: tread carefully’, The
Financial Times, September 30, 2008.
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Shrives (2006, 279) state that banks might wish to keep discussion about their risk levels
out of the public domain.

The discussion about risk disclosures was already going on for several years due to major
corporate scandals, but it took the International Accounting Standards Board however until
2005 to publish an exposure draft to come to regulation to improve the disclosures about
financial instruments and their risks. From 2007 specific disclosures are required by IFRS 7
Financial Instruments - Disclosures. Other risk disclosures are required by Basel Il pillar 3
(2008) and for German banks already since 1998 by the Commercial Code and since 2001 by
the German Accounting Standard 5-10. Comprehensive risk disclosures in the annual
reports of German banks are therefore expected, even in the years before IFRS 7 and Basel
I.

Since there are only a few empirical studies on risk disclosures by banks (Basel Committee,
2001, 2002, 2003; Linsley et al., 2006; Helbok and Wagner, 2006) and the interest in it has
strongly increased recently, it is interesting and relevant to examine this topic. This study
focuses on a recent time period and incorporates as one of the first the disclosure
requirements of IFRS 7. Next to that, a different way of measuring the quality of
information is developed, as opposed to other studies that use the quantity as a proxy for
the quality of information.

The problem of this research is defined by the following main research question:

How can differences in the quantity and quality of financial instrument risk disclosures in
the annual reports of German banks be measured and explained?

In conclusion, this article discusses research on the risk disclosures of financial instruments
in the annual reports of German banks and analyzes some factors that might be of
influence on the differences in disclosures over time and between banks. In section 2 some
information on the background of risk and disclosures is provided, together with the
discussion of prior literature. Section 3 hereafter provides information on the disclosure
frameworks used, the developed hypotheses and the way the results are calculated. In
section 4 the results and analysis are discussed and section 5 includes the limitations of
this study and the conclusion.

2. Background and prior literature

2.1. Background risk and risk disclosures

Risk is driven by internal and external factors, and both the ASB and ICAEW view risk as the
“uncertainty as to the amount of benefits” which “includes both potential for gain and
exposure to loss” (ICAEW, 1998, 5). According to Beretta and Bozzolan (2004, 269) risk
disclosures can as a consequence of this definition be defined as “the communication of
factors that have the potential to affect expected results”.
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Since this research focuses on risk disclosures of financial instruments it is useful to make
clear what financial instruments are. According to the International Accounting Standards
this is “any contract that gives rise to a financial assets of one entity and a financial
liability or equity instrument of another entity” (IAS 32.11) and can be divided into
primary (receivables, payables, and equity instruments) and derivative financial
instruments (options, futures, forwards, and swaps). Although the goal of having financial
instrument is to make a profit on them or prevent losses with it, there is always some
uncertainty about whether this goal will be achieved. This uncertainty can be divided in
three main categories: credit risk, liquidity risk, and market risk whereby the latter
includes currency risk, interest rate risk, and other price risk.

The rationale behind risk reporting can be explained by the agency theory, the information
asymmetry perspective, the information risk perspective, the Modern Portfolio Theory, the
political cost perspective and the signalling perspective. Due to their position the
information that banks and the users of their annual reports have differs. Disclosing part of
this information will reduce the information asymmetry between the parties and might
result in reduced costs of capital, better decision making by shareholders, less attention
from supervisors like the Authority of Financial Markets (AFM) or central banks and the
prevention of reputation damage. Managers might however be reluctant to release risk
information since this might be commercially sensitive and can give competitors an
advantage. Second, there is the issue of forward-looking information which is according to
the ICAEW “unreliable and could leave directors open to potential claims from investors
who have acted upon this information” (Linsley et al. 2006, 269).

Although risks in business have always existed, major corporate scandals in the past 30
years, the increasing complexity of business structures, a changing environment and
technology, and the current crisis on the financial markets have increased the focus on risk
and risk management. In the past years different reports gave considerable attention to
this topic (Cadbury Report, 1992; AICPA, 1995; ICAEW, 1998; Turnbull Report, 1999;
ICAEW, 1999; ICAEW, 2002) and the disclosures of risks have become less voluntary.

When it comes to comprehensive risk reporting, Germany was a forerunner by introducing
the Law on Corporate Control and Transparency in 1998. This resulted in amendments of
paragraphs 289 (1) and 315 (1) of the German Commercial Code, which required companies
to report in their annual reports about risks, chances and expected future developments,
including the assumptions for this (HGB § 289 (1) and § 315 (1)). Later on, in 2001, the
German Accounting Standard Board adopted German Accounting Standard No.5. Risk
reporting, with GAS 5-10 about risk reporting by banks. Another few years later the
International Accounting Standards Board revised and enhanced the already existing
regulation regarding the disclosures of financial instruments (IAS 32) due to the fact that
“the techniques used by entities for measuring and managing exposure to risks arising
from financial instruments have evolved and new risk management concepts and
approaches have gained acceptance” (I1ASB, 2004, 3). From 2007 companies with financial
instruments and that report in conformity with IFRS have to comply with IFRS 7, which
requires specific risk disclosures in the annual report. For banks the requirements of Basel
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Il pillar 3 are added to this since 2008, although a part of these requirements are similar to
those in IFRS 7. If incorporated into national laws, companies in the EU member states
already had to report on risks and uncertainties however since 2005, due to a change in
article 1(14)(a)’. This resulted in similar requirements by the EU as the requirements in the
German Commercial Code since 1998.

2.2. Prior risk disclosure literature

The past 30 years many researchers have examined voluntary disclosures in annual reports
from different perspectives, including the capital market and positive accounting
perspective. Recent studies focus more specifically on the topic of risk reporting in annual
reports (e.g. Kajiuter and Winkler, 2003; Beretta and Bozzolan, 2004; Linsley and Shrives,
2006; Abraham and Cox, 2007).

Most of the research on risk disclosures focuses on non-financial companies in a particular
country and examine among others the relationship between the level of risk disclosures
and company size. For instance Linsley and Shrives (2006) who found, in according to a
study by Beretta and Bozzolan (2004), that for a sample of 79 UK FTSE 100 listed firms
there exists a positive relationship between the amount of risk disclosures and company
size®.

A more specific stream of risk disclosure studies focuses on risk disclosures in relation to
derivatives and other financial instruments by financial and non-financial companies
(Adedji and Baker, 1999; Rajgopal, 1999; Jorion, 2002; Dunne et al., 2004). Dunne et al.
(2004) and Dunne and Helliar (2003) thereby found that the implementation of FRS 13
Derivatives and Other Financial Instruments - Disclosures resulted in an increase in
disclosures, but also a market reaction.

Studies on risk reporting by German, mostly non-financial firms are performed by Kajuter
and Winkler (2003), Fischer and Vielmeyer (2004) and Kajliter and Esser (2007). For
example, by examining the management reports of a sample of 83 German stock-listed
companies and using content analysis, Kajluter and Winkler (2003, 219-228) found that the
quantity of risk disclosures increased in the period 1999-2001, but that there was non-
compliance with GAS 5 which became effective in 2001.

Literature on risk reporting by banks is still rather rare due to the limited amount of
research on this topic. The literature that is available can be divided in two different
streams: ‘academic’ research (Basel Committee, 1999, 2000, 2001; Linsley et al., 2006;
Helbok and Wagner, 2000) and research by audit firms (e.g. PricewaterhouseCoopers,
2008; Ernst & Young, 2008; KPMG, 2008).

3 Modernisation Directive 2003/51/EC of June 18", 2003

4 Company size is measured by taking the natural logarithm of market value and the natural logarithm of
turnover. The Pearson correlation for market value is 0.467 and for turnover 0.364, both significant at a
0.01 level.

150



The Basel Committee on Banking Supervision was the first to study this specific topic by
analyzing the disclosure levels in the 1999, 2000 and 2001 annual reports of approximately
55 different banks from 13 countries all over the world. The finding were based on a
survey of 104 questions in 12 categories about different types of risk in the annual reports
and were filled in by the national banking supervisors with yes, no or not applicable.
Conclusion by the Basel Committee were based on the comparison of disclosure rated
during the years. For the year 2000 for instance they concluded that the internal models
for market risk are rather extensively disclosed, but that the disclosures of the results of
stress tests should be improved (Basel Committee, 2002, 7).

Linsley et al. (2006) conducted one of the first studies using content-analysis by counting
sentences in the 2002 annual reports of a sample of in total 18 British and Canadian banks,
divided into two groups of 9 banks selected from the database The Banker. By conducting
this research they examined whether the size, profitability, risk level, and quantity of risk
definitions of the bank have a positive relationship with the total quantity of disclosure
levels (Linsley et al., 2006, 274). Hereby they made use of the disclosure model as used by
Linsley and Shrives (2006) and Kajuter (2001).

In accordance with the studies by Linsley and Shrives (2006) and Beretta and Bozzolan
(2004) of non-financial companies, Linsley et al. (2006) also found a positive relationship
between bank size, as measured by the natural logarithm of total assets and the natural
logarithm of market capitalization, and the total quantity of risk disclosures of banks’. No
association was found between the amount of risk disclosures and bank profitability, and
the amount of risk disclosures and risk level. Although there was not found a statistically
different level of risk disclosures between Canadian and UK banks, further research is
useful before more general statements about risk disclosures by banks can be made.

Apart for the academic studies, audit firms also study the topic of risk reporting and IFRS
7. For instance KPMG (2008) examined a sample of 25 European bank and 14 insurance
companies and their 2007 annual reports by using a disclosure index framework. This
framework consists of 6 types of risk and in total 160 items, which are based on regulatory
requirements, recommendations, emerging ideas, and best practices (KPMG, 2008, 12).
One of their results is that credit risk turns out to be the risk area in which disclosures are
the most developed and another result is that requirements by regulation are in general
less developed that the best practices by banks.

3. Hypotheses development and research design
3.1. Risk disclosure frameworks

The objective of this research is to examine the risk disclosures of banks and to analyze
the possible differences is disclosures. In many prior research this is done by using content

5 The results show a Pearson-correlation of 0.734 and significance of 0.001 for total assets, and a Pearson-
correlation of 0.615 and significance of 0.015 for market capitalization. For total assets the correlation is
significant at the 0.01 level and for market capitalization at the 0.05 level (Linsley et al., 2006, 279)
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analysis (e.g. Kajuter and Winkler, 2003; Beretta and Bozzolan, 2004; Linsley and Shrives,
2006, Linsley et al., 2006; Abraham and Cox, 2007; Amran et al., 2009). This is according
to Babbie (2007, 319) “the study of recorded human communication” and can be classified
as unobtrusive research in which social behaviour is studied but not affected.

One of the approaches of content analysis is the disclosure index study “that specifies ex
ante a list of items and scrutinise the text for presence, ignoring sections of the text that
do not relate to this list” (Beattie et al., 2004, 208). For this study this research method is
used.

In order to measure both the quantity and quality of risk disclosures, two disclosures
frameworks are developed. One to measure the quantity of disclosures and one to measure
the quality of disclosures. Since other research does not make use of comparable
frameworks, for instance Linsley et al. (2006) count the sentences in the annual reports
about specific risks, new indexes are constructed. The items included in the quantity
framework are based on IFRS 7.31-42 , which correspond to the requirements of Basel |l
pillar 3 and the German Commercial Code. The items in the quality framework are based
on the qualitative characteristics of information® as defined by the conceptual frameworks
of the IASB (2001) and The Basel Committee (1998). The two frameworks are included in
appendix A and appendix B.

The frameworks are cross-country and in different industries applicable since they are
based on worldwide adopted accounting standards and characteristics of information. For
banks the risk disclosures are however much more important and therefore expected to be
more comprehensive. In this study the frameworks are not intended to be used as a
compliance study and no statements about whether a particular bank complies with the
regulation will be made. The focus will be on a single industry and a single country. More
research is therefore necessary to examine the differences between industries and
countries.

For every disclosed item an annual report can score one point. Based on the number of
items in the framework that are applicable to the annual report of a bank a maximum
amount of points can be scored’. The quantity and quality of disclosures can be measured
by calculating a score for every annual report according to the following formula:

o
DSCOREy = 1, :’rl}f'sr ESfC?RE}b-r
=1

By dividing the sum of the scores of all items of bank B by the maximum score of bank B,
the result will be a disclosure score between 0 and 1. If for example the number of items
in the framework is 30 and the maximum score as well, and in the annual report 25 items

¢ Relevance, comparability, reliability and understandability.

7 The maximum score for an annual report can differ since not all the items in the frameworks have to be
relevant for every bank and every year. Therefore not all the items should always be taken into account.
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are disclosed, the disclosure score is 25/30 = 0,833. After calculating all the scores these
can be compared with each other since the scores are scaled.

3.2. Sample size and selection of years

The sample of this study consists of 32 annual reports of the period 2005-2008 of the 8
German banks as included in table 1. The rationale behind selecting those years is due to
the fact that from January 1, 2007 the requirements of IFRS 7 are mandatory. Two years
before and two years after the introduction are therefore selected since an increase in
disclosures is expected to be shown in the annual reports.

Table 1 Banks included in sample

Commerzbank* Hypovereinsbank
DekaBank Deutsche Girozentrale KfW Bankengruppe
Deutsche Bank* LandesBank Berlin Holding*
Deutsche Postbank* WestLB

* stock-listed in Germany and/or abroad

3.3.Hypotheses
A limited amount of hypotheses is developed in order to find explanations for possible
differences in disclosure scores. These hypotheses will be described in short below.

Quantity versus quality

Since researchers and their studies do not agree on whether quantity is a good proxy for
quality, two disclosure frameworks are developed to measure both quantity and quality
aside from each other. Since there is no clear theoretical background for the expectation
that banks that disclose a lot of information also provide qualitative better information the
following hypothesis is drawn up:

H1: Banks with high quantity scores do not have high scores on the quality items.

Risk disclosures and bank size

In general, larger companies attract more attention from share- and stakeholders than
smaller companies. According to the Political Cost Theory this might lead to higher
political costs and one way of reducing these costs is to disclose more information. Also
the problems of information asymmetry, agency costs and higher demand of returns for
shareholders will be higher for larger companies. In accordance with Diamond and
Verrechia (1991,1325) larger companies and banks are therefore expected to disclose more
risk information. The following hypothesis is based on this:

H2a: There is a significant positive relationship between the quantity of risk
disclosures in the annual reports of German banks and bank size in the period
2005-2006.
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Since the disclosure requirements are equal for all banks in the period 2007-2008 the
following hypothesis is drawn up for this period:

H2b: There is no significant positive relationship between the quantity of risk
disclosures in the annual reports of German banks and bank size in the period
2007-2008.

Larger banks are expected to produce qualitative better annual reports since they have
more political exposure and in general more stakeholders that make use of the annual
reports. The following hypotheses are therefore drawn up:

H2c: There is a significant positive relationship between the quality of risk
disclosures in the annual reports of German banks and bank size in the period
2005-2006.

H2d: There is a significant positive relationship between the quality of risk
disclosures in the annual reports of German banks and bank size in the period
2007-2008.

Risk disclosures and profitability

According to Helbok and Wagner (2006a, 11) banks that are more profitable will be early
adopters of risk disclosures since they want to distinguish themselves from the other, less
profitable banks. Next to that, the political cost theory gives rise to the expectation that
more profitable banks will disclose more risk information, although in general mixed
results are found®. In accordance with the theory and expectations the following
hypotheses are drawn up, taking into account that from 2007 the risk disclosures are
mandatory:

H3a: There is a significant positive relationship between the quantity of risk
disclosures in the annual reports of German banks and the relative profitability of
the banks in the period 2005-2006.

H3b: There is no significant positive relationship between the quantity of risk
disclosures in the annual reports of German banks and the relative profitability of
the banks in the period 2007-2008.

H3c: There is a significant positive relationship between the quality of risk
disclosures in the annual reports of German banks and the relative profitability of
the banks in the period 2005-2006.

H3d: There is a significant positive relationship between the quality of risk
disclosures in the annual report of German banks and the relative profitability of
the banks in the period 2007-2008.

8 See Ahmed and Courtis. 1999. Associations between corporate disclosure characteristics and disclosure levels
in annual reports: A meta-analysis, British Accounting Review 31: 35-61.
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Risk disclosures and time

In previous research by Kajuter and Winkler (2003) a positive relationship between the
quality of risk disclosures in the German annual reports of 1999-2001 of non-financial stock
listed companies and time was found. This result is consistent with the increase in demand
of risk disclosures and the general trend that is observed in the disclosures of banks
(Linsley and Shrives, 2005, 210). Next to that the disclosure scores of the German banks in
tables 2 and 3 also show at first sight an increase in the quantity and quality of disclosures
and therefore the following hypotheses are drawn up:

H4a: The quantity of risk disclosures in the annual reports of German banks has
increased significantly between the period 2005-2006 and 2007-2008.

H4b: The quality of risk disclosures in the annual reports of German banks has
increased significantly in the period 2005-2006 and 2007-2008.

3.4. Variable measurement and statistical methods

In order to calculate the correlation between bank size, profitability and disclosure scores,
the measurement of the variables have to be determined. Since not all banks in the sample
are stock-listed, bank size is not measured by market value of equity but by total assets,
and in order to prevent heteroscedasticity by taking the natural logarithm of total assets.
The relative profitability is measured by the financial ratios Return on (Average) Total
Assets (ROA) and Return on (Average) Equity (ROE).

Due to the normal distribution of the variables (by excluding possible outliers) parametric
tests can be applied to all the hypotheses. For hypotheses 1-3 Pearson correlation
coefficients are calculated at a 95 % confidence interval. For the fourth hypotheses a
paired samples t-test is used. The average disclosure score of the years 2005-2006 and
2007-2008 for every bank is calculated and these results are pair-wise compared to each
other.

4, Results and analysis
Applying the disclosure frameworks and statistical analysis as explained in sections 3.1.
and 3.4. shows the results as presented in tables 2, 3 and 4.

Table 2 Disclosure scores quantity Table 3 Disclosure scores quality
2005 2006 2007 2008 2005 2006 2007 2008
Mean 0,62 0,66 0,83 0,87 Mean 0,75 0,78 0,89 0,9
Min 0,29 0,41 0,75 0,81 Min 0,50 0,67 0,85 0,85
Max 0.78 0.81 0.95 0,95 Max 0,92 0,83 1,00 1,00

Stand.dev. 0,16 0,13 0,07 0,05 Stand.dev. 0,12 0,06 0,07 0,05

As opposed to the expectation of no significant correlation between the quantity and
quality the results show a significant positive relationship (at a confidence level of 99%).
This can be interpreted as banks that disclosure more items based on the quantity
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framework apparently also provide information of higher quality, for instance by disclosing
information in a specific way (e.g. including graphs and tables, comparable figure of
previous years). Since most of the banks score high on quality is it possible that banks
imitate each other.

No significant positive relationship between the quantity of disclosures and bank size was
found for the years 2005-2006, which might be explained by the influence of the German
disclosure requirements of GAS 5-10. Since these disclosures have been mandatory for
banks for several years before the introduction of IFRS 7 the disclosures of banks have
apparently become more similar. Institutional isomorphism or the influence of a large,
dominant bank might be an explanation but cannot be tested with the obtained results.
The surprising positive relationship in the period 2007-2008 might be explained by the
influence of the financial crisis on bank sizes. No unambiguous conclusion can be drawn on
whether the size of a bank is of significant influence on the risk disclosures in annual
reports.

Table 4 Pearson correlation coefficients

Quantity Quality LnTA LnTA ROAA ROAA ROAE ROAE
All All 05-06 07-08 05-06 07-08 05-06 07-08

Quantity  Pearson
All Correlation
Sig. (2-
tailed)
N 32 32
Quality Pearson
All Correlation
Sig. (2-
tailed)
N 32 32
Quantity  Pearson
05-06 Correlation
Sig. (2-
tailed) 0.720 0.773 0.390
N 16 16 16
Quantity  Pearson
07-08 Correlation
Sig. (2-
tailed) 0.028 0.117 0.211

N 16 15 15
Quality Pearson
05-06 Correlation 0.144 0.209 0.305
Sig. (2-
tailed)
N 16 16 16
Quality Pearson )
07-08 Correlation 0.567 0.106 0.142
Sig. (2-
tailed) 0.022 0.708 0.613

N 16 15 15

1 0.820*

0.000

0.820** 1

0.000

0.097 0.078 0.231

0.548* -0.422 -0.343

0.596 0.437 0.251

** Correlation is significant at the 0.01 level (2-tailed)
* Correlation is significant at the 0.05 level (2-tailed)
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As explained above, GAS 5-10 might be of influence on the disclosure levels of banks in the
period 2005-2006. For profitability there is therefore no significant positive relationship
shown either in the period 2005-2006. The fact that risk information is commercially
sensitive and involves a lot of uncertainty might also cause larger and more profitable
banks not to show significantly more risk information. The non-significant negative results
for the period 2007-2008 should be interpreted with care and in general no strong
statements about the relationship with profitability can be made based on these results.

The most interesting result is the significant increase in the quantity and quality of
disclosure between the periods 2005-2006 and 2007-2008. The paired samples t-test shows
results of -3,757 and -3,603, with significance levels of 0,007 and 0,0009 for quantity and
quality. This was already expected since the demand for disclosures has increased and due
to the introduction of IFRS 7. The financial crisis on the other hand might also be of great
influence since the focus of banks and their risk has increased greatly. By disclosing more
information banks might want to avoid discussions and prevent reputation damage. Even
though according to Linsley et al. (2006, 279) banks rather do not discuss their risk levels
publicly, the introduction of IFRS 7 is expected to be the main driver behind the significant
increase. Previous research has also shown that accounting standards are of important
influence on risk disclosures.

5. Limitations and conclusion

Limitations of this research are subjectivity, a limited amount of selected items in the
frameworks and the lack of scientific evidence that support the items in the quality
framework. Next to that, due to the limitation of time only a sample of German banks is
examined which makes it impossible to make statements about the whole (German)
banking industry.

Based on this research a number of other studies are however possible. For instance
whether the capital market becomes more efficient and the cost of capital declines due to
increased risk disclosures. Also a behavioural study can be done to examine whether
increased risk disclosures will lead to better decision making and judgements of the users
of the annual reports, and an event study on the introduction of IFRS 7 and the financial
crisis. In conclusion, this research is relevant for future research since it provides evidence
about the development of risk disclosures in the banking sector which might be explained
by a number of other factors and/or have an effect on the decision making of users of the
annual reports.

In conclusion, this research has mainly showed that the demand and supply of risk
disclosures has increased over the years. For the German banking sector the presence of
regulation (GAS 5-10, IFRS 7) is however the expected main driver for the increased supply,
and not the size and profitability of a bank.

157



References
Abraham, S. and P. Cox. 2007. Analysing the determinants of narrative risk information in
UK FTSE 100 annual reports, The British Accounting Review 39: 227-248.

Adedeji, A. and C.R. Baker. 1999. Financial reporting of derivatives before FRS 13,
Derivatives Use, Trading and Regulation, 5 (1): 51-62.

American Institute of Certified Public Accountants. 1995. Improving business reporting - A
customer focus, meeting the information needs of investors and creditors, Comprehensive
report of the Special Committee on Financial Reporting, New York (retrieved January 12,
2008 from:
http://www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting+Stan
dards/ibr).

Amran, A., Bin, A.M.R. and B.C.H.M. Hassan. 2009. Risk reporting: An exploratory study on
risk management disclosure in Malaysian annual reports, Managerial Auditing Journal 24
(1): 39-57.

Babbie, E.R. 2007. The practice of social research, Thomson Wadsworth, Belmont.

Basel Committee on Banking Supervision. 1998. Enhancing Bank Transparency, BIS.

Basel Committee on Banking Supervision. 2001. Pillar 3 (Market Discipline) supporting
document to the new Basel Capital Accord, BIS.

Basel Committee on Banking Supervision. 2004. International Convergence of Capital
Measurement and Capital Standards - A Revised Framework, comprehensive version, Bank
for International Settlements.

Beattie, V.A. , Mclnnes, B. and S. Fearnley. 2004. A methodology for analysing and
evaluating narratives in annual reports: a comprehensive descriptive profile and metrics

for disclosure quality attributes, Accounting Forum 28: 205-236.

Beretta, S. and S. Bozzolan. 2004. A framework for the analysis of firm risk
communication, The International Journal of Accounting 39: 265-288.

Cadbury Committee. 1992. Report of the Committee on the Financial Aspects of Corporate
Governance, London, HMSO.

Darrough, M. en N. Stoughton. 1990. Financial Disclosure Policy in an Entry Game, Journal
of Accounting and Economics 12: 219 - 243.

Davies, Sir H. 2008. New banking rules: tread carefully, The Financial Times September 30
2008.

158



Diamond, D.W. and R.E. Verrecchia. 1991. Disclosure, liquidity, and the cost of capital,
The Journal of Finance 46: 1325 - 1359.

Dunne, T. and C. Helliar 2003. Financial reporting: FRS 13 derivatives disclosures,
Accountancy 131 (1318): 95.

Dunne, T. et al. 2004. The introduction of derivatives reporting in the UK: A content
analysis of FRS13 disclosures, Journal of Derivatives Accounting 1 (2): 205-219.

Ernst and Young. 2008. IFRS 7 in the banking industry (retrieved January 17, 2009 from
http://www.ey.nl/?pag=808&publicatie_id=3155)

Fischer, T.M. and U. Vielmeyer. 2004. Analyse von Risk Disclosure Scores: Risikoorientierte
Unternehmenpublizitat der DAX 100-Unternehmen, Zeitschrift fiir international und
kapitalmarktorientierte Rechnungslegung 4 (11): 459 - 474.

Germany. 1998. Law on Control and Transparancy in Business (Gesetz zur Kontrolle und
Transparenz im Unternehmensbereich, KonTraG), Deutscher Bundestag, Berlin.

Helbok, G. and C. Wagner. 2006a. Determinants of operational risk reporting in the
banking industry, Paper SSRN (retrieved March 14, 2009 from
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=425720).

Helbok, G. and C. Wagner. 2006b. Determinants of operational risk reporting in the
banking industry, Journal of Risk 9 (1): 49-74.

Institute of Chartered Accountants in England and Wales. 1998. Financial reporting of risk -
Proposals for a Statement of Business Risk, ICAEW, London.

Institute of Chartered Accountants in England and Wales. 1999. No Surprises: The Case for
Better Risk Reporting, ICAEW, London.

Institute of Chartered Accountants in England and Wales. 2002. No Surprises: Working for
Better Risk Reporting, ICAEW, London.

International Accounting Standards Board. 2001. Framework for the preparation and
presentation of financial statements.

International Accounting Standards Board. 2004. IASB publishes Exposure Draft on Financial
Instrument Disclosures, press release July 22.

International Accounting Standards Board. 2007. International Financial Reporting
Standards

159



Jorion, P. 2002. How informative are value-at-risk disclosures?, The Accounting Review 77
(4): 911-931.

Kajuter, P. 2001. Risikoberichterstattung: Empirische Befunde und der Entwurf des DRS 5,
Der Betrieb 3: 105-111.

Kajuter, P. and C. Winkler. 2003. Die Risikoberichterstattung der DAX100-Unternehmen im
Zeitvergleich, Kapitalmarktorientierte Rechnungslegung 5: 217-228.

Kajuter, P. and S. Esser. 2007. Risiko- und Chancenberichterstattung im Lagebericht, IRZ 2
(6): 381-390.

KPMG, 2008. Financial Institution Risk Disclosure Best Practice Survey 2008: Cost-efficient
ways to improve transparency exist, KPMG Finland (retrieved from

http://kpmg.fi/Binary.aspx?Section=1667&ltem=4834 on March 18, 2009)

Linsley, P.M. and P.J. Shrives. 2005. Transparency and the disclosure of risk information in
the banking sector, Journal of Financial Regulation and Compliance 13 (3): 205-214.

Linsley, P.M. and P.J. Shrives. 2006. Risk reporting: A study of risk disclosures in the
annual reports of UK companies, The British Accounting Review 38: 387-404.

Linsley, P.M., Shrives, P.J. and M. Crumpton. 2006. Risk disclosure: An exploratory study of
UK and Canadian banks, Journal of Banking Regulation 7 (3/4): 268-282.

PricewaterhouseCoopers. 2008. Accounting for change: transparency in the midst of
turmoil. A survey of banks’ 2007 annual reports.

Suijs, J. 2005. Voluntary Disclosure of Bad News, Journal of Business Finance & Accounting
32 (7-8): 1423 - 1435.

Turnbull Report. 1999. Internal Control: Guidance for Directors on the Combined Code,
ICAEW, London.

160



Appendix A Quantity framework

Item

3a
3b

6a

6b
6¢c
6d

Item

10

10a
10b

Market risk - Interest rate risk

Disclosure requirement

Exposure to risk and how they
arise
Objectives, policies and
processes for managing the risk
and the methods used to measure
the risk
Changes in exposure to risk,
measurement of risk, and
objectives, policies and processes
to manage the risk from the
previous period

e Disclosure of changes

e Explanation for changes
Summary quantitative data about
is exposure to risk at the
reporting date
Interest rate sensitivity analysis
showing how profit or loss and
equity would have been affected
by changes in the relevant risk
variable that were reasonably
possible at that date
Methods and assumptions used in
preparing the sensitivity analysis

e  Method sensitivity

analysis

*  Model used for analysis

e Assumptions used

e Explanation of on what

the parameters are based

Concentration of interest rate
risk if not apparent from
summary quantitative data and
sensitivity analysis

Market risk - Currency risk
Disclosure requirement

Exposure to risk and how they
arise
Objectives, policies and
processes for managing the risk
and the methods used to measure
the risk
Changes in exposure to risk,
measurement of risk, and
objectives, policies and processes
to manage the risk from the
previous period

e Disclosure of changes

e Explanation for changes

Source Disclosure score
IFRS 7.33a
IFRS 7.1G15

IFRS 7.33b
IFRS 7.1G15

IFRS 7.33c
IFRS 7.1G17

IFRS 7.34a

IFRS 7.40a

IFRS 7.40b

IFRS 7.34c

Source

IFRS 7.33a
IFRS 7.1G15
IFRS 7.33b
IFRS 7.1G15

IFRS 7.33¢
IFRS 7.1G17
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11

12

13

13a

13b
13¢
13d

14

Item

15

16

17

17a
17b
18

19

20

20a
20b
20¢
20d

21

Summary quantitative data about
is exposure to risk at the
reporting date
Currency risk sensitivity analysis
showing how profit or loss and
equity would have been affected
by changes in the relevant risk
variable that were reasonably
possible at that date
Methods and assumptions used in
preparing the sensitivity analysis

* Method sensitivity

analysis

¢ Model used for analysis

e Assumptions used

* Explanation of on what

the parameters are based

Concentration of currency risk if
not apparent from summary
quantitative data and sensitivity
analysis

Market risk - other price risk
Disclosure requirement

Exposure to risk and how they
arise
Objectives, policies and
processes for managing the risk
and the methods used to measure
the risk
Changes in exposure to risk,
measurement of risk, and
objectives, policies and processes
to manage the risk from the
previous period

e Disclosure of changes

e Explanation for changes
Summary quantitative data about
is exposure to risk at the
reporting date
Other price risk sensitivity
analysis showing how profit or
loss and equity would have been
affected by changes in the
relevant risk variable that were
reasonably possible at that date
Methods and assumptions used in
preparing the sensitivity analysis

*  Method sensitivity

analysis

¢ Model used for analysis

e Assumptions used

* Explanation of on what

the parameters are based

Concentration of other price risk
if not apparent from summary
quantitative data and sensitivity

IFRS 7.34a

IFRS 7.40a

IFRS 7.40b

IFRS 7.34c

Source

IFRS 7.33a
IFRS 7.1G15
IFRS 7.33b
IFRS 7.1G15

IFRS 7.33c¢
IFRS 7.1G17

IFRS 7.34a

IFRS 7.40a

IFRS 7.40b

IFRS 7.34c
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Item

22

23

23a

23b

24

24a
24b
25

26

27

28

29

29a

29b

30

31

32

analysis
Credit risk
Disclosure requirement

Exposure to risk and how they
arise
Objectives, policies and
processes for managing the risk
and the methods used to measure
the risk
e Objectives, policies and
processes for managing
the risk
e Methods used to measure
the risk
Changes in exposure to risk,
measurement of risk, and
objectives, policies and processes
to manage the risk from the
previous period
e Disclosure of changes
e Explanation for changes
Summary quantitative data about
is exposure to risk at the
reporting date
Concentrations of credit risk if
not apparent from summary
quantitative date and sensitivity
analysis
Amount of maximum exposure to
credit risk (before deducting
value collateral)
Description of collateral held as
security and other credit
enhancements
Information about the credit
quality of financial assets with
credit risk that are neither past
due nor impaired
e Information about credit
quality
e Explanation rating system

The carrying amount of financial
assets that would otherwise be
past due or impaired whose
terms have been renegotiated

By class of financial assets an
analysis of the age of financial
assets that are past due as at the
reporting date but not impaired
By class of financial assets an
analysis of financial assets that
are individually determined to be
impaired at the reporting date,

Source

IFRS 7.33a
IFRS 7.1G15
IFRS 7.33b
IFRS 7.1G15

IFRS 7.33c
IFRS 7.1G17

IFRS 7.34a

IFRS 7.34c¢

IFRS 7.36a

IFRS 7.36b

IFRS 7.36¢

IFRS 7.1G23

IFRS 7.36c
IFRS 7.1G24

IFRS 7.1G25
IFRS 7.36a

IFRS 7.37a

IFRS 7.37b

IFRS 7.1G29
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32a

32b

32c

33

34

35

Item

36

37

37a

37b

38

38a
38b
39

including the factors the entity
considered in determining that
they are impaired
e Disclosure of factors the
entity considered in the
impairment
e Carrying amount of
impaired financial assets
e Amount of impairment
loss
Description of collateral held by
the entity as security and other
credit enhancements for the
amounts as disclosed in IFRS
7.37a and b and, unless
impracticable, an estimate of
their fair value
Nature and carrying amount of
assets obtained by taking
possession of collateral it holds
as security or called on other
credit enhancements, and such
assets meet the recognition
criteria on other standards

Policies for disposing assets or
use of it in its operations when
the assets are not readily
convertible into cash

Liquidity risk
Disclosure requirement

Exposure to risk and how they
arise
Objectives, policies and
processes for managing the risk
and the methods used to measure
the risk
e Objectives, policies and
processes for managing
the risk
* Methods used to measure
the risk
Changes in exposure to risk,
measurement of risk, and
objectives, policies and processes
to manage the risk from the
previous period
e Disclosure of changes
e Explanation for changes
Maturity analysis for financial
liabilities that show the
remaining contractual maturities

IFRS 7.37c

IFRS 7.38a

IFRS 7.38b

Source

IFRS 7.33a
IFRS 7.1G15
IFRS 7.33b
IFRS 7.1G15

IFRS 7.33¢
IFRS 7.1G17

IFRS 7.3%a
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Other disclosures
Item Disclosure requirement

40 Information on subprime
exposure and financial crisis

Appendix B Quality framework

Item Qualitative characteristic

1 Relevance

2*

5 Comparability

9 Reliability

10 Understandability

11
12

13

Quality item

Disclosure of information on stress
scenarios

Disclosure of the expected future
impact of the financial crisis on the
bank and its results

Disclosure of information of
management of credit, liquidity and
market risk

Disclosure of whether VaR estimates

risk

and limits have been exceeded in the
year

Comparability of the presentation of
information of a specific bank over the
years

Comparable figures of previous years
disclosed

Comparable measurement methods
used or explanation for changes given
by a specific bank over the years
Accounting standards for (risk)
disclosures mentioned

Mentioned whether or not the risk
information in the management report
is audited

Use of tables and graphs to support the
text

Definitions of types of risk

Definition of measurement methods
used

Explanation of limitations of
measurement methods used

Disclosure score

* Only applicable in the years 2007 and 2008

165



Pay-for-performance?

An Empirical Investigation of the Relationship between Executive
Compensation and Firm Performance in the Netherlands

A.A. (Bart) Bootsma'

Executive Summary

This paper investigates the relationship between CEO compensation and company
performance for Dutch listed companies for the period 2002-2007. The study examines if
absolute or relative changes in CEO pay are related to changes in company performance.
Furthermore, the study investigates if the pay-performance relationship has strengthened
after the introduction of the Dutch corporate governance code in 2004. The results suggest
that the Dutch corporate governance code had a positive effect on the pay-performance
relationship. This effect is mainly driven by the increased use of equity-based
compensation. Compared internationally, the pay-performance relationship in the
Netherlands remains relatively low.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/6150.

1. Introduction

Executive compensation has been a topic of much discussion for a long period of time.
Continuous debates among employers, employees, regulators and the press about the
level, structure and role of CEO compensation take place in most industrialized countries
(Duffhues and Kabir 2008). This political, social as well as academic debate also takes
place in the Netherlands. It is said that CEO compensation is not sufficiently connected to
performance: pay-for-failure instead of pay-for-performance (e.g. Couwenbergh 2007).

The main purpose of this study is to examine empirically if there is a relationship between
CEO compensation and firm performance of Dutch companies listed at Euronext

Amsterdam during the period 2002-2007.

In the master thesis three research questions have been formulated:

! This paper is based on my master thesis, which is supervised by Dr. J. Noeverman, Department of Accounting,
Auditing & Control, Erasmus School of Economics, Erasmus University Rotterdam.

Bart Bootsma has graduated from Economics & Business (Accounting & Finance) at the Erasmus School of
Economics. He is currently finishing the master’s program Bedrijfsrecht (Commercial Law) at the Erasmus School
of Law.
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1. What are the determinants of the level and structure of CEO compensation?
2. How strong is the relationship between top executive compensation and company
performance?
3. Has the pay-performance relationship strengthened during the period 2002-2007?
In this paper | will mainly focus on the second and third research question, the strength of
the pay-performance relationship and its development during the period 2002-2007. The
results of the first research question will not be presented in this paper.

The research is relevant for several reasons. Previous studies do not show unequivocal
results. Some studies found a strong positive relationship between CEO compensation and
company performance (e.g. Hall and Liebman 1998), other research found a weak positive
relationship (e.g. Jensen and Murphy 1990). There are even a few studies that report a
negative relationship (e.g. Duffhues and Kabir 2008).

Few research about this topic has been done conducted on Dutch data. A few notable
exceptions are the research of Duffhues et al. (2002), Cornelisse et al. (2005), Mertens et
al. (2007) and Duffhues and Kabir (2008). | hope this study can make a contribution to the
existing literature, by exploring the topic for Dutch listed companies, an area that has not
been investigated to its full extent previously.

It is also of practical relevance to conduct the research for the Netherlands. Since 2004 the
Dutch Corporate Governance Code (Staatscourant 2004, 250) is effective. This code
advices a strong connection between compensation and performance of top executives
(paragraph 11.2 of the code). Investigating how strong the relationship is between
remuneration of top executives and the performance of the company, is useful to monitor
this aspect of the code (Van Praag 2005).

The remainder of this paper is structured as follows. Section 2 will provide an overview of
prior literature. Hypothesis development, research design and the sample will be outlined
in section 3. Section 4 presents the empirical results. These results will be analyzed in
section 5. Finally, section 6 summarizes the main conclusions of this paper.

2, Prior literature

In order to provide a structured overview of the empirical studies it is necessary to make
choices in which studies are discussed and which not. | use several criteria to delimitate
the overview. First, studies should refer to Europe or the United States. Furthermore, the
studies should be based on listed companies in a cross-section of industries. Moreover,
performance of the company should be measured in current financial performance
measures. The sample should include CEOs. Another criterion is that the empirical studies
should explain (components of) compensation with performance. Moreover, studies should
be recent. Literature published before 1998 will not be discussed. An exception is the
influential study of Jensen and Murphy (1990).

The papers are used to find out what is best practice in conducting empirical research of
the pay-performance relationship. The papers show that the relationship differs in the
selected countries. The results of selected papers are compared with the results of the
conducted research in section 5. The selected papers and their main findings are presented
in table 1 on the next page.
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Table 1: Brief overview of the main findings in the pay-for-performance literature

Authors and Country | Period Board position | Main findings
year
Jensen and us 1974- CEOs The relationship between total pay
Murphy (1990) 1986 and performance, the PPS, is small,
but positive and significant.
Hall and Liebman | US 1980- CEOs A strong pay-performance
(1998) 1994 relationship is found based on four
different methods.
Conyon and US / UK 1997 CEOs The PPS in the US is much larger
Murphy (2000) than in the UK, mostly because in
the US more stock-based pay is
granted.
McKnight and UK 1992- Highest paid There is a pronounced link between
Tomkins (1999) 1995 executive board | pay and performance for both the
members short and long term.
Girma et al. UK 1981- CEOs The effects of the ‘Cadbury’ reforms
(2007) 1996 on CEO compensation are
disappointing.
Conyon and UK / 1969- CEOs The relationship between CEO
Schwalbach Germany | 1994 compensation and firm size and the
(2000) relation between cash compensation
and company performance is similar
in the UK and Germany.
Kaserer and Germany | 1990- All executive No stronger pay-performance
Wagner (2004) 2002 board members | relationship due to corporate
governance changes.
Yurtoglu and Germany | 1987- All executive Company size is much more
Haid (2006) 2003 board members | important in comparison to
together performance to determine the level
of executive pay. Moreover, a small
positive PPS is reported.
Duffhues NL 1996- All management | Positive relationship between
et al. (2002) 1998 board members | fraction of management options and
together accounting performance measures.
Cornelisse NL 2002- CEOs separately | No relationship between cash
et al. (2005) 2003 and all compensation and company
executive board | performance.
members
together
Duffhues and NL 1998- All executive Compensation is negatively related
Kabir (2008) 2001 board members | to both accounting- and market-
together based performance measures.
Mertens et al. NL 2002- CEQs, CFOs and | Small positive relationship between
(2007) 2006 other board short-term bonus and performance.

members
separately
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3. Hypothesis development and research design

This section is structured as follows. First the theoretical background is described in
paragraph 3.1. The hypotheses are formulated in paragraph 3.2. The research design is
described in paragraph 3.3. Finally, paragraph 3.4 is dedicated to the sample.

3.1 Theoretical background

Executive compensation is part of corporate governance. To gain more insight in what
corporate governance is, a distinction can be made between a business administrative,
legal, economical and management control view (Strikwerda 2002). Corporate governance
will be approached in this paper primarily from the economic point of view. Corporate
governance is from an economic point of view about “(...) the ways in which suppliers of
finance to corporations assure themselves of getting a return on their investment”
(Shleifer and Vishny 1997, p.737).

Agency theory

If ownership and control are separated in a company, this can lead to conflicts of interest.
Adam Smith already noticed this in 1776 in The Wealth of Nations (pp.669-700 in Cannan,
ed. (1937)). The principle of separation of ownership and control has been further
elaborated by Berle and Means (1932) and has since then played an important role in the
agency theory. Jensen and Meckling (1976) define an agency relationship as a contract
under which one or more persons (the principal(s)) engage another person (the agent) to
perform some service on their behalf. This involves for the principal delegating of decision-
making authority to the agent.

Agency theory is based on a number of assumptions: a conflict of interest, information
asymmetry and different risk characteristics between the principal and agent (Eisenhardt
1989). The relationship between stockholders and the management of a company is a
prominent example of an agency relationship. The separation of ownership and control of
the company with the stockholders as principals and the management as agents gives rise
to the principal-agent problem. Stockholders have delegated decision-making authority of
the company to the management. But management has not the same interests as
stockholders. Stockholders maximize the return on their investment in the company and
strive to long-term stockholder value creation. For a part management has other interests:
their own career and welfare. Managers prefer to run large businesses rather than small
ones, other things equal. This may not be in the best interest of the stockholders, as this
‘empire building’ may not result in investing in positive net present value projects (Brealy
et al. 2006). Another problem is managerial entrenchment (Shleifer and Vishny 1989).
Managers will invest in projects that fit with their personal skills, to improve their value
for the company. This temptation to overinvest, apparent in empire building and
managerial entrenchment, is called the free-cash-flow problem by Jensen (1986).
Information asymmetry is also apparent. Management has more information than the
stockholders. Moreover, management and stockholders have different risk characteristics.
In general, stockholders hold a diversified portfolio of stocks and are risk-neutral.
Managers are for their career and human capital dependent on one specific company and
are for that reason risk-averse (Mehran 1995).
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Different solutions are possible to solve the principal-agent problem. Examples are an
internal control system (e.g. Fama and Jensen 1983), the labor market for managers (e.g.
Fama 1980; Jensen and Murphy 1990), the market for corporate control (e.g. McColgan
2001; Jensen and Ruback 1983), the financial structure of the company (e.g. Easterbrook
1984; Jensen 1986) and executive compensation (e.g. Jensen and Murphy 1990; Jensen et
al. 2004). This paper focuses on executive compensation as solution to the agency
problem. The application of performance pay can diminish value destruction (agency
costs). If executive compensation is based on performance measures that align their
interest with the interests of the stockholders, the conflict of interest between them can
be diminished.

Managerial power theory

The managerial power theory dates back to the work of the famous economist Galbraith.
Galbraith coined the term “managerial capitalism” in the book The New Industrial State
(1967). This term refers to the view that managers detain more power and influence than
the stockholders on the decisional and directional process. Recently there is renewed
interest in this theory (e.g. Bebchuk and Fried 2004; 2006; Bebchuk et al. 2002; Jensen and
Murphy 2004).

Bebchuk and Fried (2004) state that there is “pay-without-performance”. The authors
explain this with their managerial approach to executive compensation. From this point of
view, the remuneration of top executives is not an instrument to reduce the agency
problem, but it can be seen as part of the agency problem. Managers of companies with
dispersed stock ownership have themselves a substantial influence on their own
compensation. Due to the dispersed ownership, managers can use their influence to get
high compensation which is in booming times strongly connected to stock prices and in bad
economic times not (Bebchuk and Fried 2003). So executive compensation should in this
theory not be seen as a tool to align the interests between stockholders and managers. To
understand the processes of setting pay the actual conditions under which pay is set should
be taken into account. In the agency theory optimal contracting is assumed. Executive
compensation can only take place at arm’s length contracting, which means careful
processes and procedures in which the contract consists of incentives to maximize
stockholder value (Jensen and Meckling 1976).

The managerial power approach results in sub-optimal incentives and the associated act of
rent extraction plays a role. Managers with power are able to extract rents and managers
with more power can extract more rents. Rents are defined as value in excess of what
managers would receive under optimal contracting (Bebchuk et al. 2002). The amount of
compensation that is paid to managers is camouflaged from the eyes of stockholders and
other stakeholders, so that it is no more related to company performance.

Although the managerial power approach is from a conceptual point of view quite different
from the optimal contracting approach, Bebchuk and Fried (2003) note that the former
cannot replace the latter. Compensation packages will be influenced by both market
influences, which push toward value maximizing contracts and by managerial influences,
which push toward directions favorable for managers.
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3.2 Hypothesis development

As outlined before, agency theory sees performance-related top-executive compensation
as a solution to the conflict of interest between stockholders and management. The
compensation aligns the interest of the management with the objectives of the
stockholders. So the agency theory is in support of the following hypothesis:

A positive relationship exists between CEO compensation and company performance (H1)

CEO compensation usually exists of the following elements: base salary, bonus, other
compensation, pensions, stock options and stocks. The sum of base salary and bonus is
called cash compensation and the aggregate of all compensation elements is called total
compensation. The hypothesized positive relationship between CEO compensation and
company performance is based on the performance-related elements bonus, options and
stocks. No relationship is hypothesized between base salary, other compensation, pensions
and company performance.

During the sample period 2002-2007 several changes have been made to the Dutch
corporate governance system, which may have influenced top-executive pay
arrangements. Transparency with respect to CEO compensation has increased during these
years. Until September 2002 the regulation for the disclosure of the remuneration of the
Board of Directors was very limited. Only the total amount of remuneration to all current
and former executive and supervisory board members should be reported (Article 383 of
Book 2 of the Dutch Civil Code). The ‘Disclosure on Remuneration and Stock Ownership of
Executive and Supervisory Directors Act’ took effect on 1°* of September, 2002 (Staatsblad
2002, 225). The Foundation for Annual Reporting (RJ) published guidelines based on this
act and on IAS 19 Employee benefits, which prescribe that companies provide information
in the annual report on granted rights and exercised and expired rights during the financial
year. The RJ (240.111) requires further that Dutch listed companies provide in the annual
report information on an individual basis of cash compensation, stock option plans, granted
options and stock-based compensation.

Since January 1, 2004 the Dutch corporate governance code (Tabaskblat 2003) came in
place. This code requires additional information in the annual report about the
remuneration of management board members. Paragraph 1.2 of the code is dedicated to
remuneration of members of the management board. The amount and composition of the
remuneration packages as well as the transparency of the compensation are discussed in
this paragraph of the code. Furthermore, the code advises a strong connection between
CEO compensation and company performance. Based on the aforementioned changes in
the Dutch corporate governance system it is hypothesized that:

The relationship between CEO compensation and company performance has
strengthened in the Netherlands during the period 2002-2007 (H2)
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3.3 Research design

In order to calculate the strength of the pay-performance relationship two models are
used: the pay-performance sensitivity (PPS) model of Jensen and Murphy (1990) and the
pay-performance elasticity (PPE) model of Hall and Liebman (1998).

Pay-performance sensitivity

PPS is an absolute measure. It measures with which amount CEO compensation increases if
company performance increases with €1.000. The PPS ordinary least squares regression
model is specified as follows:

A (Pay)i = a + BA (Perf)c + & (1)

The dependent variable A (Pay); represents the change in CEO compensation of company i
in period t compared to period t-1. In section 4 the PPS of cash compensation (sum of base
salary and bonus) and total compensation (sum of all compensation elements) are
reported. Delta stock options is computed with the Black-Scholes (1973) European call
option valuation model, which is modified for dividends by Merton (1973). The change in
the value of options is taken into account by comparing the value of the options at the
beginning of the year with the value at the end of the year after Hall and Liebman (1998).
Delta stocks is also calculated as the difference in value at time t and time t-1. Delta
stocks is also based on total compensation (i.e. the change in the value of stocks held by
the CEO is taken into account).

The absolute change in firm performance is measured in four different ways: delta
shareholder wealth, delta sales, delta net income and delta operating income. In
accordance with earlier empirical literature A (Shareholder wealth); is calculated as
market capitalization at period t-1 multiplied with total stockholder return (TSR) at period
t (e.g. Jensen and Murphy 1990, Murphy 1999, Mertens et al. 2007). Besides TSR three
accounting-based measures for performance are used in this equation. After Jensen and
Murphy (1990) profit and sales are used. Profit is operationalized as operating income and
net income (Mertens et al. 2007). The research of Mertens et al. (2007) points out that
these variables are often used by Dutch listed firms as financial performance measures in
the period 2002-2006. These three accounting-based measures are calculated as the value
at period t minus the value at period t-1.

Pay-performance elasticity

The PPE model is expressed in relative terms. It measures the increase in CEO pay in
percentages, if firm performance rises with 1%. The PPE model is among others used by
Hall and Liebman (1998), McKnight and Tomkins (1999) and Conyon and Murphy (2000).
This model can be specified as follows:

A LN (Pay)it = a + BA LN (Perf);; + € (2)
A LN (Pay) is the natural logarithm of CEO pay of company i at moment t minus the

natural logarithm of CEO compensation of firm i in the former period t-1. The
compensation elements are computed in the same way as in the previous pay-performance
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sensitivity equation. The difference with the PPS model is that the equation is now in
relative terms by using the natural logarithm.

The change in performance is measured as the change in shareholder value. The change in
shareholder value ignores share issues or repurchases and therefore equals the
continuously accrued rate of return on common stock (e.g. Murphy 1999, Conyon and
Murphy 2000). A LN (Shareholder value); is calculated as the natural logarithm of (1+TSR)
at moment t for company i. This computation is also used by Murphy (1999), Conyon and
Murphy (2000) and Mertens et al (2007). Again, several accounting-based measures are also
used as a proxy for company performance: Return on assets (ROA), Return on equity (ROE)
and sales growth. Sales growth is defined as LN sales at moment t minus LN sales at
moment t-1. This definition is also used by McKnight and Tomkins (1999). Delta ROA is
computed as ROA at period t minus ROA at period t-1. The same computation holds for
ROE. This computation is also used by Kato and Kubo (2006) and Mertens et al. (2007). This
way of calculating, implies that the changes in ROA and ROE are semi-elasticities.

It might be useful to further elaborate on the econometric method. This can explain why
no control variables are added to equation (1) and (2). Year-to-year performance related
changes in CEO compensation are typically modeled as:

(Pay)ic = vi + i + Bi (Perf)i + & i=1,2,.,N;5t=1,2,..T (3)

where vy; is a CEO or firm-specific effect that varies across CEOs but does not vary over
time for a given CEO, a; is a CEO or firm-specific time trend (company size, CEO age and
tenure, etc.), Perf is a firm performance measure, B;is the coefficient indicating the pay-
performance relationship and ;. represents the equation error.

For relative small times series (T<10) researchers regularly assume that time trends and
pay-performance relationships are constant across executives/companies. In terms of the
model this means a;= a and B; = B. Equation (3) can then be re-estimated using fixed-effect
methodologies or first differences. The result is, not surprisingly, the PPS-model presented
by equation (1). See Murphy (1999, p.30-31) and Conyon and Swalbach (2000, p.521-522).

Pay-performance relationship over time

It was hypothesized (H2) that CEO compensation will show a stronger relationship with
company performance during the period 2002-2007 due to corporate governance changes.
An important development in that respect was the Dutch corporate governance code
(code Tabaksblat) which took effect from 2004. In this study the period 2002-2003 (the
pre-Tabaksblat period) is compared with the period 2004-2007 (the period after the code
Tabaksblat came in place). After Girma et al. (2007) a dummy variable 0 is added with
value “0” in the period 2002-2003 and “1” in the period 2004-2007. This dummy variable &
measures differences in the change in CEO compensation before and after the introduction
of the Dutch corporate governance code. Moreover, an interaction variable is added to the
PPS and PPE model specifications. This interaction variable is computed as dummy variable
0 times the performance variable. If the link between pay and performance has increased,
then a statistically significant positive coefficient (i.e., B, > 0) will be observed on this
variable.
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The PPS equation is then adjusted as follows:

A (Pay)it = as + By A (Perf)i+ a; & + B, (0 *A (Perf));x + €it (1)
The PPE equation is then reformulated as follows:

A LN (Pay)it = a; + By A LN (Perf)i + a; 0 + B, (O * A LN (Perf))i + & (2%)

| use cash compensation (after Girma et al. 2007) as well as total compensation (after
Kaserer and Wagner 2004) as dependent variable in these equations. Corporate
performance is measured as discussed previously for the PPS and PPE model.

3.4 Sample

The data on CEO compensation have been collected from the website
<http://www.veb.net/bestuursvoorzitter/> of the Dutch Investor’s Association (VEB). The
crude assumptions the VEB uses for the parameters of the Black-Scholes formula (risk-free
interest rate, expected dividend rate and expected volatility) are adjusted. The data to
calculate the performance-related variables have been collected from the financial
databases Datastream and Worldscope.

The original sample consists of 160 companies listed at Euronext Amsterdam during (some
part of) the sample period 2002-2007. These funds can be listed at the AEX or AMX index or
are Small Caps or local funds. The total sample consists of 685 year observations (on
average 4 observations per company). Companies for which compensation or financial data
were not available for one or more years are eliminated from the sample for those years.
The regression results are based on CEOs that have been in function during the whole year.
Comparing compensation for the whole year t with part of t-1 (because the CEO was
appointed during that year) or with part of t+1 (because the CEO left the company during
that year) would have a distortive effect on the results. Extrapolating compensation for a
part of the year would also be arbitrary, especially for variable compensation elements.
Furthermore, extreme observations are eliminated from the final sample, because they
have a distortive effect on the results. Outliers are defined as cases which deviate more
than three standard deviations from the median (Wiggins 2000). The influence of this
elimination procedure on the number of observations is limited. In none of the models
more than thirteen observations are deleted due to extreme observations.
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5. Analysis

The indicator variable (Dummy) measures changes in the level of CEO compensation before
and after the introduction of the Dutch corporate governance code. This variable is
statistically significant in 12 out of 16 model specifications. The interaction variable
(Dummy*DeltaPerf) is statistically significant in 10 out of 16 model specifications. In one of
these cases (for the PPS of cash compensation) a negative relationship is found. In all other
statistically significant cases the interaction variable is positive. These findings indicate
that the PPS and PPE have changed significantly between the period 2002-2003 and 2004-
2007. The PPS and PPE have increased in the latter period compared to the former.

The results on the PPS model for cash compensation are reported in panel A. The figures
should be interpreted as follows. In the pre-Tabaksblat period (2002-2003) the CEO
receives 6,5 eurocents extra per €1.000 increase in shareholder wealth. In the post-
Tabaksblat period (2004-2007) the CEO received 4,2 eurocents less per € 1.000 increase in
shareholder wealth. So, overall the CEO received 6,5 - 4,2 = 2,3 eurocents extra per €1.000
increase in shareholder wealth. The overall PPS of cash compensation amounts 1,4, 9,1 and
4,8 eurocents extra per €1.000 increase in sales, net income and operating income
respectively. These figures are comparable with the findings of Mertens et al. (2007).
These authors report a PPS for cash compensation of 2,7, 1,6 6,5 and 4,2 for each € 1.000
increase in shareholder wealth, sales, net income and operating income respectively.

The results on the PPE model for cash compensation (panel B) show that the CEO receives
in the pre-Tabaksblat period 0,207% extra cash compensation for a 1% increase in
shareholder wealth. In the post-Tabaksblat period the CEO receives 0,086% less cash
compensation for a 1% increase in shareholder wealth. However, this finding is not
statistically significant. For the whole period 2002-2007 the PPE amounts then 0,2047 -
0,086 = 0,121. For sales, ROA and ROE the PPE amounts 1,155, 0,004 en 0,002. Again,
these figures are in line with the findings of Mertens et al. (2007). The PPS and PPE of cash
compensation have decreased after the introduction of the code Tabaksblat for delta
shareholder wealth. This finding does not hold for the accounting-based measures.

The results on the PPS model for total compensation (panel C) show that CEOs received in
the pre-Tabaksblat period 11,6 euro cents total compensation for a €1.000 increase in
shareholder wealth. In the post-Tabaksblat period the CEO receives 16,1 euro cents extra
total compensation for each €1.000 increase in shareholder wealth. So, the PPS for total
compensation amounts 11,6 + 16,1 = 27,7 euro cents for an increase in shareholder wealth
of €1.000. The PPE relationship between shareholder wealth and total compensation
(panel D) amounts in the pre-Tabaksblat period 0,138. The PPE has increased with 0,434 to
0,572 in the post-Tabaksblat period. The accounting-based measures do also show
increases after the introduction of the Dutch corporate governance code.

Changes in the value of options and stocks contribute to a large part to the total PPS and
PPE. The increase in the PPS and PPE for total compensation is mainly driven by the
increased use of equity-based compensation in recent years in the Netherlands (cf.
Swagerman and Terpstra 2007). For cash compensation, mainly driven by bonus, no large
increases (even a decrease for delta shareholder wealth) are reported after the
introduction of the code.
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Although the results should be interpreted carefully due to the limited number of years
that are compared, they suggest that corporate governance changes have improved the
pay-performance relationship in the Netherlands. This is in contrast to the findings of
Kaserer and Wagner (2004) for Germany and Girma et al. (2007) for the UK. However, the
pay-performance relationship still remains weak compared to the US. Jensen and Murphy
(1990) report a PPS of about 30 dollar cents for every $1.000 increase in shareholder
wealth. The overall PPE measured by Hall and Liebman (1998) for US companies is ranging
from 1,2 in 1980 to 3,9 in 1994.

The explanatory power of the PPS and PPE models that are used to investigate the strength
of the pay-performance relationship is comparable to previous research. The limited
overall explanatory power (Adjusted R2) has several reasons. In the first place, only
financial performance measures are analyzed. Qualitative/individual objectives are not
included in the regression analyses. As pointed out by Mertens et al. (2007) the ratio
quantitative/financial versus qualitative/individual measures amounts in the Netherlands
around 70%/30%.

Another possible explanation is given by Perry and Zenner (2001). This explanation is
especially relevant for bonuses. Bonus is measured as a linear function of performance. In
reality bonus-plans are fixed-target plans in which executives do not receive any payoff
until they reach a lower bound of the performance measure. Between the lower and the
higher bound, the bonus increases linearly with the performance measure. Beyond the
higher bound and the maximum bonus, additional performance is not reflected in the
bonus. Such features can reduce the explanatory power of the models.

Hypothesis 1, assuming a positive relationship between CEO compensation and company
performance, and hypothesis 2, assuming a stronger relationship after the introduction of
the Dutch corporate governance code in 2004, can not be rejected based on the empirical
results presented in this paper.

6. Summary and conclusions

This study contributes to the growing literature on CEO compensation by analyzing data
from the Netherlands. The timeframe 2002-2007 provides an interesting scenario for the
Netherlands. The Dutch corporate governance system changed significantly during this
period of time. An important development with respect to CEO compensation in the period
has been the introduction of the Dutch Corporate Governance Code in 2004. Since 1998-
2001, the research period of Duffhues and Kabir (2008), the level of corporate governance
in the Netherlands has improved.

The available theoretical framework and previous empirical studies do not provide a clear-
cut picture on the pay-performance relationship. On the one hand, the agency theory
assumes a positive pay-performance relationship. On the other hand, the managerial
power theory will not necessarily result in a positive pay-performance relationship.

179



The remuneration data of CEOs of a large sample of Dutch listed firms during the period
2002-2007 is analyzed. The strength of the pay-performance relationship has been
investigated based on the PPS model of Jensen and Murphy (1990) and the PPE model of
Hall and Liebman (1998). The sensitivity and elasticity of cash compensation (i.e. the sum
of base salary and bonus) are mainly driven by delta bonus. Changes in the value of options
and stocks contribute largely to the PPS and PPE of total compensation (i.e. the aggregate
of cash compensation, options and stocks).

Although the results should be interpreted carefully, the data suggest that the Dutch
corporate governance code, which took effect in 2004, had a positive effect on the pay-
performance relationship. Compared internationally, the pay-performance relationship in
the Netherlands remains relatively low.

This study is subject to several limitations. These limitations are mentioned in such a way
that they can be addressed in future research.

First of all this research is only based on CEO compensation. In reality, firms are run by
teams of managers. It may be interesting to extend the research with other members of
the management board (e.g. Aggarwal and Samwick 2003).

Another limitation concerning the data is the relative small size of the sample and the
limited time period for which compensation data are available (since 2002). This will result
in a lower quality research compared to American studies like Hall and Liebman (1998).
This study has focused solely on financial (accounting and market-based) performance
measures. However, recent evidence indicates that companies make increasingly use of
non-financial performance like for instance customer satisfaction and market share (e.g.
Ittner et al. 1997; Banker et al. 2000). These non-financial performance measures affect
CEO (cash) compensation as indicated by Davila and Venkatachalam (2004).

Endogeneity may be a problem in this study. Future research can use a simultaneous
equation framework to mitigate the endogeneity problem.

Finally, stock option valuation is a major limitation of this study. Several more or less
trivial assumptions had to be made in order to use the Black-Scholes formula to value stock
options. The estimation of the value of stock options is not controlled for conditional
compensation. Conditional compensation means that during the vesting period of the
options several performance criteria have to be met and the actual number of options
awarded depends on the extent to which the performance criteria are met. The
conditionality can be based on the rank in a peer group, earnings per share, (relative) TSR,
etcetera. Especially after the introduction of the Dutch corporate governance code
(paragraph 11.2.1 and 11.2.3) in 2004 this conditionality is more common in compensation
contracts in the Netherlands.

References

Aggarwal, N.K. and A.A. Samwick (2003), Performance incentives within firms: the effect
of managerial responsibility, Journal of Finance 58(4), pp.1630-1650.

Banker, R. D., G. Potter and D. Srinivasan. (2000), An Empirical Investigation of an

180



Incentive Plan that Includes Non-financial Performance Measures, The Accounting
Review 75, pp.65-92.

Bebchuk, L. and J. Fried (2003), Executive compensation as an agency problem, Journal of
Economic Perspectives 17, pp.71-92.

Bebchuk, L. and J. Fried (2004), Pay without performance, Cambridge: Harvard University
Press.

Bebchuk, L. and J. Fried (2006), Pay without performance: an overview of the issues,
Journal of Applied Corporate Finance 17(8), pp.8-23.

Bebchuk, L., J. Fried and D.l. Walker (2002), Managerial Power and Rent Extraction in the
Design of Executive Compensation, The University of Chicago Law Review 69, pp.751-846.

Berle, A.A. and G.C. Means (1932), The modern corporation and private property, New
York: MacMillan Publishing Company.

Black, F. and M. Scholes (1973), The pricing of options and corporate liabilities, Journal of
Political Economy 81, pp.637-659.

Brealey, R.A., S.C. Myers and F. Allen (2006), Principles of Corporate Finance, 8"edition,
New York: McGraw Hill.

Conyon, M.J. and K.J. Murphy (2000), The prince and the pauper? CEO pay in the United
States and United Kingdom, The Economic Journal 110, pp.640-671.

Conyon, M.J. and J. Schwalbach (2000), Executive compensation: Evidence from the UK
and Germany, Long Range Planning 33, pp.504-526.

Cornelisse, R.J.M, P.J.W. Duffhues and R. Kabir (2005), Beloning van topbestuurders en
ondernemingsprestaties in Nederland, Economisch Statistische Berichten 9-9-2005, pp.390-
393.

Couwenbergh, P. (2007), Halt aan extreme beloningen, Het Financieele Dagblad,
December 18, p.1.

Davila, A. and M. Venkatachalam (2004), The Relevance of Non-financial Performance
Measures for CEO Compensation: Evidence from the Airline Industry, Review of Accounting
Studies 9, pp.463-464.

Duffhues, P.J.W., R. Kabir, G.M.H. Mertens and P.G.J. Roosenboom (2002), Employee stock

options and firm performance in the Netherlands, in: McCahery,J. et al. (Eds.), Corporate
Governance Regimes: Convergence and Diversity, Oxford: Oxford University Press.

181



Duffhues, P.J.W. and R. Kabir (2008), Is the pay-performance relationship always positive?,
Evidence from the Netherlands, Journal of Multinational Financial Management 18, pp.45-
60.

Easterbrook, F.H. (1984), Two agency cost explanations of dividends, American Economic
Review 74(4), pp.650-659.

Eisenhardt, K.M. (1989), Agency Theory: An Assessment and Review, The Academy of
Management Review 14(1), pp. 57-74.

Fama, E.F. (1980), Agency Problems and the Theory of the Firm, Journal of Political
Economy 88(2), pp. 288-307.

Fama, E.F. and M.C. Jensen, Separation of Ownership and Control (1983), Journal of Law
and Economics 26(6).

Galbraith, J.K. (1967), The New Industrial State, London: Houghton Mufflin.

Girma, S., S. Thompson and P. Wright (2007), Corporate governance reforms and executive
compensation determination: evidence from the UK, Manchester School 75(1), pp.65-81.

Haid, A. and B.B. Yurtoglu (2006), Ownership structure and executive compensation in
Germany, working paper.

Hall, B.J. and J. Liebman (1998), Are CEOs really paid like bureaucrats?, Quarterly Journal
of Economics 113 (3), pp.653-691.

Ittner, C.D., D.F. Larcker and M.V. Rajan. (1997), The Choice of Performance Measures in
Annual Bonus Contracts, The Accounting Review 72, pp.231-255.

Jensen, M.C. (1986), Agency Costs of Free Cash Flow, Corporate Finance and Takeovers,
American Economic Review 76(2), pp. 323-329.

Jensen, M.C. and W.H. Meckling (1976), Theory of the Firm: Managerial Behavior, Agency
Cost and Ownership Structure, Journal of Financial Economics 3(4), pp.305-360.

Jensen, M.C. and K.J. Murphy (1990), Performance Pay and Top-Management incentives,
Journal of Political Economy 98(2), pp. 225-264.

Jensen, M.C., K.J. Murphy and E.G. Wruck. (2004), Remuneration: Where We've Been, How
We Got to Here, What are the Problems, and How to Fix Them, Harvard NOM Working
Paper No. 04-28; ECGI - Finance Working Paper no. 44/2004, July 12, 2004.

Jensen, M.C. and R.S. Ruback (1983), The market for corporate control: the scientific

evidence, Journal of Financial Economics 11, pp.5-50.

182



Kaserer, C. and N. Wagner (2004), Executive pay, free float and firm performance:
evidence from Germany, working paper.

Kato, T. and K. Kubo (2006), CEO compensation and firm performance in Japan: evidence
from new panel data on individual CEO pay, Journal of Japanese and International
Economies 20, pp.1-19.

McColgan, P. (2001), Agency theory and corporate governance: a review of the literature
from a UK perspective, working paper, University of Strathclyde, Glasgow, May 22, 2001.

McKnight, P.J. and C. Tomkins (1999), Top executive pay in the United Kingdom: a
corporate governance dilemma, International Journal of the Economics of Business 6(2),

pp.223-243.

Mehran, H. (1995), Executive compensation structure, ownership, and firm performance,
Journal of Financial Economics 38, pp.163-184.

Mertens, G.M.H., N. Knop and R. Strootman (2007), Pay-for-performance in Nederland
2002-2006, De praktijk en aanbevelingen voor de toekomst, Kluwer research base.

Merton, R. (1973), Theory of rational option pricing, Bell Journal of Economics and
Management Science 4(1), pp.141-83.

Murphy, K.J. (1999), Executive Compensation, in Ashenfelter, O., D. Card (Ed.), Handbook
of Labor Economics, North-Holland: Elsevier Science.

Perry, T. and M. Zenner (2001), Pay for performance? Government regulation and the
structure of compensation contracts, Journal of Financial Economics 62, pp.453-488.

Praag, C.M. van (2005), Relatie beloning van topbestuurders en bedrijfsprestaties,
Monitoring Commissie Corporate Governance Code.

Shleifer, A. and R.W. Vishny. (1989), Management Entrenchment: The Case of Manager-
Specific Investments, Journal of Financial Economics 25(1), pp. 123-139.

Shleifer, A. and R.W. Vishny (1997), A survey of Corporate Governance, Journal of Finance
52, pp.737-783.

Smith, A (1776), An Inquiry into the Nature and Causes of the Wealth of Nations, reprinted
with comments by Cannan (ed.) (1937), New York: Modern Library.

Strikwerda, J. (2002), Wat is ondernemingsbestuur?, Maandblad voor Accountancy en
Bedrijfseconomie, vol. 76, pp.54-64.

183



Swagerman, D. and E. Terpstra (2007), The effectiveness of Dutch executive pay packages,
Compensation Benefits Review 39, pp.47-57.

Tabaksblat, M., R. Abma, M. Knubben, F. van Beuningen, J. Glasz, G. Izeboud, J. Kalff, P.
de Koning, G. Moller, R. Pieterse, P. de Vries, A. Westerlaken and J. Winter, Corporate
Governance Committee (2003), The Dutch corporate governance code, Principles of good
corporate governance and best practice provisions, December 9, available at:
http://corpgov.nl/page/downloads/CODE%20DEF%20ENGELS%20COMPLEET%20III.pdf

Wiggins, B.C. (2000), Detecting and Dealing with Outliers in Univariate and Multivariate
Contexts, Mid-South Educational Research Association.

184



Adaptive Communication as a Means
toward better Performance

Can fit for purpose communication capability building activities help
organizations in communicating to deliver strategy and to improve
performance?

Mariska Schipper’

Executive Summary

The focus on the success factors for excellent performance has been growing in the last
decades. One of the factors that is generally believed to have a positive relationship with
organizational performance, is the internal communication process. Even though many
practitioners and academics believe that there is a relationship between internal
communication and organizational performance, there is little scientific evidence
supporting this relationship. This study attempted to fill this gap in literature, by providing
a definition on the concept of communication capability building and by empirically testing
the existence of a relationship between communication capability building and
organizational performance.

For the full text of this master thesis refer to the following webpage:
http://hdl.handle.net/2105/5446.

1. Introduction

1.1 Context

Nowadays we live in a world with extreme competitiveness, globalization, rapid
technological developments, improved accessibility worldwide, economic liberalization,
more and bigger acquisitions, and clients and citizens who have become increasingly
demanding. Organizations are facing a tough world, though managers are still expected to
deliver excellent results. They have to deal with trends and developments in a flexible
manner, gain money out of it, while at the same time control costs, increase quality and
service and satisfy stakeholders. Due to these developments, managers are keen to find

' Master thesis Erasmus School of Economics, Department of Accounting, Auditing & Control. This study was
supervised by drs. R. van der Wal. The author is currently studying Dutch Law at the Erasmus University
Rotterdam.
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out more about the characteristics that could lead their organization to better
performance than their peer groups (De Waal, 2007).

Several authors have tried to identify factors that have a relationship with
organizational performance. The influence of one of the aspects of management control
systems that has not been examined very often is the impact of internal communication on
performance. This seems extraordinary since the role of communication within in any
organization cannot be overemphasized. A lot of organizational problems and conflicts
arise from a lack of communication (Ogunsanwo, 1991). Internal communication is vital for
the performance of any organization (Richmond, McCroskey & McCroskey, 2005), especially
in the last decades, where managing communication has become increasingly complex due
to technological changes and changed social practices.

1.2 Research Question

This research is an exploratory study to the influence of communication capability building
on organizational performance. The study examines which aspects of internal
communication, if at all, contribute to organizational performance. To this end, the
following research question is formulated:

‘Do the organizational communication capability building activities have a positive
relation with organizational performance?’

Although there is no excess supply of literature on the process of communication capability
building, there are some studies which provide evidence for a positive relationship
between effective internal communication and organizational performance. The Watson
Wyatt Worldwide Reports (2007/2008) revealed that effective organizational
communication leads to superior financial performance. For that reason, | expect that the
organizational communication capability building activities do have a positive relationship
with organizational performance. This study attempts to provide evidence on which
communication capability building aspects contribute to organizational performance. It is
aiming at building knowledge, for the provision of knowledge to both academics and
practitioners.

1.3 Outline

The remainder of this paper is organized as follows. The second chapter gives a brief
overview of the theoretical framework used to structure this study, the Resourced Based
View of the Firm. Also the two concepts of interest, communication capability building and
organizational performance, will be discussed within this chapter. Chapter three contains
the research design , followed by the results in chapter four. Finally, chapter five contains
the conclusions for this study, limitations and suggestions for further research.

2. Prior literature

2.1 Resource Based View of the Firm

A possible framework that can be used for augmenting the conceptual analyses of
communication capability effects on organizational performance is the Resource Based
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View (RBV) of the firm. The RBV of the firm belongs to the research stream that believes
that the fit of organizational characteristics with the environment determines
organizational success. The organizational research paradigm suggests that managers of an
organization can influence their employees in a positive way, and thus increase
organizational performance, by taken into account factors as the formal and informal
structure, planning, control, information systems, skills and the relation of these factors to
the environment (Hansen & Wernerfelt, 1989).

Within the RBV, the organization is seen as a bundle of valuable resources, or in
other words, a bundle of strengths and weaknesses (Wernerfelt, 1984). Caves (1980)
defined resources more formally as the tangible and intangible assets which are tied semi-
permanently to the organization. The RBV is relevant in the scope of this thesis because it
offers an explanation for excellent organizational performance, by attributing superior
performance to the organization’s attributes and resources (Barney, 2001). Resources that
are valuable, rare, hard to imitate and not-substitutable, can generate sustainable
competitive advantage for organizations (Barney, 2001). Resources can include assets,
knowledge, organizational processes and capabilities (Bharadwaj, 2000). Grant (1991)
differentiates between resources and capabilities, Figure 1.

Resource
Based View
Resources Capabilities
Tangible Intangible
Personnel-
based

Figure 1 - Grant’s differentiation between resources and capabilities.

By assembling the resources that work together to build organizational capabilities,
organizations can create competitive advantage (Grant, 1991; Bharadwaj, 2000).
Capabilities are defined in this setting as the ability of organizations to assemble,
integrate and deploy valued resources, generally in combination of co-presence (Amit &
Schoemaker, 1993; Schendel, 1994; Russo & Fouts, 1997; Bharadwaj, 2000). Valued
resources refers in this context to ‘the resources that are valued by the firm for their
potential to contribute to competitive advantage’ (Oliver, 1997, p. 701). Capabilities
include organizational competencies which are embedded in the business processes and
routines (Prahalad & Hamal, 1990). According to Grant (1991), capabilities are related to
the capacity for a team of resources to perform certain tasks or activities. These
capabilities ‘involve complex patterns of coordination and cooperation between people,
and between people and resources’ (Grant, 1991, pp. 122). It is obvious that people are of
main importance in communication processes.

Organizational communication is a process by which people stimulate meaning in
the minds of other people in the formal context of an organization (Richmond, McCroskey
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& McCroskey, 2005). Communication processes fit the definition of organizational
capabilities of Grant, since communication involves coordination and cooperation between
people and people and resources. Therefore the communication capability building process
can be qualified as part of the organization’s attributes and resources. When the
organizational communication capability building activities increase the value of
communicational attributes and resources, they should be able to attribute to
organizational performance as well.

2.2 Organizational Performance

Organizations distinguish themselves from other systems by the primary orientation on goal
attainment (Parsons, 1956). Usually the objectives of the organization are equal to the
objectives of the owners of the organization (Zimmerman, 2006). For-profit organizations
usually have the common objective of maximizing owner’s equity, that is maximizing total
profits.

Performance measurement models provide value for all the contracting individuals
within the boundaries of an organization: owners, employees, suppliers, consumers and the
community as a whole - figure 2. These models provide a framework against which the
contracting parties can understand and evaluate their contributions and expectations
(Atkinson, Waterhouse & Wells, 1997).

User Purpose ‘

Manager Learning & Self-Improving

Lateral partners Dynamic coordination of actions and continuous
improvement

Supervisors Create aggregated or corporate wide measures

Monitoring subordinates
Feeding reward system
All actors within an organization Establishing a ‘sense of belonging’
Feed discussions for continuous improvement

External Stakeholders Desire to know how well the organization is doing and how
Shareholders well the organization is likely to perform in the future
Customers
Suppliers

The community
Financial Institutions
Regulatory Agencies

Figure 2 - Organizational Stakeholders according to Lebas (1995, p.24)

‘Performance measurement is intended to produce objective and relevant information on
program or organizational performance, that can be used to strengthen management and
inform decision making, achieve results and improve overall performance, and increase
accountability’ (Poister, 2003, pp.4). The need for performance measurement is pointed
out by an analogy to sport by Hatry (1978, pp. 28): ‘Unless you are keeping score, it is
difficult to know whether you are winning or losing’. Measuring performance makes it
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possible to compare the organization’s performance with its peer groups and it provides
information with respect to the effectiveness of the organization’s operations. Additionally
it makes it possible to separate between ‘success’ and ‘failure’ which is necessary for the
rewarding of ‘success’ and correction of ‘failure’ (Osborne & Gaebler, 1992).

Organizational performance can be measured by a broad variety of measures. Within this
study, organizational performance is measured by 2 variables, Return On Assets [ROA] and
the Ratio of Revenues to Expenses [RRE]. Both variables are financial ratio’s. Financial
ratios are frequently used for analyzing purposes for their ability to control for the effects
of size differences over time and across different organizations (Foster, 1986). Since a
broad variety of organizations have participated in this study, it was important to choose
two variables who could give a reliable reflection of organizational performance in all kind
of organizations. The measures should be able to reflect performance of both profit and
nonprofit organizations.

The first measure, ROA, is a measure of actual financial performance. This popular
measure for performance is related to the economic aspects of organizational performance
(Ansoff, 1965; Bourgeois, 1980; Gale, 1972; Dess & Robinson, 1984). Hax et al. (1984),
found similar results, ROA is most widely used in profitability analyses. ROA indicates how
profitable an organization is relative to its total assets. It provides information with
respect to the effectiveness of management’s use of invested capital - assets - in order to
generate profits. Even though non-profit organizations do not have profit-related
objectives, ROA still can be used to assess performance in these organizations (Barros &
Nunes, 2007).

ROA is calculated as the ratio of earnings before interest and taxes to total assets. (Core et
al., 1999; Barros & Nunes, 2007)

Earnings Before Interest and Taxes
ROA = x 100 %
Total Assets

The second variable for organizational performance is most often used in nonprofit
organizations, but is applicable to profit organizations as well. RRE is calculated as total
revenue divided by total expenditures (Siciliano, 1996, 1997; Brown, 2005).

Total Revenues
RRE = x 100%
Total Expenditures

The second measure for organizational performance, RRE, is chosen for balancing reasons.
ROA is a measure often applied in profit organizations, RRE is a measure often applied in
non-profit organizations.

2.3 Organizational Communication
Organizational communication can be defined as:
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‘{...} organizational communication [is] the process by which individuals stimulate
meaning in the minds of other individuals by means of verbal or nonverbal messages in the
context of a formal organization.’ (Richmond, McCroskey & McCroskey, 2005, p.20)
Organizational communication can be divided in external and internal communication. The
focus in this study will be on the internal communication processes, communication within
the organization. Internal communication is the two-way communication that takes place
within a company and flows into two directions, horizontal and vertical (Richmond,
McCroskey & McCroskey, 2005).Vertical communication takes place between hierarchical
positioned people, and involves both upward and downward information flows (Baker,
2002). Horizontal, or lateral communication, involves communication between people who
do not stand in a hierarchical relation with each other (Baker, 2002).

Organizational communication has become increasingly important for overall
organizational functioning and performance (Baker, 2002). One of the reasons for this is
the direct contribution of organizational communication to organizational and employee
learning, which is qualified as an critical factor for competitive advantage (Gargiulo,
2005).Due to the enormous challenges offered by worldwide competition, there is an
increasing mandate to reduce the barriers of understanding for managing these enormous
challenges (Jackson, 1993; Porter, 1990; Thurow, 1992; Tyson, 1992). Organizational
communication can decrease barriers of understanding, so that knowledge can flow
throughout the organization. Knowledge establishes the basis for efficiencies and
competitive advantage (Tucker, Meyer & Westerman, 1996).

Organizations are also confronted with changes that made organizational
communication both more complex and more important to the overall performance of
organizations. Work has become increasingly complex and requires more interaction and
coordination among employees. Additionally, the pace of work has become faster and
workers are more distributed.

Another major change that is observable in organizations is that organizations have
become more multicultural. That implies that organizations are more diverse in terms of
gender, race, ethnicity and nationality than in the past (Cox, 1991). Part of this
development generates substantial potential benefits for organizations, such as more
creativity and innovation, improved decision making, and more flourishing marketing to
different groups of customers. However, there are also potential costs involved with
multicultural organizations, like interpersonal conflicts and communication breakdowns
(Cox, 1991). Research found evidence for a negative relation between demographic
diversity and communication effectiveness (Triandis, 1960; Lincoln & Miller, 1979). This
implies that when the members of organizations become more dissimilar, the
communication process becomes more complex.

2.4 Communication Capability Building

Organizational capabilities are the collective abilities of an organization to execute its
strategy. In other words, the things a business has to do very well (Shaffer, 2008).
Communication management is also a capability and it refers to the entire organization’s
capability to manage the communication system. Organizations should create the space,
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opportunity and capability needed for people across the organization to make meaningful
connections with each other, small or large.

Communication Capability Building is a rather new concept, there still is a lack of
literature on this subject. For that reason, there is no clear definition on this concept
available from literature. Together with Lindsay Uittenbogaart, president elect of de Dutch
branch of the International Association for Business Communicators, | propose the
following definition: ‘Organizational Communication Capability Building is the creation of a
‘connectivity support framework’, consisting out of 10 inter-woven aspects:

1: Value and priority of communication

S9N ITAEWN

Organizational communication learning resources
Commitment of onboard staff to learning resources
Single fit-for-purpose knowledge sharing tools
Single fit-for-purpose content feedback methods
Collaborative team-working tools and practices
Social Media strategy

Recognition and encouraging of parallel communication role concept
Reward and recognition incentives
0: Regular ‘cascade routine’.

A formative model is used to operationalize the concept of organizational communication
capability building - figure 3.

Communication Capability
Building

1A : Emphasis on value and priority of 1B : Leadership messages that promote

organizational communication

organizational communication

1C : Leadership messages that
demonstrate best com. practices.

Z

Z I

AN

2 : Organizational communicatio