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Abstract: 

This paper highlights the relationship between institutional ownership and earnings 

management in banks. By using a sample of 738 U.S. banks for the period from 1998 to 2008, 

the research tests if total institutional shareholders can deter earnings management in banks, 

and whether domestic or foreign institutional shareholders have more negative impact on 

earnings management. The research findings suggests that institutional shareholders are 

deterrents to earnings management in banks. Thus, regulatory policies that encourage 

institutional investors to participate in corporate governance are in the interest of the 

different market participants. Also, the results shows that domestic shareholders are better 

monitors of earnings management than foreign shareholders in banks. This result support the 

argument that in non-financial firms domestic shareholders have more efficient supervisory 

role than foreign shareholders because of their proximity and their arm length relationship 

with companies. The research adds additional tests for the impact of the Sarbanes Oxley Act 

(2002) on shareholders activism in the U.S. and find evidence suggesting that the introduction 

of this act has improved institutional shareholders’ role as monitors of earnings management. 

Key-words: Institutional shareholders; Earnings management; U.S. Banks; Corporate 

governance. 
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1. Introduction 

           Earnings management is a topic that has always attracted researches and regulators. 

The fact that banks are associated with greater moral hazard issues than other non-financial 

firms supports this statement. Such effects can pose a detrimental market-specific risk which 

can threaten the real economies (Macey and O’Hara, 2003). With this potential, the scale of 

research on this topic of earnings management in both non-financial and financial firms seems 

to be justified. It surprises me that much to my knowledge, no research so far has focused on 

the impact that shareholding institutions may pose on the manipulation of financial reports 

in U.S. banks. Institutional shareholders have a significant role in markets because they own 

a large proportion of global financial assets. In 2012, figures shows that they owned $63.9 

trillion worth of assets (PwC report, 2014). Also, as pointed out by Gillan and Starks (2003) 

and Aggarwal, Erel, Ferreira, and Matos (2011), institutional owners possessing such size and 

sophistication have the ability to perform an effective monitoring role on corporations. In 

spite of the fact that most of the existing literature agrees that institutional shareholders are 

linked to earnings management, no focus has been given to institutional shareholders and the 

possible effect they can have on the manipulation of financial reports in U.S. banks. 

In this research, I will attempt to analyze the possible effects that institutional shareholders 

may have on earnings management in a sample of U.S. banks. The main aim of this paper is 

to check whether the conclusions made on non-financial firms in this field apply to banks in 

the U.S. or not, because banks have unique characteristics that differentiate them from other 

non-financial organizations. For example, high levels of opaqueness exists within banks unlike 

other organizations as well as their associated moral hazard problems. It should be 

acknowledged that Institutional investors may shy away from engaging in monitoring the 

management of banks as a result of the high expenses associated with processing and 

acquiring monitoring information on banks. In addition, the role played by regulators in the 

banking sector may also be off putting to institutional shareholders in terms of monitoring. 

However, as pointed out by Greenawalt and Sinkey (1988), the regulatory pressure that banks 

face provide them with an incentive to engage in the manipulation of financial reports. 

Thereby, it is vital to promote the understanding and usage of tools through which earnings 

management can be deterred and investors’ rights can be protected.  
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The sample in this research includes 738 U.S. listed banks for the period from 1998 to 2008. 

To conclude with conclusive evidence in this analysis, three different measures of earnings 

management were utilized. These measures are particularly developed to test for the possible 

links between earnings management and ownership of institutions. I found consistent results 

through the three different earnings management measures indicating that total ownership 

of institutions have a negative impact on earnings management in U.S. banks. Also, this 

research provides evidence in favor of domestic institutional ownership as being more 

deterrent to earnings management than foreign institutions. In addition, additional checks in 

the research suggest that the introduction of the Sarbanes Oxley Act in June 2002 in the U.S. 

has increased institutional shareholders monitoring role on earnings management in banks. 

It has been argued by researchers such as, Kim, Miller, Wan, and Wang (2015) that for non-

financial firms domestic shareholders have more efficiency in deterring earnings 

management than those foreign ones. One justification is that domestic investors have 

advantages and can reap more benefits from monitoring due to their proximity to information 

that allows them to perform effective monitoring. These advantages can be in the form of 

language, geographic proximity, culture, and the recognition of lows and accounting 

standards. Consequently, the prevailing literature will be followed in this research and total 

institutional ownership will be divided into foreign and domestic institutional ownership. 

This research is anticipated to make contributions to the existing knowledge. First, as 

suggested by Macey and O’Hara, (2003), great focus is given to corporate governance in non-

financial firms while relatively little attention is given to banks’ corporate governance. 

Similarly, whereas there has been great focus on institutional shareholders and earnings 

management. To my knowledge, no previous researchers have focused on the impact of 

institutional investors on earnings management in financial institutions in the U.S. Therefore, 

it is this research’s interest to fill this gap. Also, the results drawn on foreign and domestic 

institutional ownership in terms of their role in restraining earnings management is linked to 

home bias and spatial economies to which the research can provide analysis. Finally, the 

results would also be in support of the regulatory efforts aiming to encourage shareholders’ 

activism by engaging in the management of their companies in order to better serve their 

long-term objectives and benefits. 
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The rest of the research has the following structure: a discussion of the literature and 

hypothesis development are included in section 2. Then section 3 contains the methodology, 

and section 4 has empirical results. Finally, section 5 sums the results of the research. 

2. Review of the literature 

2.1. Earnings management in financial institutions. 

               The topic of earnings management by banks does not attract researchers due to the 

unique characteristics of banks and its regulation sophistication effects. However, regulators 

do not dismiss the possibility of banks’ managers managing earnings. One aspect is that, 

scrutinising banks’ operations by regulators deter earnings management opportunism. 

Another, regulatory monitoring may increase banks’ managers’ tendency towards 

opportunistic reporting of earnings to escape interventions from regulators. For example, 

improving capital ratios through understating the provisions for loan losses (Beatty et al., 

1995, 2002; Cheng et al., 2011). The authority of setting accounting procedures for publicly 

trading corporations is laid in the hands of the “Securities and Exchange Commission” (SEC). 

Nevertheless, most of the time, the “Financial Accounting Standards Board” (FASB) is 

appointed by the SEC to be the organisation that has the responsibility to set the reporting 

and financial accounting standards. This organisation is mainly concerned with the way firms 

measure their net incomes in a certain period of time. Thereby, the FASB by explicitly 

excluding the potential effects of future incidences, it only deals with the possible losses 

resulting from operations over a certain period of time in the past (Cornett, et al., 2009). 

To begin with, management of earnings could happen in order to send signals of good quality 

performance to market investors because earnings reflects the sustainability of the income 

sources and has a positive impact on equity valuation (Penman and Sougiannis, 1998; Barth, 

2001), and helps to assist the implementation of the desired payout policy (Norden and Stoian, 

2013). This particular effect of managing earnings can be achieved through the ability of banks’ 

managers to exercise discretion on components of a bank’s accruals, the most important and 

the biggest of which is the operating loan loss provisions (LLPs). This item in a regulatory point 

of view with loan losses allowances are intended to absorb losses resulting from banks’ 

lending operations. LLPs are a non-cash expenses on a bank’s statement of income, and 

calculated as a percentage of total loans when stating pre-tax incomes, because these loans 
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are expected to default or slow pay for the current period. In case of default, this procedure 

ensures a bank’s capitalization and solvency (Wen and Zhang, 2014). Provided that the 

potential loan losses of a bank are less than allowances for loan losses, the risk of the bank’s 

failure is less likely as it is more capable to stand losses with no need to divert the loss to the 

“Federal Deposit Insurance Corporation” (FDIC). On the other hand, the size of a bank (equity 

capital) can decrease if the potential losses resulting from failing loans exceed the bank’s loan 

loss allowance when these bad loans mature. This indicates that the ability of the capital ratio 

of a bank is overstating its capability to endure unusual losses. Regulators of commercial 

banks seek to ensure the soundness and safety of banks by having a future oriented and 

conservative view of banks’ loan loss allowances. Their view differs from the view of the FASB 

organization, as they recommend maintaining a balance of loan loss allowance that ensures 

covering potential losses in a certain period. Thus, from a regulatory conservative perspective, 

it is more beneficial for banks to build loan loss reserves during good periods, larger than the 

possible optimal one, in order to serve as a cushion protecting banks’ capital. In addition, the 

building of loan loss reserves can increase firms’ value as it might be thought of as a less risky 

investment in the market. However, to protect their status and/or to enhance their 

performance indicators, and thus their remuneration, managers of banks hide their unusual 

negative earnings through intentionally reducing the discretionary LLPs or releasing 

allowances of loan loss to substitute the losses from operations, whereas if earnings are 

exceptionally high they can opt for higher discretionary LLPs. Consequently, during recession 

periods and bad times, the health and soundness of banks, or even the whole financial system 

is on the line. Thereby, scrutiny and monitoring of high scale earnings manipulation in banks 

by regulators is a necessity in the financial institutions’ sector (Cornett et al., 2009). Given the 

fact that they are subject to judgment by managers, there is strong evidence supporting the 

usage of the provisions for loan losses as a measure to opportunistic reporting of earnings 

or/and improve the adequacy of capital ratios (see e.g. Beatty et al. 1995; Niswander and 

Swanson 2000; Laeven and Majnoni, 2003; Cheng et al., 2011).  

Beside the provisions for loan losses, the realization of securities losses and gains also 

represents another tool of earnings management, because they are subject to banks 

discretion as well (see e.g. Beatty et al., 1995, 2002). Security losses and gains are different 

from loan loss provision, as they are discretionary actions of the management that are subject 
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to less audition and regulation. In the case of banks’ managers opting for selling investments 

securities as a method of changing earnings levels, this procedure is unlikely to attract 

regulators, auditors, or shareholders’ attention. Consequently, the realization of security 

gains or losses can indeed be an alternative measure for the management of banks to manage 

or smooth earnings (Cohen et al., 2014). In line with these views, previous researchers 

concluded that banks manage capital levels and earnings through both the provisions for loan 

losses and realized security losses and gains. Some studies found that, the willingness of banks 

to realize gains on a certain type of bonds is highly affected by banks’ capital positions (see 

e.g. Scholes, Wilson, and Wolfson, 1990). Also, researchers like Ahmed, Takeda, and Thomas 

(1999) concluded that a negative correlation amongst the discretional accruals and capital, 

despite other reaching the opposite conclusion (see e.g. Beatty et al., 1995). Wahlen (1994) 

find that as a bank manager expects a rise in future flows of cash, he/she tend to increase 

discretionary provisions for loan losses. Lastly, studies find that the possibility of eliminating 

small negative earnings by using security losses and gains and provisions for loan losses is 

higher at public banks than private ones (Beatty et al., 2002). All in all, it appears that both 

the provisions for loan losses and realized gains of securities are obvious measures to banks’ 

managers to opportunistically manage earnings or otherwise smooth earnings. 

2.2. Monitoring shareholders. 
2.2.1. Institutional shareholders’ activism in corporations’ governance 
           Theories such as “The Theory of the Firm” consider shareholding institutions to have a 

significant role in monitoring companies. According to Cornett et al., (2007), they are capable 

to perform an efficient supervisory role due to their special technologies and resources. 

Institutional shareholders unlike other shareholders are motivated to monitor because their 

monitoring role on managements of their companies can be beneficial and sufficient to cover 

any costs of intervention or costs of free rider issues. This benefit comes as a result of their 

comparatively large equity stakes in companies. Also, corporate governance considers 

institutional ownership as one of its important mechanisms that help to mitigate the 

principle-agent problem because institutional shareholders have sufficient holdings of 

companies’ equities that provides them with voting power, and thus effecting managers’ 

behavior (Jensen and Meckling, 1976). 
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The previously mentioned assumptions are supported by many corporate governance 

researchers. As an example, it has been suggested by Aggarwal et al., (2011) that the 

existence of large shareholding institutions in firms improves practices of compensation and 

the structure of corporate governance within companies. The ownership of institutions is also 

associated with investors’ value enhancing policies as they are active in developing, 

suggesting, and voting on proposals that increases the value of owners’ investments (Morgan, 

et. al., 2011). Also, Parrino, Sias, and Starks (2003) suggest that chief executive officers who 

may under-perform may be expelled and replaced by an out of the business appointment 

when the ownership of institutions increases in companies. More to the point, Cornett et al., 

(2007) point out that the value of the firm is enhanced when ownership of institutions 

increases as well as the performance of its operations. 

In addition, the importance of the monitoring role that institutional shareholders can play is 

recognized by regulators around the world. Regulators hope for more activism of 

shareholders in the management of their companies as they represent major market 

participants. Take the decision made by the Labor Department in the U.S. in 1988 as an 

example, it instructed managers of pension funds to make the same votes as the diligence 

when taking fiduciary decisions. The main aim was to promote activism of shareholders 

through U.S. pension funds (Leventis and Dimitropoulos 2012). In recent years, Stewardship 

corporate governance codes were introduced across many countries starting with the United 

Kingdom and many other European countries. These codes aim to provide robust grounds for 

the best corporate governance practices through specifically targeting institutional 

shareholders who are required to practice their responsibilities in the management of 

companies for the purpose of enhancing their long-term benefits.   

2.2.2. Institutional investors as monitors of earnings management. 

          It was due to Smith (1976) who initiated the literature on earnings management, 

whereas it is with Pound (1988) when the monitoring role of institutional shareholders was 

highlighted. With such history, it is surprising that up until recently the impact of institutional 

shareholders on earnings management was ignored by researchers (Man et. al., 2013). 

Moreover, as far as I know, this research is the first of its type to focus on the effects of foreign 

and domestic institutional shareholders on earnings management in U.S. banks. Previous 

studies indicate that earnings management leads to direct substantial costs to the owners of 
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companies. For example, Biddle et al. (2009), and McNichols and Stubben (2008) show that 

problems of under- and over-investments can be a result of opportunistic discretion in 

financial reports, and that less quality of financial reports increases these particular problems, 

and the risk of litigation (see e.g. Gong et al. 2008). In addition, managers use earnings 

management to reap personal benefits and reduce shareholders’ wealth through 

compensation, bonuses, and options (see e.g. Cheng and Warfield, 2005; Cohen et al., 2008). 

All in all, it can be concluded that the manipulation of earnings can result in shareholders 

bearing direct significant costs. 

In an analysis made by Chung et. al., (2002) to U.S. non-financial companies, they suggest that 

when a firm has a majority shareholder (calculated through using a dummy variable that 

equals to one if the banks have a bulk shareholder, and zero otherwise), managers are 

hindered from adjusting their reported earnings to their desired levels, that is, manipulation 

of financial reports is deterred more if majority shareholders exists. Similarly, results of other 

researchers such as Mitra and Cready (2005) who studied over 350 industrial firms of the 

NYSE index and found that earnings management is negatively correlated with the ownership 

of institutions after applying the adjusted Jones model. This negative correlation between the 

ownership of institutions and opportunistic reporting of earnings is also found in the findings 

of an analysis made to the S&P index companies by Cornett et. al., (2008). In the latter 

research, the sample did not explain if it contained financial firms or not, however, they 

applied the modified Jones model and to capture the management of earnings they used the 

absolute value of the discretionary accruals. Nevertheless, the method of utilizing 

discretionary accruals to measure earnings management is only suitable for industrial firms, 

thereby, it cannot be applied to financial institutions (Wen and Zhang 2014). 

However, previous researchers have failed to conclusively agree on the way that institutional 

ownership can affect the integrity of financial reports. Some view institutional shareholders 

as investors who have long-term interest in businesses and do not pay attention to short-term 

gains, thus managements are less incentivized to manipulate earnings (see e.g. Bushee, 1998). 

Some show the links between the management of earnings and institutional ownership to be 

adverse through developmental expenditures and falsifying research (see e.g. Bange and De 

Bondt, 1998). Chung et al. (2002) find that manipulation of financial reports is deterred with 

the existence of large institutional investors. Institutional ownership is also found to constrain 
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earnings management through accruals (see e.g. Hadani et al. 2011). Some others, 

nevertheless, conclude that there are no links between the quality of financial reports and 

institutional ownership, or that the relationship between the two to be significant only 

marginally (see e.g. Peasnell et al., 2005; Marquardt and Wiedman, 2005; Krishnan et al. 2011). 

2.2.3. Motivations for institutional shareholders to monitor. 

           According to “The Economic Theory” effective monitoring by shareholders is only 

generated when the benefits of performing it outstrips the costs. The arguments made by 

Ayers et al. (2011) and Chhaochharia et. al., (2012) is in favor of The Economic Theory, they 

explain that the generated benefits from monitoring by domestic institutional shareholder 

outweigh the benefits generated to other investors due to their geographic proximity and 

cheaper costs of acquiring monitoring information. In both of the latter studies, the adjusted 

Jones model was used to capture earnings management through the absolute value of 

discretionary accruals. Chhaochharia et al. (2012) excluded financial firms from their U.S. 

firms’ broad sample, Whereas Ayers et al. (2011) focused their analysis on S&P1500 U.S. firms. 

There is no clear evidence that Ayers et al. (2008) in their analysis, included financial firms. 

However, such approaches to earnings management measurements are designed for 

industrial firms (popular proxy), therefore, they are inadequate to be used to capture the 

banking industries’ management of earnings. 

Recent research by Kim et al. (2015) in which the context of the studies by Ayers et al. (2011) 

and Chhaochharia et al. (2012) was extended to a wider global frame. Kim et al. (2015) 

research utilized different proxies for earnings management to 29 countries’ non-financial 

companies. The evidence they found from their international sample indicated that investors 

with geographic proximity are better deterrents for earnings management. They provide 

support for the argument that domestic shareholders who enjoy advantages over other 

investors such as, familiarity with the practices of businesses and similarity in time horizons 

have more negative impact on earnings management in firms. In the same study by Kim et. 

al. (2015), the efficiency of the monitoring role by shareholders from the developed nations 

was examined. They suggest that the technological developments that investors from these 

countries have access to allow them to reap more benefits than other shareholders (foreign 

and domestic) from less developed countries. These benefits in turn ought to boast the 

activism of institutional shareholders from these countries. It would be interesting to check if 
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this assumption can be extended to institutional investor (domestic and foreign) in the U.S. 

as to check whose is more effective in deterring earnings management domestic or foreign 

institutional shareholders. However, to date, there is mixed empirical evidence in regards to 

the relative advantage of information to domestic against foreign institutional investors. 

Some researchers show that domestic shareholders enjoy relatively higher information 

advantage over their counterparts (see e.g. Shukla and Inwegen, 1995; Hau, 2001). On the 

other hand, evidence from Japan and Finland by Grinblatt and keloharju (2000) find foreign 

institutional shareholders to be outperforming domestic ones in monitoring activities. Also, 

evidence from Taiwan by Seasholes (2004) shows that domestic institutional shareholders are 

less informed than foreign institutions.   

  2.3. Hypotheses’ development 
           This research follows Healy and Wahlen, (1999) and Leuz et al., (2003) “who define 

earnings management as opportunistic reporting that employees within the management of 

companies undertake to gain personal benefits at the expense of shareholders”. When 

dealing with financial institutions, there are some considerations that must be taken into 

account when assessing why managers of these firms undergo earnings management. Firstly, 

due to the illiquidity of a financial institution’s assets, this makes investors’ confidence in 

banks is very dependent on their stability. Therefore, incentives for a bank manager to 

manipulate earnings stems from the desire to maintain the public confidence and/or to meet 

regulatory requirements. Second, because banks are more opaque than other institutions, 

this provide an incentive for managers to exploit this opaqueness, and thereby manage 

earnings to signal sound information to the market about their performance. Lastly, as 

suggested by Ahmed et. al., (1999) and by Shen and Chih, (2005), the regulatory pressure can 

indeed provide managers with a strong motive to manipulate earnings to escape regulatory 

requirements. 

At the time that it is widely accepted in the literature of industrial firms that the ownership 

of institutions is negatively correlated with earnings management, it is not conclusive that 

this assumption can be applied to banks. First, the opaqueness characteristic of banks and its 

associated costs may cause institutional investors to shirk away from their role as monitors in 

banks. Second, the supervisory role of regulators to the banking sector can also result in less 
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activism by institutional shareholders in their role as monitors. Consequently, the following 

two alternative hypotheses can be proposedː 

H1.a: Total institutional ownership is negatively related to earnings management in U.S. 

banks. 

H1.b: Total institutional ownership is not related to earnings management in U.S. banks. 

In the following stage of this research, I will attempt to develop an understanding for the 

different roles that can be played by foreign and domestic institutional shareholders as 

monitors of earnings management in banks, and attempt to make a comparison with 

conclusions made on industrial companies. A large strand of the existing literature is backing 

the argument that domestic investors are in better position to restrain the manipulation of 

earnings in industrial firms (Ayers et al. 2011; Chhaochharia et al., 2012; Kim et al., 2015). 

Further, because domestic shareholders are considered to be in better position to acquire 

and process information about local banks than foreign ones, thus they are more efficient in 

detecting earnings management. Therefore, under these assumptions it can be expected 

that the domestic ownership of institutions would be more effective than the foreign one in 

banks. 

On the other hand, many arguments have been made against the previously mentioned 

assumptions. They suggest that in the banking sector, foreign shareholders can be either 

similar or more effective than foreign shareholders in restraining earnings management. One 

justification is that, the intermediation role of banks has developed in recent years becoming 

characterized with more complex operations, and technology became an important element 

of its activities and operations compared to industrial firms, thus technology can be a vital 

tool for banks monitoring process. Also, research evidence such as, Grinblatt and Keloharju 

(2000) suggest that foreign institutional shareholders with international investments in 

different markets are better than domestic institutions in restraining earnings management 

due to their better experience with financial reports, developed tools of analysis, and access 

to talents. In addition, the fact that a large proportion of foreign institutions are located within 

global financial centers, for example, London and New York, this provides them with quicker 

access to new information and have greater learning chances by the transformation of skills, 

information, and ideas. Christoffersen and Sarkissian (2009) show that these shareholders 
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with international portfolio of investments enjoy superiority in terms of information 

collection and analyzing international investments and business factors, such as foreign 

exchange markets’ status and trends of oil prices, which at the same time have an influence 

on the prices of shares of many companies in the global financial markets. Furthermore, close 

ties or relations might exist between banks and their domestic shareholders which can 

possibly have a negative impact on the monitoring role that domestic shareholders can 

perform, since these banks are likely to be facilitating the main intermediary role in that area. 

However, this may not be the case for foreign shareholders as they are less affected by such 

relationships and ties. Finally, there is numerous research evidence such as, Aggarwal et al., 

(2011) which support the better practices of corporate governance by foreign institutional 

shareholders, considering them to be more deterrent to earnings management with more 

engagement in the management of companies. Consequently, the following two alternative 

hypotheses can be proposed: 

H2.a: Domestic institutional shareholders are better in restraining earnings management 

than foreign institutional shareholders in U.S. banks. 

H2.b: Foreign institutional shareholders are better, or similar, in restraining earnings 

management than domestic institutional shareholders in U.S. banks.  

3. Methodology. 

3.1. Sample. 
           This research is performed upon a sample of 738 U.S. listed Banks and their institutional 

shareholders. It is carried out on a yearly basis for the period from January 1998 and 

December 2008. The objective behind choosing this range of years is to provide a better 

chance to capture earnings management in U.S. banks just before the world financial crisis hit 

the worst in 2009, which was triggered from the U.S. banking industry and had a negative 

impact on the global economy. Generally, it is highly likely that during and before periods of 

economic slums or crisis that manager will desperately try to hide losses in order survive 

during such periods. However, According to Jin and Myers (2006), when the negativity in 

performance is specifically high, this will result in managers becoming unable or unwilling to 

hide loss positions anymore. Therefore, earnings management is expected to be captured in 

this research’s period of interest. 
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 In this research, the sample has been developed by making an intersection of Compustat 

Capital IQ and Thomson Reuters databases which are available on the World Research Data 

Service (WRDS). The banks’ data was obtained from Compustat Capital IQ and contains the 

essential variables needed to calculate earning management in banks such as, nonperforming 

loans, total assets, loan loss provisions, loan loss allowances and others. The initial sample 

obtained from this source consisted of 1,104 banks, however, deductions were have to be 

made. First, a number of 237 banks were have to be eliminated, because their financial years 

were not ending in December. This procedure was required in order to maintain the analysis 

consistency and also to merge successfully with the institutional shareholder database. 

Second, a number of 129 banks with essential missing data for the analysis were also omitted. 

Therefore, the final sample of banks included in the research is 738. 

In the following Table 1, the number of bank-years have been included. The total is 5,259 

bank-years obtained from the Compustat Capital IQ with the following allocation: 

Table 1: Number of U.S. bank-year included in the research: 

Year Number of  banks Percentage of banks 

1998 441 8.38% 

1999 491 9.33% 

2000 486 9.24% 

2001 480 9.12% 

2002 494 9.39% 

2003 503 9.56% 

2004 483 9.18% 

2005 499 9.48% 

2006 480 9.12% 

2007 462 8.78% 

2008 440 8.36% 

Total 5,259 100% 
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3.2. Data. 
            When extracting the institutional ownership data for our sample of U.S. banks from 

the WRDS, both the Masters File and the Stock Ownership datasets within the Thomson 

Reuters database were used. Here, Ferreira and Matos (2008) have been followed in 

obtaining the ownership of institutions data. The institutional ownership was represented by 

the actual values in the analysis. First, the percentage of total ownership of institutions for 

banks was calculated by dividing the percentage of total shares that each institutional 

shareholder owns of a bank’s shares by the market capitalization. The percentage was set to 

zero if shares are owned by an institutional shareholder that is not available on the Thomson 

Reuters database. Secondly, total ownership of institutions was categorized into foreign and 

domestic ownership on the basis of the residency of institutions. Institutions which are 

residence in the U.S. were considered domestic, others not residence in the U.S. were 

considered foreigners. It is to be noted that in this research that institutional ownership of 

comparatively large banks (both commercial and bank holding companies) have been 

included. In fact, these institutional shareholders possess a large percentage of the sector’s 

assets. As an illustration, it can be observed that as of year 2000, the institutional 

shareholders that have been reported owned a market value of shares ($2.437 trillion) of U.S. 

banks. However, at the end of 2007, and after the boast in the in the global financial markets 

from 2000 till 2007, the total market value of shares that institutional shareholder owns 

increased substantially to ($17.363 trillion). Hence, the manipulation of financial reports for 

the sample of banks constitute a large proportion of the U.S. banking industry’s operations. 

Since it is the dollar that these operations are based on. As a result, investors and regulators 

find huge curiosity in these institutional shareholders. Nonetheless, banks issuing these 

shares in such value possess stability. Research evidence suggests that when applied to 

institutions whose financial performance is extreme, models of discretionary accruals are not 

very consistent. However, earlier analysis has found that in ailing institutions, earnings 

management is more predominant (Goldberg et. al., 2015). It is to be noted that the sample 

banks are less supervised by regulators as they are likely to be in decent shape (Cornet et al., 

2009). Therefore, loan loss provisions can be used to manipulate earnings by the management 

of these banks knowing that their operations have somewhat less regulatory supervision. 

Certainly, it has to be acknowledged that boards of directors and audit committees ought to 

be more watchful of earnings management actions in banks. However, this study aims to 
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investigate earnings management in these banks and test the impact that their shareholders 

may have on such internal managerial malpractice. 

The following table 2 includes definitions for all variables present in this study: 

Table 1: Definitions of variables present in research: 

 Earnings management proxies 

DLLP = Discretionary loan loss provisions (The absolute figure of abnormal negative provisions 

for loan losses). 

Pred_NLCO = Projected coefficient slope of a regression to the forthcoming net charge-offs of 

loans (NLCOt) on present provisions for loan losses (PLLt-1). 

ROA_Small = A dummy variable that equivalents to ‘1’ if an ROA change of a bank remains in 

the range among 0 and 0.002 in a specific year, ‘0’ otherwise. The calculation for the ROA is 

made by dividing pre-tax income divided by the total of assets. 

Variables of institutions ownership 
Total_IO = The total shareholdings that institutions own in an organization’s shares over the 

capitalizations of the market at the termination of every year in calendar; a zero is allocated 

when no institution is holding the share in the Thomson Reuters database. 

Domestic_IO = The total shareholdings owned by institutions residence in the home country 

where the share was issued expressed as a percent of the capitalization of the market; a zero 

is allocated when no institution is holding the share in the Thomson Reuters database. 

 Foreign_IO = The total shareholdings owned by institutions not residence in the home country 

where the share was issued expressed as a percent of the capitalization of the market; a zero 

is allocated when no institution is holding the share in the Thomson Reuters database. 

 Accounting varibles 

TLoan = Total loans at year-end scaled by total assets at year t-1 end. 

NLCO = Net charge-offs for loans throughout the year divided by total assets at year t-1 end. 

PLL = Provisions for loan losses scaled by total assets at a year t-1 end. 

PDL = Past due 90 days loans (non-performing) scaled by total assets at year t-1 end. 

ΔTLoan = Variation in total loans ascended by total assets at year t-1 end. 

Miss_PDL = An indicator variable equals to ‘1’ if data missing on PDL in Compustat IQ database, 

‘0’ if else. 

ΔPDL = Yearly change in past due loans (nonperforming), measured as nonperforming loans 

divided by total assets at year t end, minus nonperforming scaled by total assets at year t-1 end. 



17 
 

Control variables  

Asset_gth = Yearly growth in total assets.  

DIV_dummy= A dummy variable equals to ‘1’ when dividends are distributed by a bank in a 

specific year, ‘0’ if not. 

Majority_indi = A dummy variable that equals to ‘1’ when the bank has a single shareholder 

owning more than the sample median (0.135), set to zero otherwise. 

Size_ Bank = Total assets natural logarithm in American dollars. 

T_Equity = Total equity at year-end divided by total assets at year t-1 end. 

LL_Allowance = Net allowance for loan losses at the end of the year divided by total assets at 

year t-1 end. 

D = years dummies. 

 

3.4. Proxies for earnings management and regression models. 
          Drawing on previous studies, I adopt three different methods to measure banks’ 

earnings management in this research. The discretionary loan loss provisions (DLLP) is going 

to be the first earnings management proxy. Traditionally, LLPs are amongst the largest 

accruals of operations in commercial banks, and usually set with high levels of discretion by 

managers (Altamuro and Beatty, 2010). In specific, they are items of expense on the 

statement of income and managers are allowed to reveal their expectations for losses on their 

trading portfolio of loans in this component of the income statement (Cohen et al., 2014). 

Therefore, the provisions for loan losses are negatively correlated with net income. Further, 

it is expected by regulators in the banking sector that negative income of banks can be 

reflected in the accumulation of LLPs (allowances/reserves) on the income statement. As a 

result, the management of banks for the purpose of stabilizing earnings or meeting regulatory 

requirements can over-use this component (LLPs) during periods of sound performance and 

under-use it in periods of distress.  

The argument that loan loss provisions can be used to manage earnings and reports of 

performance is suggested by many researchers. Nevertheless, the usage of the provisions of 

loan losses in earnings management has been somewhat controversial. The discrepancy in 

results on this component of the income statement comes from the fact that it is comprised 

of two parts, discretionary and non-discretionary. In this research, I follow Kanagaretnam, Lobo 

and Yang, (2005) to measure the discretionary part of loan loss provisions in order to better 
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capture earnings management in my sample of banks. Moreover, as the discretionary part of 

loan loss provisions is potentially more regulated, and it is the part that determines the levels 

of allowances, so my focus will be given to DLLPs because they have the real effect on net 

income and therefore on earnings management (see, e.g., Cornett et al. 2009; Kanagaretnam 

et. al., 2014). 

 In order to measure the nondiscretionary part of loan loss provisions in year t for bank i, 

Kanagaretnam, Lobo and Yang (2005) will be followed. First, a fixed-effects panel data 

ordinary-least-squares (OLS) regression model will be run for equation 1 below using the loan 

loss provisions divided by total assets as the dependent variable. Thereafter, the absolute 

value of the negative residual of the following equitation represents the discretionary 

provisions for loan losses (DLLP): 

𝑃𝐿𝐿  =  𝑎 +  𝛽 ∗ 𝑆𝑖𝑧𝑒 +  𝛽 ∗ 𝐿𝐿_𝐴𝑙𝑙𝑜𝑤𝑎𝑛𝑐𝑒  +  𝛽 ∗ 𝑁𝐿𝐶𝑂  +  𝛽
∗ 𝑇𝐿𝑜𝑎𝑛 + 𝛽 ∗ Δ𝑇𝐿𝑜𝑎𝑛 + 𝛽 ∗ 𝑃𝐷𝐿  +  𝛽 ∗ 𝑀𝑖𝑠𝑠_𝑃𝐷𝐿 + 𝛽
∗ 𝛥𝑃𝐷𝐿 + 𝐷        … … … … … … … …  (1) 

Here,  

PLL it-1 = Provisions for loan losses scaled by total assets at a year t-1 end. 

Sizeit-1 = Total assets natural logarithm in American dollars. 

LL_Allowance it-1 = Net allowance for loan losses at the end of the year scaled by total assets at year 

t-1 end. 

NLCOit-1 = Net charge-offs for loans throughout the year divided by total assets at year t-1 end. 

TLoan it-1 = Total loans at year-end divided by total assets at year t-1 end. 

ΔTLoan it-1 = Variation in total loans ascended by total assets at year t-1 end. 

PDL it-1 = Past due 90 days loans (non-performing) divided by total assets at year t-1 end. 

 Miss_PDL it-1 = An indicator variable equals to ‘1’ if data missing on PDL in Compustat IQ database, 

‘0’ if else. 

ΔPDL  it-1  = Yearly change in past due loans (nonperforming), measured as nonperforming loans scaled 

by total assets at year t end, minus nonperforming divided by total assets at year t-1 end.  
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D t = Dummies for years. 

      

As mentioned above, DLLP are reflected in the negative residual (absolute value) of equation 

1. The purpose of paying attention to the negative residual is that because it reflects the 

increases in loan loss provisions which in turn increases earnings (Lo, 2008 an Kanagaretnam 

et al., 2005) and 2014).  

Next, to test the impact of institutional shareholders on earnings management when using 

DLLP as a proxy to earnings management. A fixed-effects panel data ordinary-least-squares 

(OLS) regression model will be applied in order to predict the following equation: 

Model 1, DLLP:  

𝐷𝐿𝐿𝑃 = 𝑎 + 𝛽 ∗ 𝑇𝑜𝑡𝑎𝑙_𝐼𝑂 + 𝑦 ∗ 𝐶𝑂𝑁𝑇𝑅𝑂𝐿 +  𝐷                  … … … … … … … . . (2)  

The total institutional ownership variable is demonstrated in Total_IO. It is comprised of 

domestic shareholding institutions (Domestic_IO), and foreign shareholding institutions 

(Foreign_IO).  

Now, according to H1.a 𝛽 <0, whereas according to H1.b  𝛽  is anticipated to be statistically 

significant. Again, according to H2.a, it is predicted that 𝛽 , _  – 𝛽 , _  <  0, 

whereas according to H2.b, it is predicted that either 𝛽 , _   = 

𝛽 , _ or  𝛽 , _ − 𝛽 , _ < 0 . Lastly, CONTROL is a combination of 

organization-level characteristics which are found by the prevailing literature to have an 

effect on earnings management in banks. These control variables are defined in the variables’ 

definitions’ table (2) above and include: Size, T_equity, Asset_gth, LL_Allowance, 

Majority_indi, DIV_dummy, and Dt. 

 

Because bigger banks have more critical governance controls than smaller banks, this in turn 

strongly restricts earnings management in such banks. This fact indicates a negative link 

between DLLP and Size. Nevertheless, bigger banks also encounter greater set of political 

expenses and are under larger monitoring and capital market inspection, therefore, they have 

a strong motive to manipulate indicators of their economic activities (Kim et al. 2015). Hence, 

no expectations are made in regards to the relation between DLLP and Size in the regressions. 
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In order to proxy for a bank’s financial leverage, equity (T_Equity) will be used. Because highly 

indebted banks are strongly incentivised to manipulate reports, therefore, management of 

earnings plays a vital role in improving their picture to lenders and depositors (Kiss & Kross, 

1998). However, as earnings can be managed more by highly leveraged banks, thus, DLLP is 

expected to be negatively linked to T_Equity. 

In order to proxy for banks’ growth, asset growth will be used. According to Skinner and Sloan 

(2002), for minor negative earnings surprises, the stock market punishes organizations. For 

growing organizations, such effect is predominantly detrimental, since banks’ risk is 

specifically high when asset growth rates are on the rise. Thus, Banks with fast asset growth 

are likely to encounter inspections of regulators which in turn result in stronger tendency by 

these banks to commit earnings management. Consequently, a positive correlation is 

expected between DLLP and Asset_gth. 

The provisions for loan losses represent an expense component on the statement of income, 

and the accumulating account of these LLPs is expressed through the allowances for loan 

losses (LL_Allowance). Loan loss allowances have the perception of being  favourable reserves 

that are used by banks’ managers in order to affect the smoothness of their income 

throughout the time (Beck & Narayanamoorthy, 2013). Therefore, when running the 

regression models, I control for the allowances for loan losses (LL_Allowance) and anticipate 

DLLP to be positively correlated with this variable. 

Also, an indicator variable (Majority_indi) is used to control for the structure of ownership of 

a bank. Following Chung et. al., (2002), this indicator variable is set to one when a single 

shareholder owns more than the median of the total institutional shareholders’ sample, and 

set to zero otherwise. It has been argued by Leuz et. al. (2003) that insiders in corporations 

such as, owners in control and directors are incentivised to extract personal benefits from 

outsiders by manipulation of financial reports. Consistently, their analysis for a sample of non-

financial companies concludes that manipulation of reports is more widespread in economies 

where overseas shareholders are provided with low legal protectionism.  

Following Ferreira and Matos, (2008) and Kim et al., (2015) who suggest that dividends’ 

strategy of firms is a useful instrument in testing the effect of institutions’ ownership on 

earnings management, corporate governance, and operations of firms. A dividends dummy 
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variable is therefore used in equations, it equals to zero when a bank does not pay dividends 

in a given year, and one when it does. 

In addition to the previously mentioned control variables, dummies for years will be used to 

control for any changes in a certain year which can have an effect on the regression 

independents for other years such as, the changes in legislation in a certain year. By using this 

dummy, analysis for variables in each year will be independent of the other years. Also, all 

regressions are run by using fixed-effects panel data OLS regression in order to control for 

time invariant factors such as, governance structure, managerial skills, and cultural 

differences which can be of the characteristics of some of the sample banks but not in all, and 

therefore, can affect the regressions results. All of the aforementioned control variables are 

used in equations 2 to 5 when running the regressions in order to mitigate the endogeneity 

concern amongst the independent variables and to help in stronger explanatory power of 

institutional ownership over the dependents (earnings management proxies) by eliminating 

the effects of these control variables over the dependents. 

The ability of current levels of LLPs to anticipate charge-offs of loans (Pred_NLCO) will be the 

second proxy for earnings management. Traditionally, the charging off of non-performing 

loans decreases the levels of loan loss reserves. Usually, “Net loan charge-offs” or “charge-

offs net of recovery” are the phrases used to refer to the effect on loan loss reserves caused 

by charge-offs and recoveries. In fact, there is strong evidence that a relationship exists 

between DLLP and net loan charge-offs (Pred_NLCO), that is, the ability of loan loss provisions 

to anticipate charge-offs of loans is determined by earnings management levels (higher levels 

of earnings management results in stronger loan loss provisions’ prediction of charge-offs of 

loans). In line with this, Altamuro and Beatty (2010) point out that internal control adequacy 

in the banking sector is strongly related to this approach to capturing earnings management. 

In testing the impact that institutional shareholders have on earnings management when 

Pred_NLCO is used as a proxy. A fixed-effects panel data OLS regression model will be run 

using net loans charge offs scaled by total assets as the dependent variable, and other 

variables representing the ownership of institutions will be the main independents. To do so, 

a fixed-effects OLS model will be applied in order to measure the equation below:  
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Model 2, Pred_NLCO: 

𝑁𝐿𝐶𝑂 = 𝑎 + 𝛽 × 𝑇𝑜𝑡𝑎𝑙_𝐼𝑂 × 𝑃𝐿𝐿 + 𝛽 ∗ 𝑇𝑜𝑡𝑎𝑙 + 𝛽 ∗ 𝑃𝐿𝐿 + 𝑦
∗ 𝐶𝑂𝑁𝑇𝑅𝑂𝐿 + 𝑑𝑡                                                      … … … … … … (3) 

Here, PLL is a ratio of LLPs scaled by total assets at year t-1 end, and NLCO is net loan charge-

offs throughout the year divided by total assets at year t-1 end.  

Now, according to H1.a, it is anticipated that 𝛽  > 0, whereas according to H1.b, it is predicted 

that 𝛽  is statistically significant. Again, according to H2.a, it is predicted 

that 𝛽 , _  – 𝛽 , _  <  0, whereas, according to H2.b, it is predicted that either 

𝛽 , _   = 𝛽 , _  or  𝛽 , _ − 𝛽 , _ < 0 . CONTROL has the same 

firm-specific control variables used in equation 2. 

The reporting of small positive changes of ROA (ROA_Small) in banks is going to be my third 

earnings management measure. It is widely acknowledged that there is a tendency amongst 

managers of firms listed in the financial markets to cover small negative earnings by using 

discretion and adding small positive earnings in order to present a better picture to investors 

and other market participants (Burgstahler and Dichev, 1997). I follow Burgstahler and Dichev, 

(1997) and Kanagaretnam, et al., (2010) in capturing banks’ managers’ tendency to utilize 

their return on assets’ ratios to cover the small negativity in their performance indicators. An 

indicator variable will be used (ROA_Small). When a bank reports small changes in its ROA 

(income before interest and taxes scaled total assets) which falls between the range of 0 and 

0.002, it equals one, and zero alternatively.  

Therefore, to check the impact of institutional shareholders on earnings management when 

ROA_Small is used as a proxy. The indicator variable ROA_Small will be the dependent 

variable in a fixed-effects Logit model and the variables representing the institutional 

ownership as the main independents. A fixed-effects logit model will be run in order to 

forecast the probability of an organization reporting small positive earnings through the 

following equation:  

Model 3, ROA_Small:  

𝑙𝑜𝑔𝑖𝑡(𝑝𝑟𝑜𝑏 = 𝑅𝑂𝐴_𝑆𝑚𝑎𝑙𝑙)
= 𝑎 +  𝛽 × 𝑇𝑜𝑡𝑎𝑙_𝐼𝑂 + 𝑦 × 𝐶𝑂𝑁𝑇𝑅𝑂𝐿 + 𝑑 … … … … … … … … (4) 
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The ROA_Small is an indicator variable that equals to 1 when an ROA change (obtained by 

income prior to interest and taxes scaled by total assets at year t-1 end) of a bank falls in the 

range of 0 and 0.002 in a certain year and ‘0’ otherwise. H1.a forecasts β1 < 0, while H1.b 

forecasts β1 to be statistically insignificant. H2.a forecasts  𝛽 , _ − 𝛽 , _ < 0, 

while H2.b forecasts either 𝛽 , _   = 𝛽 , _  or 𝛽 , _ − 𝛽 , _ < 0. 

CONTROL has the same firm-specific control variables used in equation 2.  

3.5. Descriptive statistics on main variables. 

           In this section I will discuss the descriptive statistics displayed in table 3 below for the 

variables included in this research and attempt to compare these statistics with other 

researchers’ statistics in the field of earnings management and institutional shareholders. It 

is to be noted here that extreme outliers of all variables have been removed in order to mitigate their 

impact on the regressions. 

Panel A of table 3 below contains descriptive statistics on total assets (expressed in millions 

of dollars), total institutional ownership, and both total domestic and foreign institutional 

ownership separately. It can be said that the sample’s descriptive statistics are consistent with 

the prevailing literature, for example, the research sample reports total assets mean of 

($27.824 billion) and a median of ($1.011 billion), whereas Wen and Zhang (2014) in their 

analysis to earnings management for 6,101 U.S. bank holding companies (BHCs), they state a 

mean of ($20.87 billion) and a median of ($1.79 billion) with a sample period ranging from 

1994 to 2010. This research’s larger sample size in terms of total assets is due to the fact that 

both U.S. commercial banks and BHCs are included in this study. Regarding total institutional 

ownership, it is expressed as percentage of the market capitalisation, and equals the sum of 

both total foreign and domestic ownership of institutions. It can be seen that domestic 

institutional ownership comprises two thirds of total ownership of institutions, which may 

indicate a higher degree of control that domestic institutions may have over the sample banks. 

It is to be noted here that the actual figures for ownership of institutions were used in the 

analysis unlike other methodologies that some researchers adopt such as, Ramalingegowda 

and Yu (2011) who use the residual of institutional ownership as a proxy for institutional 

ownership. 
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Table 3: Descriptive statistics on variables used in this research: 

Panel A: Statistics on market 
capitalisation variables. 
 
Variable 

 
 

 
Average 

 
 

 
Median 

 
 
 

Q1 

 
 
 

Q3 

 
 
Standard 
Deviation 

Total Assets (In million dollars) 27824.49 1011.953 479.013 3207.619 168962.5 
Total foreign institutional 
ownership/market capitalization  

0.063 0 0 0.056 0.135 

Total domestic institutional 
ownership/ market capitalization  

0.133 0.017 0 0.211 0.195 

Total institutional 
ownership/market capitalization 

0.197 0.135 0.040 0.300 0.198 

 

Panel B of table 3 shows descriptive statistics on DLLPs, in addition to other main variables 

used in the analysis. In calculating the discretionary loan loss provisions Kanagaretnam et. al., 

(2005) have been followed by taking the absolute value of the negative residual of equation 

1. The figures for the DLLP are consistent with studies adopting a similar approach in 

calculating DLLP. This study reports a mean of (0.004) and a median of (0.003) for DLLPs, 

whereas other studies such as, Cornett, et. al., (2009) shows a mean of (0.005) and a median 

of (0.000) for DLLP for the largest 100 BHCs in the U.S. in the period from 1994 to 2002. 

However, it is to be noted that their study uses components of the regression from the 

variables used in equation 1 here and tests for a different range of years. Nevertheless, if the 

levels of DLLPs in both studies are to be compared irrespective of the approaches used in the 

calculations. The figures suggest that earnings management exist more in large banks or that 

the introduction of the new corporate governance requirement in 2002 (Sarbens Oxley Act) 

has decreased earnings management levels in U.S. banks, since it is argued that better 

corporate governance practices leads to better integrity of financial reports (Leventis and 

Dimitropoulos, 2012). The sample also report a number of 724 banks reporting small changes 

in their return on assets (manipulation of earnings through small ROA changes between 0 and 

0.002). 
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Panel B: Descriptive statistics  
on main variables. 
 
Variable 

 
 
 

Average 

 
 
 

Median 

 
 
 

Q1 

 
 
 

Q3 

 
 

Standard 
Deviation 

Discretionary loan loss provisions 
(DLLP) 

0.004 0.003 0.001 0.005 0.005 

Allowances for loan losses/assets  0.010 0.009 0.007 0.011 0.006 
Net loans charge offs/assets -0.002 -0.001 -0.002 0.000 0.004 
Past-due 90-days loans/assets 0.008 0.005 0.002 0.010 0.012 
Provisions for loan losses/assets 0.004 0.002 0.001 0.004 0.006 
Total loans/Total assets 0.742 0.730 0.625 0.845 0.198 
Percentage change in total loans 0.171 -0.006 -0.244 0.331 0.829 
Growth in total assets 0.163 0.094 0.034 0.186 1.087 
Equity to assets ratio  0.104 0.096 0.080 0.113 0.050 
Growth in total equity 0.151 0.076 0.013 0.154 0.540 
Natural logarithmic of total assets 7.349 6.920 6.172 8.073 1.790 
Return on assets 0.020 0.020 0.015 0.025 0.012 
change in return on assets (yearly) -0.002 -0.001 -0.003 0.001 0.008 
Indicator variable for majority 
shareholder 

0.248 0 0 0 0.432 

Dividends indicator variable 0.813 1 1 1 0.389 
Missing nonperforming loans 
indicator variable 

0.033 0 0 0 0.180 

 4. Empirical results. 

4.1. The effect of total ownership of institutions on earnings management in 

banks. 

           Throughout this part of the research I will be discussing the results for testing the two 

alternative hypotheses H1.a and H1.b. By following the existing literature, this research 

employs three different methods (DLLP, Pred_NLCO, and ROA_Small) to capture earnings 

management in the sample of banks and tests its relationship with the total ownership of 

institutions. All the regressions testing the two alternative hypotheses H1.a and H1.b are run 

for the period from 1998 to 2008 and uses the total ownership of institutions (Total_IO t-1) as 

the main independent variable of focus. The regressions’ results for the two first alternative 

hypotheses H1.a and H1.b are displayed in table 5 below explaining the relation between the 

dependent variables (earnings management proxies) and the independent variables as well 

as the significance of the coefficient for each independent.  

Panel A of table 4 displays the results for equation 2 when using DLLP to proxy for earnings 

management. It can be seen that the coefficient estimates for Total_IO t-1 is statistically 
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significant at the 5% level and that the coefficient has a negative sign. This result suggests that 

the alternative hypothesis H1.a is accepted, that is, earnings management is deterred by total 

institutional ownership. It also can be seen that control variables enter the regression with 

expected signs such as, T_Equityt-1 (negative) which supports the argument that earnings 

management is exercised more by highly leveraged firms, and LL_Allowancet-1 (positive) 

which supports the argument that managers increase this item to manipulate earnings. 

Nevertheless, the variable Sizet-1 have a positive coefficient suggesting that earnings 

management is positively correlated with the size of the bank. The bigger the bank the more 

earnings management prevails. This result justifies this sample’s lower DLLP against Cornett, 

et. al., (2009). The results on the variable Majority_indi t-1 agrees with the findings of Goldberg 

et. al., (2015), the coefficient of this variable shows that earnings management is deterred 

where a majority shareholder exists in a firm. 

Panel B of table 4 displays the results for equation 3 when using Pred_NLCO to proxy for 

earnings management. The result shows that the coefficient estimates for the intersection 

term between total institutional ownership and loan loss provisions (Total_IO t-1 * PLL t-1) is 

statistically significant at the 1% level and that the coefficient has a positive sign. This result 

indicates that the alternative hypothesis H1.a is accepted, that is, total institutional 

ownership can restrain earnings management through positive effect on the current level of 

loan loss provisions ability to reflect future charge-offs of loans.  

The results for the logit model in equation 4 when using the small return on assets changes 

(ROA_Smallt-1) as a proxy for earnings management are displayed in Panel C of table 4. The 

model shows a coefficient that is only statistically significant at the 10% level with a negative 

sign for the independent variable Total_IO t-1. The results suggest that earnings 

management is negatively related to Total_IO t-1 and that the alternative hypothesis H1.a is 

accepted. The marginal significance of the results could be related to the effects of omitted 

variable bias. Variable that have an effect on earnings management but not included in the 

regressions. 
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Table 4: Effect of total institutional ownership on earnings management in banks 

Panel B: Using Pred_NLCO as a proxy to earnings management.  
                                           Dependent variable = NLCO  
Independent variables      OLS 
Total_IO t-1 * PLL t-1 0.0981*** 
 (0.0380) 
Total_IO t-1 -0.00257** 
 (0.00113) 
PLL t-1 -0.606*** 
 (0.0162) 
Size t-1 0.000874** 
 (0.000410) 
T_Equity t-1 -0.000992 
 (0.00430) 
Asset_gth t-1 0.0103 
 (0.0149) 
LL_Allowance t-1 -5.11e-05 
 (0.000403) 
Majority_indi t-1 0.000360 
 (0.000250) 
Div_dummy t-1 -0.000436 
 (0.000346) 
Constant -0.00779** 
 (0.00387) 
Observations 2,239 
R-squared 0.719 

Panel A: Using DLLP as a proxy of earnings management  
                                Dependent variable = DLLP  
Independent variables OLS 
Total_IO t-1 -0.00201** 
 (0.000911) 
Size t-1 0.00127*** 
 (0.000285) 
T_Equity t-1 -0.0160*** 
 (0.00213) 
Asset_gth t-1 -0.000787* 
 (0.000441) 
LL_Allowance t-1 0.488*** 
 (0.0173) 
Majority_indi t-1 -0.000211 
 (0.000218) 
Div_dummy t-1 -0.000585* 
 (0.000310) 
Constant -0.00931*** 
 (0.00195) 
Observations 4,503 
R-squared 0.416 
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Panel C: Using ROA_Small as a proxy to earnings management                           
                                           Dependent variable = ROA_Small  
Independent variables    Logit 
Total_IO t-1 -1.509* 
 (0.858) 
Size t-1 -0.0611 
 (0.295) 
T_Equity t-1 0.736 
 (2.854) 
Asset_gth t-1 -0.910* 
 (0.530) 
LL_Allowance t-1 -133.0*** 
 (28.55) 
Div_dummy t-1 0.559 
 (0.341) 
Majority_indi t-1 -0.304 
 (0.668) 
Constant -0.00931*** 
 (0.00195) 
Observations 2,906 
 

In summary, I find consistent evidence in support for the alternative hypothesis H1.a through 

the three different measures of earnings management DLLP, Pred_NLCO, and ROA_Small. 

These results suggests that total ownership of institutions for the U.S. sample of banks is 

negatively related to earnings management. One conclusion that one can infer from these 

results is that policy makers’ efforts to encourage the engagement and activism of 

institutional investors in the governance of firms are in the better interest for shareholders 

and society as a whole. 

4.2. The effect of foreign and domestic ownership of institutions on earnings 

management in banks. 

           In this part of the research I will test the two alternative hypothesis H2.a and H2.b by 

using the three earnings management measures DLLP, Pred_NLCO, and ROA_Small. Fixed-

effects panel data OLS regressions will be used to estimate the equations 2, 3, and 4, and 

including Foreign_IOt-1 and Domestic_IOt-1 at the same time as key independent variables of 

focus. The regressions are run for the period from 1998 to 2008 and the results for the 

regressions are displayed in table 5 below explaining the relationship between earnings 
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management proxies and the independent variables, and the coefficients significance for 

each of the independent variables. 

The alternative hypothesis H2.a expects that, first, Domestic_IOt-1 to have more negative 

effect on DLLPt than Foreign_IOt-1 in panel A of table 5. Second, the interacted term 

Domestic_IOt-1 *PLLt-1 to be more positively related to NLCOt in panel B of table 5. Third, 

Domestic_IO t-1 to have more negative impact on ROA_Smallt than Foreign_IOt-1 in panel C of 

table 6. While H2.b expects the two estimates of coefficients to have insignificant differences.  

Panel A of table 5 shows the results for equation 2 when DLLP is used as a proxy for earnings 

management. It can be seen that the coefficient estimates for both Domestic_IOt-1 and 

Foreign_IOt-1 are statistically significant at the 5% level and that both coefficients has a 

negative sign, however, the Domestic_IOt-1 coefficient is more negatively related to DLLP. This 

result suggests that the alternative hypothesis H2.a is accepted, that is, earnings management 

is deterred more by domestic shareholders than by foreign ones. 

Table 5: Effect of foreign and domestic institutional ownership on earnings management in banks. 

 

Panel A: Using DLLP as a proxy to earnings management  
                                          Dependent variable = DLLP  
Independent variables                       OLS 
Domestic_IO t-1 -0.00218** 
 (0.000940) 
Foreign_IO t-1 -0.00203** 
 (0.00101) 
Size t-1 0.00126*** 
 (0.000287) 
T_Equity t-1 -0.0148*** 
 (0.00208) 
Asset_gth t-1 -0.000916** 
 (0.000438) 
LL_Allowance t-1 0.487*** 
 (0.0173) 
Majority_indi t-1 0.000219 
 (0.000217) 
Div_dummy t-1 -0.000593* 
 (0.000309) 
Constant -0.00930*** 
 (0.00196) 
Observations 4,513 
R-squared 0.415 
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In panel B of table 5 the results for equation 3 are shown when Pred_NLCO is used to proxy 

earnings management. The result shows that the coefficients estimates for the intersection 

term between Domestic_IO t-1 * PLL t-1 is statistically significant at the 1% level and that the 

coefficient has a positive sign, while the term Foreign_IO t-1 * PLL t-1 was statistically 

insignificant. This result suggests that the alternative hypothesis H2.a is accepted, that is, 

domestic ownership of institutions is more capable to deter earnings management in the 

sample of banks. 

The results for the logit model in equation 4 when ROA_Smallt-1 is used as a proxy for earnings 

management are displayed in Panel C of table 5. The model shows a coefficient that is 

statistically significant at the 5% for the term Domestic_IO t-1 * PLL t-1 and it has a negative 

sign while the term Foreign_IO t-1 * PLL t-1 was statistically insignificant. This results suggest 

that earnings management can be deterred more by domestic institutional shareholders and 

therefore the alternative hypothesis H2.a is accepted. 

Panel B: Using Pred_NLCO to proxy earnings 
management 

 

                                  Dependent variable = NLCO  
Independent variables                            OLS 
Domestic_IO t-1 * PLL t-1 0.268*** 
 (0.0508) 
Foreign_IO t-1 * PLL t-1 0.0262 
 (0.0409) 
Foreign_IO t-1 -0.00220* 
 (0.00115) 
Domestic_IO t-1 -0.00374*** 
 (0.00118) 
PLL t-1 -0.617*** 
 (0.0162) 
Size t-1 0.000624 
 (0.000411) 
T_Equity t-1 -0.00182 
 (0.00422) 
Asset_gth t-1 0.00656 
 (0.0148) 
LL_Allowance t-1 -5.44e-05 
 (0.000400) 
Majority_indi t-1 0.000403 
 (0.000248) 
Div_dummy t-1 -0.000426 
 (0.000340) 
Constant -0.00600 
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In conclusion, I find conclusive evidence in this section of the research in support of H2.a 

through the three measures of earnings management DLLP, Pred_NLCO, and ROA_Small. The 

results suggest that domestic ownership of institutions are more deterrent to earnings 

management than foreign ownership of institutions in the research’s U.S. sample of banks. 

Therefore, this research results indicate that findings on industrial firms that the advantages  

domestic shareholders benefit from such as, geographic proximity, culture, and familiarity 

with lows and accounting standards allows them to perform more efficient monitoring role 

over institutions can be extended to include financial institutions in the U.S. banking sector. 

4.3. Additional robustness checks. 
         In this section of the research DLLP equation 2 will be used in order to provide further 

robustness checks for the conclusions made on the impact of total ownership of institutions 

on earnings management for the period from 1998 to 2008. The research sample period will 

 (0.00387) 
Observations 2,244 
R-squared 0.724 

Panel C: Using ROA_Small as a proxy for earnings management                      
                                     Dependent variable = ROA_Small  
Independent variables                OLS 
Domestic_IO t-1 -0.550** 
 (0.223) 
Foreign_IO t-1 -0.461 
 (0.315) 
Size t-1 -0.0592 
 (0.297) 
T_Equity t-1 -1.157 
 (1.174) 
Asset_gth t-1 -0.466 
 (0.311) 
LL_Allowance t-1 -38.88*** 
 (10.64) 
Div_dummy t-1 0.373** 
 (0.147) 
Majority_indi t-1 -1.088** 
 (0.469) 
Constant -2.893*** 
 (0.330) 
Observations 4,637 
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be divided into two sub-samples from 1998 to 2002, and from 2003 to 2008. The purpose of 

dividing the sample period into these two intervals is to check if the results reached on the 

original sample is not driven by a certain period of the sample. Also dividing the sample into 

these two intervals will provide a chance to test the effect of the U.S. Sarbanes Oxley Act (SOX) 

which was introduced in July 2002. The introduction of the SOX act resulted in dramatic 

change in corporate governance practices and obligatory disclosing of financial reports to all 

listed companies. One of the most remarkable laws was the imposition on auditors and CEO’s 

to clarify the quality of financial reports and internal control efficiency. Also, the act laid out 

best practices for shareholders that ensure their long-term benefits and promotes public 

confidence in firms. In additions, it has been argued by researchers such, Leventis and 

Dimitropoulos, (2012) that good practices of corporate governance results in less 

manipulation of reports by managements. Therefore, this additional test will check this claim 

and check if the introduction of the SOX act has resulted in more engagement of institutional 

shareholders in the governance of corporations, and therefore check if they were more 

efficient in restraining earnings management from 2003 onwards. 

Here, two separate fixed-effects OLS regression models will be used to retest equation 2 for 

the two different sub-samples (1998 to 2002, and 2003 to 2008), and with the same firm-level 

control variables used in equation 2 to 4. The results will be displayed in table 6 showing the 

coefficients’ estimates for the dependent variable DLLPt and the independents with particular 

focus on Total_IOt. 

Panel A of table 6 below displays the regression’s results for the period from 1998 to 2002. It 

can be seen that the coefficient estimate for Total_IOt is statistically insignificant, that is, the 

hypothesis H1.b is accepted, and earnings institutional ownership is not related to earnings 

management in U.S. banks for this period of five years before SOX was introduced. However, 

by looking at the results for the period after the introduction of the SOX in panel B of table 6. 

The total ownership of institutions (Total_IOt) is statistically significant at the 5% percent level 

with a negative sign for the coefficient, suggesting that total institutional ownership is 

negatively related to earnings management and that the hypothesis H1.a is accepted. 
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Table 6: Institutional shareholders’ impact on earnings management pre and post SOX  

Panel A: Using DLLP as a proxy to earnings management (1998 to 2002)  

                                               Dependent variable = DLLP  
Independent variable OLS 
Total_IO t-1 0.00171 
 (0.00198) 
Size t-1 0.00109 
 (0.000682) 
T_Equity t-1 -0.00141 
 (0.00379) 
Asset_gth t-1 -0.00322*** 
 (0.000746) 
LL_Allowance t-1 0.834*** 
 (0.0469) 
Majority_indi t-1 -0.000226 
 (0.000346) 
Div_dummy t-1 -0.000187 
 (0.000521) 
Constant -0.0112** 
 (0.00499) 
Observations 965 
R-squared 0.427 
 

Panel B: Using DLLP as a proxy to earnings management (2003 to 2008)  
                                                  Dependent variable = DLLP  
Independent variable OLS 
Total_IO t-1 -0.00309** 
 (0.00150) 
Size t-1 0.00263*** 
 (0.000596) 
T_Equity t-1 -0.0124*** 
 (0.00418) 
Asset_gth t-1 -0.00512*** 
 (0.000840) 
LL_Allowance t-1 0.913*** 
 (0.0351) 
Majority_indi t-1 -0.000154 
 (0.000378) 
Div_dummy t-1 -0.00182*** 
 (0.000593) 
Constant -0.0198*** 
 (0.00429) 
Observations 1,432 
R-squared 0.667 
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On balance, the results found in this section of the results suggest that the findings on the 

original sample period (1998 to 2008) using DLLP as a proxy to earnings management were 

driven by the effect of institutional shareholders in the second subsample (2003 to 2008). 

Moreover, these findings suggests that the introduction of the SOX act in 2002 has led to 

more active role from institutional shareholders in restrainings earnings management in U.S. 

banks. 

5. Conclusion 
            In a period of five decades ago, researchers such as Smith (1976) have provided 

evidence that the principal-agent problem between owners and managements of companies 

results in manipulation of financial reports by the management of corporations. Recently, the 

structure of contemporary corporations has evolved, ownership of institutions has 

substantially increased and they in turn have become more sophisticated in size with fiduciary 

responsibilities to investors. This modern shape of institutional shareholders has allowed 

them to participate efficiently in the governance of corporations. It is a matter of fact that 

there is plenty of research on the effect of institutional shareholders on earnings 

management for non-financial organizations. However, this monitoring role of institutional 

shareholders on banks has not been studied intensively. In this respect, researchers in the 

future are encouraged to conduct further analysis in this topic which contributes to the 

knowledge and findings in the field of corporate governance and banks, and which also 

promotes corporate governance policies aiming to encourage more activism from 

institutional investors in the governance of the companies that they own shares of. More to 

the point, contributions in such fields promote the health and soundness of economies 

through providing strong motivations for s to participate in the governance of companies they 

own its shares.  

On balance, this research attempted to analyze the impact of institutional investors on 

earnings management in U.S. listed banks by establishing three different earnings 

management measures that are specifically developed to capture earnings management in 

financial institutions. Here, a comprehensive sample of banks throughout the U.S. has been 

used for the period from 1998 to 2008.  It has been concluded that at first, earnings 

management in the sample of banks is negatively related to total ownership of institutions 
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through the three measures of earnings management. Secondly, it has been also concluded 

that domestic institutional ownership has more deterrent effect on earnings management 

than foreign ownership of institutions in the sample of banks. As a whole, the findings of this 

research is in line with prevailing literature on industrial firms such as the workings of Chung, 

Firth, and Kim (2002) which suggests that domestic shareholders can perform a more 

advantageous supervisory role on companies than their foreign peers. The research also 

provides evidence at the 95% level of confidence only that institutional shareholders 

monitoring role of institutions was enhanced after the introduction of the Sarbanes Oxley Act 

in 2002. Given the fact that the act introduced corporate governance’s best practices which 

includes shareholders activism in the management and monitoring of corporations. 

However, this research may have a number of limitations. First, there are no guarantees that 

institutional shareholders included in the study may have preferences in terms of investing in 

institutions with high quality financial reports only (reversal cause). Second, both ownership 

of institutions and earnings management might be effected at the same time by missing 

variables (problems of unknown factors). Finally, the results of this study are only confined to 

the U.S. banking sector, therefore, the same conclusions can not be drawn on any banking 

sector in other countries. This last particular shortcoming of this research can be a point of 

interest to future researchers aiming to further develop the knowledge in this field. 
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