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1. Introduction

In recent years, several accounting scandals have occurred, in many times involving earnings management. Earnings management occurs when management uses the discretion available to them within the boundaries of GAAP to manipulate earnings for their own or their firm’s benefit. In these cases, management employs in practices such as ‘big bath’ restructuring charges, premature revenue recognition, ‘cookie jar’ reserves, and write-offs of purchased in-process R&D (Healy & Wahlen, 1999). These practices are considered to be threatening the credibility of financial reporting and were referred to by Arthur Levitt (1998) as “the numbers game”.

Evidence that earnings management occurs frequently has been documented in many empirical studies (Ewert and Wagenhofer, 2005). The occurrence of accounting scandals and the bulk of empirical evidence that management uses it’s discretion to manage earnings, often leads parties involved to argue for tighter accounting standards in order to limit earnings management. For instance, in his speech of July 2002, Frits Bolkestein, the former Dutch European Commissioner in charge of Internal Market and Taxation, raised his concerns regarding earnings management. Bolkestein (2002) said: “We must have factual, not fictional, accounting.” He also emphasized the importance of company accounts that are true and fair, and stated that companies: “… must not distort, hide, fabricate and present, in whole or in part, a misleading web of lies and deceit.”

Governments and regulatory bodies try to find ways to effectively restrict earnings management and enhance high quality financial reporting. International accounting literature provides evidence that accounting quality has economic consequences, under which costs of capital, efficiency of capital allocation and international capital mobility (Soderstrom and Sun, 2008). The call for higher quality accounting standards therefore is understandable. 

However, governments and other regulatory institutions have various tools and activities at their disposal to try to reduce earnings management. Besides tighter accounting standards, auditing and strong legal enforcement, high quality investor protection, and extensive disclosure requirements can be named. The isolated effects of these different activities are often very difficult to determine. This results in academic research to be far from conclusive when it comes to the effectiveness of tighter accounting standards in reducing earnings management and producing high quality financial reporting.

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. 
Prior to adopting IFRS, harmonisation in financial reporting across the European Union was trying to be achieved with EU directives. Companies that were trading on a regulated market in one of the member states, were using a variety of country specific Generally Accepted Accounting Principles, mainly based on the Seventh Council Directive of June 13th 1983 (“EU Directive on Consolidated Accounts”) (Aussenegg et al., 2008). However, with the application of IFRS now being mandatory for all listed companies in the European Union, a single set of accounting standards applies to many different countries with different legal and institutional backgrounds.

When IFRS is compared to former national GAAP in Europe, it can be stated that IFRS is normally stricter and leaves less room for judgement than local GAAP. IFRS is also thought to be more transparent. At the same time however, with the introduction of IFRS the concept of fair value becomes more important and partly replaces accounting principles such as matching. Estimating fair value requires a considerable amount of professional judgement. Furthermore, reported earnings are expected to become more volatile, which is associated with higher risk. 

So, 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 inconclusive, with some studies even finding that earnings management has increased after the introduction of IFRS (Tendeloo & Vanstraelen, 2005; Heemskerk & Van der Tas, 2006). 

Given the above, the mandatory application of IFRS from January 2005 creates opportunities for research on accounting standards and their effect on preventing earnings management, as well as raises new questions. 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 question therefore leads to my main research question in this paper:

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?
As said, earlier studies have already addressed this question and have found to be inconclusive. However, a number of factors can be identified that could be to blame for this lack of strong results. For instance, most earlier studies date from before 2005, at which time IFRS adoption was only allowed in some countries, mostly on a voluntary basis. Also, at that time the IASB improvements project hadn’t started. This most likely means that IFRS was of lower quality at that time than it is today.

Another major problem with most existing research is the almost exclusive focus on accruals-based earnings management. Accruals management occurs when management uses their discretion in the accounting process when choosing accounting methods and making estimates. To measure earnings management, most research uses some kind of method to separate discretionary accruals, which are believed to be determined by management, from non-discretionary accruals, which are economically determined (Xiong, 2006). 

However, research methods based on discretionary accruals have received considerable criticism in recent years. These methods are said to be lacking both power and reliability (McNichols, 2000). Also, accruals-based earnings management is not the only possible way to manage earnings. Another option is real earnings management, which consists of the strategic structuring of transactions. Recent findings suggest that managers are moving away from accruals management towards real earnings management (Graham et al., 2005). This is thought to be a consequence of stricter accounting regulations as well as the decreased tolerance by users and regulators towards accounts manipulation in response to major scandals such as that with Enron and Ahold. Other research also indicates that when accounting standards become more strict or financial reporting is more transparent, earnings management activities are focused on less visible areas such as the structuring of transactions (Hunton et al., 2006; Ewert & Wagenhofer, 2004). Accruals-based methods unfortunately do not capture these alternative methods.

To avoid the problems in existing research, the research design proposed in this thesis is different from that used in most earlier research on the relation between IFRS and earnings management. First, to exclude possible problems with self-selection and false signalling, I will focus only on firms that adopted IFRS in 2005 when IFRS became mandatory. The focus on more recent data also means that the research focuses on the recently revised and newly issued standards. 

Perhaps most important however, is that I consider the possibility that while accruals management could indeed be effectively reduced by stricter accounting standards, management could turn to real earnings management to manipulate reported earnings. IFRS is characterised by stricter rules, which could reduce the possibilities for accruals management. Although research has thus far been unable to document this effect, it is reasonable to assume that, also in light of the decreased tolerance towards accounts manipulation, IFRS indeed leads to a shift away from accruals management. 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 thesis is organized as follows. In Chapter 2, backgrounds and first experiences regarding the adoption of IFRS by all listed companies in the EU member states from 1 January 2005 will be discussed. In Chapter 3, a broad literature review will be given. This review considers two main branches of literature. First, earnings management will be considered. I will define earnings management, look into the incentives for earnings management, and consider how earnings could be managed. The second part of Chapter 3 considers the existing literature with respect to the effect of accounting standards in general, and IFRS in particular, on the prevalence of earnings management. 

Based on the findings in Chapters 2 en 3, in Chapter 4 my hypotheses will be presented. The research methodology that is used to test these hypotheses is explained in Chapter 5. As said, I focus on two main manifestations of earnings management, and proxies for both accruals-based earnings management and real earnings management will be considered. In Chapter 6 my research results will be presented. Finally, in Chapter 7 I will draw the main conclusions and will consider the feasibility and limitations of my research and consider some possibilities for future research. 

2. Background and first experiences

2.1 Adoption of IFRS

On 19 July 2002, the IAS Regulation (EC) 1606/2002 concerning the application of international accounting standards was adopted by the European Parliament and the Council. 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). This regulation is part of the Financial Services Action Plan (FSAP) which the European Council published in 1999, and which was endorsed by the Lisbon European Council in March 2000. The FSAP consists of a set of measures intended by 2005 to fill gaps and remove remaining barriers to a Single Market in financial services across the EU as a whole. To remove these barriers and achieve a single capital market, a single set of high quality financial standards is needed, that leads to greater transparency and comparability in financial reporting.
Prior to adopting IFRS, harmonisation in financial reporting across the European Union was trying to be achieved with EU directives. Companies that were trading on a regulated market in one of the member states, were using a variety of country specific Generally Accepted Accounting Principles, mainly based on the Seventh Council Directive of June 13th 1983 (“EU Directive on Consolidated Accounts”) (Aussenegg et al., 2008). 

The two main EU Accounting Directives are the Fourth Council Directive of 25 July 1978 (“Accounting Directive”) and the above mentioned EU Directive on Consolidated Accounts. These two accounting directives are intended to (1) establish a set of equivalent legal requirements, and (2) harmonize the accounting standards within the European Union. The Accounting Directive coordinates member state’s provisions concerning the presentation and content of annual accounts and annual reports, the valuation methods used and their publication in respect of all companies with limited liability. Before the EU Accounting Directive was adopted, meaningful comparison of financial reports within Europe was difficult due to the fact that Europe is the home of many different legal systems. The Accounting Directive can therefore be seen as the initial starting point of the harmonization process of accounting standards in the EU (Aussenegg et al., 2008). 

In 1983 the Seventh Council Directive was adopted. This directive coordinates national laws on consolidated accounts. It defines the circumstances in which consolidated accounts are to be drawn up, as well as the methods of doing so. Together with the Fourth Directive and other regulatory initiatives by the EU, the Seventh Directive has led to a major improvement in accounting quality and comparability. Mostly so this applies to the consolidated accounts. However, despite this success, some obvious problems with the use of directives remained (Helleman & Van der Tas, 2004). It normally took a long time to reach agreement on these directives, making decision making a very time consuming and ineffective process. Furthermore, directives are subject to adoption by each member state. This causes further delay, as directives have to be transformed by each state into national legislation. This also led to interpretation and implementation differences between member states, in turn leading to less comparability.
These problems led the European Council in 1990 to decide that harmonisation in financial reporting would no longer be pursued with the help of directives. Instead, it was decided to participate in the international initiative that was deployed by the International Accounting Standards Committee (IASC). In 1995, the European Council published a strategy document, in which it recommended member states to allow international corporations to use International Accounting Standards (IAS) in their consolidated financial statements. Seven countries responded to this recommendation, sometimes also allowing the choice for US GAAP. Germany and Switzerland are among the countries that allowed voluntary adoption of either IAS or US GAAP for international corporations. The availability of data from early adopters, and the possibility to compare the relative quality of two sets of accounting standards in a constant institutional setting, are the main reasons why until recently many research on IFRS has focussed on these countries.

As said, the choice for IAS (IFRS) eventually resulted in the acceptance by the EU Council and Parliament in 2002 of the IAS-directive (EC) 1606/2002. In the introduction to this directive, it is explicitly stated that the adoption of a single set of high quality accounting standards, namely IFRS, is aimed at enhancing the comparability of financial statements prepared by publicly traded companies, and at contributing to a better functioning of the internal market for financial services. It further states that it is aimed at contributing to the efficient and cost-effective functioning of the capital market. Also, the protection of investors and the maintenance of confidence in the financial markets is mentioned as an important aspect. Taken together, the adoption of the IAS-Directive is ultimately aimed at the forming of a single effective capital market in the European Union, in conformity with the goals stated in before mentioned Financial Services Action Plan (FSAP).

Finally, it is worth noting that it is stated in the introduction to the directive as an ultimate objective to eventually come to a single set of global accounting standards. The Norwalk agreement that was signed in October 2002 by the IASB and the FASB (the American standard setter), fits in this desire. With this agreement, the IASB and the FASB agreed to harmonize their agenda and work towards reducing differences between IFRS and US GAAP. Goal of this agreement is to eventually come to a convergence of US GAAP and IFRS.

As a first major milestone in this harmonization process, from 2008 foreign private issuers in the United States are permitted to file financial statements in accordance with IFRS as issued by the IASB without reconciliation to US GAAP. It is further expected that the SEC will move to allow or even require U.S. companies to use IFRS in the near future. The announcement by the SEC in August 2008 of a timetable that will allow certain companies to report under IFRS from 2010 and require it for all companies by 2014, further enhances this expectation. This development naturally makes extensive research to the effects of the implementation of IFRS in the EU all the more relevant. 

2.2 IFRS (IAS) and differences to local GAAP

International Financial Reporting Standards (IFRS) refer to both the new numbered series of standards issued by the International Accounting Standards Board (IASB), as to the International Accounting Standards (IAS) that were issued by the predecessor of the IASB, the International Accounting Standards Committee (IASC). The IASB is based in London, and began operations in 2001. Its predecessor, the IASC, came into existence on 29 June 1973 and was the result of an agreement by professional accounting bodies in Australia, Canada, France, Germany, Japan, Mexico, the Netherlands, the United Kingdom and Ireland, and the United States of America. 

The number of companies that report in accordance with IFRS was relatively limited before January 2005. However, with the requirement for listed companies in the European Union member states to prepare their consolidated financial statements in accordance with IFRS, this has dramatically changed. Together with the IASB improvements project, which started in 2002, and under which existing standards are being revised and new standards are being issued, and the already mentioned Norwalk agreement, these developments form an important milestone in the widespread acceptance and adoption of IFRS. Furthermore, with this milestone, there is talk of a fundamental change in the way of thinking about financial reporting (Hoogendoorn, 2004). Traditional accounting concepts are being replaced by a system of reporting values and value changes. After the implementation of IFRS, reporting about the same reality is now based on completely different assumptions (Den Ouden, 2005).

Before IFRS, due to economic, institutional, and legal factors, financial reporting standards differed widely across Europe (Helleman & Van der Tas, 2004; Leuz, 2003). Local GAAP of EU member states are based on the EU Accounting Directives which were mentioned in last paragraph. This means that on the one hand local GAAP was based on the same principles. On the other hand however, local GAAP differed from each other, depending on the national implementation of the directives in each country. This is in sharp contrast with IFRS, as these standards are directly applicable in each EU member state.

Differences in local GAAP in Europe were numerous. In countries such as Italy and Germany, financial reporting numbers were also used for tax purposes. In other countries such as the United Kingdom and The Netherlands, with highly developed capital markets, financial reporting was aimed more at representing the economic reality. In countries where companies are mostly financed with debt instead of equity, transparent external reporting was of only limited importance. In countries such as Germany, banks and other financiers got their information in a more direct way. Finally, in countries such as France and Sweden, strict government regulation had a major impact on financial reporting. In figure 2.1, the traditional accounting frameworks in Europe are presented. A broad distinction is made between an Anglo Saxon- and a Continental tradition. Where in the Anglo Saxon tradition investor protection and effective and efficient capital markets are the main goals, in the Continental tradition legal and tax aspects are most important. 

Figure 2.1 Traditional Accounting Frameworks in Europe
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Source: Helleman & Van der Tas, 2004

Although financial reporting standards differed widely across Europe before the introduction of IFRS, it is possible to make some general comments on the differences between local GAAP and IFRS. One major overall difference is that IAS/IFRS focuses mainly on the capital market, whereas EU Accounting Directives, on which as said earlier local GAAP in the EU member states is based, address additional groups, such as creditors, and use the principal of prudence in financial reporting (Soderstrom & Sun, 2008). The implementation of IFRS has thus meant a change in the fundamental assumptions underlying financial reporting in the EU.

Furthermore, it can be stated that IFRS is normally more strict and leaves little room to deviate from the rules compared to local GAAP (Hoogendoorn, 2004). The IASB itself states that IFRS are principles-based instead of rules-based. However, although IFRS are indeed essentially based on principles, many believe that IFRS has shifted towards a more and more rules-based system (Vergoossen, 2006). This leaves less room for judgement than local GAAP. Also, IFRS is thought to be more transparent which reduces information asymmetry.
However, stricter rules are not the whole story on IFRS. At the same time namely, with the introduction of IFRS, subjectivity and the concept of fair value have become more important. Estimating fair value requires a considerable amount of professional judgement. This is especially the case when no ‘objective’ market valuation is available. In that case, estimating fair value can become arbitrary, with a large amount of discretion available for management. Byrne et al. (2008) for instance analyse the extent to which managers exercise discretion under fair value accounting, utilising a sample of firms that apply the UK fair value pension accounting standards (FRS-17). They examine the main determinants of the assumptions managers use to arrive at pension scheme valuation.  Their findings indicate that despite little variation in the underlying economic inputs, differences in stated assumptions across companies, auditors and actuaries are significant. Managers display considerable variation in conservatism when implementing fair value accounting and this variation is related to scheme-specific characteristics, such as asset allocation and pension solvency. This leads the authors to conclude that where management has discretion over how the standards are applied, financial accounts remain opaque.

Other studies also address the use of management discretion in estimating fair value. Ramanna and Watts (2007) state that when fair values are not based on verifiable market prices but instead are based on managers’ or appraisers’ unverifiable subjective estimates, Agency Theory suggests that managers will take advantage of this. In these instances management is predicted to manage financial reports for their firm’s or own benefit. Results obtained by Ramanna and Watts (2007) indeed indicate that the increased use of unverifiable fair-value estimates in accounting will lead to more management in financial reports, absent increased monitoring.
Besides increased room for management discretion, the increased use of fair value has other major consequences as well. As a result of the introduction of fair value, traditional accounting concepts are replaced by a system of reporting values and value changes. This introduces more volatility in reported earnings. As volatility in reported earnings is normally associated with higher risk, this again creates incentives for management to manage earnings and thus make use of the increased room for management discretion under the concept of fair value.

With the introduction of more subjectivity and fair value as an important concept in accounting, the IASB seems to have chosen for relevance over reliability of financial reporting (Van der Tas, 2006). However, again this is not the whole story. It is not automatically the case that more subjectivity leads to less reliable financial reporting. As an example the formation of provisions can be named. Under Dutch regulation, if a company is confronted with a risk, it first has to determine whether the chance of an outflow of means is more than fifty percent. If this is the case, a provision can be formed. However, if there is a chance of fifty percent or less, no provision can be formed. A small difference of only 1% has a great effect on the financial report. The rules in this case are strict. But the estimation of the probability itself naturally is a subjective decision. Allowing for a best estimate to form a provision, instead of a bright line of fifty 50% chance, would still mean a subjective decision. But it would at least be less arbitrary and probably more reliable than currently is the case.

So, what then to be said about the differences between IFRS and national GAAP? From the above, it becomes clear that while IFRS is thought to be more strict and rules-based than national GAAP in Europe, it also creates new opportunities for the exercising of judgement in the financial reporting process. Overall, the most fundamental change relates to the concept of fair value. Estimating fair value is a highly subjective activity. And subjectivity will become even more important when the concept of fair value is extended to more and more accounts, for many of which no ‘objective’ market valuation is available. With the introduction of fair value, earnings are expected to become more volatile. This in turn creates incentives to smooth earnings, as higher volatility is associated with higher risk and thus higher capital costs. So we have stricter rules on one side, and more subjectivity and increased incentives to smooth earnings on the other side. Beforehand, this makes it hard to predict what effect the adoption of IFRS will have on reported earnings. In next paragraph, some explanatory studies on the first experiences with IFRS will be considered, which will help to get some first insights.
2.3 IFRS: expectations / first experiences

The widespread adoption of IFRS in the European Union in 2005 by more than 8000 companies has meant a major change for both preparers and users of financial statements. This fundamental change in the way of thinking about financial reporting will naturally have an impact on the players in the field. At this moment, more than two years of experience with the widespread adoption of IFRS in the EU lie behind us. Several explanatory studies have been conducted on the reactions to, and first experiences with IFRS by both preparers and users. In this paragraph I will look at some of these studies as well as at some reactions in the financial press. This will provide a first insight into the expected long term effects of the implementation of IFRS.
Beforehand, while users have been remarkably quiet on the expected effects, preparers of financial statements have been very critical about the proposed new standards and especially about the costs associated with implementing them (Van der Tas, 2006). Some companies, like Reesink in The Netherlands, even announced to consider a retreat from the stock exchange because of the negative effects of IFRS
. IFRS was thought to be to complex, multi-interpretable, and leading to a major increase in earnings volatility, which together would lead to less transparency and comparability of reported information. Also, IFRS would force companies to make sub-optimal decisions to avoid unwanted effects in the financial statements. Much named in this respect is hedge accounting. The new rules would make some optimal hedging strategies to lead to unwanted effects in the financial report, while other sub-optimal hedging strategies are chosen to reduce the volatility in reported earnings. Together, this could lead to sub-optimal risk management, making the firm more vulnerable to risks.

The first experiences with the widespread adoption of IFRS have been the topic of many explanatory studies, both by academics and practitioners. As said, preparers of financial statements were especially negative about IFRS before introduction. This negative perception of IFRS hasn’t gone away after the introduction. For instance, a survey of senior finance executives in 93 FTSE 350 companies, held by PricewaterhouseCoopers (2006a) together with MORI,  shows that 85 percent of the respondents have found it more difficult to explain their results under IFRS. The survey also found that executives do not perceive IFRS as particularly helpful to investors, and that the implementation hasn’t helped and in some cases has even hindered decision making. Further, the greater use of fair value is opposed by the majority of respondents. Finally, just over half of the finance directors in the survey foresee more time or money being needed to embed IFRS. Given this criticism, it is remarkable that respondents overall favour the alignment of US GAAP with IFRS, while little support is found for IFRS aligning with US GAAP. This could indicate that although management is reluctant against the stricter rules under IFRS compared to local GAAP in Europe, US GAAP is seen as even more stricter and leaving even less room for management discretion. This would make management to prefer IFRS over US GAAP, although both are seen as to strict and complicated.

Another study was held by Ernst & Young (2006). The study reports on observations on the 2005 implementation of IFRS. It states that implementation overall has been a success, and that companies were able to face the challenges it brought with it. However, some other conclusions make clear that the implementation of IFRS has not entirely been without problems. One striking conclusion is that with respect to the 2005 implementation of IFRS, financial statements retained a strong national identity. The financial statements of companies from different sectors but in one country were found to have more in common and to be better compatible, than the financial statements of companies in the same sector, but from different countries. 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. This is off course in sharp contrast with the aim of the European Council to increase comparability of financial statements prepared by publicly traded companies in the EU member states.

Another conclusion from the 2006 survey by Ernst & Young is that after first adoption of IFRS, companies continue to provide alternative information to the markets. This indicates that companies are not confident that IFRS information is sufficient or even appropriate. The study also finds that IFRS financial statements are significantly more complex and that their volume has increased with over 30 percent. This off course threatens the decision usefulness of financial statements.  

Vergoossen (2006) has studied the effect of the adoption of IFRS on net earnings and equity. The research encompasses the financial statements of 2005 of Dutch and other European companies. The research uses the reconciliation statements that companies had to include in their 2005 financial statements, and which contain the comparable numbers of 2004 in accordance with IFRS. The findings of the research indicate that the effects of the first time adoption of IFRS on net earnings and equity differ widely, with especially for net earnings some upward peaks. However, when extreme cases are excluded, bandwidths are much smaller. In most cases, earnings are higher and equity is lower under IFRS. The combination ‘higher earnings-lower equity’ is the most common one for Dutch companies (47%). For other European companies, this combination is found in 36% of the cases, as well as the combination ‘higher earnings-higher equity’. The research also focuses on the effect of the accounting system that companies where reporting under before IFRS on the effects of IFRS on the reported results. The total sample was divided in an ‘Anglo-Saxon’ and a ‘Continental-Europe’ group. Surprisingly, no noteworthy differences were found. 

On the basis of the reconciliation statements, the researches were also able to determine which standards had the most effect on the differences between the reported numbers under IFRS and that reported under the prior standards. Pensions, taxes and business-combinations were identified as the major causes of these differences. With respect to business-combinations, 80% of the differences was caused by the changes in the way goodwill has to be accounted for in the financial statements. Other area’s that are important are provisions, financial instruments, and share-based payments.

Capkun et al. (2008) also make use of the reconciliation statements during the mandatory transition to IFRS. They make use of the unique transition period to examine the impact of a change in accounting standards on the quality of a firm’s financial statements. They find that the transition from local GAAP to IFRS had a small but statistically significant impact on total assets, equity and total liabilities. Among assets, the most pronounced impact was found to be on intangible assets and property plant and equipment. Capkun et al. also find that for the same reporting period, Return on Assets (ROA) is significantly higher under IFRS than under Local GAAP. This increase is especially pronounced for firms with lower level levels of ROA under local GAAP. The authors consider this result to be consistent with managers using the transition from one accounting standard to another to improve their reported earnings and ROA. In other words, management used it’s discretion to manage earnings during the transition. This indicates that the results found by Vergoossen (2006) may not only be caused by the qualities of IFRS per se, but may very well for a large part be caused by the use of management discretion to manage earnings. 
As said earlier, while prepares of financial statements have been very critical and explicit about the proposed new standards, users have long remained reasonably quiet. Also, where preparers have been especially negative towards IFRS, explanatory studies to how users perceive the implementation of IFRS give a mixed view. In a 2005 survey by Pricewaterhouse Coopers (2006b), in which 187 investment fund managers in seven countries across Europe were interviewed, 79% of the respondents stated to see the change to IFRS as a significant one. Further, the majority of the respondents had a positive attitude towards this change. Most of the fund managers that were interviewed for the survey said they were fairly well-informed and understood the impact of IFRS. In contrast with the negative attitude towards IFRS by many preparers of financial statements, investors in this survey stated that they perceived management handling the IFRS conversion well so far. Also, IFRS information provided in 2005 was considered to be fairly clear and understandable. As major benefits of IFRS, improved transparency and management information, together with consistency of reporting between jurisdictions and sectors were named. 

A very important result from the 2005 Pricewaterhouse Coopers survey, is that a majority (52%) of the respondents stated that they had already used IFRS information to help them make their investment decisions. Above average numbers of investors, although based on relatively small sample sizes, in Belgium, the Netherlands, Portugal and Norway, said that IFRS has had a positive influence on them to invest in a company. This is a strong sign that IFRS information is useful in the decision making process. It also contradicts commentators, especially from the side of preparers of financial statements, who say that IFRS is simply an accounting change that will not have any real impact on market valuations or decisions.
However, as stated earlier, explanatory studies to how users perceive the implementation of IFRS give a mixed view. For instance, Bos and Stienstra (2007) investigate whether the change in reported numbers due to the introduction of IFRS, and therefore also the change in financial ratio’s, lead creditors to change their opinion on the firm’s creditworthiness. The authors find that IFRS doesn’t have a major impact on the way creditors judge the company’s creditworthiness. First of all, although solvability remains an important ratio, nowadays a more dynamic decision making process means that other information has gained importance relatively to solvability. Secondly, creditors seem to see through the effect of IFRS on solvability ratios, and as a result the possible violation of debt covenants. Together, the results indicate that a negative effect of IFRS on solvability ratios does not lead to negative consequences for firms. 

Kamp (2006) reports on the consequences of the adoption of IFRS for analysts. Kamp states that up front, one would expect that IFRS has no consequences for analysts, because, as he states, IFRS isn’t value-relevant as cash-flows don’t change. Assuming that analysts determine the value of the firm based on discounted future cash-flows, a mere change in the accounting methods by witch cash-flows are matched to the relevant periods (accrual accounting) shouldn’t matter. However, Kamp states that there are two problems with this reasoning. First of all, increased transparency and disclosure can provide analysts with new information. Secondly, IFRS may well change their operations in order to maintain reported financial ratio’s at the same level. This in turn could mean a change in the risk-return profile of the company. With respect to the first point, one could argue that the expected greater volatility of earnings leads to greater uncertainty instead of increased information content. Economic consequences, such as changed hedge accounting policies or pension schemes, are illustrative of the second point.

Kamp (2006) finds that the introduction of IFRS does not seem to have led to changes in the judgement process of analysts. Although some financial ratio’s change under IFRS, the expectation is that analysts will adjust their models for that, and in the short-term see trough these effects. Also, a striking result is that more emphasis is now being placed on cash-flows instead of earnings. This off course would make sophisticated statements, such as those which deal with fair value, more or less abundant. Especially in the case where accounting standards leave room for considerable judgement, these standards seem to be seen by analysts as uninformative and undesirably complicated.

The fact that there haven’t been any major reactions by analysts and on the stock market to the introduction of IFRS, seems to indicate that IFRS hasn’t led to more informativeness of financial statements and thus lower capital costs. Together with the critical attitude towards IFRS by preparers, and the finding that IFRS in the first two years primarily has been applied according to national accounting traditions, this brings up the question whether IFRS is effective at enhancing financial reporting quality. Studies that consider this question are reviewed in next chapter. 

3. Literature overview

As stated in the previous chapter, with the acceptance of the IAS-directive (EC)1606/2002, the European Council and Parliament aimed at enhancing the comparability of financial statements prepared by publicly traded companies, and at contributing to a better functioning internal market for financial services. For this to be realised, transparent high quality financial reporting is needed. 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 negative influence on the transparency and comparability of financial reporting (Heemskerk & Van der Tas, 2006). Several previous studies have considered the effect of the implementation of IFRS on the prevalence of earnings management. These will be considered later this chapter. First however, earnings management will be explained.

3.1 Earnings management 

3.1.1 Definitions

In the wide range of literature regarding earnings management, several definitions of earnings management can be found. The following are among the ones most frequently encountered:

· 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.”

· Schipper (Dechow & Skinner 2000): “.... a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain (as opposed to, say, merely facilitating the neutral operation of the process)….”

Central theme in the above definitions 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). Ideally then, financial reporting serves as a way to convey management’s information on their firm’s performance to investors and other stakeholders. 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. 

There is a fine line between the regular exercising of judgment in the financial reporting process, and the situation in which the use of management’s discretion becomes earnings management. The use of management’s discretion becomes earnings management when there is the intent to purposefully mislead or at least influence stakeholders in a way that benefits the organization or its management. However, although earnings management exceeds the regular exercising of judgment, it doesn’t constitute fraud. Financial fraud is defined as:

The intentional, deliberate, misstatement or omission of material facts, or accounting data, which is misleading and, when considered with all the information made available, would cause the reader to change or alter his or her judgement or decision. (National Association of Certified Fraud Examiners, 1993, 12)   (Dechow & Skinner 2000)

Earnings management occurs when managers use the discretion available to them within the boundaries of GAAP to manipulate earnings for their own or their firm’s benefit. However, while earnings management stays within the boundaries of GAAP, fraud is explicitly violating GAAP. Therefore, fraud constitutes an illegal act. In this thesis, the general definition of earnings management as staying within the boundaries of GAAP is followed. 

Another aspect we learn from the above definitions, is that 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. There is even evidence that suggests that earnings management by real transactions is becoming more important than accounting earnings management (Graham et al., 2005). In this thesis, earnings management refers to both accounting earnings management or accruals-based earnings management, and specially designed transactions or real earnings management.    

3.1.2 Incentives 
Healy and Wahlen (1999) refer to the identification of managers’ reporting incentives as a critical research design issue. They state that although it is widely accepted that earnings management does indeed take place, it has been very difficult to actually document it in academic research. This is due to the fact that it is very hard to estimate what earnings are without earnings management. Therefore, in an attempt to increase the power of the research methods used to measure unexpected patterns in accounting choices or accruals, researchers often first identify situations in which managers’ incentives to manage earnings are high. Researchers then determine if their results are consistent with the presumed incentives.

Healy and Wahlen (1999) distinguish three main categories of incentives for earnings management: (1) contracts written in accounting numbers; (2) anti trust or other government regulation; and (3) capital market expectations and valuation. A further distinction can be made according to whether managers try to increase their own wealth, possibly at the expense of the firm, or if the firm itself is the prime beneficiary of the manipulation. 

1) Many traditional earnings management studies have focused on contracts written in accounting numbers, such as earnings-based compensation plans and debt covenants. Healy (1985) finds evidence that bonus schemes create incentives for managers to select accounting procedures and manage accruals that maximize the value of their bonuses. Other researchers have found similar results (Healy & Wahlen, 1999). Also, several researchers have found evidence of earnings management in response to debt covenants. For example, Defond and Jiambalvo (1994), and Dichev and Skinner (2002) both find that managers take actions to avoid debt covenant violations. However, evidence regarding incentives stemming from contracts is mixed, with recent findings suggesting that bonus plans do not provide important incentives, and debt covenants only to be important only for firms in financial distress and for private firms (Graham et al., 2005).

2) Another source of earnings management incentives that is often considered is political costs, which are imposed on the firm by society. Firms reporting high profits may be considered as exploiting society or taking advantage of the environment. Also, the government may respond by increasing taxes. This provides incentives for management to manage earnings downwards. Managers may also want to manage earnings to circumvent industry regulations or avoid anti-trust investigations. Although Healy and Wahlen (1999) conclude that existing research offers strong evidence that earnings are being managed to avoid political costs, recent findings again indicate otherwise (Graham et al., 2005).  

3) According to Dechow and Skinner (2000), academics have long focussed, for the most part fruitlessly, on incentives provided by bonus plans, debt covenants, etc., while practitioners tend to be more concerned with incentives provided by the capital market. Academics trust the capital market to be efficient, making earnings management irrelevant as rational investors could see through it. Regulators and practitioners normally don’t share this view. This last perception is supported by Dechow and Skinner (2000), who find that when earnings management is revealed, firms can face harsh penalties. This contradicts the traditional view of efficient capital markets and low information costs. 

Partly due to the lack of strong results, recent studies shift away from the traditional focus of earnings management studies on incentives stemming from contracts or political costs, towards capital market incentives (Xiong, 2006). One of the major sources of incentives for earnings management that is provided by the capital market is the existence of earnings benchmarks. Dechow and Skinner (2000) report that capital market participants respond to whether or not firms succeed in meeting simple earnings benchmarks, and managers therefore manipulate earnings to try to meet these benchmarks. Burgstahler and Dichev (1997) find evidence that is consistent with losses and earnings decreases being managed away. Degeorge et al. (1999) consider three earnings thresholds, and investigate the interaction among them. They find that the thresholds are hierarchically ordered. It is most important to make a profit. Second comes reporting quarterly profits at least equal to profits four quarters ago. Meeting analysts’ forecasts seems to matter only if both the other thresholds have been met. 

Graham et al. (2005) conducted a survey among financial executives in which they addressed the question whether managers care about earnings benchmarks, and if yes, why they do so. They find that managers are indeed focussed on short-term earnings benchmarks. They further find that incentives for managers to meet or beat earnings benchmarks primarily come from the desire to influence stock prices and their own welfare via career concerns and external reputation. Incentives related to debt covenants, employee bonuses and political visibility, don’t seem to be very important.  

Apart from earnings benchmarks, the capital market also provides other incentives for earnings management. Among others, Teoh et al. (1998a, 1998b) find that firms manage earnings prior to initial public offerings (IPO) or secondary equity offerings (SEO). Managing earnings upwards could improve the terms on which the firm’s shares are sold to the public, assuming that the earnings management will not be detected. Healy and Wahlen (1999) report that evidence not only indicates that firms report income-increasing unexpected accruals before equity offerings, but also that following equity offerings, a reversal of unexpected accruals can be observed. This is consistent with earnings management prior to equity offerings, at the expense of earnings in subsequent periods.

Another incentive the capital market provides to manipulate earnings, is the care about a smooth earnings path. Graham et al. (2005) observe that, holding cash flows constant, managers care about smooth earnings. The concept of income smoothing is strongly related to managing earnings to meat or beat earnings thresholds. The fact that firms first want to avoid having to report a loss, and secondly also want to present ever increasing profits, with quarterly earnings this year exceeding earnings four quarters earlier, is consistent with the practice of income smoothing. When earnings are beneath a particular threshold, one would expect them to be managed upwards to meet this threshold. But when earnings are substantially above the relevant threshold, earnings can be rained in. This way, a “cookie jar” is created to draw from in times when earnings are down. Also, high positive earnings surprises could create higher expectations by investors for future periods. This makes new targets harder to be achieved. Management therefore has an incentive to rain in excessive earnings to prevent missing the benchmark in subsequent periods. The practice of creating “cookie jars” this way is one of the practices that Arthur Levitt (1998), former chairman of the SEC, attacked in his 1998 speech in which he talked about the “numbers game”.

However, the existence of thresholds that provide incentives to report positive and increasing earnings doesn’t necessarily mean that earnings have to be smooth. One could state that, as long as earnings are positive and increasing, it doesn’t matter if they are more or less volatile. Furthermore, the capital market seems to value smoothness. There are at least two explanations for this fact. First, less volatile earnings are associated with lower risk (Heemskerk & Van der Tas, 2006). Higher risk means higher capital costs, and for this reason managers have an incentive to smooth earnings. Trueman and Titman (1988) therefore argue that reducing the cost of capital is one of the main reasons behind smoothing behaviour. 
The second explanation for the value that the capital market places on smooth earnings focuses on income smoothing as a way to signal private information. While income smoothing is often viewed as an attempt to mislead stakeholders and investors, some researchers state that owners and investors can actually benefit from it, as it serves as a way for management to reveal private information (Stolowy, 2004; Tucker & Zarowin, 2005). It is also suggested that stock prices impound more (private) information about future earnings when firms smooth their reported income (Tucker & Zarowin, 2005). Furthermore, according to Subramanyam (1996), investors value discretionary accruals that are used to smooth earnings, because they make future earnings and dividends easier to predict.

3.1.3 Methods
Turning to the methods that are available to management to manage earnings, two main categories of earnings management can be distinguished. These are the exercising of judgement in the accounting process, or accruals-based earnings management, and real earnings management, which is the strategic structuring of transactions. Most existing research on earnings management focuses on accruals-based earnings management and the detection of abnormal accruals. Abnormal accruals occur when management’s intervention in the financial reporting process has an impact on total accruals which does not stem from normal economic activities and circumstances (Heemskerk & Van der Tas, 2006). 

Two subcategories of accruals management can be distinguished. These are (1) the choice for, or changing of a certain accounting policy or method, and (2) estimates and changes thereof (Hoogendoorn, 2004). Managers can exercise discretion over both methods and estimates that relate to discretionary accruals, as well as the timing of when these accruals are recognized (Xiong, 2006). 

1) The first category of accruals-based earnings management, the choice for, or changing of a certain accounting policy or method, refers to choices concerning, among others, depreciation methods, inventory valuation and other valuation, classification and timing decisions. When managers use the discretion available to them in making these choices in order to manipulate earnings in their firm’s or own interest, this qualifies as earnings management.
2) Abnormal accruals can also occur from the many estimates that have to be made in the financial reporting process. Estimates can refer to issues such as economic life spans, determining if a provision has to be taken and for what amount, the choice between expensing or activating and depreciate R&D costs, and determining fair value. Again, these estimates introduce a considerable amount of discretion in the financial reporting process, which could either be used to best reflect the economic performance of the firm, or to manipulate earnings in the firm’s or management’s interest.

While traditionally the focus in the accounting literature has largely been on accruals-based earnings management, recent findings indicate that more earnings management today is achieved by real earnings management instead (Graham et al. (2005). As a possible explanation, Graham et al. state that in the post Enron and WorldCom era, and with the implementation of laws like the Sarbanes-Oxley Act, managers shrink back from using discretion to manipulate accruals, and instead focus on real earnings management activities.

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. He finds evidence that managers manipulate real activities in order to achieve certain earnings targets. He identifies firms that report small profits as suspect firms. For these firms he finds evidence that is consistent with managers offering price discounts to temporarily raise sales and engaging in overproduction to reduce reported cost of goods sold.

Earlier studies that consider real earnings management primarily focus on R&D expenses or asset sales. For example, Dechow and Sloan (1991), Bartov (1993), and Bushee (1998) all find evidence that indicates that managers use asset sales or R&D cuts to meet earnings targets. In a more recent study, Gunny (2005) finds evidence that is consistent with cutting R&D expenses, cutting other discretionary expenses, and timing of income recognition from the disposal of long-lived assets and investments. But, like Roychowdhury (2004), she also looks away from traditional investment related activities, and finds evidence of cutting prices to boost sales in the current period, and of overproduction to reduce cost of goods sold. 
Taken together, these findings indicate that the traditional narrow focus on accruals-based earnings management in existing research is unwarranted. More powerful results are to be expected from considering both real earnings management and accruals-based earnings management, as firms’ management seems to use both to influence reported earnings.

3.1.4 Consequences
Before considering the effectiveness of accounting standards in restricting earnings management in next paragraph, one could question whether we should actually care about earnings management. Dechow and Skinner (2000) ask the same question, wondering whether we should care about earnings management if it’s visible. However, although evidence concerning the question whether or not managers succeed in misleading stakeholders by managing earnings is mixed, existing evidence seems to indicate that at least in the short term, users can be fooled (Bauwhede, 2003). Also, as Hunton et al. (2006) show, earnings management can shift to less visible areas when transparency is increased in financial reporting. This is consistent with management turning to real earnings management when accruals-based earnings management becomes more difficult to get away with due to increased transparency. This further underlies the importance of considering both manifestations of earnings management. 
3.2 Previous literature on IFRS – EM

3.2.1 IFRS and earnings management  

This thesis considers the effect of the implementation of IFRS on the prevalence of earnings management, with the level of earnings management used as a proxy for accounting quality. Due to the relative novelty of IFRS, the amount of research that specifically looks at the effect that the widespread adoption of IFRS has had on the level of earnings management in the EU is very 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. 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. They also control for other differences in earnings management incentives, such as leverage, and whether or not companies are cross-listed. 

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, under German GAAP, hidden reserves are allowed, which are not fully captured by discretionary accruals. 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. Again, data for these countries was collected because of the availability of data from early adopters. The authors use the same measures of earnings management as Tendeloo and Vanstraelen (2005) do, namely the magnitude of absolute discretionary accruals, and the correlation between total reported accruals and operating cash flow, which last measure is a proxy for income smoothing. They find that with the implementation of IFRS, the use of discretionary accruals has increased. They further find that other factors, like country of origin, industry or size have no significant influence on 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 find no significant difference in earnings management between German GAAP and IAS. They focus on one particular earnings management activity, namely income smoothing. This choice is motivated by stating that there is overwhelming evidence that German firms engage in substantial income smoothing. 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 IAS.

Another study that investigates the comparative quality of IAS and US GAAP, is that of Barth et al. (2006). In their study, Barth et al. compare measures of accounting quality for firms applying IAS with US firms. Barth et al. interpret earnings that exhibit less earnings management, more timely loss recognition, and higher value relevance as being of higher quality. The empirical question that is addressed in their paper, is whether IAS result in accounting amounts that are of quality comparable to those resulting from application of US GAAP. 

As noted, Barth et al. (2006) consider the level of earnings management as one of the proxies of earnings quality. They examine two manifestations of earnings management: earnings smoothing and managing towards positive earnings. Barth et al. expect US GAAP earnings to be less manipulated than IAS earnings. They state that US accounting standards limit management’s discretion over reported earnings, due to the strict rules-based character of US GAAP. Regarding smoothing, Barth et al. expect that firms that smooth earnings less will exhibit more earnings variability after controlling for other economic determinants of earnings volatility. To test their predictions, the authors use two measures of earnings variability: variability in net income and variability of change in net income relative to variability of change in cash flow. Besides these two measures, Barth et al. also expect that firms with less earnings smoothing exhibit a more negative correlation between accruals and cash flows. The other manifestation of earnings management, managing towards positive earnings, is considered by focusing on the frequency of small positive net profits.

The results obtained by Barth et al. (2006) suggest that firms that apply 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 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. 

Finally, Barth et al. (2006) also compare characteristics of accounting amounts for firms that apply IAS to a sample of non-US firms that cross-list on US exchanges and reconcile accounting amounts from domestic GAAP to US GAAP. No clear pattern of differences in quality between IAS and reconciled US GAAP accounting amounts emerges from this comparison. Consistent with higher quality, IAS firms have a higher variance of the change in net income, a higher ratio of the variances of the change in net income to the change in cash flows, and a higher value relevance of earnings and equity book value in a price regression and of earnings in a bad news return regression. However, consistent with lower quality, IAS firms have a significantly more negative correlation between accruals and cash flows, and a significantly higher frequency of small positive net income. All in all, findings suggest that although US GAAP applied by US firms can be related to higher accounting quality than IAS, US GAAP amounts presented by non-US firms’ Form 20F reconciliations do not exhibit this same superiority. 

3.2.2 Comparing IFRS and US GAAP: market based

As said, only a limited number of studies compare IFRS with either national GAAP or US GAAP for proxies of earnings management. With respect to the studies that compare IFRS and US GAAP, some studies do not specifically focus on earnings management, but use a market-based approach to investigate the comparative quality of the two set of standards. Leuz (2003) uses this approach in his study, in which he compares firms using IAS with firms reporting according to US GAAP on several proxies for information asymmetry. Leuz motivates his choice for a market-based approach by stating that there is little empirical evidence on the economic consequences of accounting standards in capital markets. He states that the level of information asymmetry is a proxy for accounting standards’ quality. Information asymmetries reduce market liquidity. Investors want to be compensated for holding shares in illiquid markets, and therefore lower market liquidity is costly to firms. Increasing the level or precision of disclosure should reduce the likelihood of information asymmetries. Leuz therefore states that information asymmetry proxies should reflect, among other things, firms’ accounting quality. A further benefit of using these proxies, is that comparisons of accounting standards on these proxies are not restricted to summary accounting measures such as earnings, but capture differences in financial reporting information more broadly.

Like many other studies, Leuz (2003) also focuses on Germany. He tests whether, ceteris paribus, firms employing US GAAP exhibit less information asymmetries and higher market liquidity than firms that report under IAS. The results indicate that the differences in the bid-ask spread and share turnover across IAS and US GAAP firms are statistically and economically small. Several robustness checks confirm these results. Thus, for the sample considered, IAS and US GAAP firms do not exhibit significant differences for the information asymmetry proxies. According to Leuz (2003), the results are consistent with at least two interpretations. One interpretation is that accounting standards indeed have major consequences in capital markets, and that IAS and US GAAP are comparable in reducing information asymmetries and are thereby, at least regarding this aspect, of comparable quality. However, the findings are also consistent with the interpretation that, despite differences in the standards, firms exhibit similar accounting quality because firms face similar economic and institutional factors, resulting in similar reporting incentives. This last interpretation is consistent with studies that suggest that the quality of financial reporting is mostly determined by the underlying economic institutional and economic factors.

Like Leuz (2003), Bartov et al. (2002) state there is limited market-based evidence on the comparative quality of US GAAP and IAS. Bartov et al. also focus their attention on the German stock market. The study compares the value relevance of earnings produced under US GAAP, IAS and German GAAP. The association of stock returns and reported earnings is used as a measure of financial reporting quality. The primary finding is that within the sample of German companies, value relevance is higher for earnings prepared under either US GAAP or IAS than earnings prepared under German GAAP. A comparison between value relevance of earnings produced under US GAAP and IAS reveals no significant difference after controlling for self selection. This is consistent with the finding of Leuz (2003).

3.2.3 Accounting standards in general

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). Some findings even indicate that earnings management today is mostly achieved by real earnings management instead of accruals-based earnings management. 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. Together, these findings lead the authors to conclude that total earnings management can either decrease or increase with tighter accounting standards.

While Ewert and Wagenhofer (2005) have looked into the effect of tightening accounting standards, Hunton et al. (2006) consider the effect of financial reporting transparency on earnings management. It could be assumed that the expected value of earnings management decreases when it is more easily detected. For instance, Dechow and Skinner (2000) report that when earnings management is revealed, firms can face harsh penalties. Greater financial reporting transparency could thus be expected to reduce the prevalence of earnings management. Hunton et al. (2006) test this by hypothesising that greater transparency in comprehensive income reporting reduces the likelihood that managers will engage in earnings management in the area of increased transparency. They indeed find evidence supporting this hypothesis. However, they also suggest that earnings management attempts could shift to areas of lesser transparency. Although they do not formally investigate this claim, it seems a reasonable assumption, given the findings of Graham et al. (2005), and Ewert and Wagenhofer (2005). 

From the above, it could be concluded that imposing stricter and more transparent financial reporting standards may not have the desired effects. Incentives for management to manage earnings remain the same, or could even increase due to a tighter association between reported earnings and stock market returns. In the case of IFRS, incentives to smooth earnings increase as a consequences of the increased earnings volatility. Also, management can be expected to look for alternative ways to manage earnings if tighter accounting standards reduce the possibilities for manipulations in the financial reporting process. Studies that consider real earnings management find evidence for a shift away from accounting earnings management towards real earnings management. Partly due to the ambiguous effects that accounting standards have on earnings quality and earnings management, some studies state that the focus on accounting standards alone is to narrow. Rather, they focus on economic and institutional factors. These studies will be considered in the next paragraph.
3.2.4 Legal and Institutional factors

Apart from accounting standards, other regulatory alternatives are available to (try to) restrict earnings management. For instance, Cohen et al. (2007) focus on earnings management in the pre- and post- Sarbanes Oxley Periods. The Sarbanes Oxley Act (SOX) concerns corporate governance, which naturally is closely related to accounting standards. However, SOX and US GAAP are not the same. Therefore, focussing on accounting standards only, in this case US GAAP, would mean a research focus that is to narrow.

Cohen et al. (2007) consider both accruals-based earnings management and real earnings management. One of the questions they address in their research is whether the passage of SOX leads management to replace some accruals-based earnings management with real earnings management. They indeed find evidence for such a substitution effect between the two manifestations of 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 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.  

Although Cohen et al. (2007) focus on corporate governance, which is relatively closely related to accounting standards, other legal and institutional factors are also important. Concerning these factors, Ball et al. (2003) state that “…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.” 

In an earlier study, Ball et al. (2000) consider the effect of international institutional factors on the timeliness and conservatism of accounting earnings. They consider these two properties of accounting earnings to capture much of the amount of transparency of the financial reports. The authors find that timeliness of accounting income is significantly greater in common-law countries than in code-law countries. They also find that this difference is entirely due to greater sensitivity to economic losses, which is a form of income conservatism. According to Ball et al. (2000), the finding that common-law countries are characterized by greater income conservatism, is no surprise. They describe common law countries as being characterized by arm’s length debt- and equity markets, a diverse base of investors, high risk of litigation and strong investor protection. These factors combined make that in these countries, accounting information is especially aimed at meeting the needs of investors. 

In code law countries, capital markets are less active, which makes for less need for public disclosures. In these countries, accounting information is designed to meet other demands. These demands stem from stakeholders such as government bodies and banks. Especially this last group normally has relatively close ties to the firm. Therefore, insider communication rather than external reporting plays a central role to solve information asymmetry. As a result, accounting standards in code-law countries give greater discretion to managers in deciding when economic gains and losses are incorporated in accounting income. In turn, this makes reported earnings more subject to earnings manipulations by a firm’s management. 

The findings of Leuz et al. (2003) are consistent with code-law countries being characterized by lower investor protection rights than common-law countries. They distinguish groupings of countries with similar institutional characteristics. They then show that earnings management varies systematically across these institutional clusters. The effect of earnings management is on average higher in code-law countries than in common-law countries. This is consistent with Tendeloo and Vanstraelen (2005), who find that the benefits of engaging in earnings management appear to outweigh the costs more in countries with weak investor protection rights. 

Lastly, Ball et al. (2003) find that reporting quality is ultimately determined by underlying economic and political factors, influencing managers’ and auditors’ incentives, and not by accounting standards per se. They look at four East Asian countries (Hong Kong, Malaysia, Singapore and Thailand). These countries have high-quality accounting standards, namely IFRS. But at the same time, these countries are characterized by institutional structures that give preparers incentives for low-quality financial reporting. The results of Ball et al. (2003) show that accounting standards on the one side, and preparers’ incentives on the other side, interact in these countries, leading to generally low-quality financial reporting.

4. Hypothesis development

In the previous chapter, a broad literature review was provided regarding the effect of accounting standards in general, and IFRS in particular, on the level of earnings management. Based on this overview, it can be concluded that existing research has been unable to unambiguously document the relation between accounting standards and earnings management. For IFRS in particular, the long-term implications of the requirement that all listed EU companies have to use IFRS from 2005 onwards, are hard to predict.

While IFRS is characterized by stricter rules which should help to reduce the possibilities for earnings management, at the same time subjectivity and volatility become more important under IFRS. Subjectivity increases the possibility for management to exercise judgement in the financial reporting process, and thereby manage earnings. Increased volatility is associated with higher risk and thus higher capital costs, and therefore leads to incentives by management to smooth earnings to reduce this effect of IFRS on volatility. 

Unfortunately, these inconsistencies in the expected consequences of IFRS on earnings management also appear in the limited research on this subject so far. Research on the direct effect of IFRS on earnings management indicates that the implementation of IFRS does not lead to lower levels of earnings management, and could even lead to an increase in earnings management. Studies that compare IFRS with US GAAP for proxies of earnings management overall indicate that US GAAP is associated with significant lower levels of earnings management compared to IFRS. For other proxies of accounting quality, such as value relevance, no significant differences are found between IFRS and US GAAP.

All in all, 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. Therefore, these companies were more likely to adopt IFRS, with which they could show to investors and other stakeholders that their financial reports were of high 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.

The majority of existing studies on earnings management uses discretionary accruals as a proxy for earnings management. However, from the literature review in the previous chapter it can be learned that recent studies find evidence that indicates that real earnings management is becoming more important. Managers seem to shift away from accruals-based earnings management towards real earnings management. As one possible explanation stricter accounting rules were named, which make it harder to manage earnings with accounting choices. This leads management to search for other opportunities to manage earnings, including real earnings management. Another explanation for the shift away from accruals-based earnings management, is that after the major accounting and corporate governance scandals, such as with Enron and WorldCom, investors and the public opinion in general show a very low tolerance towards accounting manipulations. Even when accounting choices are legal and fall within the boundaries of GAAP, management could be reluctant to use its discretion this way in order to avoid public scrutiny.

So, while there is convincing evidence that real earnings management nowadays is used intensively to manage earnings, most existing studies on the effect of accounting standards in general, and IFRS in particular on the level of earnings management, still exclusively focus on accruals-based earnings management. This means that a large part of earnings management activities is probably not considered in most existing 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 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, I expect the results in most previous studies to be biased towards IFRS being ineffective in restricting earnings management. 

As was established in the previous two chapters, IFRS is characterised by stricter rules. This 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 above, 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. As was noted in the previous chapters, 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, I 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 I hypothesize that accruals-based earnings management decreases and real earnings management increases as a consequence of the adoption of IFRS, I implicitly assume that there is a substitution effect between the two manifestations of earnings management. I 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. 
With this hypothesis I 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. As stated in the first two hypotheses, I expect that accruals-based earnings management strictly decreases and real earnings management strictly increases. Together with H3, this would mean that the relative level of real earnings management compared to accruals-based earnings management increases due to the introduction of IFRS. However, I formulated H3 in this particular way to account for the possibility that either H1 or H2, or possibly both, are rejected. H3 is still consistent with the above explanation, but independent of the results for my first hypotheses, in any case it tests whether there is talk of a substitution effect between the two main manifestations of earnings management due to the introduction of IFRS. 

Lastly, I consider listed companies from six different countries in my research sample. As explained in my literature review, there is more to restricting earnings management and enhancing financial reporting quality than high quality accounting standards alone. For this, and because of the different accounting traditions in the countries from my sample, I 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, I 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.
5. Research Methodology

I focus on two main kinds of earnings management, namely accruals-based earnings management and real earnings management. As a first measure of accruals-based earnings management, I consider the magnitude of discretionary accruals. As a second measure of earnings management based on accounting choices, I consider the correlation between total reported accruals and operating cash flow. This second measure is used as a proxy for earnings smoothing. Besides accruals-based earnings management, I also consider real earnings management. For that, I also use two measures, namely abnormal cash flow from operations, and abnormal production costs. These measures will be explained later this chapter. First however, in next paragraph my accruals-based earnings management proxies will be considered. 
5.1 Accrual-based earnings management

5.1.1 The magnitude of absolute discretionary accruals

To investigate whether IFRS has increased the amount of discretion management has over earnings, as a first measure the magnitude of discretionary accruals is used. 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. The Jones Model (Jones 1991) and Modified Jones Model (Dechow et al., 1995) are the ones that are most frequently encountered in the existing literature, especially that on the relation between accounting standards and the level of earnings management.

The original Jones Model estimates discretionary accruals as the difference between total (observed) accruals and estimated non-discretionary accruals. To determine non-discretionary accruals, one has to consider how accruals behave in the absence of earnings management. The Jones Model does this by controlling for the effect of normal economic activity on non-discretionary accruals, using two independent variables: the change in revenues, and the level of gross property, plant and equipment (Jones, 1991). The change in revenues is used as a measure of the firms’ operations before managers’ manipulations. Gross property, plant and equipment is included to control for the depreciation expense

The original time-series Jones Model is a two-stage model. In the first stage, total accruals are regressed on the change in revenues, and on gross property, plant and equipment. The obtained OLS coefficients in the first stage are thought to represent the relation between normal economic activity and total accruals. These coefficients are then used in the second stage of the model to estimate the non-discretionary accruals. 

One of the assumptions that is implicitly made in the Jones Model, is that revenues are non-discretionary. However, if earnings are managed by manipulation of discretionary revenues, the Jones model will underestimate the amount of earnings management, in that it removes part of the managed earnings from the discretionary accruals proxy. Dechow et al. (1995) therefore propose a modified version of the Jones Model, which takes changes in accounts receivable into account. Compared to the original Jones Model, in the modified version the change in revenues in the event period (the second stage of the model in which earnings management is hypothesized) is adjusted for changes in accounts receivable. All changes in credit sales in the event period are considered to result from earnings management. In this thesis, following among others Kasznik (1999), revenues are also adjusted for credit sales in the first stage of the model, thereby further relaxing Jones’ assumption that revenues are non-discretionary. 

Both the Jones Model and the Modified Jones Model have received heavy criticism. In absolute terms, both models are 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 II errors, in which the null hypothesis of no earnings management is wrongly accepted. Also, in the case of extreme financial performance, both models show to be poorly specified, in that they attribute these extremes to earnings management (Peasnell et al., 2000). So in this case, Type I 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 the problems associated with the above models. The time-series versions of both models require long series of data, which causes a possible survivorship bias to occur. Also, the assumption that the coefficient estimates on the change in revenues and gross property, plant, and equipment, remain stationary over time is unlikely to be realistic. In recent studies, these problems are dealt with by proposing cross-sectional versions of the models (Peasnell et al., 2000). Apart from offering a solution to the above problems, the cross-sectional model generates larger sample size, thereby increasing both the efficiency and reliability of the results. In this thesis therefore, I also use a cross-sectional version of the Modified Jones Model.

To deal with the problem of misspecification in the case of extreme financial performance, several solutions have been proposed, under which performance matching (Kasznik, 1999; Kothari et al. (2005). It is worth noting however, that the problem with extreme financial performance especially occurs when firms that differ in earnings performance or growth characteristics are compared. In this research, the partitioning variable, namely the application of IFRS, is not related to performance. Extreme performance especially leads to Type I errors, in that changes in accruals caused by extreme performance are wrongfully attributed to earnings management. However, this problem relates to the pre-IFRS and post-IFRS period equally. Furthermore, as Kothari et al. (2005) point out, performance matching could reduce the power of the tests, and thereby increase the possibility of Type II errors. Since the underlying research is not interested per se in the absolute level of earnings management, but rather in the change in the level of earnings management as a consequence of the introduction of IFRS, performance matching is not applied in the research design of this thesis.

An alternative for performance matching is including a performance variable such as return on assets (ROA) or cash flow from operations (CFO) as an additional independent variable in the discretionary accrual regression. When using a performance-matched technique such as by Kothari et al. (2005), no functional form is assumed that links accruals to earnings performance. When ROA or CFO is included as an additional independent variable in the regression, a linear relationship is imposed, which could be viewed as restrictive. On the other hand, according to Chen et al. (2007), including ROA as an additional variable constitutes a better control for the impact of performance on the estimation of accruals. Instead of ROA, Kasznik (1999) includes the change in cash flow from operations ((CFO) in the regression to control for performance. 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. 

Therefore, to deal with the problem of misspecification in the case of extreme financial performance, but to avoid increasing the possibility of Type II errors as is the case with performance matching, I included the change in cash flow from operations as an extra variable in the regression. Apart from that, I will also use the original Modified Jones Model, adjusted for credit sales. This is done as most other studies on the effect of accounting standards on the prevalence of earnings management use this model. Using the same model allows me to be better able to the compare my results with earlier studies. 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 estimation 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 (∆ADJREV), gross property, plant, and equipment (PPE), and the change in cash flow from operations ((CFO), using the following regression.

(1)
TAit/Ai, t-1
=
α1t[1/Ai, t-1] + α2[∆ADJREVit/Ai, t-1] + α3[PPEit/Ai, t-1] 
+ α4[∆CFOit/Ai,t-1] + εit
All variables in the model are scaled by lagged total assets (Ai,t-1) to reduce heteroscedasticity. εit is included as an error term. Total accruals (TAit) are calculated as earnings before extraordinary items and discontinued operations (EBXIit) minus the operating cash flows from continuing operations (CFOit):

(2)
TAit
=
EBXIit - CFOit
This definition of accruals is chosen in order to capture as much earnings management activities as possible. Although several earlier studies on earnings management also use total accruals instead of discretionary accruals (Cohen 2007), most studies, among others Tendeloo and Vanstraelen (2005) and Goncharov and Zimmerman (2006), focus on current accruals instead of total accruals. Current accruals are often thought to be the main tool for managerial manipulation (Teoh et al., 1998; Peasnell et al., 2000; and Xiong, 2006), suggest that current accruals are the main tool for managerial manipulation. However, in my study I choose total accruals instead of current accruals in order to capture the full effect of the adoption of IFRS.

As said, apart from the model stated above, I will also use the original Modified Jones Model, adjusted for credit sales:
(3)
TAit/Ai, t-1
=
α1t[1/Ai, t-1] + α2[∆ADJREVit/Ai, t-1] + α3[PPEit/Ai, t-1] 




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

(4)
NDAit

=
â1t[1/Ait-1] + â2[∆ADJREVit/Ait-1] + â3[PPEit/Ait-1] + 





â4[∆CFOit/Ai,t-1]
And for the Modified Jones Model:

(5)
NDAit

=
â1t[1/Ait-1] + â2[∆ADJREVit/Ait-1] + â3[PPEit/Ait-1]

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

(6)
DAit  or DAit((CFO)
=
TAit/Ait-1 – NDAit
In this thesis, 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, I 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 (CFO model, ABS_DA((CFO), or the Modified Jones Model, ABS_DA.
5.1.2 The correlation between total accruals and cash flow from operations
Apart from the magnitude of discretionary accruals, I also consider a second measure of accruals-based earnings management. Following Tendeloo and Vanstraelen (2005), and Heemskerk and Van Der Tas (2006), I 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 than indicative for the difference in the magnitude of income smoothing in the two periods.
5.2 Real earnings management

Apart from focussing on manipulating earnings by using discretion over the accounting process, I also consider the effect of the adoption of IFRS on the prevalence of real earnings management. As I did with accruals, I rely on previous studies for my proxies for real earnings management. Following, among others, Roychowdhury (2006), I 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.

I will explain these three methods shortly below.

Sales manipulation: As with all real earnings management activities, sales manipulation involves a departure from normal operating practices. One way management can generate extra sales or accelerate sales from the next reporting year into this year, is by offering temporary price discounts. With sales increased this way, total earnings in the current period will rise, assuming off course that margins are still positive. Another way that management can increase sales in the current period is by offering more lenient credit terms. Essentially, this comes down to another form of price discounts. For both methods of sales manipulation, cash inflow per sale will be lower as a consequence of the lower margins, or the lower interest benefits on the outstanding credit. Lower margins will also cause production costs relative to sales to be higher than normal.

Reduction of discretionary expenses: Discretionary expenses include expenditures such as R&D, advertising, and maintenance. These are normally expensed in the period in which they are incurred. This means that management could easily lower reported expenses, and thus increase reported earnings, by reduce discretionary expenses. Off course, reducing these expenditures is only feasible when they do not lead to higher sales in the current period. If these expenditures are generally, or at least for a large part, done in cash, reducing discretionary expenses will have a positive effect on abnormal cash flow from operations in the current period. 

Overproduction: Overproduction refers to the activity of producing more goods than necessary, thereby spreading fixed overhead costs over a larger number of units, which lowers fixed costs per unit. Lower costs per unit will result in higher margins and thus higher earnings. Off course, this only applies when the lower fixed costs per unit are not offset by an increase in marginal costs due to higher production. Although earnings are higher, overproduction leads to higher production costs and also to costs related to holding an increased amount of inventory. These higher expenditures are not related to higher sales. This means that cash flow from operations relative to sales will be lower than normal. By the same reasoning, production costs relative to sales will be higher than normal.
Taken together, and following Roychowdhury (2006), two main conclusion can be drawn from the above:

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. 
I use the same approach to estimate the abnormal levels of cash flow from operations (CFO) and production costs (PROD), as I did with estimating abnormal (discretionary) accruals. In the first stage, firms are matched on year (t) and industry (k). Then, in the first stage, using a cross-sectional approach, normal (observed) levels of CFO and PROD are regressed on a number of independent variables. Using the obtained coefficients from this first stage, in the second stage firm-specific normal levels for the dependent variables are estimated. Lastly, abnormal levels are calculated as the difference between the observed levels of CFO and PROD, and the estimated normal levels from the second stage.

Abnormal cash flow from operations
The estimating models that I 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 (Sit) and the change in sales ((Sit). Again, all variables in the model are scaled by lagged total assets (Ai,t-1) to reduce heteroscedasticity: 

(7)
CFOit/Ai, t-1
=
(1t[1/Ait-1] + (2t[Sit/Ai, t-1] + (3t[∆Sit/Ai, t-1] + εit
Then, in the second stage, normal cash flow from operations (NCFOit) is calculated using the estimated coefficients from equation (7):

(8)
NCFOit/Ai, t-1
=
â1t[1/Ait-1] + â2t[Sit/Ai, t-1] + â3t[∆Sit/Ai, t-1]
Lastly, abnormal cash flow from operations (R_CFO) is measured as the actual cash flow from operations (CFOit) minus the estimated normal cash flow from operations (NCFOit).

(9)
R_CFO
=
CFOit/Ai, t-1 - NCFOit/Ai, t-1
As said, using abnormal cash flow from operations as a proxy voor real earnings management is consistent with earlier studies. However, as explained earlier, the effect of the different real earnings management activities on cash flow is ambiguous. Cash flow from operations can either go up or down as a result of the different effects that real earnings management activities have on CFO. Furthermore, the same reasoning that led me to choose for absolute discretionary accruals applies to abnormal CFO, namely that in this thesis, no direction of earnings management is predicted. Therefore, I 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, I will also consider the nominal value of R_CFO. 
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)
CGOSit/ Ai, t-1
=
(0t + (1t[1/Ait-1] + (2t[Sit/Ai, t-1] + εit
Inventory growth is modelled as:

(11)
∆INVit/ Ai, t-1
=
(0t + (1t[1/Ait-1] + (2t[∆Sit/Ai, t-1] + (3t[∆Si, t-1/Ai, t-1] +

 εit
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)
PRODit/ Ai, t-1
=
(0t + (1t[1/Ait-1] + (2t[Sit/Ai, t-1] + (3t[∆Sit/Ai, t-1] + 
(4t[∆Si, t-1/Ai, t-1] + εit
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.

The real earnings management proxies that are used in this thesis only control for a part of the real earnings management activities that management could undertake to manipulate earnings. From the survey by Graham et al. (2005), other ways in which management could manipulate earnings with real activities appear. For instance, more than halve of the respondents name delaying starting a new project as an option to ensure that certain earnings benchmarks are met, even if this project entails a small sacrifice in value. Another possibility, although only mentioned by 12 percent of the respondents, is repurchasing common shares.

However, although one could consider several other real earnings management activities, I focus on the activities as explained above, because they have proven to be valid in earlier studies. Furthermore, studies like that by Cohen (2007) have found strong results by using them.  Research on real earnings management is still in an early stage of development. This means that there is a lack of models that could capture the wide range of possible real earnings management activities. Future research on this aspect is very much welcome, but it is beyond the scope of this thesis. 

6. Tests and Results
6.1 Sample description

I have collected data from the Thomson One Banker database for the period 2000-2006. This thesis investigates 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. At this time, only two years of data for the post-IFRS period are available. This means that the results I will obtain based on this sample will only be an indication of the long-term effects of the introduction of IFRS. This is an important limitations of my research, caused by the relatively newness of IFRS.
My sample includes 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. 

There are several reasons why I focus on these six countries. First of all, due to lack of data availability in Thomson One Banker, and because of the restriction that a minimum of six observations for every industry-year combination is required, many countries, under which Portugal, Ireland and Spain cancel out due to a lack of data. Furthermore, some very large countries, especially The United Kingdom and France have been excluded because this would bias the sample to much. Due to the large number of listed firms in these countries, including these countries in the sample would mean that the obtained results would mainly say something about these large countries. I choose to included smaller countries with different accounting traditions (as was presented in figure 2.1), in order to be able to consider whether these different accounting traditions influence the obtained results. Lastly, Germany (and Switzerland, although not an EU member) are excluded because in those countries listed firms were allowed to apply IFRS before 2005. This could bias the results as the consequences of the 2005 introduction of IFRS are probably different for early adaptors compared to first-time adopters.

	Table 6.1          Number of observations by country, industry and year 

	 
	 
	Industry
	 
	 

	 
	 
	2039
	5059
	7089
	Total

	Countries
	
	EM
	RM
	EM
	RM
	EM
	RM
	EM
	RM

	Belgium
	2000
	25
	25
	9
	8
	7
	7
	41
	40

	 
	2001
	27
	26
	9
	9
	9
	9
	45
	44

	 
	2002
	29
	29
	11
	11
	11
	11
	51
	51

	 
	2003
	32
	30
	11
	11
	13
	12
	56
	53

	 
	2004
	34
	32
	10
	10
	14
	12
	58
	54

	 
	2005
	32
	31
	9
	8
	12
	10
	53
	49

	 
	2006
	43
	41
	11
	10
	13
	13
	67
	64

	Total Belgium
	 
	222
	214
	70
	67
	79
	74
	371
	355

	Denmark
	2000
	42
	42
	9
	9
	8
	8
	59
	59

	 
	2001
	40
	40
	9
	9
	12
	7
	61
	56

	 
	2002
	45
	45
	10
	10
	13
	12
	68
	67

	 
	2003
	51
	51
	12
	12
	17
	16
	80
	79

	 
	2004
	51
	51
	12
	12
	16
	15
	79
	78

	 
	2005
	43
	42
	6
	6
	14
	13
	63
	61

	 
	2006
	50
	49
	9
	9
	17
	16
	76
	74

	Total Denmark
	 
	322
	320
	67
	67
	97
	87
	486
	474

	Finland
	2000
	47
	47
	6
	6
	13
	11
	66
	64

	 
	2001
	51
	49
	6
	6 
	17
	14
	74
	68

	 
	2002
	59
	59
	7
	7
	23
	22
	89
	88

	 
	2003
	62
	61
	7
	7
	23
	21
	92
	89

	 
	2004
	66
	62
	7
	7
	24
	21
	97
	90

	 
	2005
	61
	61
	7
	6
	22
	19
	90
	86

	 
	2006
	67
	67
	8
	8
	22
	19
	97
	94

	Total Finland
	 
	413
	406
	48
	46
	144
	127
	605
	579

	Italy
	2000
	47
	44
	9
	6
	15
	13
	71
	63

	 
	2001
	54
	50
	11
	11
	14
	13
	79
	74

	 
	2002
	68
	67
	13
	13
	18
	17
	99
	97

	 
	2003
	75
	68
	16
	13
	20
	19
	111
	100

	 
	2004
	83
	76
	14
	14
	22
	21
	119
	111

	 
	2005
	87
	83
	10
	10
	20
	20
	117
	113

	 
	2006
	95
	94
	14
	11
	22
	22
	131
	127

	Total Italy
	 
	509
	482
	87
	78
	131
	125
	727
	685

	The Netherlands
	2000
	39
	39
	17
	17
	21
	19
	77
	75

	 
	2001
	43
	43
	16
	16
	22
	19
	81
	78

	 
	2002
	45
	45
	18
	18
	23
	23
	86
	86

	 
	2003
	45
	44
	18
	18
	22
	22
	85
	84

	 
	2004
	48
	48
	18
	18
	23
	23
	89
	89

	 
	2005
	45
	45
	17
	17
	26
	26
	88
	88

	 
	2006
	46
	46
	17
	17
	26
	25
	89
	88

	Total The Netherlands
	 
	311
	310
	121
	121
	163
	157
	595
	588

	Sweden
	2000
	58
	44
	14
	12
	37
	29
	109
	85

	 
	2001
	62
	59
	16
	15
	43
	37
	121
	111

	 
	2002
	97
	90
	23
	23
	66
	53
	186
	166

	 
	2003
	104
	99
	25
	24
	71
	65
	200
	188

	 
	2004
	115
	109
	27
	24
	76
	66
	218
	199

	 
	2005
	116
	113
	29
	27
	76
	66
	221
	206

	 
	2006
	120
	118
	31
	29
	79
	70
	230
	217

	Total Sweden
	 
	672
	632
	165
	154
	448
	386
	1285
	1172

	Total Sample
	 
	2449
	2364
	558
	533
	1062
	956
	4069
	3853


All companies in my sample are listed firms. I exclude financial institutions (SIC 60-69) and utility companies (SIC 40-49) from my sample. These industries are subject to specific accounting requirements. Also, utility companies are often subjected to significant government intervention and regulation, which can dramatically affect the earnings figures. Furthermore, 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, other industries are also excluded from the sample. Therefore, my sample includes observations from three industries, namely: Manufacturing (SIC 20-39), Wholesale Trade (SIC 50-59), and Services (SIC 70-89). 

Apart from accruals-based earnings management (EM), I also consider real earnings management (RM). For the estimation of my RM proxies, data on more variables is needed, which is sometimes not available in Thomson One Banker for the full EM sample. Therefore, in my RM sample, I was forced to further exclude a number of companies. Table 6.1 presents the number of observations for both the EM and RM sample, by country, industry and year. It can be observed that the RM sample consists of less observations than the EM sample. Most striking however is the sharp decrease in the number of observations for both samples over the years. This probably has partly to do with newly founded companies or initial public offerings in more recent years. But lack of data availability in Thomson One Banker for earlier years also plays an important role. Unfortunately, this is a major limitation for my research methodology.

Table 6.2 present descriptive statistics for the total samples (EM & RM) by country. First of all, for the EM and RM samples, it can be observed that there are some differences between the two samples. On average, companies in the RM sample are bigger and perform better than in the EM sample, with higher total assets and number of employees, higher return on assets (ROA), and higher cash flows from operations (CFO). This indicates again that the lack of data availability could be a problem, as especially for smaller firms data for the estimation of my RM proxies seems to be lacking in Thomson One Banker. This could possibly lead to a bias in the results. 
	Table 6.2           Descriptive Statistics by country

	 
	25th 
	Mean
	Median
	75th 
	Standard

	 
	Percentile
	 
	 
	Percentile
	 Deviation

	 
	EM
	RM
	EM
	RM
	EM
	RM
	EM
	RM
	EM
	RM

	Total Sample

 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	41
	44
	1774
	1859
	130
	140
	569
	622
	9023
	9264

	Employees
	251
	276
	7470
	7804
	874
	941
	3680
	3911
	26751
	27419

	CFO
	0,35
	0,6
	161,36
	169,36
	8,35
	9,1
	44,61
	47,68
	1081,97
	1111,24

	ROA
	0,08
	0,27
	0,71
	1,54
	4,67
	4,76
	8,89
	8,91
	20,54
	18,49

	Gearing
	12,00
	12,77
	89,81
	90,76
	49,32
	50,21
	104,18
	105,04
	297,08
	303,65

	Belgium
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	77
	82
	1229
	1280
	166
	179
	626
	705
	3030
	3088

	Employees
	362
	409
	7112
	7298
	1335
	1355
	3986
	4206
	21085
	21358

	CFO
	2,42
	3,18
	119,47
	124,54
	15,80
	17,45
	55,94
	58,00
	314,46
	320,52

	ROA
	0,31
	0,59
	3,41
	3,95
	4,54
	4,61
	7,99
	8,25
	14,35
	13,54

	Gearing
	26,10
	25,98
	107,57
	108,43
	61,48
	61,58
	127,13
	125,53
	207,27
	210,61

	Denmark
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	47
	49
	487
	498
	96
	100
	370
	377
	1104
	1115

	Employees
	245
	248
	2430
	2483
	784
	810
	2721
	2823
	4569
	4614

	CFO
	0,76
	0,84
	46,35
	47,46
	5,45
	5,62
	26,66
	27,71
	135,76
	137,09

	ROA
	1,5
	1,54
	3,01
	3,27
	4,65
	4,65
	8,46
	8,37
	16,24
	15,13

	Gearing
	16,27
	19,03
	89,99
	92,13
	54,44
	57,33
	115,51
	116,88
	210,50
	212,71

	Finland
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	42
	43
	1227
	1269
	105
	116
	625
	640
	3526
	3597

	Employees
	391
	403
	4936
	5063
	870
	945
	4346
	4439
	9617
	9769

	CFO
	1,83
	1,89
	136,40
	140,70
	10,55
	11,40
	59,84
	61,70
	573,82
	585,92

	ROA
	2,14
	2,20
	5,13
	5,40
	6,34
	6,34
	11,02
	10,97
	14,59
	12,96

	Gearing
	10,74
	11,37
	67,90
	68,23
	46,54
	47,48
	83,37
	83,53
	130,20
	130,65

	Italy
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	107
	111
	3210
	3366
	328
	341
	1007
	1033
	12891
	13261

	Employees
	450
	462
	7866
	8236
	1181
	1205
	3247
	3284
	28238
	29051

	CFO
	1,83
	1,98
	208,60
	218,38
	14,73
	14,86
	59,29
	63,33
	1267,03
	1304,41

	ROA
	0,37
	0,33
	1,75
	1,82
	2,85
	2,82
	5,83
	5,85
	10,77
	9,75

	Gearing
	33,19
	33,62
	120,42
	119,66
	77,17
	76,74
	147,52
	145,67
	168,19
	167,19

	The Netherlands


	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	55
	57
	4136
	4175
	312
	319
	1573
	1571
	17469
	17569

	Employees
	368
	371
	19205
	19357
	2805
	2878
	9717
	9710
	50778
	51051

	CFO
	2,17
	2,17
	455,14
	460,11
	22,01
	22,64
	110,50
	112,08
	2320,53
	2333,86

	ROA
	2,00
	2,01
	4,73
	4,59
	6,42
	6,40
	10,20
	10,11
	12,27
	12,13

	Gearing
	18,53
	19,74
	142,57
	143,69
	61,00
	61,36
	115,40
	115,56
	681,84
	685,74

	Sweden
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Assets
	14
	17
	769
	835
	59
	64
	239
	255
	2869
	2994

	Employees
	76
	103
	5039
	5445
	413
	457
	2187
	2401
	19055
	19892

	CFO
	-0,86
	-0,68
	65,96
	71,72
	2,56
	3,38
	18,54
	22,15
	252,20
	263,07

	ROA
	-10,27
	-7,18
	-5,46
	-3,47
	4,65
	4,9
	9,37
	9,54
	29,71
	26,94

	Gearing
	1,81
	1,96
	53,05
	52,40
	26,73
	27,47
	72,98
	72,98
	85,83
	83,58


Note to table 6.2: Assets is total assets, measured in millions of euros. Employees is the number of employees. CFO is cash flow from operations in millions of euros. Gearing is the leverage ratio, measured as the ratio of debt to equity ROA is calculated earnings before extraordinary items divided by last years total assets. For Sweden and Denmark, values in euros are calculated based on the average exchange rates during the sample period. 
For both samples it can be learned from table 6.2 that mean firm size, measured by both total assets and the number of employees, is generally much higher than the median firm size. This indicates that the samples include a relatively small number of very large companies compared to the rest of the sample. This is consistent with the values found for the 25th and 75th percentiles. The same observation can be made for cash flow from operations. However, for return on assets, the mean value is mostly much smaller than the median. This indicates that there are some firms in the sample that are performing much worse than most other firms in the sample. One possible explanation could be that very large firms are not necessarily successful in terms of financial performance. 

When we look at the different countries, we see that for Denmark and Sweden, firms are generally much smaller compared to firms in the other countries. Although small in size, Danish firms are successful in terms of financial performance, measured by ROA, compared to firms in other countries. Swedish firms however seem to perform the worst of all firms in the sample. The samples for The Netherlands and Italy include the largest firms, both in terms of total assets and number of employees. Dutch firms also perform above average, just as firms in Belgium and Finland. Italian firms perform less than firms in most other countries in the sample. 

Finally, when we look at gearing, it can be seen that on average, firms in Belgium, Italy and The Netherlands are more heavily debt-financed than firms in the other countries of the sample. This could mean that for firms in these countries, financers such as bankers play a more important role than other investors such as shareholders. This in turn could mean that external reporting is less important for these firms, as financers such as bankers usually have access to other, more direct sources of information. Earnings management could than expected to be lower, as other sources of information are more important. On the other hand, highly leveraged firms could have incentives to manage earnings, for instance because they want to avoid breaking debt covenants.
6.2 Descriptive statistics: earnings management 
Table 6.3 presents descriptive statistics for my earnings management metrics (both EM and RM) for the total samples. From previous research, it can be learned that total accruals tend to be negative (i.e., income decreasing) primarily due to non-current accruals for depreciation and amortization (Collins & Hribar, 2000). Consistent with these observations, average total accruals are also negative in my sample, with, for the total EM and RM samples, mean and median TA around -0,049. This is comparable to Tendeloo & Vanstraelen (2005), but slightly smaller in magnitude than was found by Cohen (2007).
	Table 6.3:        Descriptive Statistics on earnings management metrics

	Panel A: EM Sample

	Proxies EM
	N
	25th 
	Mean
	Median
	75th 
	Standard

	
	
	Percentile
	 
	
	Percentile
	 Deviation

	TA
	 
	-0,0920
	-0,0487
	-0,0492
	-0,0023
	0,1239

	ABS_TA
	 
	0,0321
	0,0890
	0,0643
	0,1094
	0,0990

	DA
	 
	-0,0530
	-0,0096
	-0,0063
	0,0372
	0,1132

	ABS_DA
	 
	0,0199
	0,0706
	0,0448
	0,0873
	0,0889

	Positive DA
	1861
	0,0183
	0,0667
	0,0417
	0,0823
	0,0881

	Negative DA
	2208
	-0,0915
	-0,0739
	-0,0481
	-0,0210
	0,0896

	DA(ΔCFO)
	 
	-0,0459
	-0,0093
	-0,0049
	0,0327
	0,0992


	ABS_DA(ΔCFO)
	 
	0,0171
	0,0616
	0,0394
	0,0752
	0,0784

	Positive DA(ΔCFO)
	1875
	0,0164
	0,0568
	0,0369
	0,0678
	0,0722

	Negative DA(ΔCFO)
	2194
	-0,0818
	-0,0657
	-0,0410
	-0,0182
	0,0831

	 

	Panel B: RM Sample

	Proxies EM/RM
	N
	25th 
	Mean
	Median
	75th 
	Standard

	
	
	Percentile
	 
	
	Percentile
	 Deviation

	TA
	 
	-0,0908
	-0,0480
	-0,0487
	-0,0036
	0,1168

	ABS_TA
	 
	0,0316
	0,0858
	0,0634
	0,1073
	0,0926

	DA
	 
	-0,0516
	-0,0092
	-0,0061
	0,0367
	0,1068

	ABS_DA
	 
	0,0194
	0,0679
	0,0435
	0,0847
	0,0829

	Positive DA
	1765
	0,0176
	0,0641
	0,0410
	0,0800
	0,0787

	Negative DA
	2088
	-0,0879
	-0,0711
	-0,0458
	-0,0205
	0,0862

	DA(ΔCFO)
	 
	-0,0438
	-0,0079
	-0,0044
	0,0328
	0,0949

	ABS_DA(ΔCFO)
	 
	0,0170
	0,0594
	0,0384
	0,0733
	0,0744

	Positive DA(ΔCFO)
	1789
	0,0161
	0,0554
	0,0366
	0,0670
	0,0686

	Negative DA(ΔCFO)
	2064
	-0,0791
	-0,0628
	-0,0402
	-0,0180
	0,0790

	R_CFO
	 
	-0,0585
	-0,0043
	0,0056
	0,0630
	0,1457

	ABS_R_CFO
	 
	0,0283
	0,0926
	0,0608
	0,1146
	0,1125

	R_PROD
	 
	-0,1436
	-0,0222
	-0,0226
	0,0983
	0,2472


Note to table 6.3: the variables are defined in appendix A.1
Average discretionary accruals, measured with both methods, are also negative. For both samples, discretionary accruals estimated with the method that controls for the change in operating cash flows, DA((CFO), are somewhat smaller in magnitude than discretionary accruals estimated with the Modified Jones Model. One possible explanation for this finding is that controlling for performance by including (CFO in the regression indeed reduces the possibility of Type I errors. For both methods however, it can be mentioned that discretionary accruals are very small anyway, with average and median values not far from zero.

Negative discretionary accruals (Negative DA and Negative DA((CFO) ), again estimated with both methods, are on average somewhat larger in magnitude than positive discretionary accruals  (Postive DA and Postive DA((CFO) ). Also, negative discretionary accruals are more frequent than positive discretionary accruals. This indicates that managing earnings downwards is more important than managing upwards, both in terms of frequency and magnitude. Furthermore, considering that the mean values of both positive and negative accruals are larger in magnitude than their median values, it seems that a relatively few cases of larger earnings increasing as well as decreasing DA’s are followed by more frequent but smaller cases of earnings management, or more likely, reversals. 
The main variable of interest when considering accruals-based earnings management however, is the absolute value of discretionary accruals. As said, I use the absolute value of discretionary accruals as a proxy for earnings management, because my hypotheses do not predict a specific direction for earnings management. Furthermore, by using the absolute value of accruals, this proxy also captures accrual reversals following earnings management (Cohen 2007). 

The mean value of absolute discretionary accruals is around 0,07 for both samples when measured with the Modified Jones Model (ABS_DA) and slightly smaller when measured when estimated by controlling for the change in operating cash flow (ABS_DA((CFO), with values around 0,06. Again, this difference in magnitude could indicate that controlling for performance by including (CFO in the regression indeed reduces the possibility of Type I errors. Mean absolute discretionary accruals are larger in magnitude than median values. Together with the values for the 25th and 75th percentiles, this indicates that there are a relatively few cases in which absolute discretionary accruals are much larger than they are on average. This in turn would be an indication for a relatively few cases of earnings management of significant magnitude, followed by more frequent and much smaller reversals.
Table 6.3 also presents descriptive statistics on my real earnings management proxies. These are abnormal cash flow from operations (R_CFO), absolute abnormal cash flow from operations (ABS_CFO) and abnormal production costs (R_PROD). The same observation that was made for discretionary accruals can be made abnormal cash flows, namely that the values found are very small. Both mean and median R_CFO hardly differ from zero. 
Because the effect of the different real earnings management activities on cash flow is ambiguous, and also for the same reason as with accruals, namely that in this thesis no direction of earnings management is predicted, I have also included the absolute value of abnormal cash flow in table 6.3. As can be learned from the table, absolute abnormal cash flow is relatively large in magnitude, compared to the values for absolute discretionary accruals, my proxy for accruals based earnings management. This would indicate that real earnings management takes larger values than accrual-based earnings management. This result is somewhat striking, and is in contrast to Cohen (2007), who finds that accruals-based earnings management takes larger values than real earnings management. Also, real earnings management is generally more costly than accruals-based earnings management (Graham et al. 2005).
Table 6.3 also presents statistics on abnormal production costs (R_PROD). The mean value for this proxy, as well as the median, is negative. When considering the 25th and 75th percentiles for this proxy, as well as those for absolute abnormal cash flows, and comparing these to the 25th and 75th percentiles for discretionary and absolute discretionary accruals, it again seems that real earnings management takes larger values than accruals-based earnings management. 
6.3 Earnings management: trends in time
In this paragraph statistics and graphical illustrations will be presented that indicate the trends in time for my earnings management (EM and RM) proxies. This will give a first indication of the differences between the pre- and post-IFRS period regarding the prevalence of earnings management, and whether there is talk of a substitution effect between accruals-based earnings management, and real earnings management.
6.3.1 Descriptive statistics

Table 6.4 again presents descriptive statistics for my earnings management metrics. It presents descriptive statistics for the pre- and post-IFRS era separately. Because the results for the EM-sample and RM-sample are qualitatively the same, I don’t present the results for both samples separately. Instead, for my proxies for accruals-based earnings management, I use the EM-sample in order to be able to make use of the larger sample size. Only for my proxies for real earnings management, I make use of the RM sample. Again, I do this because the results for my EM-proxies are qualitatively the same for both samples.

From table 6.4 we learn that total accruals and discretionary accruals, as well as their absolute values, are smaller in magnitude after the introduction of IFRS. This indicates that after the introduction of IFRS, there is less room for discretion in financial reporting. With discretionary accruals being lower in magnitude in the post-IFRS period, it could be concluded that, depending on the reliability of my earnings management metrics, accruals-based earnings management seems to have decreased after the introduction of IFRS. Whether this decrease is significant and whether IFRS is the main cause of this decrease will be tested later in this chapter.

The decrease in magnitude can be observed for positive as well as negative discretionary accruals. However, the decrease seems to be stronger and more significant for negative accruals, indicating that, perhaps surprisingly, mostly downwards earnings management has decreased after the introduction of IFRS. On the other hand however, while the magnitude of negative discretionary accruals seems to be smaller in the post-IFRS period, the relative frequency of negative discretionary compared to positive accruals has increased. 
For my RM proxies, the mean abnormal cash flow increases in value and decreases in magnitude, and the median increases sharply. Overall therefore, abnormal cash flow increases. Absolute abnormal cash flow from operations also increases. These findings are indicative for more real earnings management with an effect on abnormal cash flow from operations. Together with the observed decrease in absolute discretionary accruals, this is consistent with a substitution effect between the two kinds of earnings management. However, the same observation cannot be made for abnormal production costs. Mean and median abnormal production costs are smaller in the post-IFRS period. This is consistent with real earnings management decreasing instead of increasing after the introduction of IFRS. Therefore, the evidence from table 6.4 for my RM-proxies is mixed. Further testing using regression analysis should provide clearer evidence on the effect of IFRS on the level of earnings management (both EM and RM). First however, in next paragraph, I present some graphical evidence in order to get a clearer picture of the trends in time and the differences between the pre- and post-IFRS period for my earnings management proxies.
	Table 6.4              Descriptive Statistics EM- / RM-Proxies Pre- / Post-IFRS

	
	25th 
	Mean
	Median
	75th 
	Standard

	Variables
	IFRS
	N
	Percentile
	 
	
	Percentile
	 Deviation

	TA/A-1          
	Pre
	
	-0,0999
	-0,0565
	-0,0567
	-0,0104
	0,1253

	 
	Post
	
	-0,0757
	-0,0326
	-0,0341
	0,0126
	0,1196

	ABS_TA
	Pre
	
	0,0344
	0,0936
	0,0680
	0,1143
	0,1006

	 
	Post
	
	0,0279
	0,0797
	0,0557
	0,0969
	0,0949

	DA
	Pre
	
	-0,0559
	-0,0118
	-0,0079
	0,0365
	0,1160

	 
	Post
	
	-0,0440
	-0,0050
	-0,0036
	0,0382
	0,1070

	ABS_DA
	Pre
	
	0,0201
	0,0728
	0,0464
	0,0890
	0,0910

	 
	Post
	
	0,0194
	0,0660
	0,0419
	0,0854
	0,0843

	Positive DA
	Pre
	1237
	0,0177
	0,0677
	0,0414
	0,0803
	0,0932

	 
	Post
	624
	0,0194
	0,0647
	0,0421
	0,0
	0,0771

	Negative DA
	Pre
	1510
	-0,0951
	-0,0770
	-0,0507
	-0,0224
	0,0890

	 
	Post
	698
	-0,0854
	-0,0672
	-0,0417
	-0,0194
	0,0904

	DA((CFO)
	Pre
	
	-0,0490
	-0,0118
	-0,0067
	0,0320
	0,0998

	 
	Post
	
	-0,0402
	-0,0040
	-0,0030
	0,0347
	0,0978

	ABS_DA((CFO)
	Pre
	
	0,0176
	0,0635
	0,0401
	0,0776
	0,0779

	 
	Post
	
	0,0166
	0,0576
	0,0370
	0,0699
	0,0792

	Positive DA((CFO)
	Pre
	1248
	0,0161
	0,0569
	0,0371
	0,0683
	0,0706

	 
	Post
	627
	0,0164
	0,0564
	0,0366
	0,0676
	0,0753

	Negative DA((CFO)
	Pre
	1499
	-0,0879
	-0,0689
	-0,0432
	-0,0189
	0,0831

	 
	Post
	695
	-0,0727
	-0,0586
	-0,0379
	-0,0169
	0,0826

	R_CFO
	Pre
	
	-0,0567
	-0,0050
	0,0043
	0,0621
	0,1407

	 
	Post
	
	-0,0631
	-0,0029
	0,0094
	0,0645
	0,1555

	ABS_R_CFO
	Pre
	
	0,0274
	0,0897
	0,0592
	0,1111
	0,1084

	 
	Post
	
	0,0303
	0,0985
	0,0638
	0,1228
	0,1203

	R_PROD
	Pre
	
	-0,1354
	-0,0212
	-0,0206
	0,0960
	0,2455

	
	Post
	
	-0,1578
	-0,0243
	-0,0263
	0,1071
	0,2507


6.3.2 Graphical evidence
Figure 6.1 presents the trends in time for the total EM sample for my main EM proxies, namely absolute discretionary accruals, measured with both methods. The results for the RM sample are qualitatively the same, and are therefore not presented separately. From the figure, a clear decreasing trend in both earnings management proxies can be observed. More specifically, in the post-IFRS period (2005 and 2006), for both years absolute discretionary accruals are lower than in the year immediately before the introduction of IFRS (2004). However, the general trend is also a decreasing one, and not very smooth, with relatively sharp (considering however also the scale of the figure) decreases but also increases. So, while my proxies for the level of accruals-based earnings management seem to be lower in the post-IFRS period, based solely on the figure, this finding could be just as easily explained by a general decreasing trend instead of IFRS having a restrictive effect on earnings management. A possible explanation for this general decreasing trend is the overall decreased tolerance towards earnings management after the major accounting scandals at the beginning of this millennium. Furthermore, many other regulatory initiatives, such as those relating to corporate governance, may also have a restrictive effect on the level of accruals-based earnings management. 

Figure 6.2 graphically presents the trends in time by country. As can be learned from this figure, the general decreasing trend in accruals-based earnings management is not found in every country of my sample. In Belgium, Finland, The Netherlands and Sweden, there is talk of a more or less decreasing trend. However, in both Finland and especially Sweden, this decreasing trend seems to be reversed after the introduction of IFRS. Another striking result is the major difference in magnitude for the two EM-proxies in The Netherlands in the first two sample years. Also, while ABS_DA sharply decreases in 2002, ABS_DA((CFO) increases in the same period. 

Figure 6.1: Discretionary Accruals Over Time, 2000-2006 (Total Sample)
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For Italy, no clear trend, either upwards or downwards can be observed, although absolute DA seem to be decreasing after the introduction of IFRS. For Denmark the trend seems even more unclear, with absolute DA being much higher in the post-IFRS period than in the years immediately before the introduction of IFRS. Together, these findings are a first indication that accounting standards are not all there is to restricting earnings management. Country- and firm-specific factors could be equally or perhaps even more important.

Figure 6.3 graphically presents my RM-proxies, absolute abnormal cash flow from operations (ABS_R_CFO) and abnormal productions costs (R_PROD), over time. Unfortunately, no clear trend can be observed. Absolute abnormal cash flow from operations shows a decreasing trend in the first few sample years. After 2003 however, ABS_R_CFO increases. Increasing ABS_R_CFO is consistent with more real earnings management activities. Together with the general decreasing trend for absolute discretionary accruals found in figure 6.1 for this period, this in indicative for 

Figure 6.2: Discretionary Accruals Over Time, 2000-2006 (Countries)
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Figure 6.3: RM Proxies Over Time, 2000-2006 (Total Sample) 

Panel A: Absolute Abnormal CFO (ABS_R_CFO)
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Panel B: Abnormal Production Costs (R_PROD)
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a substitution effect between accruals-based earnings management and real earnings management. However, in the first few sample years, both absolute discretionary accruals and absolute abnormal CFO show a decreasing trend, which in turn is consistent with the two manifestations of earnings management being complementary.
With regard to the effect of IFRS, it is unclear whether IFRS has an effect on the prevalence of real earnings management, as the increasing trend sets in from 2004, so before the introduction of IFRS. However, it could be the case that the management of listed companies anticipated the introduction of IFRS, and switched from EM tot RM at an early stage.  
For abnormal production costs (R_PROD), the trend is even more unclear, with both increasing and decreasing R_PROD in the first few sample years. After the introduction of IFRS, abnormal production costs first increase, but then further decreases. If earnings were being managed with overproduction, abnormal productions costs would rise. However, as no clear increasing trend can be observed after the introduction of IFRS, there is no clear evidence for an increase in real earnings management via overproduction in the post-IFRS period.
Again, I also considered the trends in time per country. These are graphically presented in figure 6.4. The same as with my EM proxies, for my RM proxies the trends in time are not the same for every country. Furthermore, the trends are far from smooth and perhaps not especially informative. Looking first at abnormal CFO, panel A of figure 6.4 shows that for Belgium, Denmark and Finland, the trend is more or less consistent with that observed for the total sample. For the pre-IFRS period, this also applies to Italy and Sweden. However the increasing trend that was found for the total sample for the post-IFRS period does not set through in the last sample year in these countries. For The Netherlands, a sharp decreasing trend is found for the post-IFRS period. This is consistent with real earnings management decreasing after the implementation of IFRS. However, panel B of figure 6.4 shows that abnormal production costs increase in The Netherlands in the post-IFRS period. This is in line with a general increasing trend in abnormal production costs that is found for this country. In general however, the trends for abnormal production costs are even more unclear than for absolute abnormal cash flow from operations or absolute discretionary accruals. This could mean that country-specific factors, as well as other 
Figure 6.4: RM Proxies Over Time, 2000-2006 (Countries)

Panel A: Absolute Abnormal CFO (ABS_R_CFO)
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Figure 6.4: RM Proxies Over Time, 2000-2006 (Countries)
Panel B: Abnormal Production Costs (R_PROD)
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factors play a more important role in determining the level of real earnings management with overproduction. However, it could also lead one to question whether abnormal production costs measured this way is a valid proxy for earnings management.    
6.3.3 Compare means pre- and post-IFRS period
To test the observations from the graphs presented above statistically, I compare the means values found for my EM- and RM-proxies using the independent samples T-test. The results are presented in table 6.5. The results for the RM-sample are qualitatively the same as for the EM-sample, and therefore not presented separately.
	Table 6.5    Compare Means EM-/RM-Proxies for Pre- & Post-IFRS Period

	EM/RM Proxies
	Country
	Effect
	Country
	Effect

	ABS_TA
	Belgium
	Lower**
	Denmark
	Higher

	ABS_DA
	
	Lower**
	 
	Higher

	ABS_DA(CFO)
	
	Lower**
	 
	Higher

	R_CFO
	
	Higher
	 
	Lower (negative)

	ABS_R_CFO
	
	Higher**
	 
	Higher**

	R_PROD
	 
	Lower (negative)
	 
	Lower (negative)

	ABS_TA
	Finland
	Lower**
	Italy
	Lower**

	ABS_DA
	
	Lower**
	 
	Lower*

	ABS_DA_CFO
	
	Lower**
	 
	Lower

	R_CFO
	
	Higher
	 
	Higher

	ABS_R_CFO
	
	Higher*
	 
	Lower

	R_PROD
	 
	Lower (negative)
	 
	Lower (negative)

	ABS_TA
	The Netherlands
	Lower**
	Sweden
	Lower*

	ABS_DA
	
	Lower**
	 
	Lower

	ABS_DA(CFO)
	
	Lower
	 
	Lower

	R_CFO
	
	Lower
	 
	Higher (negative)

	ABS_R_CFO
	
	Lower
	 
	Higher

	R_PROD
	 
	Higher (negative)
	 
	Higher (negative)

	ABS_TA
	Total Sample
	Lower**
	
	 

	ABS_DA
	
	Lower**
	
	 

	ABS_DA(CFO)
	
	Lower
	 
	 

	R_CFO
	
	Higher (negative)
	** signifcant at 95%

	ABS_R_CFO
	
	Higher**
	*   signifcant at 90%

	R_PROD
	 
	Lower (negative)
	 
	 


For the total sample, both absolute total accruals and absolute discretionary accruals are significantly lower in the post-IFRS period, compared to the pre-IFRS period. This indicates that accruals-based earnings management has decreased significantly after the introduction of IFRS. This in turn is a first indication that IFRS is effective at decreasing the level of earnings management. For the different countries in the sample, the general trend is also a decreasing one, consistent with the graphical presentations above. However, although absolute total and discretionary accruals are generally lower for the post-IFRS period, the difference compared to the pre-IFRS period is not always statistically significant. Also, again consistent with the graphical presentation above, for Denmark absolute accruals, both total and discretionary, are higher in the post-IFRS period compared to the pre-IFRS period, although this difference is not statistically significant. 
For my RM-proxies, no statistically significant results can be found for both R_CFO and R_PROD. For the total sample, abnormal CFO increases after the introduction of IFRS, but not significantly. Abnormal production costs decrease, but again not significantly. Moreover, if real earnings management would increase as hypothesized after the introduction of IFRS, we would expect abnormal production costs to increase and not decrease. These observations are consistent with the graphical evidence presented earlier. 
I have also compared the absolute values of abnormal CFO, as the effect of the different real earnings management activities on abnormal cash flow is ambiguous. For this proxy, I do find significant results. For the total sample, absolute abnormal CFO is significantly higher in the post-IFRS period compared to the pre-IFRS period. This could indicate that real earnings management activities have increased. Furthermore, together with the significant lower levels of absolute discretionary accruals, this finding is indicative for a substitution effect between the two main manifestations of earnings management. 

However, I also found abnormal production costs to decrease, which in turn indicates lower levels of real earnings management. To interpret an increase in absolute abnormal CFO as an indication of increased real earnings management would thus be conflicting with this result. As explained earlier, there are many more real earnings management activities that management can choose from to manipulate earnings. Possibly than, real earnings management has increased in magnitude after the implementation of IFRS, but not by using overproduction to do so. Research using more RM-proxies would than be needed. However, because they are not readily available from earlier research, unfortunately that is beyond the scope of this thesis. 
For the different countries, ABS_R_CFO is also the only RM proxy which mean value significantly changes in some cases in the post-IFRS period. This is the case for Belgium, Denmark and Finland, in which countries mean ABS_R_CFO is significantly higher in the post-IFRS period, consistent with the results for the total sample. For other countries, no significant increase can be observed, and for The Netherlands and Italy, absolute abnormal cash flow from operations is even lower after the implementation of IFRS, although not significant. Together, these findings again indicate that probably accounting standards are not all there is to restricting earnings management. Country- and firm-specific factors could be equally or perhaps even more important.

6.3.4 Correlation EM-/RM-Proxies

Finally, to get some more insight in whether a substitution effect between accruals based earnings management and real earnings management can be found for my sample, table 6.6 presents the correlation coefficients for my EM- and RM-proxies, based on the RM sample.
A first conclusion that can be drawn from the table is that my EM-proxies, namely absolute discretionary accruals, are strongly and significantly correlated to absolute total accruals. Although this sounds logic, it also says something about the explanatory power of the estimation models, and the usefulness of using discretionary accruals in stead of total accruals. With such strong correlations, one could ask if there is any use in going through the trouble of estimating discretionary accruals. Especially given the relatively low adjusted R squares for these model, in my case ranging between 0,15 and 0,65, with average values around 0,3 for the Modified Jones Model and between 0,4 and 0,5 for the model that controls for the change in CFO. On the other hand, the correlations aren’t perfect, so depending on whether the models are reliable, they do provide at least some extra information compared to using total accruals. 
Table 6.6 Pearson Correlations EM-/RM-Proxies
	
	ABS_TA
	ABS_DA
	ABS_DA  ((CFO)
	R_CFO
	R_PROD
	ABS_R_  CFO

	ABS_TA
	Pearson Correlation
	1
	,808(**)
	,701(**)
	,016
	,024
	,285(**)

	 
	Sig. (2-tailed)
	 
	,000
	,000
	,331
	,134
	,000

	ABS_DA
	Pearson Correlation
	,808(**)
	1
	,859(**)
	-,098(**)
	,077(**)
	,336(**)

	 
	Sig. (2-tailed)
	,000
	 
	,000
	,000
	,000
	,000

	ABS_DA((CFO)
	Pearson Correlation
	,701(**)
	,859(**)
	1
	-,115(**)
	,076(**)
	,263(**)

	 
	Sig. (2-tailed)
	,000
	,000
	 
	,000
	,000
	,000

	R_CFO
	Pearson Correlation
	,016
	-,098(**)
	-,115(**)
	1
	-,339(**)
	-,280(**)

	 
	Sig. (2-tailed)
	,331
	,000
	,000
	 
	,000
	,000

	R_PROD
	Pearson Correlation
	,024
	,077(**)
	,076(**)
	-,339(**)
	1
	,016

	 
	Sig. (2-tailed)
	,134
	,000
	,000
	,000
	 
	,314

	ABS_R_CFO
	Pearson Correlation
	,285(**)
	,336(**)
	,263(**)
	-,280(**)
	,016
	1

	 
	Sig. (2-tailed)
	,000
	,000
	,000
	,000
	,314
	 


With regard to the correlations between the EM and RM proxies, it can be observed that abnormal cash flow from operations (R_CFO) is negatively and significantly correlated to absolute discretionary accruals. This could be interpreted as real earnings management, measured with R_CFO, increasing when accruals-based earnings management is decreasing. This is consistent with a substitution effect between the two kinds of earnings management, as hypothesized in H3, and found to exist by, among others, Cohen (2007). On the other hand, abnormal production costs and absolute discretionary accruals are strongly positive and significantly correlated. This in turn is in contrast to a substitution effect. In this case, accruals-based earnings management and real earnings management go hand in hand. Although in contrast to a substitution effect between the two kinds of earnings management, this finding is not counterintuitive. If management has incentives to manage earnings, than it can choose from several possible methods to do so. It could choose one above the other, but management could also choose to use both accruals-based methods as well as real transactions. In this case, both manifestations of earnings management are used complementary. 

Like abnormal production costs, absolute abnormal cash flow from operations is significantly and strongly positive correlated to absolute discretionary accruals. This further indicates that both kinds of earnings management are used together, rather than as substitutes for one another. Again, although not counterintuitive, this finding is in contrast with a substitution effect between accruals-based earnings management and real earnings management. If IFRS would indeed make it more difficult to manage earnings with accruals-based methods, while management still have incentives to do so, one would expect them to turn to real earnings management. This would lead one to expect a negative correlation between EM- and RM-proxies, which, in contrast to what I hypothesize, was not found for my sample.
6.4 Regression

6.4.1 Model specification

In the previous paragraphs, several tests were performed and presented that provide a first indication of the effect of the adoption of IFRS on the magnitude of my earnings management proxies. In this paragraph, I use 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((CFO), I use the following model:
EMt 
= δ0 + δ1YEARt + δ2IFRSt + δ3ROAt + δ4CFOt + δ5LNEMPLt + δ6LEVERAGEt + δ7IND + δ8COUNTRY + δ9COUNTRY*IFRS + ε1t
Where:
EMt
=
EM-proxy, either ABS_DA or ABS_DA((CFO)
YEARt

=
calendar year

IFRSt

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

ROAt

=
return on assets in year t.

CFOt
=
cash flows from operations in year t, divided by lagged total
assets.

LNEMPLt 
=
natural logarithm of the number of employees in year t.

LEVERAGE t 
=
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.
As said, the variables mentioned above are included in the model to control for differences in earnings management incentives. Return on assets (ROAt) is included to control for financial performance, as the estimated discretionary accruals are too large for firms experiencing extreme financial performance (Peasnell et al., 2000). Cash flow from operations (CFOt) is included for the same reason. Also, as Dechow (1994) and Dechow et al. (1995) point out, the change in operating cash flow is negatively correlated with total accruals. The inherent smoothing property of accounting accruals causes negative (positive) non-discretionary accruals to occur when cash flow from operations are extremely positive (negative). To control for this misspecification, cash flow from operations is included in the regression. As I take the absolute value of discretionary accruals, a positive relationship between both performance variables (ROAt and CFOt) and my EM-proxies is expected.
To control for size, I include the natural logarithm of the number of employees of a company in year t (LNEMPLt). According to the political cost hypothesis of the Positive Accounting Theory, large companies perform more downwards earnings management to avoid political attention and public scrutiny (Watts and Zimmerman, 1990). As I take the absolute value of discretionary accruals, this would mean that a positive relationship between this variable and my EM-proxies can be expected. However, larger firms are also followed by analysts and other stakeholders more intensively than small companies. This means that it is probably harder to conduct earnings management and get away with it without getting noticed. Furthermore, investor relations initiatives most likely mean that earnings information per se is not as important for large companies as it is for smaller companies. More alternative information is probably available, making reported earnings, and thus also the manipulation of this number, less important. Therefore, I expect the overall level of earnings management for larger companies to be smaller compared to smaller companies, and thus a negative coefficient is expected for this variable.

Leverage (LEVERAGEt) is included to control for incentives stemming from debt-covenants. Several studies find that, in line with the debt/equity hypothesis of the Positive Accounting Theory, managers take actions to avoid debt covenant violations (Watts and Zimmerman, 1990; Dichev and Skinner, 2002). Therefore, highly leveraged firms are more likely to engage in income increasing earnings management. Because of this, I expect a positive relation for this variable with absolute discretionary accruals.

A dummy for country (COUNTRY) is included to control for country specific factors. I also include an interaction variable (IFRS*COUNTRY) to control for the influence of country specific factors on the effect of IFRS on the level of earnings management. In previous paragraphs it was already found that the trends in time for my different earnings management proxies are far from the same for every country. Apart from the variables I already control for, this also has to do with country specific factors, including the relative quality of accounting standards and the comparative levels of earnings management before the implementation of IFRS. To control for these factors, I include this interaction variable, based on Leuz et al. (2003). As shown in my literature review, Leuz et al. provide comparative evidence on earnings management across 31 countries. Based on their findings, the COUNTRY dummy is ranked with Italy (value = 1) being the country with the highest comparative level of earnings management according to Leuz et al., and Sweden scoring the lowest on their ranking. In countries where earnings management is relatively high, the introduction of a set of high quality accounting standards such as IFRS, can be expected to have a relatively large effect at restricting earnings management. On the other hand, as Ball et al. (2003) point out, legal and institutional factors also play an important role. In countries with weak investor protection rights, the introduction of a set of high quality accounting standards is probably not enough to effectively restrict earnings management. However, given 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, I expect that the implementation of IFRS will have a larger restricting effect on earnings management in countries where the level of earnings management in the pre-IFRS period was relatively high. Therefore, I expect a positive coefficient for this interaction variable. For COUNTRY, based on Leuz et al. (2003), I expect a negative relationship, as for this dummy, countries with the lowest levels of earnings management are ranked highest (with Sweden = 6, scoring lowest on comparable level of earnings management according to Leuz et al. (2003)).
Finally, the variable YEAR is included to control for the general trend in time. The industry dummy IND is included to control for industry effects on earnings management. 
To test for the effect of the implementation of IFRS on my real earnings management proxies, I use the same regression, with the exception that CFOt is excluded from the model. With real earnings management, naturally there is no smoothing property that needs to be controlled for. As return on assets (ROAt) already controls for extreme financial performance, I exclude cash flow from operations from my regression with my RM proxies. The model than becomes:

RMt 
= δ0 + δ1YEARt + δ2IFRSt + δ3ROAt + δ4LNEMPLt + δ5LEVERAGEt + δ6IND + δ7COUNTRY + δ8COUNTRY*IFRS + ε1t
Where RM is either absolute abnormal cash flow from operations (ABS_R_CFO) or abnormal production costs (R_PROD).

Finally, I also consider a second measure of accruals-based earnings management. Following Tendeloo and Vanstraelen (2005), and Heemskerk and Van Der Tas (2006), I use the correlation between total accruals and cash flow from operations as a proxy for income smoothing. The natural smoothing property of accruals was already mentioned. 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 indicative for the difference in the magnitude of income smoothing in the two periods. The following model is used to measure the effect of IFRS on the correlation between total accruals and cash flow from operations:
ACCt 
= δ0 + δ1YEARt + δ2IFRSt + δ3ROAt + δ4CFOt + δ5IFRSt*CFOt + δ6LNEMPLt + δ7LEVERAGEt + δ8IND + δ9COUNTRY + δ10COUNTRY*IFRS + ε1t
ACCt is the value of total accruals in year t, scaled by lagged total assets. The interaction variable IFRSt*CFOt 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, I expect accruals-based earnings management, under which income smoothing, to decrease after the introduction of IFRS. In other words, I 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. 
6.4.2 Regression results: accruals-based earnings management
In this and the next two paragraphs, I will present my regression results. First of all, my results for accruals based earnings management are presented in table 6.7. Panel A presents the results for the regression with ABS_DA as the dependent variable. Panel B does the same for ABS_DA((CFO). 
Compared to the original model that was presented in the previous paragraph, two independent variables are missing. These are LEVERAGE and the interaction variable COUNTRY*IFRS. For my sample leverage does not prove to provide management with significant incentives to manage earnings. This is consistent with Tendeloo and Vanstraelen (2005). A possible explanation could be that when a firm is highly leveraged, the reported earnings number is less important, because creditors such as banks normally have access to other sources of information. Also, they will be interested in other accounting numbers, such as operating cash flow, which makes managing earnings less beneficiary for a company’s management.

Table 6.7 Regression results for accruals-based earnings management
	Panel A

	Dependent Variable: ABS_DA

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	9,661
	2,151
	4,492
	0,000

	Year
	-0,005
	0,001
	-4,447
	0,000

	IFRS
	0,013
	0,004
	2,888
	0,004

	ROA
	-0,001
	0,000
	-13,904
	0,000

	CFO
	0,032
	0,006
	5,334
	0,000

	LNEMPL
	-0,008
	0,001
	-11,845
	0,000

	COUNTRY
	0,002
	0,001
	3,580
	0,000

	IND
	0,010
	0,001
	6,417
	0,000


	Panel B

	Dependent Variable: ABS_DA((CFO)

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	5,954
	1,931
	3,083
	0,002

	Year
	-0,003
	0,001
	-3,047
	0,002

	IFRS
	0,008
	0,004
	2,103
	0,036

	ROA
	-0,001
	0,000
	-17,723
	0,000

	CFO
	0,035
	0,005
	6,598
	0,000

	LNEMPL
	-0,006
	0,001
	-9,317
	0,000

	COUNTRY
	0,003
	0,001
	5,627
	0,000

	IND
	0,009
	0,001
	6,435
	0,000


The interaction variable to test the influence of country specific factors on the effect of IFRS on the level of earnings management (IFRS*COUNTRY), also didn’t prove to be significant. I 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 has been rejected, and because of the lack of significance, I have excluded the interaction variable from my final model. 
Possibly, the relatively newness of IFRS is to blame for the lack of significant results for this interaction variable. As was already noted in chapter 2 of this thesis, 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 seemed 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. This is consistent with my finding of no significant result for IFRS*COUNTRY.
After the exclusion of the two variables mentioned above due to a lack of significance, the model as presented in table 6.7 remains. Before explaining the results somewhat further, it should me mentioned that for both models, the explanatory power is relatively low, with a R Square of 0,153 for the model with ABS_DA, and a R-Square of 0,174 for the model with ABS_DA((CFO). This means that more factors play a role in determining the level of earnings management, also depending on the reliability of my earnings management proxies. This in turn means that more variables could be included in the model, which could very well influence the results as presented in table 6.7. However, with this in mind, I will consider these results somewhat closer.
For YEAR, I 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. 
For LNEMPL, the coefficient is negative as expected, meaning that larger companies conduct less earnings management than smaller companies. For CFO, a positive coefficient is found, which is also consistent with my expectations. However, for ROA a negative coefficient is found. This is inconsistent with the misspecification of my earnings management models, with firms showing extreme levels of performance having high discretionary accruals. However, possibly CFO already controls for this effect, leaving a small negative coefficient for ROA. This effect could possibly be related with political attention, with highly performing firms being more politically visible. 

The dummies for country (COUNTRY) and industry (IND) both prove to be significant, meaning the comparable levels of earnings management are different between countries and industries. What is striking however, is that the sign for the coefficient for COUNTRY is positive while this dummy is ranked with higher numbers representing countries with the lowest comparable levels of earnings management according to Leuz et al. (2003). This means that according to my findings, countries that score low on earnings management based on Leuz et al. (2003), have higher comparable levels of earnings management. In other words, my findings are completely in contrast to those found by Leuz et al. (2003). It is unclear how this finding should be explained. It could be that the other independent variables in my regression model capture some of the factors that cause the levels of earnings management to differ per country. Another explanation could be the different sample periods. The study of Leuz et al. is based on a sample period of 1990-1999, while my sample period is 2000-2006. Lastly, the different research models used could be to blame, although this leads to question the relative quality of these models. 
Finally, and perhaps most importantly, my dummy for IFRS is 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 I 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 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. This last possible explanation will be examined in next paragraph were my results for income smoothing are presented. 
6.4.3 Regression results: income smoothing

In table 6.8, my regression results for my income smoothing model are presented. I use the same controlling variables as for the regression on the magnitude of absolute discretionary accruals. However, as can be learned from table 6.8, my industry dummy is not significant in this model. Apparently, income smoothing does not differ significantly between industries. 
The coefficients for most other variables are consistent with those found in table 6.7. Just as with the magnitude of discretionary accruals, income smoothing shows a decreasing trend in time for my sample years. And again, IFRS shows to have an increasing effect on earnings management, in this case income smoothing. Thus, apart from leading accruals based earnings management measured by the magnitude of discretionary accruals to increase, income smoothing also increases in response to the introduction of IFRS. This is inconsistent with H1, which is therefore rejected.

Table 6.8 Regression results for income smoothing
	Dependent Variable: TA/A-1

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	5,854
	2,559
	2,288
	0,022

	Year
	-0,003
	0,001
	-2,297
	0,022

	IFRS
	0,016
	0,005
	2,924
	0,003

	ROA
	0,005
	0,000
	49,693
	0,000

	CFO
	-0,309
	0,008
	-40,007
	0,000

	LNEMPL
	-0,004
	0,001
	-5,563
	0,000

	IFRS*CFO
	0,021
	0,012
	1,761
	0,078

	COUNTRY
	0,002
	0,001
	2,420
	0,016

	IND
	0,002
	0,002
	1,211
	0,226


Together, my findings in this and the previous paragraph indicate that IFRS has an increasing effect on accruals-based earnings management. As stated in the last paragraph, this could be caused by the increased discretion in the accounting process. The increased volatility of earnings shows to be an important incentive to manage earnings, as can be learned from the results in table 6.8. 
At the same time however, the results from my time-trend analysis show 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. So, while based on my regression analysis IFRS seems to have an increasing effect on accruals-based earnings management, it’s relative magnitude is still significantly lower after the introduction of IFRS. How then to explain this contradiction? 

First of all, my findings show, independent of IFRS, a decreasing trend in accruals-based earnings management during my sample period. I identified the anticipation by firms on the implementation of IFRS in 2005, as well as other initiatives such as those related to corporate governance, as possible explanations for this fact. These same factors may also have 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 even accelerated despite of the implementation of IFRS, as IFRS itself has an increasing effect on accruals-based earnings management. 
All in all, based on my findings IFRS shows to be ineffective in reducing earnings management. However, as noted earlier, the relative low explanatory power of the regression models should be kept in mind. Although my smoothing model has a somewhat higher R Square of 0,41. 

6.4.4 Regression results: real earnings management

For my real earnings management proxies, the results are presented in table 6.9. Panel A shows the results for the regression with absolute abnormal cash flow from operations (ABS_R_CFO). Panel B shows the results for abnormal production costs (R_PROD). Consistent with my regression models for accruals based earnings management, compare to the original model, LEVERAGE and COUNTRY*IFRS are missing due to lack of significance. Also, as explained in my model specification section, CFO is not included as an independent variable in the model. 
For most remaining independent variables, the signs of the coefficients are consistent with that found for my accruals based earnings management models. For abnormal cash flow from operations, consistent with my models for accruals-based earnings management, a decreasing trend in time was 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 increasing 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.
Table 6.9 Regression results for real earnings management
	Panel A

	Dependent Variable: ABS_R_CFO

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	14,663
	2,795
	5,247
	0,000

	Year
	-0,007
	0,001
	-5,194
	0,000

	IFRS
	0,037
	0,006
	6,388
	0,000

	ROA
	-0,002
	0,000
	-17,796
	0,000

	LNEMPL
	-0,013
	0,001
	-15,218
	0,000

	COUNTRY
	0,006
	0,001
	7,067
	0,000

	IND
	0,003
	0,002
	1,781
	0,075


	Panel B

	Dependent Variable: R_PROD

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	5,904
	6,757
	0,874
	0,382

	Year
	-0,003
	0,003
	-0,869
	0,385

	IFRS
	0,012
	0,014
	0,861
	0,389

	ROA
	-0,002
	0,000
	-10,472
	0,000

	LNEMPL
	-0,005
	0,002
	-2,191
	0,028

	COUNTRY
	-0,002
	0,002
	-0,943
	0,346

	IND
	-0,009
	0,005
	-1,970
	0,049


For abnormal production costs, which results are shown in panel B of table 6.9, most independent variables are not significant. Especially my YEAR and IFRS dummies are not significant, meaning that no decreasing trend in time and no significant effect of IFRS was found for this proxy. This could be explained as the level of real earnings management by using overproduction to manipulate earnings being relatively stable during my sample period, and not influenced by the introduction of IFRS. However, based on the lack of significance found for the other 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.  
The regression results for ABS_R_CFO are consistent with my time-trend analysis, where I 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. 
6.4.5 Regression results: substitution effect EM/RM

Lastly, I 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. For real earnings management, given the lack of significant results for abnormal production costs in my previous tests, I only consider absolute abnormal cash flow from operations (ABS_R_CFO). For accruals-based earnings management, I use both estimates of absolute discretionary accruals (ABS_DA and ABS_DA(ΔCFO)).

In table 6.10, the regression results are presented for the regression of both proxies for accruals-based earnings management on the same independent variables as in the regression that is presented in table 6.7, but with my proxy for real earnings management, ABS_R_CFO, as an extra control variable. Also, I have excluded cash flow from operations, as I 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.

From the results in table 6.10, it can be learned that the signs of most obtained coefficients remain the same. Mainly, 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. However, for my regression with ABS_DA(ΔCFO), both variables (YEAR and IFRS) are no longer significant. Because both variables are significant for my regression with ABS_DA, this first of all is a further indication that in all earnings management studies the way discretionary accruals, or earnings management proxies in general, are measured is a very critical research design issue. For IFRS, the lack of significance could have to do with the interaction variable IFRS* ABS_R_CFO, which also includes a dummy for IFRS. It is unclear however how the lack of significance for my YEAR-dummy should be explained.

Table 6.10 Regression results for accruals-based earnings management, when controlled for real-earnings management.
	Panel A

	Dependent Variable: ABS_DA

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	5,094
	2,115
	2,409
	0,016

	Year
	-0,003
	0,001
	-2,377
	0,017

	IFRS
	0,012
	0,005
	2,520
	0,012

	ROA
	-0,001
	0,000
	-10,014
	0,000

	LNEMPL
	-0,005
	0,001
	-7,235
	0,000

	COUNTRY
	0,001
	0,001
	1,834
	0,067

	IND
	0,009
	0,001
	6,022
	0,000

	ABS_R_CFO
	0,188
	0,015
	12,570
	0,000

	IFRS*ABS_R_CFO
	-0,083
	0,023
	-3,703
	0,000


	Panel B

	Dependent Variable: ABS_DA(ΔCFO)

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	2,441
	1,915
	1,275
	0,202

	Year
	-0,001
	0,001
	-1,246
	0,213

	IFRS
	0,006
	0,004
	1,294
	0,196

	ROA
	-0,001
	0,000
	-14,781
	0,000

	LNEMPL
	-0,004
	0,001
	-6,261
	0,000

	COUNTRY
	0,003
	0,001
	4,562
	0,000

	IND
	0,008
	0,001
	6,275
	0,000

	ABS_R_CFO
	0,083
	0,014
	6,128
	0,000

	IFRS*ABS_R_CFO
	-0,026
	0,020
	-1,266
	0,206


However, as the signs of the coefficient for both variables are unchanged, and I do get significant results for the regression with ABS_DA, at this place I mainly focus on the substitution effect that is tested for. For my real earnings management proxy, ABS_R_CFO, I get a positive and significant coefficient, meaning that both manifestations of earnings management, accruals-based earnings management and real earning management, are used complementary instead as substitutes of one another. In other words, when management has an incentive to manage earnings, normally they use both methods combined to do so.
For my interaction variable with IFRS, IFRS*ABS_R_CFO, I obtain a negative coefficient, although not significant for the regression with ABS_DA(ΔCFO). The obtained negative coefficient indicates that the introduction of IFRS has led to a substitution effect between the two main manifestations of earnings management. I have already established that accruals-based earnings management has strictly increased as well as real earnings management. Therefore, IFRS has not led to an absolute increase in real earnings management to compensate for an absolute decrease in accruals-based earnings management. However, the negative coefficient for my interaction variable does indicate that there is talk of a substitution effect between the two manifestations of earnings management as a consequence of the introduction of IFRS. 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.
In table 6.11, the results for the regression for my real earnings management proxy, absolute abnormal cash flow from operations (ABS_R_CFO), are stated when controlled for my accruals-based earnings management proxies. Panel A shows the results when I control for ABS_DA, and panel B shows the results when ABS_DA(ΔCFO) is included as a control variable. 

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. Again, 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. 
Table 6.11 Regression results for real earnings management, when controlled for accruals-based earnings management.
	Panel A

	Dependent Variable: ABS_R_CFO

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	12,543
	2,740
	4,578
	0,000

	Year
	-0,006
	0,001
	-4,534
	0,000

	IFRS
	0,041
	0,006
	6,582
	0,000

	ROA
	-0,001
	0,000
	-14,706
	0,000

	LNEMPL
	-0,011
	0,001
	-13,282
	0,000

	COUNTRY
	0,006
	0,001
	6,619
	0,000

	IND
	0,001
	0,002
	0,415
	0,678

	ABS_DA
	0,299
	0,025
	12,073
	0,000

	IFRS*ABS_DA
	-0,107
	0,041
	-2,631
	0,009

	 
	 
	 
	 
	 

	Panel B

	Dependent Variable: ABS_R_CFO

	Independent Variables
	Unstandardized Coefficients
	t
	Sig.

	 
	B
	Std. Error
	 
	 

	(Constant)
	14,117
	2,780
	5,078
	0,000

	Year
	-0,007
	0,001
	-5,028
	0,000

	IFRS
	0,039
	0,006
	6,217
	0,000

	ROA
	-0,001
	0,000
	-15,236
	0,000

	LNEMPL
	-0,013
	0,001
	-14,350
	0,000

	COUNTRY
	0,006
	0,001
	6,528
	0,000

	IND
	0,002
	0,002
	1,041
	0,298

	ABS_DA(ΔCFO)
	0,177
	0,029
	6,036
	0,000

	IFRS*ABS_DA(ΔCFO)
	-0,056
	0,045
	-1,251
	0,211


7. Summary and Conclusions

7.1 Conclusions

In this thesis, I investigated the research question 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. For this, I considered the magnitude of both accruals-based earnings management and real earnings management over time, as well as whether the introduction of IFRS has led to a change in both the absolute and relative magnitude of the two manifestations of earnings management. It was 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. Time-trend analysis indicated that the amount of accruals-based earnings management is indeed lower in the post-IFRS period compared to the pre-IFRS period. However, the results obtained from the regression analysis, in which I control for differences in earnings management incentives, indicate exactly the opposite, namely that accruals-based earnings management has increased as a consequence of the adoption of IFRS. Accruals-based earnings management was measured both as the magnitude of absolute discretionary accruals, estimated with two different models, and the correlation between total accruals and cash flow from operations. Both regressions show that IFRS has led to an increase in earnings management activities based on accruals.
I 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, I expected management to look for alternative ways to manage earnings. Therefore, I hypothesized that real earnings management has strictly increased as a consequence of the introduction of IFRS. Time trend analysis shows that for one real earnings management proxy, namely absolute abnormal cash flow from operations, the magnitude in the post-IFRS period is higher than in the pre-IFRS period. Regression analysis confirms this result. From this it can be concluded that as a consequence of the adoption of IFRS, real earnings management has increased.
So the magnitude of both manifestations of earnings management that were considered in this thesis, accruals-based earnings management and real earnings management, has increased as a consequence of the implementation of IFRS. However, I 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. Although time trend analysis confirms these developments, regression analysis shows that when controlled for differences in earnings management incentives, IFRS has led accruals-based earnings management to increase instead of decrease. 
To test whether there is still talk of a substitution effect between the two manifestations of earnings management, I performed additional regression analysis. From this, I indeed found that IFRS has led the two manifestations of earnings management to be increasingly used as substitutes of one another. Although the magnitude of both manifestations of earnings management have strictly increased in the post-IFRS period compared to the pre-IFRS period, regression analysis shows that accruals-based earnings management and real earnings management are increasingly used as substitutes of one another. This is consistent with the hypothesized substitution effect between accruals-based earnings management and real earnings management.
Lastly, I considered whether the implementation of IFRS has led to different effects in the different countries in my sample. Although initial time trend- and graphical analysis indeed seems to indicate that this is the case, when controlled for differences in incentives for earnings management, 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 the above findings therefore, I 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 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. 
7.2 Limitations and further research
Unfortunately, as was mentioned throughout my methodology and results sections, several limitations of my research can be identified that could have an influence on the reliability of the obtained results. First of all, with regard to the sample period it can be mentioned that at his point only a limited number of post-IFRS years is available. IFRS has only been mandatory since 1 January 2005, meaning that only two years of experience with IFRS lie behind us. 
Due to this relatively short post-IFRS period, it is very hard to say something about the long term effects of the adoption of IFRS based on the findings in this thesis. Furthermore, at this point in time, preparers, users and regulators have only limited experience with IFRS. Consistent with the finding in earlier studies that IFRS up till now is primarily being applied according to national accounting traditions, this means that the full effect of complying with IFRS is simply not visible yet. All parties involved are still learning to deal with IFRS, and it will take some time for all market participants to be familiar with IFRS. Up till then, the full effect of applying IFRS consistently is not expected to be completely clear.
Besides from IFRS not yet being applied consistently, IFRS also is still under construction. This means that new standards are still being issued, and old IAS standards are being revised. Especially the concept of fair value will become even more important in the near future. Again, this means that the results obtained in this thesis are not fully representative for the expected long term effects of IFRS.
Apart from the sample period being limited due to the relatively newness of IFRS, I have also experienced some problems with data availability in the first years of my sample period in Thomson One Banker. Unfortunately, other databases show the same problem. This means that my results are possibly biased due to this lack of data availability in earlier years, with especially smaller companies missing in my sample. 
My research methodology poses another problem. The methodology to estimate discretionary accruals has been the topic of many studies, and is still being considered by many researchers today. As was mentioned in my research methodology section, methods to estimate discretionary accruals experience problems with low power and misspecification, especially in the case of extreme financial performance. Although some adjustments were made in this thesis to deal with these problems, further research on this aspect to come to higher quality models is very much welcome. 

The same applies to my real earnings management models. Only one of the two proxies for real earnings management that was considered in this thesis, namely abnormal cash flow from operations, appeared to be feasible. The model used for abnormal production costs was found to be lacking sufficient explanatory power. Also, from earlier studies many more ways in which management could manipulate earnings with real activities appear (Graham et al., 2005). Together, this means that the real earnings management proxies that are used in this thesis only control for part of the real earnings management activities. Unfortunately however, research on real earnings management is still in an early stage. This means that there is a lack of models that could capture the wide range of possible real earnings management activities. Future research on this aspect therefore is very much welcome. 

Future research on the effect of IFRS on restricting earnings management should first of all be able to profit from the greater data availability, as more years of experience with IFRS will be available. Also, future research could consider data from more countries. This would lead to results that are more representative for the entire European Union. Finally, a longer sample period is also wanted for the pre-IFRS period. By including more years from before the widespread adoption of IFRS, the effect of other factors, such as increased public scrutiny towards accounts manipulation, could be considered. With also more years from the post-IFRS period, a clearer picture of the trends in time, with all factors involved, emerges.
Future research is also needed that tackles the problems with the research methodology. Although it is very hard to develop a well specified model with significant explanatory power to estimate discretionary accruals, future research should be able to profit from the current developments at that point. Also, more models are needed to estimate real earnings management. Given the only limited number of models available today, while at the same time research shows many possible ways in which real earnings management could be conducted, further research on this aspect is very much needed.
All in all however, I believe that despite these limitations, the results obtained by my research provided some very important insides into the effects of the mandatory adoption of IFRS on the prevalence of earnings management. Furthermore, the limitations mentioned above evenly apply to earlier research on this subject. I also tried to solve some limitations by focussing on alternative ways of measuring earnings management, and by making use of the more extensive data availability compared to many previous research. The limitations mentioned here pose just another challenge for further research. 
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IX Appendix
	Appendix A.1
	 Description of EM/RM Proxies

	Proxies EM/RM
	Description

	
	

	ABS_TA
	Absolute total accruals, with TA calculated as in formula 1, chapter 5

	DA
	Discretionary accruals, calculated with the Modified Jones Model, as explained in formula 5 and 6, chapter 5

	ABS_DA
	Absolute discretionary accruals (Modified Jones Model)

	Positive DA
	Positive discretionary accruals (Modified Jones Model)

	Negative DA
	Negative discretionary accruals (Modified Jones Model)

	DA(ΔCFO)
	Discretionary accruals, calculated according to formula 4 and 6, chapter 5 (controlled for financial performance)

	ABS_DA(ΔCFO)
	Absolute discretionary accruals (controlled for financial performance)

	Positive DA(ΔCFO)
	Positive discretionary accruals (controlled for financial performance)

	Negative DA(ΔCFO)
	Negative discretionary accruals (controlled for financial performance)

	R_CFO
	Abnormal cash flow from operations, calculated as in formula 9, chapter 5

	ABS_R_CFO
	Absolute abnormal cash flow from operations

	R_PROD
	Abnormal production costs, calculated as in formula 12, chapter 5
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