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Abstract 

This study investigates the impact of IFRS on income smoothing activities through loan loss 

provisions of Australia and New Zealand banks for the period of 1995-2009. Prior to IFRS 

implementation, bank loans provisioning is subject to managerial manipulation, possibly due 

to the weakness in GAAP that provides room for managers to manage earnings. We 

conjecture that the robust disclosure requirements under IFRS could mitigate income 

smoothing activities of the IFRS adopters. Our paper examines the effects of IFRS adoption 

on Australia and New Zealand banks as previous studies give much attention to European 

Union (EU) sample case. The results indicate that there is no concrete evidence that IFRS, 

particularly IAS 39 is associated with mitigating income smoothing activities of banks in 

Australia and New Zealand. However, income smoothing activities do decline in public listed 

banks of Australian banks after IFRS adoption. 
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1. Introduction 

Bank failures can be significantly associated with poor loan quality and weak credit risk 

management practices (Basel Committee, 2006). Therefore, to protect against problem 

loans, banks usually set up provisions for loan losses.  Loan loss provisions1 can be defined 

as an expense for loan losses and this amount will be charged on the income statement as a 

noncash expense, so that if loans turn bad, be charged off against the stock of provisions 

and they would not affect current net income (Rose, 2002). The study on loan loss 

provisions is essential, as the way banks determine their loan loss provisions may 

significantly affect the banks’ earnings and regulatory capital, which in turn, would affect 

the shareholders’ return (Ahmed, et al., 1999; Bouvatier & Lepetit, 2008; Hasan & Wall, 

2004). However, bank managers typically manipulate provision for loan losses to manage 

reported earnings due to private information, where bank managers know more about the 

loan quality compared to outsiders (Wahlen, 1994; Beattie, 1995) and lack of definitive 

standards in recognizing loan losses under US GAAP (Beaver & Engel, 1996; Hasan & Wall, 

2004). 

Previous literature has demonstrated that bank loan loss provisioning is associated 

with the issues of income smoothing2, capital management3, signalling mechanism4, and 

pro-cyclical5 behaviour. An example of income smoothing in banking industry is Citicorp, 

one of the largest U.S bank holding company, which dramatically increased its loan loss 

provisions by $3 billion6 in 1987 in order to achieve a desired earnings target in 1988 (Koch 

                                                             
1 Provision for loan losses can be used interchangeably with bad and doubtful debts depending on country (Beattie et al., 
1995). Some countries use the term allowance for loan losses. Others use asset impairment allowance or lending 
provisions. 

 

2 Manipulate the accounting elements in order to achieve the target earnings. Specifically in the banking industry, the 
income smoothing happens when bank managers preferably allocate higher provisions in the good years to back up the 
losses that normally happen in the bad years. 

3 Banks with low capital may manipulate loan provisioning to meet capital requirements imposed by bank regulator. 

4 Bank managers tend to increase loan loss provisions to signal good news to investors as an increase in loan loss provisions 
implies that bank can deal with its problem loans prudently. 

5 Banks may reduce provisions during good times and increase the provisions during bad times. In bad times, the increase 
in loan loss provisions could weaken a bank’s capital and force it to cut loan supply. This phenomenon could prompt a 
credit crunch and worsen the economic recession. 

6 Known as an occasional big bath. 
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& Wall, 2000). In banking, fraudulent accounting practices could threaten the credibility of 

financial reporting, which would in turn rattle the confidence of investors, depositors, 

creditors, and bank regulators. Therefore, high quality and transparent accounting 

standards are important in picturing the true conditions of companies to foster investors’ 

confidence. International Financial Reporting Standards (IFRS) came into effect in 2005 with 

the main purpose of establishing a common set of accounting standards to promote the 

comparability of financial statements around the globe. The adoption of IFRS was expected 

to improve the quality of financial reporting, increase the transparency of financial 

information due to increased disclosure requirements, and increase access to international 

capital markets.  

However, IFRS7 has not been welcomed by businesses and organisations as it has been 

regarded as complex, costly, burdensome, lacking in guidance, and with unstable impacts on 

the profit and loss and account (Jermakowicz & Gornik-Tomaszewski, 2006; Larson & Street, 

2004).  IAS 39 Financial Instruments: Recognition and Measurement that governs loan 

impairment accounting is a controversial standard for banking industry partly due to its 

complexity in governing loan impairment particularly loan loss provisions.  

Borio and Lowe (2001) suggest that the treatment of financial instruments under IAS 

39 tends towards a backward-looking approach as the “objective evidence” in determining 

impairment losses likely denotes impairment that already occurred, which may promote 

pro-cyclical behaviour of loan loss provisions. On the other hand, Borio and Lowe (2001) 

acknowledge the advantage of a backward-looking approach as it could limit the scope for 

management to manipulate reported earnings. This raises a question whether IFRS generally 

and IAS 39 specifically could reduce income smoothing activities of the adopting banks. This 

motivates us to study the effects of IFRS adoption on the activities of manipulating loan loss 

provisions to manage earnings in the banking institutions.  

In this respect, our paper examines the effects of IAS 39 adoption on Australia and 

New Zealand banks as majority of earlier studies give special attention to the EU sample. 

Australia was an early adopter of IFRS, while New Zealand followed suit in 2007. Despite the 

fact that New Zealand officially adopted IFRS in 2007, there was flexibility to adopt IFRS for 

                                                             
7 Previously known as International Accounting Standards (IAS) 
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periods commencing on or after 1 January 2005. Because the four largest New Zealand 

banks8 are subsidiaries of Australian banks, they followed their parents’ bank operations to 

adopt IFRS in 2005. Furthermore, it is of interest to see the effects of IAS 39 on Australia and 

New Zealand banks as both countries are the member of IASB Standards Advisory Council 

along with Canada, France, Germany, Japan, the UK, and the US; who act as standards-

setters and involved directly in the development of IFRS (Bradbury & Zijl, 2007). 

Our sample is restricted to commercial banks only in order to maintain uniformity 

across countries. Using a sample of eight Australia commercial banks and seven New 

Zealand commercial banks, the results indicate that there is no concrete evidence that IAS 

39 is associated with mitigating income smoothing activities of banks in Australia and New 

Zealand. However, income smoothing activities do reduce in the public listed banks of 

Australian banks after IFRS adoption. Our study contributes to the literature by exploring 

the effectiveness of IFRS to reduce income smoothing activities using Australia and New 

Zealand banks sample, as much of the previous literature heavily focused on the EU sample. 

Our study also might help accounting standards-setters to improve the new standards 

particularly on IAS 39. 

The remainder of this paper is organised as follows. Section 2 discusses the literature 

review and develops hypothesis for our study. Section 3 describes data used in this paper. 

Section 4 explains the model used to test income smoothing activities after IFRS adoption. 

Results and sensitivity checks are presented in Section 5, and finally Section 6 provides 

summary and conclusion.  

  

 

 

 

 

 

 

 

                                                             
8 Bank of New Zealand, ASB Bank Limited, ANZ National Bank Limited, and Westpac New Zealand Limited. 
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2. Literature review and hypothesis development 

2.1 Loan loss provisions and income smoothing 

 The underlying assumption under positive accounting theory is that managers’ choice 

of accounting methods is based on their own self-interest to maximise their utility 

(Beattie, et al., 1994; Watts & Zimmerman, 1978). This leads to incentives for managers 

to manage earnings, which has opened room for numerous studies on earnings 

management9. Healy & Wahlen (1999, p. 368) define earnings management as managers 

using judgment in financial reporting and in structuring transactions to alter financial 

reports to either mislead some stakeholders about the underlying economic 

performance of the company or to influence contractual outcomes that depend on 

reported accounting numbers.  

 The incentives for managers to manage earnings might have been associated with 

several factors such as compensation, job security, regulators’ monitoring, shareholders’ 

interest, and auditors’ pressure. Many researchers also relate the earnings management 

incentives are due to the discretion in accounting standards that allows managers to do 

substantial judgment in reporting accruals such as loan loss provisions, allowance for 

bad debts, realised security gains and losses, write-downs, deferred tax valuation 

allowance, depreciation, and unexpected pension provisions. Earnings management is a 

kind of toxin in the accounting field, as it would affect the resource allocation due to 

misleading financial information as well as deceiving stakeholders because the bogus 

financial statements will not convey actual information. 

 Income smoothing is a common form of earnings management, which can be 

described as manipulating accruals to smooth the variability of firm’s earnings. In the 

banking industry, it happens when bank managers allocate higher provisions in good 

years to back up the losses that normally happen in bad years. Income smoothing is 

perceived as good because it lessens the volatility of reported income but it does not 

reflect the true performance of banks, effectively deceiving their shareholders 

(Wetmore & Brick, 1994).  

                                                             
9 See McNichols (2000) and Healy & Wahlen (1999) for extensive discussion on earnings management studies. 
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 Studies by Greenawalt & Sinkey (1988), Ma (1988), and Bhat (1996) show banks in the 

United States using loan loss provisions to smooth income. In addition, Beatty et al. 

(1995) also support the evidence of earnings management in the U.S. banks whereas in 

particular, profitable banks in the U.S. use loan loss provisions to manage earnings.  In 

contrast,  Wetmore & Brick (1994) do not find the evidence of income smoothing 

activities of U.S. bank holding companies. Beatty et al. (1995) on the other hand, 

demonstrate that U.S. banks use miscellaneous gains (losses) to manage earnings while 

provision for loan losses are used to manage primary capital ratios.  

 Different from previous studies on income smoothing, Ahmed et al. (1999) explore the 

1990 change in capital adequacy regulations to investigate the manipulation of loan loss 

provisions to manage earnings and capital as well as  a tool for signalling. The authors 

find that there is no evidence of earnings management or signalling under the new 

regime, but demonstrate that banks in the 1986-1995 period used loan loss provisions to 

manage regulatory capital.  Beatty et al. (2002) alternatively, investigate the evidence of 

earnings management in the banking industry by comparing publicly and privately held 

bank holding companies in the U.S. The results reveal that public banks manage earnings 

more than private banks in the sense that they report fewer small declines in earnings 

than private banks.  

 Liu & Ryan (2006) are the first to investigate the use of loan charge-offs for income 

smoothing as well as the first to examine the evidence of manipulating provisions for 

homogeneous loans than heterogeneous loans particularly in good times. Employing U.S. 

commercial bank holding companies data for the period from 1991-2000, they find 

strong evidence of profitable banks using loan loss provision to smooth income during 

the good times when they hold more loans that are homogeneous.  

 Following Ahmed et al. (1999) but employing Australian banks data, Anandarajan et al. 

(2007) explore the use of loan loss provisions for capital management, earnings 

management and signalling in Australian commercial banks. The findings indicate that 

Australian banks manipulate loan loss provisions for capital management after the 

implementation of the 1988 Basel Accord. They also find that earnings management 

behaviours exist, with listed banks more involved in earnings management activities than 

unlisted banks. Perez et al. (2008) on the other hand, examine the impact of statistical 
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provisions on loan loss provisions of banks in Spain. The findings show that, even though 

strict regulations on loan loss provisions has been imposed, it appears that Spanish banks 

still practise income smoothing activities, although there is no evidence to prove that 

they use loan loss provisions to manage capital.  

 Distinct from other studies on income smoothing, Fonseca & Gonzalez (2008) employ 

a sample of banks around the globe to test the determinants of income smoothing via 

the manipulation of bank loan loss provisions. The findings indicate that investor 

protection, disclosure, regulation & supervision, financial structure, and financial 

development significantly influence bank income smoothing activities in the selected 

countries. On the recent study of earnings management in the banking industry, 

Kanagaretnam et al. (2010) examine the impact of auditor reputation on banks’ earnings 

management by utilising international banks sample from 29 countries. Covering the 

period of 1993 to 2006, the results suggest that auditor reputation could hinder the 

activities of earnings management in banks.  

 In summary, empirical evidence from a majority of earlier studies indicates that banks 

generally use loan loss provisions to manage earnings. However, prior literature on bank 

earnings management does not incorporate the effects of IFRS adoption on income 

smoothing activities. The next section will discuss the empirical findings of earlier studies 

on earnings management particularly after IFRS implementation. 

 

2.2  IFRS and earnings management 

 Since IFRS was first implemented in the European Union, majority of the former 

studies explore the effects of IFRS adoption within the EU. There are various studies 

which examine the impact of IFRS adoption on company operations and this section only 

reports relevant literature related to earnings management after IFRS regime. 

 Tendeloo & Vanstraelen (2005) investigate whether earnings management of German 

companies reduced after IFRS implementation. Their analysis is based on the comparison 

between voluntary IFRS adopters and companies reporting under generally accepted 

accounting principles (GAAP). The findings reveal no evidence that IFRS could lower 

earnings management of IFRS adopters in Germany. Jeanjean & Stolowy (2008) on the 

other hand, examine the impact of IFRS adoption on earnings management of Australia, 
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France and the UK. Parallel with Tendeloo & Vanstraelen (2005), they suggest that 

earnings management does not decline after IFRS implementation. Both studies use 

companies and exclude banking and financial services due to different reporting 

regulations. 

 There is a very recent study of IFRS and earnings management by Leventis, et al (2010) 

who are the first to study the impact of IFRS on earnings management and capital 

management through bank loan loss provisions. They utilise 91 EU listed commercial 

banks to see whether IFRS adoption could lower the activities of bank income smoothing. 

The findings exhibit that IFRS significantly lessens income smoothing activities of the 

selected sample. In addition, they also find that the earnings management of risky banks 

reduces after IFRS implementation. 

 Based on the discussion in the Section 2.1 and 2.2, none of the above literature 

investigates the impact of IFRS on bank income smoothing of Australia and New Zealand 

banks, despite the fact that they are part of the standards-setters who involved directly 

in the setting up of the new standards. In this respect, we conjecture that the 

implementation of IFRS could mitigate earnings management activities of banks in 

Australia and New Zealand as both countries are common law countries who have the 

strongest investor protection and good law enforcement (La Porta, et al., 1998). Thus, we 

predict that the financial information of Australia and New Zealand banks is reported by 

following the stringent disclosure requirements under IFRS and hence, income smoothing 

activities could be reduced after IFRS adoption.  As emphasised by Ball (2006), IFRS was 

developed to become a high quality accounting standards that requires banks to depict 

accurate allowance for bad debts which eventually lower the aptitude for managerial 

manipulation to smooth earnings. In this regard, we hypothesised that Australia and New 

Zealand banks engage less in income smoothing activities through loan loss provisions 

after IFRS implementation. 
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3. Data description 

Panel data were extracted from income statement and balance sheet of Australia and 

New Zealand bank annual reports for the period of 1995-2009. Only commercial banks 

are selected in order to get homogeneous data (Bikker & Metzemakers, 2005, p. 148) as 

well as to maintain consistency across countries (Kwan, 2003, p. 474). The sample 

comprises eight Australian banks and seven New Zealand banks. New Zealand has nine 

locally incorporated commercial banks while Australia has twelve Australian-owned 

banks. However, several banks have been dropped from the sample due to insufficient 

data or not being in the commercial bank category. Westpac New Zealand Limited is 

treated as a special case here, whereas it operated as a branch for the period of 1987-

2005, but started operating locally incorporated bank in New Zealand since 2006. In this 

regard, Westpac New Zealand Limited is only included in the analysis for the period after 

IFRS regime in 2006. Therefore, the unbalanced pool sample has resulted in 189 

observations. The analysis period of 1995-2009 is chosen to integrate the impact of 1997 

financial crisis, 2005 IFRS implementation, and 2008 global financial crisis on the data 

analysis. 

 

4. Measure of income smoothing 

The evidence of income smoothing hypothesis after IFRS regime is examined by 

modifying the basic model developed by Ahmed et al. (1999): 

LLPit = β0 + β1EBTPit + β2∆NPLit + β3∆LOANSit + β4IFRSit + β5EBTPit x IFRS it + β6 CVit+ it       (1)                                                                                                         

 

Variable explanation 

LLPit = loan loss provisions of bank i at year t/average total assets. 

EBTPit = Earnings before taxes and loan loss provisions of bank i at year t/average total 

assets. This variable is used to test the evidence of income smoothing. The regression will 

test whether earnings before tax and provisions (EBTP) have a positive relationship with 

loan loss provisions (LLP) or vice versa. A positive coefficient would affirm the evidence of 

income smoothing – loan loss provisions will increase when net incomes are high and 

decrease when net incomes fall (Ahmed, et al., 1999; Fonseca & Gonzalez, 2008). 
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∆NPLit = change in non-performing loans of bank i at year t /average total assets. This 

nondiscretionary variable (not under management’s control) is the measurement of 

default risk (Ahmed, et al., 1999; Collins, et al., 1995). A positive coefficient shows that 

loan loss provisions will increase when non-performing loans increase, reflecting the 

deterioration of the quality of banks’ loans. 

∆LOANSit = change in total loans outstanding of bank i at year t /average total assets. 

Similar with the change in NPL, the change in total loans outstanding (loan growth) is a 

measure of bank risk (Laeven & Majnoni, 2003). The higher the total loans outstanding, 

the higher the probability of default would be. Therefore, loan loss provisions should 

have a positive relationship with total loans outstanding. 

IFRSit = dummy variable (1 for IFRS regime years 2006-2009, 0 for pre-IFRS regime years 

1995-2004). 

EBTPit x IFRS  = the interaction term - used to test whether there is any reduction in 

income smoothing activities in IFRS-adopting banks after the IFRS implementation in 

2005. Therefore, it is expected that the coefficient will be negative as IFRS is expected to 

reduce income smoothing activities due to increased disclosure requirement.  

CVit = Set of control variables to control for any other possible explanatory variables that 

could influence income smoothing activities of banks. According to Beatty & Harris (1998) 

and Beatty et al. (2002), publicly held banks are more likely to manage earnings as 

compared to privately held banks due to agency problems and information asymmetry.  

On the other side, the political cost hypothesis assumes that large firms are more likely to 

use accounting discretion to manipulate reported profit due to regulatory scrutiny (Watts 

& Zimmerman, 1990). In this regards, bank size and publicly held dummy variable is 

included in the regression analysis to control for their possible effect on bank income 

smoothing activities. 

it  = error term         
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5. Empirical results 

5.1 Income smoothing test 

Table 1: Summary statistics 
 
Panel A: Descriptive statistics 

Variables Mean Median Standard 
deviation 

Minimum Maximum Skewness 

LLP 0.001589 0.001312 0.001701 -0.005 0.012497 2.23846 
EBTP 0.014465 0.016111 0.013382 -0.15626 0.030006 -11.0991 
NPL 0.000688 0.000103 0.006238 -0.03573 0.04036 1.532152 
∆LOANS 0.128775 0.089249 0.149942 -0.07573 0.976807 3.40924 
Log ASSETS 4.484279 4.564549 0.812689 1.947287 5.816546 -0.446612 

Panel A of Table 1 exhibits descriptive statistics of the variables used in this study. We utilized annual 
observations of locally incorporated commercial banks in Australia and New Zealand over the period of 1995-
2009. The dependent variable is loan loss provisions (LLP) divided by average total assets. Independent 
variables represented by earnings before taxes and provisions over average total assets (EBTP), non-
performing loans over average total assets (NPL), change in total loans outstanding divided by average total 
assets (∆LOANS), and log total assets (Log ASSETS). 
 
Panel B: Correlations 

Variables LLP EBTP NPL ∆LOANS Log ASSETS 
LLP 1     

EBTP 0.03843 1    
NPL 0.44626 -0.0812 1   
∆LOANS -0.03764 -0.3172 0.0034 1  
Log ASSETS 0.29305 0.3408 0.0008 -0.36080 1 

Panel B of Table 1 displays correlation matrix of the variables used in this study.  
 

Table 1 Panel A provides descriptive statistics of variables used in our study. To 

mitigate outliers, we exclude observations higher than three (3) standard deviation of their 

mean. Panel B describes the correlation matrix between variables. It shows that our 

regression will not suffer from serious multicollinearity problems as they do not highly 

correlated with each other. 

Table 2 exhibits the results of income smoothing activities after IFRS implementation 

on the full sample of banks. A positive coefficient loan loss provisions (LLP) and earnings 

before taxes and provisions (EBTP) would affirm the evidence of income smoothing – loan 

loss provisions will increase when net incomes are high and decrease when net incomes fall 

(Ahmed, et al., 1999; Fonseca & Gonzalez, 2008). On the other hand, the reduction in 

income smoothing activities will be shown by the negative coefficient between LLP and the 

interaction term of EBTP x IFRSREG. 
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The pooled EGLS result in Model 1 confirms the existence of income smoothing 

activities of Australia and New Zealand banks for the period of 1995-2009. However, 

contrary to the hypothesis, there is insufficient evidence to support that the 

implementation of IAS 39 could reduce income smoothing activities of Australia and New 

Zealand banks which is represented by the insignificant coefficient between LLP and the 

interaction term of EBTP x IFRSREG.  The relationship between those two variables will be 

our main of interest in the whole paper. The rest of the variables such as non-performing 

loans (NPL), change in total loans outstanding (∆Loans), and IFRS regime (IFRSREG) are 

statistically significant and show the signs as expected. 

To investigate further of the impact of bank size on loan loss provisions behavior, we 

added log assets as a proxy for the bank size as shown in the Model 2. The result suggests 

that the size of bank is statistically significant in explaining the amount of loan loss 

provisions but show no evidence of income smoothing activities for the period of 1995-

2009. The control variable of bank size may suggest that, the bigger the bank, the higher 

loan loss provisions would be. This is probably consistent with the assumption that larger 

banks make more loans compared to small banks, and they should put aside more 

provisions for loan losses to absorb loan defaults. When we regressed the interaction term 

of Log Assets x EBTP x IFRSREG to see whether bank size could influence the activities of 

manipulating loan loss provisions to manage earnings, the variable is apparently not 

significant.  

We run pooled estimation with the assumption that the parameters of equation of 

Australia and New Zealand is similar, due to the similarity in culture, economic, accounting 

practices, and the legal systems. One could argue that pooled regression may not reveal the 

concrete relationship between loan loss provisions and independent variables across banks. 

In addition, bank specific behavior might also influence income smoothing in the panel data 

sample. In this regard, we performed fixed effects analysis and random effects analysis to 

control for bank specific effects and time specific effects. Only fixed effects results are 

reported because the outcome is not much different10.  

                                                             
10 We prefer to use the fixed effects model because our sample are not randomly chosen from population, they in fact 
represent the entire population. We also performed Hausman test and the results suggest that both fixed effects and 
random effects model estimators do not differ substantially. 
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Model 3 however, demonstrates that after controlling for both bank and time specific 

effects, EBTP and the interaction term of EBTP x IFRSREG are not statistically significant in 

explaining the presence of income smoothing activities in both countries. Moreover, Model 

4 also suggests that there is no solid evidence that IFRS could mitigate income smoothing 

activities of banks regardless of their size.  

We also run separate analysis by country to see any significant changes in results 

concerning country effects. Table 3 reveals pooled regression results after IFRS 

implementation for Australia and New Zealand banks. The results demonstrate that banks in 

Australia and New Zealand do manipulate loan loss provisions to manage earnings for the 

whole sample period as shown by the significantly positive coefficient between LLP and 

EBTP for all models except Model 2. Again, similar with the combined sample, there is no 

solid evidence to prove that IFRS could allay the activities of income smoothing for both 

countries which is revealed by the insignificant coefficient between LLP and interaction 

term, EBTP x IFRSREG. 

According to Beatty & Harris (1998) and Beatty et al. (2002), publicly held banks are 

more likely to manage earnings as compared to privately held banks due to agency 

problems and information asymmetry. Therefore, for Australia, we added another control 

variable, publicly held bank, to see whether public listed banks in Australia execute more 

income smoothing after IFRS regime. None of banks in New Zealand is publicly listed banks, 

so we could not run the variable on the New Zealand case. Surprisingly, the result evidently 

shows that income smoothing by publicly held banks are less after IFRS implementation, as 

revealed by the negative coefficient between loan loss provisions and the interaction term 

of EBTP X Publicly x IFRSREG in the Model 3. This is due to the fact that IFRS adoption was 

first imposed on listed companies and this might influence the way they prepare their 

financial information. In addition, public listed companies are subject to intense monitoring 

from regulators and shareholders and this may lower their involvement in income 

smoothing activities. 

Overall, the findings show that there is insufficient evidence to support the theory that 

IFRS adoption could weaken the activities of income smoothing in Australia and New 

Zealand banks, different from Leventis, et al (2010) who conclude that IFRS significantly 

diminished bank income smoothing activities in the EU bank sample. 
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Table 2: Income smoothing activities after IFRS implementation 
Dependent variable: Loan loss provisions (LLP) 

Model Model 1 Model 2 Model 3 Model 4 
Independent 
variables 

Expected 
signs 

Pooled EGLS Pooled EGLS Fixed effects Fixed effects 

Constant  0.000671** 
(3.943759) 

0.001705*** 
(-10.19204) 

0.000778 
(1.083855) 

0.019529*** 
(4.252040) 

EBTP +/- 0.036535*** 
(3.367825) 

-0.010039 
(-1.369931) 

0.055626 
(1.254546) 

0.063682 
(1.453062) 

NPL + 0.087977*** 
(7.595015) 

0.102697*** 
(10.59481) 

0.069206* 
(1.850533) 

0.063387* 
(1.696725) 

æLOANS + 0.000388* 
(1.714671) 

0.001007*** 
(4.366105) 

0.000738 
(0.957030) 

0.000556 
(1.026308) 

IFRSREG  0.000689** 
(2.292248) 

-4.93E-05 
(-0.303142) 

-0.001640* 
(-1.785094) 

 

EBTP X IFRSREG - -0.012916 
(0.745038) 

 0.059946 
(1.190406) 

 

Log Assets +/-  0.000304*** 
(20.50192) 

 -0.001816*** 
(-4.181588) 

 
EBTP X IFRSREG 
X Log assets 

-  0.001160 
(1.083412) 

 -0.002689 
(-0.957331) 

 
Year dummies  No No Yes Yes 

 
Bank dummies  No No Yes Yes 

 
Adjusted R2  0.48 0.80 0.60 0.65 

 
Durbin Watson 
Statistics 

 1.590037 1.561652 1.108981 1.180046 
 
 

F-Statistics  35.79319*** 127.5430*** 9.778238*** 11.52621*** 
Pooled regressions are estimated by using Seemingly Unrelated Regression (SUR) – Pooled Estimated Generalized Least 
Squares (EGLS) due to the correlation of the residuals across equations (Baltagi, 2008)This technique is applied to gain 
efficiency in the sense that it corrects for both arbitrary period serial correlation and period heteroskedasticity between the 
residuals. A correlation analysis between the residuals in each equation is performed and it demonstrates relatively high 
correlations (See Appendix). The dependent variable is loan loss provisions divided by average total assets (LLP). 
Independent variables represented by earnings before taxes and provisions over average total assets (EBTP), non 
performing loans over average total assets (NPL), change in total loans outstanding divided by average total assets 
(∆LOANS), IFRS regime (IFRSREG), and the interaction term to capture the evidence of income smoothing after IFRS 
implementation (EBTP X IFRSREG). The evidence of income smoothing is shown by the positive coefficient of EBTP and LLP 
while the reduction in income smoothing is shown by the negative coefficient between LLP and EBTP x IFRSREG. Control 
variables are bank size, represented by log assets and publicly refer to publicly held bank in the respective countries. 
Regressions are estimated for the period of 1995-2009 with annual unbalanced observations of 14 commercial banks in 
Australia and New Zealand. White’s heteroskedasticity-adjusted T-statistics are in parentheses. ***, **, and * represent 
significance at 1%, 5%, and 10% level, respectively. 
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Table 3: Income smoothing activities after IFRS implementation across countries 
Dependent variable: Loan loss provisions (LLP) 

Country Australia New Zealand 
Model Model 1 Model 2 Model 3 Model 1 Model 2 

Independent 
variables 

Expected 
signs 

Pooled 
EGLS 

Pooled 
EGLS 

Pooled 
EGLS 

 

Pooled 
EGLS 

Pooled 
EGLS 

Constant  0.000921*** 
(3.354676) 

-0.000529 
(-1.080133) 

0.000760** 
(2.340050) 

0.001166** 
(-2.114834) 

-0.001358 
(-1.454745) 

EBTP +/- 0.047879** 
(2.586132) 

-0.005519 
(-0.283912) 

0.047447** 
(2.386905) 

0.090594*** 
(2.856574) 

0.082825** 
(2.603373) 

NPL + 0.018464** 
(2.069230) 

0.020614*** 
(2.707538) 

0.022199** 
(2.217650) 

0.241462*** 
(7.266979) 

0.239822*** 
(6.468331) 

æLOANS + 0.000344 
(0.609416) 

9.71E-05 
(0.159449) 

0.000246 
(0.413855) 

0.003333*** 
(4.183109) 

0.003332*** 
(3.783651) 

IFRSREG  0.001037** 
(2.230285) 

-0.000311 
(-1.071441) 

0.001028*** 
(2.822771) 

-0.000282 
(-0.399057) 

-0.000368 
(-0.561961) 

EBTP X 
IFRSREG 

- -0.058937 
(-1.332231) 

 

  0.018824 
(0.465441) 

 

Log Assets +/-  0.000225*** 
(4.441265) 

  3.35E-05 
(0.541059) 

 
EBTP X 
IFRSREG X 
Log assets 

-  0.000427 
(0.121733) 

  0.002193 
(0.533758) 

 
 

Publicly +/-   0.000152 
(0.747670) 

 

  

EBTP X 
IFRSREG X 
Publicly 
 

-   -0.054977*** 
(-3.690422) 

  

Year dummies  No No No No No 
 

Bank 
dummies 
 

 No No No No No 
 

Adjusted R2 

 
 0.087 0.19 0.12 0.59 0.55 

Durbin 
Watson 
Statistics 
 

 1.165576 1.290366 1.204171 1.599845 1.588082 

F-Statistics  3.142037** 5.543406*** 3.556887*** 22.31980*** 15.99253*** 
Pooled regressions for Australian banks are estimated by using Seemingly Unrelated Regression (SUR) – Pooled Estimated 
Generalized Least Squares (EGLS) due to the correlation of the residuals across equations (Baltagi, 2008). This technique is 
applied to gain efficiency in the sense that it corrects for both arbitrary period serial correlation and period 
heteroskedasticity between the residuals. A correlation analysis between the residuals in each equation is performed and it 
demonstrates relatively high correlations (See Appendix). The dependent variable is loan loss provisions divided by average 
total assets (LLP). Independent variables represented by earnings before taxes and provisions over average total assets 
(EBTP), non performing loans over average total assets (NPL), change in total loans outstanding divided by average total 
assets (∆LOANS), IFRS regime (IFRSREG), and the interaction term to capture the evidence of income smoothing after IFRS 
implementation (EBTP X IFRSREG). The evidence of income smoothing is shown by the positive coefficient of EBTP and LLP 
while the reduction in income smoothing is shown by the negative coefficient between LLP and EBTP x IFRSREG. Control 
variables are bank size, represented by log assets and publicly refer to publicly held bank in the respective countries. 
Regressions are estimated for the period of 1995-2009 with annual unbalanced observations of 14 commercial banks in 
Australia and New Zealand. White’s heteroskedasticity-adjusted T-statistics are in parentheses. ***, **, and * represent 
significance at 1%, 5%, and 10% level, respectively.  
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5.2 Sensitivity analyses 

We performed a series of additional tests to ensure our results are robust. First, we re-

estimate the regression by dividing it into two sub-periods, the period before IFRS adoption 

(1995-2004) and after IFRS adoption (2006-2009). The results are consistent whereas the 

coefficient of earnings before taxes and provisions (EBTP) is positively significant prior IFRS 

adoption but insignificant after IFRS adoption. 

Second, we added 1997 dummy period to control for any effects during 1997 Asian 

financial crisis on the regression estimation although it is not obvious that the 1997 Asian 

crisis had much impact on the performance of Australia and New Zealand banks. Again, the 

results are similar in the sense that the interaction term of EBTP X IFRSREG is not significant 

in explaining the reduction in income smoothing activities after IFRS adoption for both 

countries. We also added a dummy for 2005 (to control for the period of first IFRS 

implementation) and for 2008 (controlling for global economic crisis in 2008) to regression 

model and the results remain consistent.  

Third, we conducted two-stage least square regressions (2SLS) to correct for potential 

correlation of endogenous explanatory variables with the error term in the equation, 

making the OLS estimator no longer consistent. In this regard, we assume that non-

performing loans (NPL) and change in loans outstanding (∆loans) are endogenous variables. 

Therefore NPLt-1 and ∆ loanst-1 are used as instruments for NPL and ∆loans. The results are 

similar with the previous tests whereas the coefficient of interaction term of EBTP x IFRSREG 

is insignificant in explaining the evidence of reduction in income smoothing activities after 

IFRS adoption. 

Finally, we control for macroeconomic (business cycle) influences on loan loss 

provisions behavior by adding GDP growth variable in the equation. Our results remain the 

same. 
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6. Summary and conclusions 

Our study looks at the issue of manipulation of bank accrual expenses particularly the 

use of loan loss provisions to manage reported earnings. This issue is important because the 

misstatement of financial statements would affect resource allocation, rattle investors’ 

confidence, threaten the credibility of financial reporting, and potentially, lead to the 

instability of the banking system, impacting the financial system more broadly. The 

introduction of International Financial Reporting Standards (IFRS) on 1 January 2005 was 

expected to mitigate the incentives to manage earnings as the increased disclosure 

requirements and increase in financial reporting transparency would help to rectify the 

problems.  However, this new standards (previously, most of countries used GAAP or 

national standards) has been regarded as complex and difficult to apply in practice, 

particularly on the recognition and the measurement of financial instruments, particularly 

loan loss provisions.  

In this respect, our paper examines the effects of IFRS adoption on income smoothing 

activities through loan loss provisions of Australia and New Zealand banks. Our study is the 

first of its kind to explore this effect on Australia and New Zealand cases as majority of the 

earlier studies employs EU samples. The results provided no solid evidence that IFRS, 

particularly IAS 39 is associated with mitigating income smoothing activities of banks in 

Australia and New Zealand. However, income smoothing activities do reduce in public listed 

banks of Australian banks after IFRS adoption. 

The results do have policy implications. IFRS is relatively new and accounting 

standards-setters are continually finding ways to improve and cover up loopholes in the new 

standards, particularly IAS 39. It was introduced with the expectation to improve the quality 

of financial reporting of bank balance sheet. Our results suggest that the accounting 

standards-setters need to refine the IAS 39 specifically on the guidelines of how banks 

should determine their provision for loan losses to enhance transparency as well as to 

ensure no elements of manipulation to manage reported earnings. The current standards 

are quite complicated as the ‘objective evidence’ is quite subjective and different banks may 

have different ways to interpret the ‘objective evidence’. On the other aspect, the reduction 

in income smoothing activities of public listed banks in Australia after IFRS adoption clearly 



18 

 

suggests that public listed banks have greater accountability to report the true performance 

of their condition to satisfy not only their shareholders, but also the regulators. Since IFRS 

was first imposed on public listed companies, the results suggest that the effectiveness of 

IFRS in that aspect is proven. 

Our study might suffer from some limitations. First, the sample is too small and the 

results might not represent the IFRS-adopting banks as a whole. Second, the comparison of 

income smoothing activities after IFRS regime between IFRS adopters and non-IFRS 

adopters might produce results that are more meaningful. Finally, further research covers a 

wider range of countries, not all of which have yet adopted IFRS, and thus should provide 

more robust results in which we can have greater confidence. 

 

References 

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

Anandarajan, A., Hasan, I., & McCarthy, C. (2007). Use of loan loss provisions for capital, earnings 
management and signalling by Australian banks. Accounting and Finance, 47(3), 357-379. 

Ball, R. (2006). International Financial Reporting Standards (IFRS): pros and cons for investors. 
Accounting and Business Research (International Accounting Policy Forum), 5-27. 

Baltagi, B. H. (2008). Econometric Analysis of Panel Data (Fourth ed.). West Sussex, UK: John Wiley & 
Sons, Ltd. 

Basel Committee, o. B. S. (2006) Sound credit risk assessment and valuation for loans. Vol. June 
2006: Bank for International Settlements 

Beattie, V., Brown, S., Ewers, D., John, B., Manson, S., Thomas, D., et al. (1994). Extraordinary items 
and income smoothing: A positive accounting approach. Journal of Business Finance & 
Accounting, 21(6), 791-811. 

Beatty, A., Chamberlain, S. L., & Magliolo, J. (1995). Managing financial reports of commercial banks: 
The influence of taxes, regulatory capital, and earnings. Journal of Accounting Research, 
33(2), 231-261. 

Beatty, A., & Harris, D. G. (1998). The effects of taxes, agency costs and information asymmetry on 
earnings management: A comparison of public and private firms. Review of Accounting 
Studies, 3, 299-326. 

Beatty, A. L., Ke, B., & Petroni, K. R. (2002). Earnings management to avoid earnings declines across 
publicly and privately held banks. The Accounting Review, 77(3), 547-570. 

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

Bhat, V. N. (1996). Banks and Income smoothing: An empirical analysis. Applied Financial Economics, 
6, 505-510. 

Bikker, J. A., & Metzemakers, P. A. J. (2005). Bank provisioning behaviour and procyclicality. Journal 
of International Financial Markets, Institutions and Money, 15(2), 141-157. 



19 

 

Bouvatier, V., & Lepetit, L. (2008). Banks' procyclical behavior: Does provisioning matter? 
International Financial Markets, Institutions and Money, 18, 513-526. 

Bradbury, M., & Zijl, T. v. (2007). International Financial Reporting Standards and New Zealand: Loss 
of sector neutrality. Research in Accounting Regulation, 19, 35-51. 

Collins, J. H., Shackelford, D. A., & Wahlen, J. M. (1995). Bank differences in the coordination of 
regulatory capital, earnings, and taxes. Journal of Accounting Research, 33(2), 263-291. 

Fonseca, A. R., & Gonzalez, F. (2008). Cross-country determinants of bank income smoothing by 
managing loan-loss provisions. Journal of Banking & Finance, 32, 217-228. 

Greenawalt, M. B., & Sinkey, J. F. (1988). Bank loan-loss provisions and the income-smoothing 
hypothesis: An empirical analysis, 1976-1984. Journal of Financial Services Research, 1, 301-
318. 

Hasan, I., & Wall, L. D. (2004). Determinants of the loan loss allowance: Some cross-country 
comparisons. The Financial Review, 39, 129-152. 

Healy, P. M., & Wahlen, J. M. (1999). A review of the earnings management literature and its 
implications for standard setting. Accounting Horizons, 13(4), 365-383. 

Jeanjean, T., & Stolowy, H. (2008). Do accounting standards matter? An exploratory analysis of 
earnings management before and after IFRS adoption. Journal of Accounting & Public Policy, 
27, 480-494. 

Jermakowicz, E. K., & Gornik-Tomaszewski, S. (2006). Implementing IFRS from the perspective of EU 
publicly traded companies. Journal of International Accounting, Auditing and Taxation, 15, 
170-196. 

Kanagaretnam, K., Lim, C. Y., & Lobo, G. J. (2010). Auditor reputation and earnings management: 
International evidence from the banking industry. Journal of Banking & Finance, 34(10), 
2318. 

Koch, T. W., & Wall, L. D. (2000) The use of accruals to manage reported earnings: Theory and 
evidence. Working Paper 2000-23: Federal Reserve Bank of Atlanta. 

Kwan, S. H. (2003). Operating performance of banks among Asian economies: An international and 
time series comparison. Journal of Banking & Finance, 27, 471-489. 

La Porta, R., Lopez-de-Silanes, F., Shleifer, A., & Vishny, R. W. (1998). Law and Finance. The Journal of 
Political Economy, 106(6), 1113-1155. 

Laeven, L., & Majnoni, G. (2003). Loan loss provisioning and economic slowdowns: Too much, too 
late? Journal of Financial Intermediation, 12, 178-197. 

Larson, R. K., & Street, D. L. (2004). Convergence with IFRS in an expanding Europe: progress and 
obstacles identified by large accounting firms' survey. Journal of International Accounting, 
Auditing and Taxation, 13(2), 89-119. 

Leventis, S., Dimitropoulus, P. E., & Anandarajan, A. (2010). Loan loss provisions, earnings 
management, and capital management under IFRS: The case of EU commercial banks. 
Journal of Financial Services Research. 

Liu, C.-C., & Ryan, S. G. (2006). Income smoothing over the business cycle: Changes in banks' 
coordinated management of provisions for loan losses and loan charge-offs from the pre-
1990 bust to the 1990s boom. The Accounting Review, 81(2), 421-441. 

Ma, C. K. (1988). Loan loss reserves and income smoothing: The experience in the U.S. banking 
industry. Journal of Business Finance & Accounting, 15(4), 487-497. 

McNichols, M. F. (2000). Research design issues in earnings management studies. Journal of 
Accounting and Public Policy, 19, 313-345. 

Perez, D., Salas-Fumas, V., & Saurina, J. (2008). Earnings and capital management in alternative loan 
loss provision regulatory regimes. European Accounting Review, 17(3), 423-445. 

Rose, P. S. (2002). Commercial Bank Management (5th ed.). New York: McGraw-Hill Irwin. 
Tendeloo, B. V., & Vanstraelen, A. (2005). Earnings management under German GAAP versus IFRS. 

European Accounting Review, 14 (1), 155-180. 



20 

 

Watts, R. L., & Zimmerman, J. L. (1978). Towards a positive theory of the determination of 
accounting standards. The Accounting Review, 53(1), 112-134. 

Watts, R. L., & Zimmerman, J. L. (1990). Positive accounting theory: A ten year perspective. The 
Accounting Review, 65(1), 131-156. 

Wetmore, J. L., & Brick, J. R. (1994). Loan-loss provisions of commercial banks and adequate 
disclosure: A note. Journal of Economics and Business, 46, 299-305. 

 



21 

 

APPENDIX 

Table A: Residual correlation matrix of the whole sample 

BANK ANZAU B C NAB Q SM ST W BNZ ASB KIWI ANZNZ TSB RABO 

ANZAU 1 -0.02438 0.49328 0.776653 -0.03925 0.172554 0.742144 0.661458 -0.16479 0.06368 -0.08388 0.848368 -0.55842 0.442248 

B -0.02438 1 0.077634 -0.20946 0.305273 0.194741 -0.16223 -0.07515 0.40903 0.46806 0.194754 -0.0552 0.300171 -0.01123 
C 0.49328 0.077634 1 0.672139 0.315058 0.787704 0.755704 0.804895 0.02428 0.543086 -0.02154 0.684034 -0.07468 0.657708 

NAB 0.776653 -0.20946 0.672139 1 -0.11374 0.368269 0.802207 0.787737 -0.03883 0.096182 -0.22183 0.839357 -0.52957 0.6458 
Q -0.03925 0.305273 0.315058 -0.11374 1 0.522378 -0.00911 0.233241 0.057181 0.739639 0.28257 0.126406 0.527669 0.031266 

SM 0.172554 0.194741 0.787704 0.368269 0.522378 1 0.58007 0.692331 0.295486 0.7633 0.181935 0.557759 0.211927 0.54087 

ST 0.742144 -0.16223 0.755704 0.802207 -0.00911 0.58007 1 0.893341 -0.00062 0.246357 -0.0344 0.871548 -0.43709 0.702965 
W 0.661458 -0.07515 0.804895 0.787737 0.233241 0.692331 0.893341 1 0.095898 0.416564 -0.01112 0.855857 -0.29522 0.663189 

BNZ -0.16479 0.40903 0.02428 -0.03883 0.057181 0.295486 -0.00062 0.095898 1 0.220145 0.109965 0.033373 0.027257 0.118116 

ASB 0.06368 0.46806 0.543086 0.096182 0.739639 0.7633 0.246357 0.416564 0.220145 1 0.310113 0.323647 0.514748 0.325834 
KIWI -0.08388 0.194754 -0.02154 -0.22183 0.28257 0.181935 -0.0344 -0.01112 0.109965 0.310113 1 0.001832 0.439427 -0.07317 

ANZNZ 0.848368 -0.0552 0.684034 0.839357 0.126406 0.557759 0.871548 0.855857 0.033373 0.323647 0.001832 1 -0.46274 0.647276 
TSB -0.55842 0.300171 -0.07468 -0.52957 0.527669 0.211927 -0.43709 -0.29522 0.027257 0.514748 0.439427 -0.46274 1 -0.33421 

RABO 0.442248 -0.01123 0.657708 0.6458 0.031266 0.54087 0.702965 0.663189 0.118116 0.325834 -0.07317 0.647276 -0.33421 1 
 

ANZAU = Australia and New Zealand Banking Group Limited 
B = Bendigo and Adelaide Bank Limited 
C = Commonwealth Bank of Australia 
NAB = National Australia Bank Limited 
Q = Bank of Queensland Limited 
SM = Suncorp-Metway Limited 
ST = St George Bank Limited 



22 

 

W = Westpac Banking Corporation 
BNZ = Bank of New Zealand 
ASB = ASB Bank Limited 
Kiwi = Kiwibank Limited (adopted IFRS in 2008) 
ANZNZ = ANZ National Bank Limited 
TSB = TSB Bank Limited (adopted IFRS in 2007) 
RABO = Rabobank New Zealand Limited 
 
Table B: Residual correlation matrix of Australia banks sample 

BANK ANZAU B C NAB Q SM ST W 

ANZAU 1 0.173552 0.36342 0.639007 0.528865 0.472597 0.597083 0.560603 

B 0.173552 1 0.175916 -0.05323 0.575295 0.317457 -0.06506 0.049029 

C 0.36342 0.175916 1 0.750753 0.210285 0.826913 0.796382 0.844408 
NAB 0.639007 -0.05323 0.750753 1 0.185545 0.712986 0.772801 0.774416 

Q 0.528865 0.575295 0.210285 0.185545 1 0.333796 0.24042 0.351044 
SM 0.472597 0.317457 0.826913 0.712986 0.333796 1 0.841618 0.836948 

ST 0.597083 -0.06506 0.796382 0.772801 0.24042 0.841618 1 0.890802 

W 0.560603 0.049029 0.844408 0.774416 0.351044 0.836948 0.890802 1 
 
ANZAU = Australia and New Zealand Banking Group Limited 
B = Bendigo and Adelaide Bank Limited 
C = Commonwealth Bank of Australia 
NAB = National Australia Bank Limited 
Q = Bank of Queensland Limited 
SM = Suncorp-Metway Limited 
ST = St George Bank Limited 
W = Westpac Banking Corporation 
 


