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ABSTRACT

A Study on Earnings Management

and CEO Turnovers of the Credit Unions
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This study empirically verified whether credit unions manage their
earnings through discretionary management of provision for bad debt.
For the research method, specific accruals approach which verified
earnings management of financial companies in the previous study was
used. In the case of credit unions, loss provision for loans, which
account for the majority of their assets, is considered to be a highly
discretionary item. Thus, term—end provision for bad debt(provision
expense) was set as the dependent variable while non—discretionary
earning was set as explanatory variable to verify whether earnings had
been managed through modifying provision for bad debt. Moreover, this
study looked into how variables such as the amount of loans,
non—performing loans, term—beginning provision for bad debt and
write—offs affect the term—end provision for bad debt. For the sample
data of the empirical analysis, data from 7,445 credit unions-year ;
regional cooperatives and group/association cooperatives normally
operating as of end of 2015-for the period of 10 years from 2006 to

2015 were used. For analyzing earnings management affected by the
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term of the board chairman during the same period, data from 7,223
credit unions—year were used.

This study took into consideration various characteristics of credit
unions. Credit unions carry out business activities for their members
with common ties(community/group or association/employees) and are
relatively small compared to banks or savings banks. Thus, this study
analyzed whether credit unions' earnings management differs according to
their common ties or asset size. Also, given that credit unions hold their
board chairman(i.e. CEO : Chief Executive Officer) election every 4
years, it was verified whether earnings management was affected by the
characteristics of the board chairman's 4—year term(first term, consecutive
term, etc.). In addition, through an additional analysis, it was analyzed
whether the net capital ratio had been managed by adjusting the amount
of term—end provision for bad debt(provision expense), which the board
chairman has a high level of discretion on.

Study results show that the management of credit unions managed
earnings by using the term—end provision for bad debt(provision expense)
which the management have a high level of discretion on. Moreover, in
the analysis on whether earnings management was made in line with the
characteristics of credit unions, it was found that community cooperatives
more actively engaged In earnings management compared to
group/association cooperatives while cooperatives with large assets did so
compared to those with small asset size. With regard to the replacement
of board chairman by election, it turned out that board chairmen serving
in their first 4—year term tend to make greater earnings management
compared to their following four—year term since they were mindful of
their next election result. It was also found that earnings management
was done to a larger extent in the last year of the board chairmen's first

term(4 years) compared to other years in their first term or consecutive
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term, and in the last year of the first term(4 years) compared to the last
year of the consecutive term(4 years). However, in the case of earnings
management carried out in the year of CEO turnovers(i.e. in the first
year of the first term), it turned out that the level of earnings
management did not differ from the management made in other years.
Meanwhile, an additional analysis shows that the management of credit
unions have little incentives for managing the net capital ratio through
discretionary management of term—end provision for bad debt.

This study implies that as the management of credit unions have
incentives for making discretionary management of their earnings by using
the provision for bad debt, it would be necessary to strengthen the
management guidance ratio including the coverage ratio and net capital
ratio so that financial information would not be distorted. Moreover,
implications of this study are expected to lead to a differentiated
supervision on credit unions based on their size and common ties, and
improve the objectivity of the criteria for classifying asset soundness and
assessing expected recovery amount by reducing the level of discretion
given to the management. It is also expected to induce a higher level of
loan loss provision through the introduction of the forward—looking
criteria(FLC). However, despite the differentiated approach and
achievement made in this study, there may be limitations of using simple

verification models and unconventional verification methods.

KEYWORD : Credit Unions, Earnings Management, Provision, CEO

(board chairman) Turnovers
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