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Abstract

Purpose - The purpose of this study is to examine the influence of full convergence of IFRS (International Financial Reporting Standards)
on earnings management using a sample of companies listed on Bursa Malaysia given that the rationale for adoption of IFRS in Malaysia
was to make the published financial statements of public listed companies more transparent and comparable.
Design/Methodology/Approach - A sample of 200 firms listed on Bursa Malaysia (Malaysian Stock Exchange) were chosen to investigate
and examine the quality of accounting information by evaluating and measuring the Earning Management in the context of Malaysian listed
companies. This research was carried out using the earnings management model, which was first introduced by Jones (1991) and later
modified by Dechow et al. (1995).

Findings - The findings from this research suggested that the full convergence of IFRS is negatively and significantly associated with
earnings management.

Research Limitations/Implications - This study examined only one aspect of IFRS i.e. full convergence of IFRS on the intensity of
Earnings Management, hence any conclusions drawn are based on that one aspect only. Furthermore, EM (Earnings management) is not
limited to and identified via the accruals model only, so future studies may use other models as well. Finally, the residuals of accruals
model was extracted cross-sectionally, which assume that all firms in the industry tend to employ similar accruals techniques. In practice

however, firms differ from one another in structure, character and in many other regards.

Keywords: [FRS; Earnings Management; Malaysia.

© 2019 by Advance Scientific Research. This is an open-access article under the CC BY license (http://creativecommons.org/licenses/by/4.0/)

DOLI: http://dx.doi.org/10.31838/jcr.07.02.17

INTRODUCTION

After the dramatic failure of Enron and Lehman Brothers in the
US, the issue of transparency in financial reporting of companies
came to the forefront. Hence companies are under pressure to
perform well since the earnings of a firm is an indication of its
overall organizational performance (Sadiq et al., 2019). Users of
accounting information rely on financial statements for decision
making, which consequently puts pressure on management to
disclose better organizational performance (Sadiq & Othman,
2017). However, in many cases, this can lead towards practices
such as Earnings Management where managers tend to mislead
the users of the financial statements to make the firm appear to be
better, in terms of their earnings numbers. Hence the adoption of
IFRS to mitigate these issues and the subsequent full convergence
towards IFRS adoption universally. IFRS are accounting standards
of the highest quality whose purpose is to enhance the
transparency and comparability of financial statements during the
process of financial reporting (Wu & Zhang, 2018). The idea being
to report the true and fair status of companies through the
medium of financial statements to the users. However, in practice,
when companies face crises, they tend to intentionally mislead
people by not reporting on the actual status and manipulate the
financial statements. This was the case with Enron, which prior to
going bankrupt was one of the highest earning companies in the
US besides being amongst the top Fortune 500 companies. The
downfall of Enron not only destructed the organization itself; it
also destructed the US economy which in turn affected the whole
world because stock prices fell dramatically worldwide.
Therefore, in order to mitigate issues relating to the manipulation
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of financial statements and loopholes in the financial reporting
systems, the International Accounting Standards Board (IASB)
crafted IFRS.

The objectives of IFRS are not only limited to the improvement of
the quality of financial reporting statements but also:

e To diminish irregularities and EM which can mitigate
agency issues.

e  To decrease the necessity for cross-border listings

e  Toensure local accounting standards (GAAPS) issued are in
conformity with the requirements of IFRS

e To optimize economic choices by ensuring complete
disclosures in financial reports.

e  Toaugment firm values.

e  To enhance the predictive and confirmatory value of data,
which is both important and reliable towards the decision-
making process.

Furthermore, this study also examined the transparency of
financial statements; by comparing the transparency before and
after the full convergence of IFRS, and its impact on earnings
management (EM). Therefore, this study examines the practices
and impact of EM before the full convergence of IFRS amongst
Malaysian companies listed in Bursa Malaysia (Stock Exchange).

The findings of this study suggest that following the full

convergence of IFRS, firms listed in Bursa Malaysia are less
involved in accruals-based earnings management. Therefore, it
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could be argued from the findings that after the full convergence
of IFRS in Malaysia, the financial reporting quality of listed firms
in Malaysia has improved. Moreover, this study will be relevant to
the policy makers and researchers in order to determine the
implications of EM practices in Malaysia. Furthermore, it can help
in implementing procedures related to the application of IFRS
regarding Earnings Management practices in Malaysia and permit
the accumulation of empirical evidence regarding the trends
giving rise to EM. Hence, it gives the Malaysian Accounting
Standards Board (MASB) a framework to adopt in respect of
dealing with Earnings Management practices.

LITERATURE REVIEW

Theoretical Background

In this research, the theoretical lens applied was the Positive
Accounting Theory, which was first developed by Watts and
Zimmerman (1978), the former being a theory that explains and
predicts actual accounting practices employed in organizations. It
explains the normative accounting practices used and suggests
optimal accounting standards. It is used to help explain whether
our independent variable i.e. “IFRS” has an influence on the level
of earnings management which is our dependent variable.
Furthermore, this study used the Modified Jones model to identify
the level of discretionary accruals.

Earnings Management

Earnings management can be defined as the process where
financial decisions made rely on deliberate judgments associated
with the process of financial reporting with the main intention
behind them being wanton deceit, concealment or data spinning
thus giving rise to earnings management. According to Healy and
Wahlen (1999), the rationale for this behavior is to deceive the
stakeholders and investors to obtain favorable outputs from
business contracts using manipulated accounting figures.

According to Leung (2015), depending upon the real economic
consequences, managements of companies tend to employ
different strategies and tactics for the manipulation of earnings
with such strategies or tactics being referred to as Profit
maximization/minimization (Big Bath Accounting Strategy),
whilst another approach which employs a levelling out technique
is referred to as Income smoothing. Furthermore, Calvo & Calvo
(2018) noted that regardless of the interest-related partnerships
formed in businesses, participants such as stockholders, creditors,
managers, government and employees frequently have intra-
party conflicts regarding their self-interests.

Chen & Hsu (2019) noted that information related to stock price
movements are constantly monitored and noted by the market.
However, this reaction is not always strong, and it can even be
considered weak at times. Moreover, another study suggested that
by observing the innate abilities of agents’, markets learn to study
their performance and tend to give more time and credence to
judging their performance during their earlier periods when they
are still building up their reputations. Likewise, for the
performance of comparatively less experienced managers’, the
market develops a perception and image about that manager’s
capability because their abilities are not proven, hence the
performance of new managers are a proxy for the performance of
the firm (Heinsaly, S., 2018; Holmstrom, 1999). Moreover, new
managers are under pressure to show good performance and are
therefore motivated towards this end, hence driving up the
pressure for better results by employing earnings management
techniques.

IFRS

In view of the seemingly inexorable rise of IFRS as the global
accounting benchmark (Chua and Taylor, 2008) and critics’
concerns over its uniform applicability and relevance to
different institutional, political, and economic contexts (Cahan,
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Liu, and Sun, 2008), it is increasingly important to empirically
examine the impact of IFRS adoption on accounting quality in
countries of different contexts (Liu, etal. 2011). Global adoption
of international accounting standards has been increasingly
debated. Supporters of International Financial Reporting
Standards (IFRS) argue that the use of IFRS increases the
quality of financial reporting and benefits investors (Daske et
al,, 2008). Opponents argue that a single set of standards may
not be suitable for all settings and thus may not uniformly
improve value relevance and reliability due to differences
among countries (Soderstrom and Sun, 2007). Empirical studies
havemixed results on quality change after the adoption of IFRS in
different countries. One of the inter-nationality dimensions is
that the standard is not closely aligned with the economic or
political institutions of any particular nation (Chua and Taylor,
2008), so there are arguments for assessment of IFRS practice on
a country-by-country basis (Nobes, 2006).

In view of the seemingly inexorable rise of IFRS as the global
accounting benchmark (Chua and Taylor, 2008) and critics’
concerns over its uniform applicability and relevance to
different institutional, political, and economic contexts (Cahan,
Liu, and Sun, 2008), it is

increasingly important to empirically examine the impact of
IFRS adoption on accountingquality in countries of different
contexts (Liu, et al. 2011). Global adoption of international
accounting standards has been increasingly debated.
Supporters of International Financial Reporting Standards
(IFRS) argue that the use of IFRS increases the quality of
financial reporting and benefits investors (Daske et al., 2008).
Opponents argue that a single set of standards may not be
suitable for all settings and thus may not uniformly improve
value relevance and reliability due to differences among
countries (Soderstrom and Sun, 2007). Empirical studies have
mixed results on quality change after the adoption of IFRS in
different countries. One of the inter-nationality dimensions is
that the standard is not closely aligned with the economic or
political institutions of any particular nation (Chua and Taylor,
2008), so there are arguments for assessment of IFRS practice on
a country-by-country basis (Nobes, 2006).

According to Zakari (2017), IFRS is an International Financial
Reporting Standard which was first introduced by the
International Accounting Standards Board (IASB). IASB is an
independent organization which is based in London (United
Kingdom) but registered in United States of America (USA). IASB
delivers international standards that are applied and adopted
worldwide and considered as general rules and standards for the
purposes of financial reporting. Furthermore, at present IFRS is
used in more than 120 countries of the world as a symbol of
uniformity, reliability, and comparability of the financial
statements for their respective companies. The purpose of
adopting IFRS is to enable the comparison of financial statements
at a global and international level with their peers. It permits
investors to compare firms at a global level and allows them to set
benchmarks for measuring the performance of companies
worldwide (IASB, 2015).

IFRS is extremely important as it increases the quality of
accounting standards for countries in different jurisdictions and
allows them to adopt the global accounting benchmark (Kim & Shi,
2016; Yen, etal,, 2016; Liu, etal., 2011). Furthermore, Wu & Zhang
(2018) argued that by using IFRS, both the quality of financial
reporting and the equity of investors’ increases. However, the
adoption of accounting and reporting standards like IFRS alone
cannot ensure uniformity and reliability due to major differences
which exist among countries. Furthermore, many prior studies
have shown differing and mixed results in various jurisdictions
following the adoption of IFRS in respect of changes in quality.
Therefore, it is not possible to conclude with certainty that one set
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of international standards like IFRS can bring about changes in _ _

quality in all jurisdictions since one set of rules cannot align with TACCR it ﬂo (l/ Assetsit—l) * ﬂl (AREV“ ARC“) + ﬂZGPPE“ * ﬂ3AOCF &
the economic and political situation in different nations, hence this @8]

should be assessed on a country to country basis (Capkun &
Collins, 2016). In accordance with the earlier studies of Kalabeke et al., 2019;
Sadiq et al. (2019) and Sadiq & Othman (2017), panel corrected
standard error technique (PCSE) was used to test the hypothesis
of whether the extent of earnings management is lower after the
full convergence of IFRS. PCSE is the best estimator in removing

According to Amanamah, R,, (2017), there are several advantages
to adopting IFRS, and one of it includes the instant betterment in
the perceived quality and status of financial reports. The
International Accounting Standards Committee (IASC) has noted the issue of heteroscedasticity.
that the influence of adopting IFRS by individual countries needs

to be understood and appreciated. However, Arshad et al. (2016)

countered this argument and noted that not every organization ABACDEC it = ﬂo‘l' ﬁlIFRSn + ﬁZSIZE,t + ﬂ?’PRFT + ﬁ4GRWn +ﬂ5LEVit + Zn
that adopted IFRS showed improvement in the quality of their (2)

financial reporting statements. However, Aveen & Charl (2018)
found from their study that there was clear evidence of
improvement in the companies’ financial reporting statements’
prior to and post the adoption of IFRS. Hence our hypothesis
below.

Here, the absolute value of abnormal accruals for the company i in
year t is represented by ABACDEC it - It demonstrates the

absolute abnormal accrual from the Dechow, et al. (1995) model.

In accordance with the earlier studies of Sadiq et al. (2019);
Kalabeke etal. (2019) four variables have been included as control
variables i.e. the company’s size (SIZE), profitability (PRFT),
leverage (LEV), and growth (GRW). These variables evaluate the
quality of financial reporting with respect to the reporting of the
financial statements and in terms of the management’s incentive
to manipulate the earnings. For instance, larger companies are
supposed to have better and more transparent financial
statements when compared to SMEs which are more likely to be
involved in earnings manipulation. Therefore, the mangers in
SMEs are more likely to manipulate earnings based on the
available opportunities.

H1: The degree of earnings management is lower after the full
convergence of IFRS in Malaysia.

METHODOLOGY:

The data selected for this study was secondary financial data
taken from the annual reports of companies listed on Bursa
Malaysia. Seven years data was collected from the 200 listed
companies in Bursa Malaysia to test the hypotheses. The sampling
method for the study was convenience sampling because it
covered almost all the industry sectors in Malaysia.

Earnings Management Models

After the initial examination, it was found that there was indeed a
slight change post full convergence of IFRS in the financial
reporting quality and thus we tried to identify the extent of
earnings management. In order to evaluate and calculate the
extent of earnings management, the absolute values of abnormal
accruals were calculated using the Jones model (1991) which was
later modified by Dechow, Sloan and Sweeney (1995). Following
this, regressions were run by year and industry based on the
General Industry Classification Code (GICS).

ANALYSIS & RESULTS:

Table 1 shows the mean values, standard deviation, minimum and
maximum values of the dependent variable, independent variable,
and control variables. The summary statistics indicate that there
is no serious issue with outliers, because the data do not indicate
any deviation from normality. For the ABACDEC, the mean value
is 0.848 with the minimum value 0.000 and maximum value 1.984.
For the control variables, the means for SIZE, PRFT, GRW and LEV
are 8.7546,9.3241, 18.64%, and 52.80%, respectively.

Table 1 Descriptive Statistics

Variables Mean SD Min Max
ABACDEC 0.848 2.103 0.000 1.984
SIZE 8.7546 0.7425 3.8648 16.4682
PRFT 9.3241 14.6735 | -68.48 95.36
GRW 0.1864 0.5169 -0.6427 2.5378
LEV 0.5280 0.2737 0.0647 2.3145

Correlation analysis shows that SIZE is significantly and
negatively correlated with accruals earnings management with management, with coefficients of -0.018. Congruent with prior
correlation coefficients of -0.035, suggesting that big size firms are studies (Saleh & Ahmed, 2005) the correlation indicates that LEV
less engaged in earnings management as compared to small and is positively and significantly correlated with earnings
medium size firms. PRFT is negatively, but not significantly management, with coefficients of 0.075, indicating that high
related to earnings management. In line with the study of leverage firms are more involved in earnings management.
Kalabeke et al.,, 2019; Zandi et al., 2019; Sadiq & Othman (2017),

high-growth firms are negatively correlated with earnings

Table 2 Pearson Correlation Matrix

ABACDEC | SIZE PRFT GRW LEV
ABACDEC 1
SIZE -0.035* 1
PRFT -0.021 0.288** 1
GRW -0.018 0.103** 0.25588 | 1
LEV 0.075** 0.209** -0.22 -0.024 | 1
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Following the full convergence of IFRS in 2012, a declining trend
in earnings management was found in Malaysian industries which
could surmised as the result of full convergence with IFRS, post
adoption as well as the strong corporate governance mechanisms.
After the full convergence of the IFRS, the various agencies
regulating accounting practices in Malaysia developed local
accounting standards in Malaysia i.e. Malaysian Financial
Reporting Standards (MFRS) and started to enforce their practice
without contradicting the requirements of the Companies Act
1965, which has since been replaced by the Companies Act 2016.
Hence the persistence of Earnings Management practices cannot
be easily discerned.

Table 3 shows the results of the relationships between pre-post
full convergence of IFRS and earnings management (ABACDEC).
The results show the negative and significant relationship
between pre-post full convergence of IFRS and ABACDEC, with the
coefficients of -1.783 (z = -2.864). This is consistent with the
findings of previous studies (Ho et al,, 2015) which indicate that

after the full implementation of IFRS firms are less engaged in
accrual-based earnings management and reporting better
financial reporting quality.

SIZE is negatively and significantly related to ABACDEC,
suggesting that big firms are less engaged in earnings
management. This is because; big firms can afford to employ big
four auditors, which is likely to curtail accrual-based earnings
management activities in firms. PRFT and GRW is negatively but
significantly related to ABACDEC, which is consistent with the
expectation that high profitable and growth firms are less likely to
get involved in earnings management as compared to low
profitable and growth firms. LEV 1is positively significant,
indicating that high-leverage firms are more involved in accrual-
based earnings management activities. This findings are in line
with previous studies (Sadiq et al., 2019; Sadiq & Othman, 2017;
Saleh & Ahmed, 2005) because high-leverage firms are more
inclined to manipulate earnings with the objective to show better
financial statements.

Table 3 Regression results

Variables Coefficients Z Value
IFRS -1.783 -2.864
SIZE -0.044 -1.905
PRFT -0.0033 -1.108
GRW -0.013 -0.815
LEV 0.063 2.482
Adj. R Square 0.2258

N 1000

Model: ABACDEC , = 80+ BLIFRS,, + B2SIZE, + B3PRFT + BAGRW, + B5LEV, + 3,

DISCUSSION & CONCLUSION

The purpose of the study was to identify if there was any influence
on Earnings Management practices following the adoption of IFRS
in Malaysia. To test the hypothesis, 200 companies listed on Bursa
Malaysia were chosen as our sample. The data chosen for this
study was secondary and taken from the website of Bank Negara
Malaysia. The data was varied and covered almost every industrial
sector operating in Malaysia with the sampling technique used
being convenience sampling. The tests were run applying
Discretionary Accruals using the Modified Jones model. In
Earnings Management literature, Discretionary Accruals is one of
the indications of the existence of EM. However, our results
suggested that there has been a declining trend in Earnings
Management within the Malaysian Industrial Sector following the
full convergence of IFRS.

In order to reduce Earnings Management practices, trust should
be developed with all the relevant stake holders. This can be done
by developing a strong reputation for the organization and making
efforts to put the generation of profits on a more stable footing.
During times of financial crises, this trend of unstable profits is
pronounced so more research is required in this area to observe,
if there are any significant changes to Earnings Management
practices during times of heightened financial crises.
Furthermore, the time period chosen for our sample should have
been longer and have included more cross-country global analysis
which can offer better insights and comparisons for future
researchers. Besides that, higher quality models can be also
introduced in future studies in order to better detect accounting
information manipulations. On top of that, the introduction of a
CFO variable in the research model would also have made a
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significant impact towards the study. So, in future this can be
introduced as well for predictive research studies.

In this research, we identified some limitations. So, future studies
can be conducted keeping in mind these identified limitations and
cover the areas that this study overlooked. Firstly, the major focus
of this study was to identify the influence of IFRS on the intensity
of Earnings Management. So, any conclusions arrived at were
drawn merely from this perspective. Furthermore, Earnings
Management is not examined merely through the Modified Jones
Model, so in future other approaches can be applied as well. [FRS
influences the way losses can be recognized in the financial
statements depending on the disclosure requirements. The
Modified Jones model suggested cross-sectional approach to
extract accruals residuals with the assumptions that all the
companies and organizations within an industry employ identical
accruals. However, this assumption has its limitations because
every firm is different from the other with respect to their size,
structure, and character. Finally, although cross-sectional
approach is better than the time series approach, the production
of good quality financial statements for end users means that it is
comparatively difficult to identify whether Earnings Management
practices did in fact exist in our sample of selected companies.
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