
Contemporary Studies

Survey of earnings management practices in commercial banks

listed at the Colombo Stock Exchange: An empirical study

W.M. Poornima, S. Gunan'ardane. and Chinthaka.[ayasundara
Deparlment o.f Ec:Luloinics, Iiniversiry of Colombo, Sri Lanka.

* 

C orr esp on ding o ul hor : :*:::!l:,lgt{!:fwJ .(fi}lj4&rj&

Introduction
Ihe process of Earnings Mana-uement (EN,f) is used by rnan-v corporations in the

w.orld. knou'ingly or unknou'ingly. lr,ith the mere expectation of seeking higher

profits. Llnfortunately, feu' loopholes in the accounting standards have provided

enough space for the use of EM practices and have committed tnan,Y financial

frauds in the commercial world. The term EM can be defined as 'the

transformation of financial accounting figures from u,hat they actually are to what

prepares desire by taking advantage of the existing rules and for ignoring some

or all of them'(Naser.1993). This is simply a \\'a,v of manipulating real financial

information to hide losses and sugarcoat the profits of the firm. The financial

reportin-e process should be highh accurale and reliahle as the l-rnancial

statements are the mediums b1' u,hich both intemal and external stakeholders

acquire information about the performance and hnancial condition of flrms. Due

to the varietv of stakeholders of a corporation r.vith diverse interests. preparation

of financial statements is a highly demanding process, as the company needs to

satisfv the requirements of all such stakeholders. Hence, this conllicting sitLlation

of companie s require accountants to maintain a balance between the accounting

processes according to the needs of the situation. llheretbre, as a remedy',

accollntants practice EM tecirniqltes as a way of satisfl,ing company goals. But

manipulating accounts and betraying stakeholders is a great econonric shock in

the long term. as manipulated accounts will direct investors tou'ards wrong

decisions. via higher cofilpill1'v' profits r,vith an increase in the share prices by

creating an inflalionar1, situation in the econorny. Therefore, the current study is

prirnarily based on the objective of investigating the financial variables of the

commercial banks that can be used to enquire whether banks are practicing EM.

The sub objectives of the stud-v are to investigate the awareness of stakeholders.

managers, auditors and shareholders on the practice of EM b1' commercial banks

of Sri l.anka, investigating rvhether there are adequate evidences to suspect that

the commercial banks are using EM techniques and identiffing the factors

influencing banks in Sri Lanka to practice EM techniques.
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Methodology
EM, being one of the best methods used by firms to play with numbers, the

research methodology needs to be highly quantitative. At the same time, no

commercial baxks would like to reveal the fact of using EM via an interview.

Hence, it is essential to use a mixed methodology; both quantitative and

qualitative, which will increase the reliability and accuracy of the research

outcome. A conceptual framework which comprised of various factors affecting

EM practices developed based on a previous research. All listed commercial

banks were employed in the study sample, among which we selected key

stakeholders were selected for the survey through a mixed sampling approach

combined with systematic sampling and convenience sampling. A structured

interview was ca:ried out to triangulate and enhance the confidence of research

findings. SPSS 20.0 and Excel 2010 were employed as data analyzing software

packages.

The hyper geometric dishibution was used to decide the sample size of this study

being there are only 25 commercial banks licensed in Sri Lanka; the population

of the study which is very small. Therefore, the sample of this study is 20.001

which is approximated to 20 commercial banks. However, since there is only 10

public listed commercial banks in Sri Lanka at present, all the 10 commercial

banks were included to the sample under the convenience sampling method. The

respondents to the questionnaire were selected from each bank employing a
mixed sampling technique combining systematic sampling and convenience

methods.

The study is based on descriptive analysis and regression analysis on the data

collected using the survey questionnaire and analyzing of financial statements of
selected commercial banks for the period 201A-2016. Financial statements of 10

commercial barks listed in Colombo Stock Exchange (CSE) were carefully
examined for the period between 2010 -2016 in order to elicit whether banks

practice EM techniques. The following ratio of earnings as a percentage of
operating assets was used based on the following assumptions to test whether the

selected sample has used EM techniques during 2010-2016.

F*rni:rgs rrs e prt'{{!ilta!!{t of Aperntin.g e,fl-s.ii,\' =
fi'lrf n.inrjs Jtr {:i1s ,2114;, 1

Opilrettfi.!} d.!i{rf ti I * I

Assumptions:

1. If there arc larger variations in the eamings as a percentage of operating

assets fbr morc than fir,e consecutive financial years, it is assumedt that

the banks have manipulated their earnings.

2. If there are no huge positir.e or negatirre changes in the earnings as a

percentage of operating assets in the years; it is assumed that the banks

have not rnanipulated their earnings.
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Moreover, structured interviews were employed to investigate the awareness of
managers, auditors and shareholders about the use of EM by commercial banks

in Sri Lanka. For that, a close ended questionnaire has been prepared by

incorporating the key objectives of the study. The Cronbach's Alpha test was

conducted to confirm the reliability of the iluestionnaire statistically.

Pressure from managers, contractual obligations, tax management, share price

management and political cost over comings are found to be the main reasons for

banks to practice EM (Kamau,2A16; Bora & Saha, 2016). Therefore, this study

investigates whether the above identified factors by previous researchers are

influencing the banks in Sri Lanka as well. In order to disclose this factor, the

research uses a questionnaire covering seven sections supporting with an

interview guide. The questionnaire has been administered among 107

respondents representing chief managers, senior auditors and major individual

shareholders across all the banks listed in the CSE.

Results and discussion

The data collected in this study were evaluated in an effort to address the specific

objectives of the study. Descriptive statistics were used to analyze the data on

each variable. The descriptive analysis discusses the awareness of three

respondent groups on EM and the financial ratios obtained by calculating

earnings as a percentage of operating assets of the banks. The results for the

consffucts of EM and influencing factors for EM obtained by the Cronbach Alpha

reliability test were well above the threshold level indicating a high level of

internal consistency ofthe constructs. Rest ofthe constructs other than "pressure

from managers and "overcome political costs" reside above the threshold level

of 0.7 Further, the study examines the dependent variable of EM with different

influencing factors affecting for the banks to engage in EM practices.

The multicollinearity test showed that there was no multicollinearity among the

independent variables since all the variables had a VIF of less than 10' This

indicates that multicollinearity is not a problem in this study. Therefore the study

retained all the explanatory variables.

Table 1 in the appendix, proves that the commercial banks in Sri Lanka have not

practiced EM techniqries for the year 2010 to 2016 as per the equation of earnings

as a percentage of operating assets. The results obtained through the following

multiple regression model reveal that there is a positive relationship between all

the five independent variables, i.e., pressure from managers (MP), contractual

obligations (co), tax management (MT), share price management (MSP) and

political cost over comings (OPC).
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Table 1 Result of multiple regression analysis
R: 0.387
F :0.004

Adj. Rsquare -0,107 F value: 3.550 sig

Model Unsta:rdardized
Coefficients

Standardized
. Coefficients

Sig.

Std. Error Beta

,249

.061

.152

.140

.130

a. Dependent Variable: l[EM

The results in Table 1 indicate that the coefficient of determination (Adj. P) of
0.107 and coefficient of correlation (R) of 0.387. The R value points to a weak
linear relationship between pressure from managers, contracfual obligations, tax
management, share price management, political cost over comings and earnings
management among banks in Sri Lanka. The result suggests that there is a lesser
tendency for banks in Sri Lanka to practice EM techniques, depicting that the
relationship between the dependent and independent variables taken to the study
are weak but positive. Result in Tablel indicates that the independent variables
of the model have a significant effect on EM among Sri Lankan banks since the
p value is 0.004 which is less than 0.05 level of significance. Being it is very close
to 0.05, it implies that the level of significance is very low when considering the
influence of independent variables to the dependent variable of EM among banks
in Sri Lanka.

From all the identified five independentvariables, pressure from rnanagers shows
the strongest relationship to the dependent variable of EM. The relationship of
other independent variables to the dependent variable is week. Therefore, the
model estimates suggest that the hypothesized model is not explained by the data
collected. Figure in the appendix proves that the awareness ofthe stakeholders of
the banks on the Earningi management practices is not in a satisfactory level.
According to the figure, more than half of the stakeholders agree that they are
unaware about the EM practices of the commercial banks in Sri Lanka.

Conclusion and recommendations
According to the results of the study, there are no evidences to suspect that the
banks in sri Lanka are practicing earning management, probably because they
are highly regulated under the strict supervision of CBSL. Further, the study
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ensures that the awareness and knowledge of most of the Sri Lankans on earning

management is not at a standard level. Moreover, the research evaluates the

factors that influence earning management practices of banks in Sri Lanka. The

results obtained by the study indicate that there is a positive relationship between

pressure from managers and earnings management. The regression analysis

showed that there is a positive impact from managers' pressure on earnings

management of the Commercial Banks. Following the findings of the study, it is

recommended that the financial information should not be biased to one party,

giving individual benefits through information asymmetry, as it will make the

economy inefficient by providing more chances for stakeholders to take wrong

business decisions.

Keywords: Commercial banks, earnings rnanagement, financial reporting,

operating assets.

References

Bora, J., & Saha, A. (2016). Creative accounting in financial reporting and its

ethical perspective. International Journal of Applied Research, 2(3),

735-131. Retrieved from

http:/lwwrv.allresearchjournal.com/archives/2016/vol2issue3iParlNU2-

21 04.1.pdf

Kamau, C. G. (2016). E//bcf o-f monagentent proclices on creative accounting

omong corporct.liorts listed at the I'lairobi securities erchange

(lJnpublished doctoral dissertation). Jomo Kenyatta Univelsity of
Agriculture and Technolog1".

Naser, K. rt. (l 993). Creatiye Finqncial Accourttirtg; Its i{ature uncl (Jse. Prentice

Hall: Hamel Hernpstead

89



Stoengthening Economic Resilience for Inclusive Growth
Sri Lanka Economics Research Conference 2017

Appendices
Table 1 Earnings as a percentage of Operating Assets in banks listed at CSE
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2010 4.02
20tt 1.46

2012 t.zs
2013 1.03

20t4 t,07
20t5 1.06

2016 r.22

0.06 0.02
0.11 0.02
0.06 0.02
0.05 0.02
0.04 0.42
0.03 0.02
0.02 0.03

0.02 -0.04 0.16
0.02 -0.01 0.02
0.03 0.02 0.03
0.0s -0.03 0.03

0.02 0.00 0.03
0.01 0.01 0.02
0.01 0.00 0.02

0.03 0.02
0.03 0.02
0.02 0.03
0,00 0.01
0.01 0.02
0.02 0.02
0.01 0.02

0.01 0.01
0.01 0.02
0.01 0.02
0.02 0.00
0.02 0.00
0.02 0.01
0.02 0.01
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Figure 1 Awareness of the stakeholders on the Earnings l{anagement practrce s of
Commercial Banks
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