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CHAPTER V 
 

Conclusions and Future Studies 
 

This dissertation extends previous studies to explore the effects of institutions on the 

quality of bank financial reporting.  Financial reporting quality is measured either by the level 

of earnings management or the extent of reporting conservatism.  The cross-country 

comparison in the banking industry provides us with the opportunity to gain insights into bank 

reporting incentives, because it offers more variations in investor protection environment, bank 

supervision/regulation frameworks and the governance mechanisms on securities markets.  

Using the measures for financial reporting quality, we examine how the practices of these 

governance frameworks on banks shape their incentives to report financial statements.  Our 

results should have policy implications regarding the supervision/regulation on banks. 

In the first essay, we extend Leuz et al. (2003) to the banking industry and document the 

international differences in bank activities to manage earnings.  Earnings management is 

displayed in earnings discretion and income smoothing.  We show that earnings discretion is 

less severe in countries where legal protection is stronger, but income smoothing is alleviated in 

countries where supervision policies on encouraging private-sector monitoring are more 

prevalent.  Our results confirm the study by Shen and Chih (2005) that stronger legal 

protection limits bank earnings management to exceed threshold.  Further, our results suggest 

that it is insufficient for supervisors to limit bank earnings management by strengthening direct 

supervision powers without encouraging private-sector monitoring. 

Our second essay extends the literature on the incentives for bank financial reporting to 

investigating their reporting conservatism across countries.  Consistent with findings in the 

U.S. by Nichols et al. (2005), we show that public-traded banks are more conservative in 
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reporting earnings changes and loan loss provisions than their private counterparts.  In 

addition to listing status, we provide further evidence that other governance mechanisms, such 

as the monitoring by supervisors, international rating agencies and depositors, have influences 

on the reporting conservatism as well.  Our evidence also indicates that, unlike previous 

studies on industrial firms, bank regulation/supervision policies rather than the legal origin of 

a country have dominant effects on bank incentives to be conservative in financial reporting.  

Further, our evidence that bank reporting conservatism is improved by policies that encourage 

market discipline confirms the conclusions in Barth et al. (2004) and Beck et al. (2005) that 

private-sector monitoring plays a crucial governance role.  Unlike their findings, our results 

also suggest that direct government supervision improves the quality of loan loss reporting 

because supervisors have access to confidential information about a bank’s loan quality.  In 

other words, bank financial reporting is shown to be more conservative under the threat of 

supervisory intervention and the stronger market discipline encouraged by the supervision 

policies. 

Our third essay extends the studies by Ball and Shivakumar (2005) and Nichols et al. 

(2005) to compare the financial reporting conservatism between publicly-traded and 

privately-held banks around the world.  The results indicate that the securities market 

governance explains the variations of reporting conservatism across listing status.  With 

controls for bank supervision/regulation practices, we show that public banks practice more 

financial reporting conservatism when independent securities regulators are more empowered 

to intervene for violations to securities laws and when the bond markets are better developed.  

We also document that, in countries with better developed bond markets, reporting 

conservatism by public banks are stronger than that by private banks.  Our results suggest that 

the threat of intervention by securities regulators works better than the standardized private 
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contracting framework to increase the litigation risks for banks and thus improve bank 

incentives to be conservative in their financial reporting.  Our results also imply that, in 

countries with better developed bond markets, public banks face stronger market discipline and 

higher private litigation risks and thus report more conservatively than their private 

counterparts.  Our study extends La Porta et al. (2006) to show that stronger public 

enforcement rules that empower securities regulators to intervene in banks improve the 

conservatism of bank financial reporting.  We also confirm the results by Ball et al. (2005) that 

debt contracting mechanism is the main drive for the conservative financial reporting. 

Taken together, our evidence indicates that supervisory policies on strengthening direct 

supervision and encouraging monitoring by private-sector players do improve bank incentives 

to report better quality of financial statements.  First, bank earnings management level is lower 

not only in countries where law protection on investors is stronger, but also in countries where 

supervisory policies strongly promote private-sector monitoring.  Second, banks are more 

conservative in reporting earnings changes when supervisory policies encourage private 

discipline against banks.  Also, banks are more conservative in reporting loan losses in 

countries where bank supervisors have stronger corrective and restructuring powers against 

troubled banks and when banks are publicly traded (i.e., monitored by securities investors).  

Finally, the difference of reporting conservatism in earnings changes between public and 

private banks is larger in countries where regulators have stronger power to intervene in bank 

operations for violations in securities laws and where bond markets are more developed.  

These results support our claim that, to improve banking governance and financial reporting 

quality, the bank regulatory bodies should apply supervisory policies not only to strengthen 

direct supervisory powers, but also to encourage monitoring by small fund providers.   

Furthermore, this dissertation mainly focuses on effects of the country-level governance 
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structure on the quality of bank financial reporting.  It might be interesting to examine the 

effects of firm-level governance structures on bank reporting quality.  For example, the board 

composition and the ownership structure of a bank may affect the incentives and behaviors of 

bank mangers and hence may have effects on bank reporting quality.  The compensation 

schemes may also influence bank manager incentives to report financial statement.  In addition, 

how the governance structures examined in this dissertation influence bank management 

strategies and their performance, for example diversification strategy, is also a good topic for 

further research.  Besides, the study by Liu and Ryan (2006) document that banks may use 

specific methods to smooth their income over different business cycles in the U.S.  In our 

future studies, we would like to extend their study to banks around the world to examine the 

effects of macro economic factors on bank incentives to their financial reporting. 




