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Abstract

The research investigates whether banks are motivated to manage
earnings through securitization gains when earnings before
securitization are low or when there are more negative changes in
earnings before securitization under SFAS 140. The research also
examines if earnings management incentives are eliminated after
the adoption of SFAS 166. Moreover, the study examines if
managers use discretion afforded by fair value accounting rules to
manage securitization gains under SFAS 140. A sample of U.S.
Bank Holding Companies (BHCs) listed on the New York stock
exchange (NYSE) and the NASDAQ are selected which cover two
time periods: Pre-SFAS 166 (2007-2009) and Post-SFAS 166
(2010-2016). A Panel Data Analysis is utilized to examine
securitization transactions in these two time periods. The results of
the study provide evidence of earnings management when
securitization transactions are conducted in accordance with SFAS
140 rules. Furthermore, the research finds that bank managers use
their discretion over fair value accounting measurements to manage
securitization gains in the Pre-SFAS 166 period. However, there is
no evidence of earnings management under SFAS 166 rules
suggesting that companies have become more conservative after the
adoption of SFAS 166.
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1.Introduction

Securitization is an important feature of modern financial
systems (Bertay et al., 2017). The years preceding the financial
crisis had been characterized by a boom in worldwide securitization
markets. The issuing of securitization products had more than
tripled, from less than 700 billion US dollars in the year 2000 to
around 2800 billion in the year 2006 (Bertay et al., 2017). Between
year 2000 and 2010, the size of the global securitization market
increased from 4.8 trillion US dollars to 13.6 trillion (Buchanan,
2016). After a long period of development, the crisis caused an
effective breakdown of worldwide securitization markets, resulting
in the collapse of those markets (Briggs and Beams, 2012).
Securitization is arguably one of the main triggers of the 2007
global financial crisis (Chen et al., 2017). Over 1300 US mortgage
companies have declared bankruptcy (Pagano and Volpin, 2012,
Buchanan, 2016).

In the aftermath of the crisis, asset securitizations were
criticized by several market participants claiming the opaqueness
associated with such activities (Lejard, 2016) and a lot of questions
have been raised about the problems inherent in the securitization
process (Sarkisyan and Casu, 2013). Accounting regulators have
proposed a lot of guidelines pointing to address the deficiencies of
the securitization accounting (Sarkisyan and Casu, 2013). Bryan et
al. (2010) and Senarath (2016) argue that the weaknesses in the
accounting rule SFAS 140 applied to securitization played a major
role in the recent economic boom. This resulted in issuing SFAS
166 “Accounting for Transfers of Financial Assets” as an
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amendment of SFAS 140 “Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities” to further
regulate the recognition of securitization gain in securitization
transactions (FASB, 2009).

Concerns about securitization-based earnings’ management
are raised by several previous studies documenting that the
accounting standards related to securitization can be misused by
managers to smooth earnings (Karaoglu 2005; Feng et al., 20009;
Dechow et al. 2010). Moreover, the recent financial crisis has led to
a major debate about fair value accounting hierarchy among
accounting and banking regulators, researchers and many others
(Sodan, 2015). Bryan and Lilien (2013) indicated that fair value
measurement for securitization has been problematic and gained a
lot of attention particularly in relation to SFAS 140. Several
commentators argue that fair value accounting has not lived up to
its expectations of increasing transparency in financial reporting
(Krumwiede, 2008) particularly in relation to Level 3 valuations
(Cheng, 2012; Huizinga and Laeven, 2009; Dechow et al., 2010).
The flexibility offered in fair value estimates create opportunities
for management to manipulate earnings (i.e.; Dechow et al., 2010;
Cheng, 2012; Fargher and Zhang, 2014). The likelihood of manager
manipulations to attain their own goals has been subject to various
research conducted for understanding whether managers have
incentives as well as a possibility for earnings management
practices under fair value accounting (Tutino and Pompili, 2018).

Hence, earnings management examination in the banking
sector is very essential because of the substantial influence of these
problems on the economy (Dantas et al., 2012). All these concerns
have increased during and after the financial crisis era which was
accompanied by a strong decline in bank profitability (BIS, 2009;
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Haan and Oordt, 2017). For these reasons, many questions have
been raised about the ability of securitization to work in an
appropriate balanced market environment (Riddiough, 2011 and
Liang, 2015). As a result, these rationalizes the examination of a
possible association between earnings management practices and
the discretional use of unobservable inputs in fair value accounting
application in securitization settings.

Therefore, a question yet to be addressed is the relative
impact of asset securitizations, and whether managers take
advantage of the easier criteria of SFAS 140 compared to the
currently adopted standard SFAS 166 for securitization and use
their discretion over fair value accounting rules to manage earnings.
Considering the changes in accounting standards, the research sub-
question is “would accounting under SFAS 166 change managers’
opportunistic behaviors?”

To address the gap in the literature, this paper examines the
following effects: First, it investigates whether managers had
incentives to manage earnings through securitization gains to avoid
earning decline when earnings before securitization were low
during the SFAS 140 period (2007-2009) and whether this
incentive was eliminated after the application of SFAS 166.
Second, the research examines if mangers had incentives to manage
earnings through securitization gain when there had been more
negative changes in a prior year’s earnings before securitization
under SFAS 140 and if this incentive was eliminated after the
adoption of SFAS 166. Third, it determines whether banks use their
discretion afforded by fair value accounting rules particularly Level
3 valuations to manage earnings. These three objectives are
examined separately under both SFAS 140 and SFAS 166.
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2.Hypotheses Development
2.1 Securitization Gain and Earnings Management Incentives

Empirical research examining earnings management in
securitization settings implies that the motivations for financial
reporting discretion depend on the amount of earnings before the
effect of the discretion and have interpreted the association between
securitization and pre-managed earnings as a measure of earnings
management (Kraoglu,2005; Dechow et al., 2010; lbrahim, 2010;
Chen and Tseng, 2012). Therefore, firms exercise discretion over
securitization gain to increase earnings when pre-managed current
earnings are low or when there is a negative change in pre-managed
earnings compared to prior year. SFAS 140 provides banks with
the opportunity to manage securitization gains when there is low
income before securitization or negative change in earnings before
securitization (Chen and Tseng, 2012). Furthermore, securitizations
provide a potentially powerful setting for examining earnings
management because the amounts of gains and losses recognized
from securitization transactions require the exercise of judgment
and discretion which facilitates target-based earnings management
(Barth and Taylor, 2010; Feng et al., 2009).

Following prior research (e.g., Karaoglu, 2005; Dechow et
al., 2010; Chen and Tseng, 2012; lIbrahim, 2010) this study
investigates the following two settings in which earnings
management incentives are expected to be relatively strong: (1)
when earnings before securitization gain are low, managers face
more incentive to record securitization gains to avoid earnings
decline. (2) when earnings before securitization gain is below last
year’s earnings, managers are likely to face greater enquiry by
investors and regulators, are less likely to receive bonuses, and will
face difficulty in attracting employees and customers.

YOOA al N aaal aslil) aladl)
5




An Analytical study for the Relationship between Accounting for Securitization ...
Prof. Ahmed Zaky & Ass.Prof. Ragia Shelih

As a result, this research hypothesizes that there is a
significant negative association between securitization gain and
both earnings before securitization and the change in earnings
before securitization under SFAS 140. However, after the adoption
of SFAS 166 which is represented by (2010-2016) period,; it is not
expected to find any significant association between neither
earnings before securitization nor the change in earnings before
securitization and the likelihood of reporting securitization gain.
Therefore, the following Hypotheses can be developed:
Hla: In the Pre-SFAS 166, banks are inclined to report higher
securitization gains when earnings before securitization are low
H1b: In Post-SFAS 166, banks are not inclined to report higher
securitization gains when earnings before securitization are low.
H2a: In Pre-SFAS 166, banks are inclined to report higher
securitization gains when change in earnings before securitization
are low.
H2b: In Post-SFAS 166, banks are not inclined to report higher
securitization gains when change in earnings before securitization
are negative or low.
2.2 The Impact of Fair Value Accounting Rules on Earnings
Management Incentives Through Securitization Gain

Prior studies revealed that the incentives to meet earnings
targets lead managers to make accounting choices that can assist
them in meeting or beating those targets (Altamuro and Zhang,
2013; Bratten et al., 2017; Tutino and Pomili, 2018). For earnings
management incentives, larger managerial discretion in determining
fair value increases managers opportunities to manipulate earnings,
which in turn weaken earnings informativeness (Fargher and
Zhang, 2014). Hence, managers can use the discretion allowed in
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fair value accounting measurements opportunistically through
reporting higher securitization gains.

Banks use securitization gain to increase earnings through
aggressively estimating the fair value of the retained components.
Thus, earnings management objectives can be achieved through
biased valuation of retained interests from securitized assets (Chen
and Tseng, 2012). According to Zhang (2014) the amount of
securitization gain can be determined by calculating the difference
between the fair value and book value of the components sold and
components retained. Where the fair value of the components sold
is usually equal to selling price, the fair value of the retained
components is based on managerial estimations. Since the valuation
of retained interests directly and completely determines
securitization gain (Ryan et al., 2016), then an increase in the fair
value of the retained interests will result in an increase in the value
of the gain, and in earnings management practices (Kolsi and
Matoussi, 2012). This suggests that both the value of the retained
interests and securitization gains are largely discretionary (Kolsi
and Matoussi, 2012).

Under SFAS 140, the fair value measurement of the
beneficial interests is considered the most difficult and challenging
because it is usually measured using Level 3 valuations where no
active market exits and is based on managers’ assumptions and
estimation of internal models (Ryan, 2008; Dechow et al., 2010;
Freeman et al., 2017). These assumptions are unlikely to be
realistic, the sensitivity of the results to changes prepayment rates,
or discount rates may be underestimated (The Office of the Thrift
Supervision, 2003). This study suggests that when banks have
incentives to report opportunistically (e.g. Low pre-securitization
earnings or negative change in pre-securitization earnings), they are
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more likely to use the discretion available when measuring Level 3
inputs to enable them to boost their reported income (Yao et al.,
2018). However, after the application of SFAS 166 most of the
beneficial interests arising from securitization are being measured
using Level 2 valuations instead of Level 3 valuations (Freeman et
al., 2017).

This research hypothesizes that SFAS 140 accounting for
securitization rule encourages banks to use the discretion afforded
by level 3 valuations of retained interests to pick a lower discount
rate with an aim to obtain higher securitization gains. Accordingly,
the third hypothesis can be developed as follows:

H3: Banks use their discretion to choose lower discount rates to
obtain higher securitization gains.

3.Sample Selection and Research Design
3.1 Sample Selection

A sample of U.S. Bank Holding Companies (BHCs) are
selected with reported total assets greater than $10 billion which are
either listed on New York Exchange (NYE) or NASDAQ stock
market. All financial data is collected from the quarterly financial
reports of the Consolidated Financial Statements for Bank Holding
Companies (BHCs) FR Y- 9C, filed to the Chicago Federal
Reserve System and 10-Qs filed with the Securities and Exchange
Commission (SEC). The research uses a sample of 20 BHCs. The
Pre-SFAS 166 period includes 12 quarters from quarter ending
March 2007 up to quarter ending December 2009. The Post-SFAS
166 period includes 28 quarters from quarter ending March 31,
2010 till quarter ending December 31, 2016. This lead to a sample
of 240 bank/quarter observations representing SFAS 140 and 560
bank/quarter observations representing the SFAS 166. The research
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will separately examine the 240 banks/ quarters observations in
2007-2009 when SFAS 140 was in effect and then examine 560
bank/quarters observations in 2010- 2016 when SFAS 166 is
applied.

To examine the research hypotheses, Panel Data Analysis
has been conducted using Econometrics program STATA software
for analyzing the data and producing the regression results.

3.2 Research Design

Following Dechow et al. (2010) and lbrahim (2010), this
study uses similar models to test the first and the second
hypotheses:

GOSig=B1EBSiq+B2MBSiq+B3CONSBSiq+B4COMMBSig-+eiq... (1)
GOSiq=B1AEBSiq+B2MBSiq+B3CONSBSiq+B4COMMBSiq-+eig...(2)

The dependent variable GOS ig equals the net securitization
income for bank i in quarter gq. The independent variable EBS iq
equals the net income for bank i in quarter g less net securitization
income during the same quarter. The independent variable 4 EBS
iq equals EBS in current quarter less EBS in same quarter in prior
year. The Control Variables MBS iq equals the outstanding
principal balance of 1-4 family residential loans sold and
securitized with servicing retained or recourse or other seller-
provided credit enhancements for bank i in quarter g ; the CONSBS
iq equals outstanding principal balance of consumer loans sold and
securitized with servicing retained or recourse or other seller-
provided credit enhancements for bank i in quarter g; the COMMBS
Iq equals outstanding principal balance of commercial loans sold
and securitized with servicing retained or recourse or other seller-
provided credit enhancements for bank i in quarter g. The variables
are deflated by prior quarter total assets to adjust for
heteroscedasticity.
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To test the third hypothesis the following model is used:

DR ig = B1GOS ig+ B2 EBS iq + B3 INT-GOS-EBS iq +B4MBS iq + B5
CONSBS iq + B6 COMMBS iq + £ «eveeveerverrerreerreesaeseesneenne 3)

The dependent variable DR ig equals the discount rate for
firm i in quarter q used in the estimation of fair values of assets.
The independent variables: GOS iq equals the net securitization
income for bank i in quarter g; the EBS iq equals the net income for
bank i in quarter q less net securitization income during the same
quarter; and the INT-GOS-EBS iqg equals the interaction variable
between GOS and EBS The Control Variables: MBS iq equals the
outstanding principal balance of 1-4 family residential loans sold
and securitized with servicing retained or recourse or other seller-
provided credit enhancements for bank i in quarter q ; the CONSBS
iq equals outstanding principal balance of consumer loans sold and
securitized with servicing retained or recourse or other seller-
provided credit enhancements for bank i in quarter q; and the
COMMBS iqg equals outstanding principal balance of commercial
loans sold and securitized with servicing retained or recourse or
other seller-provided credit enhancements for bank i in quarter g.
The variables are deflated by prior quarter total assets to adjust for
heteroscedasticity.

4. Empirical Results
4.1 Descriptive Statistics

Table (1) provides the descriptive statistics for the key
variables used in the empirical analysis. The study consists of the
800 banks quarterly observations starting from the beginning
March 2007 until the end of December 2016.
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Table (1)
Descriptive statistics Overall (N=800)
Variables Mean SD Skewnes | Kurtosis | Jarque- Bera

P-value
GOS 0.0081185| 0.0037273 | -2287 4255 0.000***
EBS 0.020767 | 0.47504 -1.688 .9952 0.000***
AEBS |0.0140274| 0.32209 -.942 15201 0.000***

MBS 0.52802 1.2300 248 .5664 0.000***
COMMBS | 0.99891 2.6959 211 2871 0.000***
CONBS 0.74339 2.6421 A4435 | 22743 0.000***
DR 0.140136 | 0.1345140 | 1.0064 -731 0.000***
INT-GOS- | 0.62000 | 3.04000 .067 274 0.000***
EBS

4.2 Testing Research Hypotheses
4.2.1 Testing the First Research Hypothesis

Table (2) presents the results of testing equation (1) which
displays three estimation methods in the panel data analysis for
each period: Pre-SFAS 166 and Post-SFAS 166, using the Random
Effects method (REM), the Fixed Effects (FEM) and the Ordinary
Least Squares (OLS). According to table (2) it can be concluded
that all the three models in both periods passed the significance test
since the P-values of the F-statistics are less than 0.01 and the panel
regression model is effective.
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Table (2)
Results of REM, FEM and OLS Model for Equation (1)
GOSiq=B0+B1 EBSig+ B2 MBS ig+ B3 CONSBS iq + B4

COMMBS iq + siq
Pre- SFAS 166 (2007-2009) Post- SFAS 166 (2010-2016)
Independent | Random | Fixed Effect |Pooled OLS | Random Fixed Effect | Pooled OLS
Variables Effect Effect

EBSiq -.04560*** | -05052*** |-.041676***| -.000181 -.000161 -.00039
(0.000) (0.000) (0.000) (0.210) (0.161) (0.078)
MBS iq .00082*** | .00087*** | .000759*** .00015 .000141 .00016
(0.000) (0.000) (0.000) (0.083) (0.063) (0.052)

CONSBSiq | .01421*** | .013841*** | .014329*** .000058 .000065 .000031*
(0.000) (0.000) (0.000) (0.091) (0.320) (0.053)

COMMBS iq .00006 .000062 .000246 .00033*** -000341*** | .00035***
(0.785) (0.841) (0.276) (0.000) (0.000) (0.000)

F- Static 11121.6*** | 880.38*** | 4097.69*** | 1109.13*** 171.63*** 477.06***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Note: Significance at the levels of 5%, 1%, and 0.1% are indicated
by *’ **’ and * %k ok

4.2.1.1 Panel Model Selection
1-Breusch-Pagan Lagrange Multiplier Test (LM)

The LM test is conducted to determine whether the OLS or
the REM is appropriate for testing the first research hypothesis.
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According to Table (3), the study rejects LM hypothesis in favor of
the REM model for both periods.

Table (3)

The Summary of Breusch and Pagan Lagrange Multiplier Test

for Equation (1)

Pre- SFAS 166

Post- SFAS 166

Chi-Sq. Statistic

107.77

354.61

Prob>chi2

0.000

0.000

2- Hausman Test

The Hausman test is conducted to choose between the REM
and FEM. According to Table (4) results show the values for both
periods. In the Pre-SFAS 166 period the study rejects the REM in
favor of FEM. While, in Post-SFAS 166 period the P-value 0.167 is
greater than 0.05; as a result, the study accepts the null hypothesis
that the REM is the preferred model.

Table (4)
The Summary of Hausman test for Equation (1)

Pre- SFAS 166

Post- SFAS 166

Chi-Sqg. Statistic

12.40

1.90

Prob>chi2

0.0004

0.1678

The results in Table (1) show the FEM for Pre-FAS 166
period (2007-2009) used for testing Hla and the REM for the post-
FAS 166 (2010-2016) used for testing H1b. In the Pre-SFAS 166
period, the results revealed that there is a significant negative
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association between GOS and EBS (B1=-.0505293, p <0.001). The
coefficients for the control variables are significantly and positively
only two types of asset-backed securities: MBS and CONSBS
(B2=.0008721; B3=.0138411, p<0.001) respectively, therefore, at a
significance level 1% H1a is accepted. This empirical evidence
significantly supports Hla of the research stating that in Pre-SFAS
166, banks are inclined to report higher securitization gains when
earnings before securitization are low which is consistent with the
findings of Karaoglu (2005), Dechow et al. (2010), Ibrahim (2010),
and Tseng and Chen (2012).

For the Post-SFAS 166 period the results of the random
effect column revealed that there is no significant association
between GOS and EBS (B1=-.00018175, p>0.05), therefore, at a
significance level 1% H1b is accepted. This indicates that banks are
not likely to report higher securitization gains when earnings before
securitization are low or negative. Moreover, the results suggest
that after the application of SFAS 166 in year 2010 banks do not
appear to have the tendency to manage securitization gain to meet
earnings target. This empirical evidence significantly supports H1b
of the research stating that in Post-SFAS 166, banks aren’t inclined
to report higher securitization gains when earnings before
securitization are low. Based on the above, it can be concluded that
in the pre-SFAS 166 period when earnings before securitization is
negative or low banks have incentives to manage earnings through
securitization gains. While under post-SFAS 166 period, the
findings indicate that securitization gains aren’t used as a tool to
manage earnings.

4.2.2 Testing the Second Research Hypothesis

Table (5) presents the results of testing equation (2) which

displays three estimation methods in the panel data analysis for
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each period: Pre-SFAS 166 and Post-SFAS 166, using REM, FEM
and OLS. According to table (5), all the three models in both
periods passed the significance test since the P-values of the F-
statistics are less than 0.01 and the panel regression model is
effective.
Table (5)
Results of REM, FEM and OLS Model Equation (2)

GOS iq = B1 A EBS iq+ B2 MBS iq+ B3 CONSBS iq + B4

COMMBS iq + g iq
Pre- SFAS 166 Post- SFAS 166
Independent |Random Fixed Effect |Pooled OLS [Random Effect |Fixed Effect |Pooled OLS
Variables Effect
A EBS -02971%** | -02784*** | - 03081*** -.00014 -.000145 -.00022
(0.000)
(0.000) (0.000) (0.355) (0.041) (0.712)
MBS .00075*** | .00086*** | .00066*** | .000144*** |.0001411***| .000162***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CONSBS .01338*** | 014381*** | .013650*** .00006 .00006 .000038
(0.000) (0.000) (0.000) (0.085) (0.067) (0.343)
COMMBS -.00123*** -00077* | -.00224*** -.00033 -.00032 -.00037
(0.000) (0.046) (0.000) (0.182) (0.690) (0.167)
F- Static 6585.97*** | 576.22*** | 2422.58*** | 1002.96*** 170.81 435.64***
(0.000)
(0.000) (0.000) (0.000) (0.000) (0.000)

Note: Significance at the levels of 10%, 5%, and 1% are indicated
by *’ **’ and * kK
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4.2.2.1 Panel Model Selection
1- Breusch-Pagan Lagrange Multiplier Test (LM)

Based on the results of LM test presented in Table (6), the
study rejectes the null hypothesis in favor of the REM model for
both periods.

Table (6)
The Summary of Breusch and Pagan Lagrange Multiplier Test
Equation (2)

Pre- SFAS 166

Post- SFAS 166

Chi-Sqg. Statistic

57.26

623.81

Prob>chi2

0.000

0.000

2- Hausman Test
According to Table (7), the Hausman test results for Pre -SFAS 166
period rejects the null hypothesis in favor of the FEM. While, under
Post- SFAS 166 period the study accepts the null hypothesis that the
REM is the preferred model.
Table (7)
The Summary of Hausman Test Equation (2)

Pre- SFAS 166 Post- SFAS 166

Chi-Sq. Statistic 6.74 1.81

Prob>chi2 0.0094 0.1782

According to the results of table (6) and (7), it can be
concluded that the FEM is the appropriate method for testing the
second sub-hypothesis H2a for the Pre-SFAS 166 period, while the
REM is for is the appropriate model for testing the second sub-
hypothesis H2b in the Post-SFAS 166 period.
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Based on the results shown in Table (5) the FEM is used to
test H2a in Pre- SFAS 166 period (2007-2009). The results show
the coefficients and p-values including A EBS as the independent
variable and GOS as the dependent variable. The findings revealed
that there is a significant negative association between GOS and A
EBS (B1=-.02784917, P <0.001). The coefficients for the control
variables are as expected. Securitization gain is significantly and
positively associated with the three types of asset-backed securities:
MBS (B2=.00086618, P <0.001), CONSBS (B3=.01438164, P
<0.001), and COMMBS (B4=.00077502, P <0.05). Therefore, at a
significance level 1% H2a is accepted. This empirical evidence
supports H2a of the research stating that in Pre-FAS 166 period,
banks are inclined to manage securitization gains upwards when the
change in the pre- securitization earnings is low or negative. This
result is consistent with the findings of Karaoglu (2005), Dechow et
al. (2010), Ibrahim (2010), and Tseng and Chen (2012).

In the Post-SFAS 166 period the results of the REM column in
table (5) revealed that there is no significant association between
GOS and A EBS (B1= -.000149, P >0.05). Thus, it can be
concluded that after the adoption of FAS 166 banks incentives to
manage earnings through securitization gains has been eliminated.
Therefore, at a significance level 5% H2b is accepted. This
empirical evidence supports H2b of the research stating that in the
Post-SFAS 166 period, banks aren’t inclined to manage
securitization gains when the change in earnings before
securitization are low or negative. Overall, it can be concluded that
in Pre-SFAS 166 period banks have incentives to manage earnings
through securitization gain when A EBS is negative. While in Post-
FAS 166 period, the findings indicate that securitization gain isn’t
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used as a tool to manage earnings, suggesting that there is no any
evidence of earnings management.
4.2.3 Testing the Third Research Hypothesis
Table (8) presents the results of testing equation (3) which displays
three estimation methods in the panel data analysis for each period:
Pre-SFAS 166 and Post-SFAS 166, using REM, FEM and OLS.
According to table (8), all the three models are significant and
effective.
Table (8)
Results of REM, FEM and OLS Model for Equation (3)
DR ig=B1 GOS iq+ B2 EBS + B3 INT-GOS-EBS + B4 MBS +
B5 CONSBS+ B6 COMMBS + ¢iq
Pre- SFAS 166 (2007-2009)

Independent Random Effect | Fixed Effect Pooled OLS
Variables
GOSiq -00007165** | -.00007566*** -.00001267
(0.001) (0.001) (0.692)
EBSiq -0000109*** | -00001146*** -5.617e-06***
(0.000) (0.000) (0.000)
Int-GOS-EBS -8.430e-13* -9.113e-13** -8.358e-13
(0.015) (0.010) (0.065)
MBS iq -6.641e-08* -6.508e-08* -5.106e-08
(0.020) (0.024) (0.142)
CONSBSIq -1.071e06™* -9.446e-07** -3.061e-07
(0.002) (0.007) (0.512)
COMMBS iq -8.054e-08 -1.194e-07 -3.861e-07***
(0.394) (0.249) (0.000)
F- Static 435.64 41.75 12.32
(0.000) (0.000) (0.000)
YOOA )l aaall aslil) aladl)
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Note: Significance at the levels of 10%, 5%, and 1% are indicated
by *’ **’ and * kK

4.2.3.1 Panel Model Selection

1- Breusch-Pagan Lagrange Multiplier Test (LM)

As shown in table (9) the values are significant (Chi-Sq.= 469.23; P
< 0.01). Therefore, the study rejected the null hypothesis in favor of
the REM model.

Table (9)
The Summary of Breusch and Pagan Lagrangian Multiplier
Test Equation (3)
Pre- SFAS 166
Chi-Sq. Statistic 469.23
Prob>chi2 0.000

2- Hausman Test

Table (10) represents the results of Hausman. Therefore,
under Pre-FAS 166 period the study rejects the null hypothesis in
favor of the FEM.

Table (10)
The Summary of Hausman Test Equation (3)

Pre-SFAS 166
Chi-Sqg. Statistic 11.61
Prob>chi2 0.0405
Y~\/\ c.]\)ﬂ\ AA:J\ &m\.ﬂ\ M\
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According to the results of table (9) and (10) it can be
concluded that the FEM is the appropriate method for testing the
third hypothesis in the Pre-SFAS 166 period (2007-2009).

Based on the results shown in Table (8), the findings
revealed that the discount rate is negatively and significantly
associated with GOS (B1=-.00007566, p<0.001), EBS (B2=-
.0000109, P<0.001), and INT-GOS-EBS (B3=-9.113e-13, p<0.05).
These findings provide evidence that managers use their discretion
in fair value rules to pick a lower discount to obtain higher
securitization gains. Therefore, H3 is accepted. In summary, this
empirical evidence supports H3 of the research stating that banks
use their discretion to choose lower discount rates to obtain higher
securitization gains in Pre- SFAS 166.

5. Conclusions, Contributions and Future Research

The findings of this research are important for purposes of
analyzing the effectiveness the Financial Accounting Standard
SFAS 166 in reducing earnings management practices. The
research examined securitization transactions in the two time
periods pre and post SFAS 166 to capture changes in the economy
and regulations. The overall results indicated evidence of earnings
management for the period 2007-2009 when securitization
transactions were conducted in accordance with SFAS 140 rules.
The results further found that securitization gains were negatively
correlated with (1) earnings before securitization, and (2) changes
in earnings before securitization. Both were used as proxies for
earnings management incentives. Furthermore, the research found
a significant and negative association between discount rates and
securitization gains. This indicated that banks used their discretion
over fair valuation of retained interests to manage securitization
gains. However, it was found that there was no indication of

YOOA al N aaal aslil) aladl)
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earnings management existence for the second period 2010-2016 in
which securitization transactions were conducted in accordance
with SFAS 166 rules. It is argued that companies have become
more conservative after the adoption of SFAS 166.

A major contribution of this research is related to examining
securitization as a tool for earnings management on a sample of
banks. These banks experienced the financial market crises and
aftermath. They were exposed to the progress and succeeding
preservation of the asset securitization market and to the effects of
accounting rules for asset securitizations in SFAS 140 as well as
after the application of the current standard SFAS 166. Also, the
research provides evidentiary insights on the role of the accounting
standard SFAS 166 played in eliminating banks’ earnings
management practices in securitization settings as compared to the
previous Financial Accounting Standard SFAS 140. Therefore, this
research posits that securitization is properly regulated, and future
financial crisis is not expected to ensue via securitization. Finally,
with all the lessons learned from the recent crisis, it can be
concluded that most of the criticism pointed to fair value
accounting rules SFAS 157 especially in relation to level 3
valuations should be directed toward securitization accounting rule
SFAS 140 which allowed for de-consolidation and de-recognition
of securitization transactions. This research supports the FASB’s
(2009) decision to mandate the consolidation of off-balance sheet
securitization activities to avoid substantial off-balance sheet
activities obscuring the firms’ true underlying value. Moreover,
although securitization has been considered a key enabler of the
financial meltdown, its value as a superior financial tool, along with
the necessary control of its application and imperative use of
redefined regulations in the SFAS 166 cannot be denied.

YOOA al N aaal aslil) aladl)
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A comparative study across different countries would be a
valuable aim for further research to examine companies that are
engaged in securitization transactions under both U.S. GAAP and
IFRS and determine the possibility of earnings management using
securitization transactions across companies operating under
different legal regimes. Moreover, this research examines earnings
management incentives using two proxies; earnings before
securitization and the change in earnings before securitization
which is only form of earnings management studied in earnings
management literature. It is possible that earnings management
incentive is not only related to earning inflation or income
smoothing. Thus, future research should also need to examine the
use of alternative measures for earnings management incentives
and, perhaps, securitization could be used to meet analyst forecasts.
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