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ABSTRAK 

Kajian ini menyiasat kesan penggunaan IFRS 9 terhadap prokitaran, sambil 
mempertimbangkan peranan pergantian pemimpin tempatan, pengurusan perolehan dan 
persekitaran undang-undang. Kajian terdahulu lebih memberi tumpuan kepada kesan 
IFRS 9 ke atas bank-bank.Walaubagaimanapun kajian kesan meluas IFRS 9 terhadap 
ekonomi adalah terhad. Kajian terdahulu juga gagal mempertimbangkan interaksi 
antara penetapan institusi dan IFRS 9. Kepelbagaian institusi tempatan China dan 
kepelbagaian bank tempatan yang banyak memberi peluang unik untuk mengkaji 
prokitaran peruntukan kerugian pinjaman bank tempatan dengan kitaran ekonomi 
tempatan. Kepelbagaian ini juga membolehkan penyiasatan ke atas hubungan antara 
faktor-faktor institusi dalam mempengaruhi hubungan antara penggunaan IFRS 9 dan 
prokitaran. Dengan menganalisis data panel seimbang 174 bank komersial tempatan 
China dari tahun 2019 hingga 2022, kajian ini mendapati bahawa penggunaan IFRS 9 
mengurangkan prokitaran, seterusnya menyokong teori penggerak kewangan. Selain itu, 
dapatan menunjukkan bahawa pergantian pemimpin tempatan menghalang kesan 
kontraseptif IFRS 9, seiring dengan teori penggerak kewangan. Kajian ini juga 
menunjukkan penggunaan IFRS 9 mengurangkan prokitaran dengan menghadkan 
pengurusan perolehan, selaras dengan teori agensi. Selanjutnya, dapatan menunjukkan 
bahawa penguatkuasaan undang-undang menguatkan sekatan IFRS 9 terhadap 
pengurusan perolehan mengurangkan prokitaran, selaras dengan teori institusi. Secara 
teori, kajian semasa memperluaskan literatur tentang kesan ekonomi IFRS 9 dengan 
menyiasat kesannya terhadap prokitaran. Menggabungkan teori penggerak kewangan, 
teori institusi, dan teori agensi dalam amalan perakaunan meningkatkan kebolehgunaan 
mereka dan menyumbang kepada pemahaman yang lebih mendalam tentang 
kerelevanan mereka dalam perakaunan. Secara praktikal, kajian semasa menyumbang 
kepada pemahaman tentang peranan persekitaran politik dan undang-undang dalam 
penggunaan IFRS 9. Ia menyediakan bukti empirikal tentang kesan ekonomi IFRS 9 ke 
atas pembuat piawaian dan dasar, seterunya memudahkan penambahbaikan piawaian 
perakaunan dan dasar yang berkaitan. Secara metodologi, kajian semasa membuktikan 
peranan perantara pengurusan perolehan dalam hubungan antara IFRS 9 dan prokitaran, 
menyumbang kepada pengetahuan tentang implikasi tambahan pengurusan perolehan 
terhadap prokitaran. Penyelidikan masa depan boleh meneroka tempoh peralihan dari 
IAS 39 ke IFRS 9, dengan menumpukan pada perubahan dalam peruntukan kerugian 
pinjaman (LLP) dan kemungkinan penyelewengan atau penyesuaian semasa fasa ini. 
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ABSTRACT 

This research investigates the impact of IFRS 9 adoption on procyclicality while 
considering the role of local leader turnover, earnings management, and legal 
enforcement. However, prior studies mainly focus on the impact of IFRS 9 on banks' 
performance. Further, the research on the broader impact of IFRS 9 on the economy is 
relatively limited. Prior studies also failed to consider the interaction between 
institutional setting and IFRS 9. China’s diverse local institutional settings and 
numerous local banks provide a unique opportunity to study the procyclicality in 
relation to local economic cycles. This diversity also allows for investigating how 
institutional factors influence the relationship between IFRS 9 adoption and 
procyclicality. Analysing balanced panel data of 174 Chinese local commercial banks 
from 2019 to 2022, this thesis finds that IFRS 9 adoption mitigates procyclicality, 
supporting financial accelerator theory. Additionally, the findings reveal that local 
leader turnover hinders IFRS 9’s countercyclical effect, which aligns with the financial 
accelerator theory. Further, the findings show that IFRS 9 adoption mitigates 
procyclicality by constraining earnings management, which aligns with the agency 
theory. Moreover, the findings indicate that legal enforcement further strengthens IFRS 
9’s restriction on earnings management and contributes to mitigating procyclicality, 
which aligns with institutional theory. Theoretically, this thesis extends the literature on 
the economic effect of IFRS 9 by investigating its impact on procyclicality. 
Incorporating the financial accelerator, institutional, and agency theories into 
accounting practices enhances their applicability and contributes to a deeper 
understanding of their relevance in accounting. Practically, this thesis contributes to 
understanding the political and legal enforcement’s role in IFRS 9 adoption. It provides 
empirical evidence of IFRS 9’s economic effects to the standard setters and 
policymakers, facilitating the improvement of the accounting standard and the 
corresponding policies. Methodologically, this thesis revealed that earnings 
management is a moderator to the relationship between IFRS 9 and procyclicality, 
contributing to the knowledge of the additional implications of earnings management 
on procyclicality. Future research may explore the transitional period from IAS 39 to 
IFRS 9, focusing on changes in loan loss provisions (LLP) and potential distortions or 
adjustments during this phase.  
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CHAPTER I  
 

 

INTRODUCTION 

1.1 RESEARCH BACKGROUND 

Since the global financial crisis in 2008, the former accounting standard for financial 

instruments, International Accounting Standard 39 – Financial Instruments: 

Recognition and Measurement (IAS 39), has been heavily criticised. Most scholars and 

practitioners (e.g., Gornjak 2020; Malovaná & Tesařová 2022) believe that the loan loss 

provision (LLP) 1 under IAS 39 has a high degree of procyclicality and fuelled the 

financial crisis. Procyclicality refers to the tendency of specific financial factors (such 

as provisions, loans, and capital), institutions (such as banks, real estate firms, and 

automobile manufacturers), or entire systems (such as financial systems) to magnify 

and accentuate the fluctuations of economic cycles (Jakubik 2014). In a more precise 

context, the procyclicality of LLP means that it moves in steps with the economic cycle 

and amplifies the economic fluctuation (Malovaná & Tesařová 2022). When an LLP 

exhibits procyclical behaviour, it tends to fluctuate with the upward and downward 

shifts of the economic cycle, potentially exacerbating the economic booms and busts 

(Malovaná & Tesařová 2022). 

While IAS 39 impacts various financial assets, its influence on banks’ 

performance might be significant because loans are a major source of income and 

account for a large percentage of banks’ assets. Banks play an important role in 

economic development. They accept deposits from savers and provide loans to 

borrowers (Sharipova & Asadova 2023). Loans typically represent the largest portion 

 

1 The provision is an amount of money that financial institutions set aside to cover potential 
losses that might arise from loans or other credit exposures, as they may not be fully repaid by customers 
(Lu & Nikolaev 2022). 
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of a bank’s financial instruments and are the main way for banks to deploy their funds 

and earn interest income (DeYoung & Rice 2004). Thus, loans are the most significant 

financial assets held by banks and are highly influence by the accounting standard for 

financial instruments.  

The procyclical effect of LLP under IAS 39 mainly derives from the impairment 

loss model adopted by the standard, known as the incurred credit loss (ICL) model. 

Under the ICL model (IAS 39.58; IAS 39.63), LLP can only be recognised when there 

is clear evidence showing that the impairment loss of the loan has occurred (Novotny-

Farkas 2016). Recognising a provision in advance is prohibited (Gornjak 2023). Since 

loans are essentially contracts dependent on the credit quality of the counterparty (IAS 

32.11), clear evidence typically means that the financial asset has experienced a 

significant adverse change in credit quality and the counterparty of the contract is 

unlikely to fully repay the sum borrowed according to its original terms (Gebhardt 

2016). Consequently, by the time the provision is recognised, the impairment loss has 

already occurred or is already present (Novotny-Farkas 2016). This means that ICL is 

a reactive approach and provisions are recognised simultaneously with the occurrence 

of impairment losses.  

Generally, impairment loss tends to fluctuate with the economic cycle 

(Demyanyk & Hasan 2010). During an economic upswing or expansion phase, 

businesses tend to experience growth, increased revenues, and improved financial 

conditions (Agenor & Zilberman 2015). Borrowers have better cash flows to meet their 

repayment obligations and the loan impairment loss tends to be less (Agenor & 

Zilberman 2015). By contrast, during economic downturns, businesses experience 

financial stress, reduced revenues, and higher unemployment rates (Huizinga & Laeven 

2019). Borrowers struggle to meet their repayment obligations, leading to higher default 

rates on loans (Agenor & Zilberman 2015).  

The interplay between LLP and impairment loss, coupled with the alignment 

between impairment loss and the economic cycle, creates a scenario whereby the LLP 

fluctuates in alignment with the economic cycle. This cyclical nature of provisions can 

further have profound effects on economic fluctuations. During economic booms, banks 
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need to set aside lower provisions for loans as the default rate is low, motivating the 

banks to increase their risk-taking and lending activities (Bhat, Ryan & Vyas 2019). 

Since companies rely on loans to operate and invest, the increase in available loans will 

further facilitate economic growth (Bhat et al. 2019). When an economic downturn 

occurs, banks become more concerned about loan losses and their provisions may 

increase to account for the deteriorating credit quality of their loan portfolios. The 

increased provisions and risks put banks’ capital under pressure, forcing them to reduce 

their loan offerings (Bikker & Metzemakers 2005). The reduced loan amounts will be 

detrimental to the already struggling businesses and exacerbate the economic downturn. 

Therefore, the LLP under IAS 39 demonstrates a high degree of procyclicality, deepens 

the economic cycle, and undermines economic sustainability. The mechanism of 

procyclicality is illustrated in Figure 1.1. 

 

Figure 1.1 The Mechanism of Procyclicality  

The deficiencies of IAS 39 underscore the need for a new accounting standard 

which better suits the economic environment (Al-Hanandeh, Othman, Mater & 

Alnohoud 2020). To address these deficiencies, the International Accounting Standard 

Board (IASB) introduced a new accounting standard for financial instruments in 2014, 

named International Financial Reporting Standard 9 – Financial Instruments or known 

as IFRS 9 (Gomaa, Mohamed, Kanagaretnam, Mestelman & Shehata 2019). The new 

standard became mandatory effective from 1 January 2018 for companies that prepare 

financial statements according to the IFRS (Kyiu & Tawiah 2023).  
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IFRS 9 consists of three components, namely, the new method for recognising, 

classifying, and measuring financial instruments; the introduction of the expected credit 

loss (ECL) model; and hedge accounting (IASB 2014). Details of these three 

components will be discussed in chapter 2. Among these three components, the shift 

from the ICL model to the ECL model is considered the most significant revolution 

from the perspective of procyclicality (Dantas, Micheletto, Cardoso & Freire 2017). 

The ECL model replaces the ICL method and allows banks to recognise the future ECL 

throughout the life of a financial instrument (Volarević & Varović 2018).  

This forward-looking approach was designed to ensure the earliest recognition 

possible for LLPs and to improve the provisions’ ability to reflect the changes in credit 

risk (Lopez-espinosa et al. 2021). By estimating the future credit loss, companies can 

set aside the provision before the impairment loss occurs. Thus, the provision can be 

recognised in advance of an economic downturn, resulting in lower synchronicity 

between the provision and the economic cycle. In this way, the ECL model can reduce 

the impact of banks’ procyclical provisioning practices on the economic cycle (Gomaa 

et al. 2019).  

China is a country that is feasible to be researched due to several reasons. Firstly, 

China’s accounting standards have been converging to IFRS since 2006 (Lee & Zeng 

2013). After the IASB published the final version of IFRS 9 in 2014, the Chinese 

Accounting Standard (CAS) 22 - Financial Instruments Recognition and Measurement, 

CAS 23 - Transfer of Financial Assets, and CAS 24 - Hedge Accounting, were 

developed to be consistent with IFRS 9 (Chen et al. 2022). CAS 22, 23, and 24 were 

published in 2017 and became mandatory effective from 2018. The IFRS convergence 

provide an opportunity to study the effect of IFRS 9 in China. 

Secondly, China has a unique political environment, particularly concerning the 

high influence of local leaders2 on local economic operations (Chi & Li 2017). This 

 

2 The local level is a concept that relative to the central level. China's administrative regions are 
divided into five levels: the first level is the national level, i.e., the central level, and the remaining four 
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influence stems from three main factors. a: China’s socialist ideology with Chinese 

characteristics emphasises the leadership of the Chinese Communist Party (CCP), 

reinforcing its dominance (Zhang 2020). b: the CCP’s status as the only ruling party in 

China allows it to have significant authority over state and social affairs (Chi & Li, 

2017). c: there is a dynamic of political centralisation alongside economic 

decentralisation, which means while political power is concentrated at the central level, 

local leaders have considerable autonomy in economic decision-making within their 

jurisdictions (Chi & Li 2017). This system allows the central leaders of CCP to maintain 

tight control over governance. Meanwhile, local leaders wield significant influence over 

economic matters, shaping local economic conditions. When local leader turnover 

happens, economic uncertainty will increase as the local leader’s turnover disrupts 

policy continuity, alters investment expectations, and creates ambiguity around future 

governance priorities (Chi & Li 2017). Economic conditions are a key input of the 

expected credit loss (ECL) model under IFRS 9. When the economic uncertainty is high, 

the LLP may not be accurately estimated by the ECL model and influence the timeliness 

of the LLP. Thus, the high influence of local leaders over economic conditions presents 

an opportunity to explore the impact of local leadership turnover on procyclicality.  

Thirdly, the legal system in China also has distinctive features, historically 

characterized by weak enforcement due to government interference and inadequate 

legal services (Cao 2014; Ke, Lennox & Xin 2015). However, recent efforts by the 

central government have led to improvements in legal enforcement, including limiting 

government interference3 and increasing the number of lawyers4. This shift towards 

impartial judiciary decisions acts as a deterrent to fraudulent behaviours, as wrongdoers 

are more likely to be punished than previously. Reduced government intervention in 

 
levels are collectively referred to as local levels, including the provincial-level, the city-level, the county-
level, and the township level (Constitution of the People's Republic of China, Article 105). The party 
committee was established at every level, and the secretary of the committee is the leader of the party at 
the corresponding level (Pieke 2012). As the provincial level is the highest level in the local regions, the 
local level in this research refers to the provincial level, the local leader refers to the secretary of the 
provincial party committee. 

3 Source: Ministry of Justice of China website.  http://www.moj.gov.cn/pub/sfbgw/qmyfzg/fzg
zzffz/fzzfsfcj/201905/t20190524_351321.html [02 August 2023] 

4 Source: Supreme People's Procuratorate of China website. https://www.spp.gov.cn/zdgz/2019
01/t20190130_406860.shtml [02 August 2023] 
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regulatory supervision enhances its effectiveness, leading to greater compliance with 

accounting standards in financial reporting. The combined effect of judicial deterrence 

and regulatory pressure forces management to adhere to accounting standards and 

reduces earnings management activities (Choi et al. 2018; Oz & Yelkenci 2018). 

Moreover, the expanded presence of lawyers contributes to better protection of 

investors’ interests and further guarantees the quality of accounting information. 

Overall, these collective improvements uphold the principles of legal enforcement and 

contribute to the compliance of accounting practice with the accounting standard. Since 

the accounting standard in China is a kind of law and the expected credit loss model 

(ECL) under IFRS 9 relies on the appropriate implementation, the improved legal 

enforcement provides an opportunity to examine the interplay between IFRS 9, legal 

enforcement, and procyclicality.  

1.2 PROBLEM STATEMENT 

After IFRS 9 has been made mandatory, researchers have conducted many studies to 

investigate the effect of this new standard. These studies focused on various aspects, 

such as the impact of IFRS 9 on the calculation of provisions for financial instruments 

(Durovic 2019; Georgiou, Alshehabi & Ala 2021; Xu 2020), the impact of IFRS 9 on 

financial reporting (Gornjak 2020; Oberson 2021; Yolanda Stander 2023), and the 

impact of IFRS 9 on banks’ lending behaviour (Háda 2019). Generally, the current 

literature focuses mainly on the effect of IFRS 9 on banks’ finances, with most of them 

investigating its direct impact. Research pertaining to the indirect effects of IFRS 9, as 

well as its effect on procyclicality, is scarce, resulting in research gaps which are 

identified as follows. 

First, mitigating the procyclical effect of IAS 39 is a key target of IFRS 9 

(Pastiranova & Witzany 2022b). However, studies which focus on IFRS 9’s effect on 

procyclicality are limited. Even though a few researchers (e.g., Pastiranova & Witzany 

2022b; Buesa et al. 2023) have investigated the relationship between IFRS 9 adoption 

and procyclicality, the studies were focused on European countries. Developed 

countries and developing countries have vastly different institutional settings (Zakaria 

& Bibi 2019). Generally, the institutional factors in developed countries, such the 
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political and legal enforcements, are stronger and more stable than those in developing 

countries, which are characterised by relatively weak and transitional institutional 

factors (Zakaria & Bibi 2019). The differences in institutional settings may result in 

different effects of IFRS 9 on procyclicality. Notably, the effect of IFRS 9 on 

procyclicality in developing countries remains unexplored. Hence this raises a question 

on the relationship between IFRS 9 adoption and procyclicality in China, an Asian 

developing country.  

Second, the existing studies on the impact of IFRS 9 on procyclicality mainly 

focused on the results of the new standard’s adoption and emphasised the impact of the 

ECL model (Buesa et al. 2023). These studies failed to consider the impacts of other 

factors, such as institutional settings, on the relationship between IFRS 9 and 

procyclicality. Institutional settings usually involve the political, legal, cultural, and 

other characteristics of a specific country, which always interact with IFRS and affect 

its economic consequence (Cao & Patel 2019). For instance, strong legal enforcement 

may provide more stringent regulatory supervision to banks and enhance conformity to 

accounting standards (Cao & Patel 2019), which may facilitate a timely recognition of 

losses and the mitigation of procyclicalities. However, these institutional factors were 

neglected by the previous studies. Hence, this raises the question on the impact of local 

leaders’ turnover and legal enforcement on the relationship between IFRS 9 adoption 

and procyclicality.  

Third, the findings of previous research indicate that IFRS 9 facilitates earnings 

management activities due to its flexibility (Nnadi et al. 2023). However, whether 

earnings management can influence procyclicality was not explored in prior studies. 

Under IFRS 9, the timely recognition of provisions for financial instruments is a key 

point of its countercyclical effect (Buesa et al. 2023). Earnings management often 

involves delaying the recognition of provisions in order to inflate earnings (Alhadab & 

Al-Own 2019). This may undermine the countercyclical effect of IFRS 9, as delaying 

provisions is associated with higher degrees of procyclicality. However, this extended 

effect of earnings management has not been considered in existing literature. Hence, 

this raises a question that whether earnings management mediates the relationship 
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between IFRS 9 adoption and procyclicality. The specific research problems are 

elaborated on in the following section. 

The introduction of IFRS 9 has mostly affected banks due to the large amounts 

of financial instruments they hold, and the accounting treatment of these financial 

instruments is regulated by accounting standards. IFRS 9 is a new accounting standard 

that introduces the new impairment loss model and significantly influences the 

provisions for financial instruments. Loans are the most important type among the 

financial instruments, and they constitute the largest portion of banks’ assets. The 

adoption of IFRS 9 has the potential to improve the timeliness of LLP, thus mitigating 

procyclicality. Therefore, this thesis focused on banks and investigated the impact of 

IFRS 9 on procyclicality.  

Specifically, the countercyclical effect of IFRS 9 mainly relies on the 

introduction of the ECL model (Buesa et al. 2023). This forward-looking model requires 

banks to recognise the credit loss that is expected to occur in the future (Kyiu & Tawiah 

2023). By incorporating future information and improving risk management, the 

implementation of the ECL model can improve the timeliness of LLPs. When the 

economic conditions begin to deteriorate, the credit risk and expected loss can be 

identified earlier, and the corresponding provisions can be set aside in advance. The 

early recognition of the provisions can serve as a buffer to future pressure on the banks’ 

capital, reduce the synchronous fluctuation of the provisions with the economic cycle, 

and weaken the procyclicality. This raises the first research question of whether IFRS 

9 adoption affects the procyclicality of LLPs. 

Local leaders play a significant role in shaping economic policies at the local 

level. They are responsible for formulating and overseeing economic policies to address 

the specific needs and challenges of their communities. Given the local leaders’ high 

influence on economic policies, upon their replacement, there may be issues associated 

with inconsistent economic policies, making future economic conditions less 

predictable (Chi & Li 2017). Since forecasted economic conditions are a key input in 

the ECL model (Gubareva 2021), the less predictable economic conditions may reduce 

the accuracy of the ECL estimation and derail its timeliness. When economic downturns 
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cannot be predicted accurately, the ECL cannot be recognised in advance. The 

unpredictable provisions will finally be recognised during the economic downturn, 

resulting in a procyclical effect. However, research on this issue is limited. Therefore, 

this phenomenon raises the second research question regarding whether local leaders’ 

turnover moderates the relationship between IFRS 9 adoption and procyclicality. 

IFRS 9 introduces a more objective approach to the classification and 

measurement of financial assets. It requires companies to classify financial assets based 

on their business model for managing the financial assets and their contractual cash 

flow characteristics. This reduces the opportunity for earnings management by limiting 

the ability to manipulate the classification of financial assets in order to achieve desired 

accounting outcomes. In addition, IFRS 9 includes enhanced disclosure requirements, 

providing users of financial statements with better information about the company’s 

risk management practices, the impact of financial instruments on the company’s 

financial position and performance, and the judgements and estimates involved. This 

increased transparency through disclosure has the potential to mitigate earnings 

management.  

In the banking industry, manipulating LLPs is a popular way to manage earnings 

(Alhadab & Al-Own 2019). The LLP is the largest and most important accrual for banks 

(Ahmed, Takeda & Thomas 1999). Its change can directly cause a change in earnings. 

Generally, the direction of earnings management is upward (Pais & Dias 2022). 

Management usually has the incentive to boost reported earnings, as higher earnings 

can lead to better capital ratios which help banks to meet the regulatory requirements 

(Pais & Dias 2022). In addition, higher earnings can facilitate banks’ access to capital 

markets and result in management receiving larger bonuses or performance-based 

compensations (Pais & Dias 2022). Moreover, most of the Chinese local banks are non-

listed, resulting in limited channels for raising capital. Since they do not have access to 

equity financing, retained earnings serve as their primary means for increasing capital 

(Yao 2022; Deng & Li 2022). The benefits of higher earnings along with the financing 

limitations faced by local banks strongly incentivise management to inflate earnings.  
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By deferring the recognition of provisions, management can boost current 

earnings, making the financial performance look better than if the provisions were 

recognised in a timely manner (Alhadab & Al-Own 2019). Such delay results in 

deferring the provisions for the current period to the following period. This practice 

reduces the adequacy and timeliness of the current period’s LLPs, and this is the key 

area where IFRS 9 is intended to address in order to mitigate procyclicality. 

Manipulated and deferred LLPs may exhibit procyclicality behaviour and dampen the 

countercyclical effect of IFRS 9.  Therefore, based on this discussion, the adoption of 

IFRS 9 may constrain earnings management activities and in turn mitigates the 

procyclicality. However, the mediating role of earnings management in the relationship 

between IFRS 9 adoption and procyclicality has not been investigated. This raises the 

third research question of whether earnings management mediates the relationship 

between IFRS 9 adoption and the procyclicality of LLPs.  

An effective legal system can guarantee the accounting practice compliance 

with the accounting standard (Oz & Yelkenci 2018). It provides investors with more 

protection and imposes significant penalties, including fines and imprisonment, on 

individuals or entities for committing accounting malpractices (Ahmed, That, Eliwa & 

Burton 2021; Oz & Yelkenci 2018). Thus, an effective legal system has a strong 

deterrent effect, discouraging companies from engaging in unethical behaviours and 

improve the timeliness of LLP. In contrast, companies are more likely to engage in 

earnings management practices in a weak legal enforcement environment, as the cost 

of wrongdoing is low and people perceive that the likelihood of getting penalised is 

lower and the punishment is less severe (Ahmed et al. 2021; La Porta, Lopez-de-Silanes, 

Shleifer & Vishny 2002).  

1.3 SUMMARY OF RESEARCH QUESTIONS 

This research aims to solve the following research questions: 

I. Has the IFRS 9 adoption weakened the phenomenon of procyclicality in the 

Chinese banking industry? 
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II. Does the turnover of local leaders weaken the mitigating effect of IFRS 9 

on the phenomenon of procyclicality in the Chinese banking industry? 

III. Does earnings management weaken the mitigating effect of IFRS 9 on the 

phenomenon of procyclicality in the Chinese banking industry? 

IV. Does legal enforcement strengthen the mitigating effect of IFRS 9 on the 

phenomenon of procyclicality in the Chinese banking industry?  

1.4 RESEARCH OBJECTIVES 

The main objective of this research is to investigate the impact of IFRS 9 on the 

procyclicality of LLPs in the Chinese banking industry. Further, this research examined 

the impacts of local leader turnover, earnings management, and legal enforcement on 

the relationship between IFRS 9 adoption and the procyclicality of LLPs. The specific 

research objectives are as follows: 

I. To examine whether the adoption of IFRS 9 has mitigated the phenomenon 

of procyclicality in the Chinese banking industry.  

II. To examine whether local leader turnover weakens the mitigating effect of 

IFRS on the phenomenon of procyclicality in the Chinese banking industry.  

III. To examine whether earnings management weaken the mitigating effect of 

IFRS 9 on the phenomenon of procyclicality in the Chinese banking 

industry. 

IV. To examine whether legal enforcement strengthens the mitigating effect of 

IFRS 9 on procyclicality in the Chinese banking industry. 

1.5 RESEARCH SCOPE 

Given that IFRS 9 mainly affects financial institutions, the sample of this research is 

limited to banks due to their position as the most important type of financial institutions. 
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Chinese banks can be divided into two categories according to their geographic scope 

of operations. The first category consists of banks that operate nationwide, and the 

second category comprises banks that operate in a specific local area, such as a province 

or a city. Due to the small population of 18 nationwide operating banks, their 

procyclicality cannot be examined reliably. Thus, nationwide banks were excluded from 

this study. Then, 174 local commercial banks were selected as the study’s sample. Data 

on banks and macroeconomic data were collected from the WIND5 database. Data on 

local leader turnover were hand collected by the researcher from the websites of local 

governments. The numbers of lawyers (a proxy of legal enforcement) were obtained 

from the Statistical Yearbook of every province.  

The new standard became mandatory at different times for different types of 

banks. The new standard became mandatory on 1 January 2018, 1 January 2019, and 1 

January 2021 for the banks listed both in China and abroad, the banks listed only in 

China, and the non-listed banks, respectively. Since most of the local banks are unlisted, 

the new accounting standard became mandatory effective from 1 January 2021 (Fang, 

Guo, Mei & Ye 2022). This study’s research period spanned the period of 2019–2022, 

which was divided into two parts of 2 years before and 2 years after the implementation 

of IFRS 9. The period from 2019 to 2020 represents the IAS 39 period, and the period 

from 2021 to 2022 represents the IFRS 9 period.   

1.6 RESEARCH SIGNIFICANCE  

This research contributes to literature in several ways. Firstly, this research contributes 

significantly to the literature by examining the role of institutional settings in shaping 

the effects of accounting standards. It adds to the existing literature by investigating the 

impacts of China’s unique political system and local leaders’ turnover on the 

effectiveness of IFRS 9 in mitigating the procyclicality of LLPs. This thesis sheds light 

 

5 WIND is a leading provider of financial information services in China. It is an indispensable 
partner for lots of securities companies, fund management corporations, insurance companies, banks, 
investment firms, and media. Globally, WIND is also favoured by widely used by qualified foreign 
institutional investors (QFII) approved by China Securities Regulatory Commission. WIND’s clients also 
include well-known financial academic research institutions and media agencies. WIND’s data is also 
frequently cited by authoritative Chinese and English media, research reports, and academic papers. 
Source: https://www.WIND.com/channels/26.html [02 December 2023] 
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on the interaction between local leadership dynamics and the application of IFRS 9 in 

the Chinese context. In addition, this research delves into the impact of the legal 

enforcement on the relationship between IFRS 9 and earnings management. It 

highlights the distinctive features of China’s civil law tradition, which emphasises legal 

statutes and the role of judges. This thesis also explores how improvements in the legal 

enforcement, such as increasing the number of lawyers and limiting the political 

interference, contribute to better legal enforcement. This, in turn, may influence the 

countercyclical effect of IFRS 9 and help increase the understanding of the dynamics 

of the accounting standard in a transitional legal enforcement. 

Secondly, this thesis contributes significantly by uncovering the relationship 

between earnings management and the procyclicality of LLPs. While the findings of 

prior studies indicate increased incidences of earnings management following the 

implementation of IFRS 9, the impact of earnings management on procyclicality has 

remained unclear. Unlike previous research (i.e., Menicucci 2020), which often focused 

on capital market effects or accounting quality, this thesis delves into the less explored 

territory of the economic impact of earnings management. By testing the mediating role 

of earnings management in the relationship between IFRS 9 and procyclicality, this 

thesis reveals the additional effects of earnings management prompted by the adoption 

of IFRS 9. This insight into the opportunistic behaviour of financial institutions during 

economic downturns contributes to a deeper understanding of the economic 

consequences brought about by IFRS 9 across the economic cycle. 

Thirdly, an in-depth analysis of the implications of IFRS 9 adoption in China 

can serve as a valuable benchmark for other nations facing similar economic challenges 

and structural complexities. By referring to the Chinese experience, policymakers and 

regulators in other emerging economies can draw crucial insights, enabling them to 

tailor their regulatory frameworks in order to mitigate procyclicality effectively. The 

lessons learned from China’s IFRS 9 implementation can shed light on the nuances and 

potential pitfalls that may arise during the adoption process, offering a roadmap for 

smoother transitions in other countries. 
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Fourthly, this thesis contributes significantly to the accounting field by applying 

financial accelerator theory, institutional theory, and agency theory. This research 

extends the understanding of financial accelerator theory by investigating the 

procyclical effect resulting from changes in accounting standards, specifically the 

transition from IAS 39 to IFRS 9. The study demonstrates how the credit cycle of banks, 

influenced by accounting standards, can amplify the overall economic cycle. In addition, 

in testing the countercyclical effect of IFRS 9, this research emphasises the importance 

of considering additional factors. It explores the political and legal influences on the 

relationship between accounting standard transition and procyclicality, providing 

empirical evidence for institutional theory. Further, by considering the impact of 

earnings management on the relationship between accounting standards and 

procyclicality, the study contributes to the application of agency theory. This helps 

explain the motives behind earnings management during the implementation of IFRS 9, 

thus enhancing the understanding of the multifaceted connections between accounting 

standards, institutional factors, and agency considerations in shaping macroeconomic 

outcomes. 

Fifthly, this research extends the literature pertaining to the impact of IFRS 9. 

In addition to the impact of IFRS 9 on banks, this thesis extends the scope of research 

to the economy by investigating the impact of IFRS 9 on the procyclicality of LLPs. 

Further, it extends the geographical scope of research relating to IFRS 9 by examining 

the effectiveness of the ECL model in mitigating the procyclicality of LLPs in China, 

the largest developing country in the world. By extending the research scope, this thesis 

adds to the understanding of the impact of IFRS 9 on procyclicality in a developing 

country’s context. 

Finally, by examining the impact of IFRS 9 adoption on procyclicality, this 

research provides standard setters with empirical evidence supporting the standard's 

effectiveness in mitigating procyclicality. This helps to reinforce IFRS 9’s credibility 

and justifies its global adoption and promotion. Insights from this study guide future 

revisions to IFRS 9, enhancing its mitigative effects, and informing the development of 

complementary standards to stabilize financial systems and foster economic 

sustainability. Additionally, the research reveals how local leader turnover undermines 
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IFRS 9's effectiveness, offering guidance to policymakers on promoting political 

stability to enhance the standard's countercyclical impact. Furthermore, the study 

underscores the crucial role of robust legal enforcement in reducing earnings 

management, thereby mitigating the procyclicality of loan loss provisions. This finding 

emphasizes the need for strong legal frameworks to ensure IFRS 9’s successful 

implementation, contributing to more stable financial systems and improved economic 

resilience. 

1.7 ORGANI ATION OF THE THESIS 

This research consists of five chapters. Chapter I introduces the research background 

and discusses the research gap, research questions, research objectives, research method, 

research scope, research significance, and organisation of the thesis.  

Chapter II introduces the institutional background of China. First, this chapter 

discusses the transition from IAS 39 to IFRS 9. Second, it briefly introduces the IFRS 

convergence process in China, which is the premise of this research. Third, this chapter 

highlights the characteristics of the Chinese social and political system, including the 

political and governance structure, the election procedure, and the influence of the CCP. 

Fourth, this chapter sheds light on the legal system in China, consisting of the legal 

tradition, the role of lawyers, and the improvement of legal enforcement in the country.  

Chapter III discusses the literature review pertaining to the impact of IFRS 9 on 

various aspects. It also discusses the relationship between accounting standards and the 

procyclicality of LLPs. Then, this chapter introduces the impact of institutional factors, 

such as the political and legal enforcement, on the implementation of IFRS 9. Finally, 

it elaborates on how these institutional factors could interact with IFRS 9 and affect its 

countercyclical effects. 

Chapter IV provides a discussion of the theoretical framework and hypothesis 

development. This study uses three theories, namely, financial accelerator theory, 

institutional theory, and agency theory. Financial accelerator theory suggests that the 

credit cycle of banks can deepen the fluctuation of the economic cycle (Bernanke & 
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Gertler 1989). The theory explains the effects of IFRS 9 on loans and the economic 

cycle. Institutional theory posits that organisations are shaped by their external 

environments (Scott 2015), of which political and legal enforcements are two important 

components. It explains the interaction between institutional settings and the new 

accounting standard. Then, agency theory depicts the conflict of interest between the 

principal and the agent. When the internal or external environment presents the agent 

with an opportunity, they may utilise it to maximise their own benefit. In this research, 

agency theory is used to explain the relationship between the flexibility provided by 

IFRS 9 and earnings management. Based on these theories, this research puts forward 

four hypotheses and constructs the research framework to guide this research.  

Chapter V discusses the research methodology. This chapter introduces the 

research design, sample and data collection, the specific model used to test the 

hypotheses, and the measurement of the variables.  

Chapter VI presents empirical findings from this thesis. The empirical analysis 

is organized into distinct sections, focusing on critical aspects of research inquiry. 

Beginning with descriptive statistics, this chapter provide a broad overview of the 

dataset. Then correlation analyses are conducted, followed by regression and robustness 

tests. Interpretations are supported by quantitative evidence and ensure a robust 

understanding of the explored objectives.  

Chapter VII summarizes the key findings and draw the conclusions of this thesis. 

Meanwhile, this chapter discuss the broader implications of the findings on the theory 

and practice. This chapter also acknowledge the limitations of this thesis, providing 

transparency to the interpretative framework. These limitations inform the scope and 

boundaries of this thesis and provide potential opportunities for future research and 

refinement. 

1.8 SUMMARY 

This chapter provides an overview of this research. It highlights the research questions 

and research objectives pertaining to the impact of IFRS 9 on the procyclicality of LLPs 

and how political and legal characteristics affect the impact brought about by IFRS 9 in 
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China. This chapter briefly discusses the relevant literature, identifies the research gap, 

and elaborates on the relationship between the accounting standard and the institutional 

setting to support the research questions. Finally, this chapter sheds light on the 

potential contributions of this research. The following chapter introduces the 

institutional background of China and sheds light on its impact on IFRS 9 adoption in 

the country.
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