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Abstract

Most prior works focus on the effect of IFRS adoptitself on earnings quality using one
dimension of earnings quality, and cover the egelyrs of adoption. The present thesis seeks to
investigate how country-specific factors shape antaog quality under IFRS across 23
countries between 2007 and 2010, the global firsrarisis period. This is the first study to
examine the effect of country-specific factorsngsiecent indicators, on both accruals and real
earnings management under IFRS. It is also thetbrexplore the impact of country-specific
factors on conditional conservatism and value @ee together, which highlights earnings
guality from contracting perspective and equityuadilon perspective at the same time.

The results of the first empirical study indicakatt overstating earnings via accruals is less
pronounced in countries with strong investor prisde; strict enforcement, and large capital

markets, and that managing earnings upward utjizeal actions is greater in such countries.
Further, the results show that firms engage in lbgbles of earnings management at the same

time.

The results of the second empirical study showdhatings are more conservative in countries
having strong investor protection and rigorous ssd@ment of accounting standards, and that
the value relevance of book values is greater aselcountries. Further, the strength of capital
markets has no impact on the extent of conservatidrareas the value relevance of earnings is

greater in large capital markets.

Overall, the main findings of this thesis suggdsit tcountry-specific factors still govern
accounting quality under IFRS and that they driviéecent ‘quality’ earnings. The IASB
should emphasise the enforcement mechanisms, hotiemere adoption of IFRS. Auditors
and regulators should also consider the possibimtive effects of real activities to which
managers switch in a bid to escape coming undetisgrin countries with strong institutions.
Additionally, researchers should be cautious whewithg conclusions on earnings quality as
guality under contracting perspective may diffenfrthat under equity valuation perspective.
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Chapter 1.Introduction

Chapter 1 Introduction

1.1. Introduction

This study explores the effect of country-spediéictors, using recent indicators, on quality of
accounting amounts under IFRS across 23 countraes 2007 to 2010, the global financial
crisis period. No other work has examined the imnpacountry-specific factors on accounting
quality under IFRS captured by an array of metritigor studies focus on the effect of IFRS
adoption on earnings quality using one metric ashiegs quality, and cover the early years of
IFRS adoption. Dechow et al. (2010) point out thatnings quality is contingent on decision
context so that we employ an array of accountinglityumetrics. We use four proxies of
accounting quality: accruals earnings managemeat, garnings management, conservatism,
and value relevance. This is important to captao®anting quality from different perspectives.
Graham et al. (2005) found that managers would gem®arnings by taking real actions than
by making within-GAAP accounting choices, therefatevould be useful to investigate both
accruals and real earnings management. Accruakingarmanagement occurs when managers
use the discretion inherent in accounting estimatesethods for opportunistic purposes. Real
earnings management takes place by changing thagtior structuring of transactions to
increase earnings such as reducing discretiongpgreitures or postponing a new project.
Conservatism measures the asymmetric timelinegawiings from a contracting perspective,

while value relevance captures accounting qualdynfa equity valuation perspective.

The remaining part of this chapter proceeds asval Section 2 outlines the background and
motivations. Section 3 presents the research aith questions. Section 4 discusses the

significance of the thesis. Finally, section 5 diss the structure of the thesis.
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1.2. Background and motivations

The post-World War Il era witnessed a rise in inéional trade and cross-border investment
and, consequently, an increase in the need of ,usspecially investors, for comparable
financial statements. In 1960s, the need for coaiparfinancial information became of greater
importance following the spread of multinationalngmanies, or more specifically the US
corporations acquiring European companies (Cam#arand Zeff, 2007). In view of the fact
that each country, in that period, developed its escounting standards or practices, financial
reporting across countries lacked comparability. tBekle this issue, the International
Accounting Standards Committee (IASC) was estabtish 1973, then replaced by the IASB
in 2000, in an attempt to harmonise the divergecsbanting practices across countries. The
aim of the IASC, and its successor the IASB, isdavelop a single set of high-quality

accounting standards accepted throughout the world.

Since the IASB came onto the scene, we have seee coointries take up the International
Financial Reporting Standards (IFRSThe advocates of adopting a single set of acamyint
standards across the world argue that using IFRSiro@rove accounting quality through
increasing comparability and transparency in a wey better reflects the performance and
economic reality of the firms (Ball, 2006). Accandly, IFRS adoption results in better capital
allocation, greater market liquidity and a loweistcof capital (Ball, 2006: Tweedie, 2006).
With different accounting standards used acrossdpéal markets, investors find it difficult to
compare financial statements of companies in dffecountries, and may incur expenses for

the adjustments required to make the statementpaaile.

Y IFRS includes both IAS (International Accountingar®lards) and IFRS (International Financial Repgrti
Standards). Over the 2001-2010 periods, countees taried the timing and extent of their commitintenFRS.

There are a number of plausible hypotheses foretkéterences, including differences in corporateeynance
environments, technological differences, culturéffedences, and differences in countries’ naturasources
(Ramanna, 2013).
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A much-debated question, however, is whether ore-standards fit all countries; if not,
accounting quality could be inconsistent acrosswt@s using the same accounting standards.
In fact, accounting quality is not only the functiof accounting standards alone but also of
other local environments (Ball et al., 2000; Bdllaé, 2003; Leuz et al., 2008Burgstahler et
al., 2006; Bushman and Piotroski, 2006; Sodersteord Sun, 2007; Daske et al., 2008).
Accounting standards of high quality are importaot produce high quality financial
information but compliance with the standards isadky important, as the IASB has no power
to enforce IFRS. This is of particular importanéeeg the fact that IFRS are principles-based
accounting standards that require the exerciseaiegsional judgement and discretion in the

preparation of financial reporting.

Prior accounting studies suggest that accountisgrefion is ‘a double-edged swor@.qg.,
Watts and Zimmerman, 198bgchow and Skinner 2000). On the one hand, discrétiduces

a less costly application of reporting regulatitm.addition, it permits corporate insiders to
adapt financial reports so that they better refleetunderlying economic reality, and to convey
private information residing within the firm. Onettother hand, this discretion cpatentially

be used opportunistically. For example, corporatnagers may use reporting discretion to
secure certain earnings targets, obfuscate econpeniormance, or avoid covenant violations
(Leuz, 2010). The extent to which accounting disereis used opportunistically hinges upon
national legal institutions (Ball et al., 2003),dafirm specific characteristics (operating
characteristics and reporting incentives) (Burdstaét al., 2006; Christensen et al., 2015). This
gives rise to speculation about the uniformityimahcial reporting quality across the countries
that made IFRS mandatory for companies in thearfaial reporting. In the absence of proper
enforcement of accounting standards, IFRS adopsidargely inconsequential and firms may

abuse the discretion the IFRS afford.
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The early works by Ball et al. (2000) and Ball €t(@003) point to the importance of other
local factors interacting with IFRS in determinitige quality of reported accounting amounts.
Leuz et al. (2003) concluded that earnings managenvas lower in countries with strong
investor protection, low ownership concentrationd darge equity markets. Bushman et al.
(2004), Burgstahler et al. (2006), and Francis Wwahg (2008) found a significant positive
relationship between local institutions and accmgnguality. These studies focused on the

effect of local factors other than the standarda@ounting quality.

With the introduction of IFRS in many countrieshelars began to investigate whether the
adoption of IFRS improved accounting quality. Feample, Barth et al. (2008) tested the
effect of voluntary IFRS adoption on earnings mamagnt, timely loss recognition and value
relevance across 21 countries. Jeanjean and Sto(@@98) and Capkun et al. (2012)
investigated the effect of the compulsory IFRS aidopon earnings management across
countries. Using a sample from Europe and contiglinstitutional factors, Callao and Jarne
(2010) and Chen et al. (2010) examined the efféchandatory IFRS adoption on earnings
management. Devalle et al. (2010), Clarkson ef28l11), and Agostino et al. (2011) studied

the effect of mandatory IFRS adoption on valuevathee.

The most recent studies of direct relation to 8tigdy are the works of Houge et al. (2012),
Isidro and Raonic (2012), and Ahmed et al. (20H)uge et al. (2012) provide evidence that
earnings management is lower after IFRS adoptidy on countries with strong investor

protection, while Isidro and Raonic (2012) repdrattvalue relevance under IFRS is higher
with more globalized markets, greater business istpation, higher level of economic

developments and strong institutions. Ahmed et26113) suggest that earnings quality did not
improve after mandatory IFRS adoption across 2ht@s compared with 15 countries that

did not, even with the presence of strong enforcegnihe aforementioned three studies focus
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on the effect of IFRS adoption on earnings quaétyd cover the early years of IFRS adoption

up to 2007.

It is important to bear in mind that there is natagreed definition in the literature of what
accounting quality, or earnings quality, means. Qteinition holds that high quality
accounting information is deemed to improve transpey and reduce information asymmetry
(Watts and Zimmerman, 1986). Ball and Shivakum&0% p.84) define reporting quality as
“the usefulness of financial statements to investereditors, managers, and all other parties
contracting with the firm.”Ball (2006) identifies four requirements to subsufmancial
reporting under the category of high quality, whidlclude accurate depiction of economic
reality, lower room for managerial manipulatiomdliness, and asymmetric timeliness. In their

review paper, Dechow et al. (2010) concluded thaality’ depends on the decision context.

Empirically, different metrics have been operatim®a to measure accounting quality using
earnings and their components; for this reasonteim ‘earnings quality’ has been used in the
literature as wefl Higher accounting quality has been related, ammthgrs, to less earnings
management (Leuz et al., 2003; Burgstahler eR@06; Barth et al., 20084ouqge et al., 2012;
Ahmed et al., 2013), higher conservative earnirgml (and Shivakumar, 2005; Barth et al.,
2008; Peek et al., 2010; Ahmed et al., 2013), agten value relevance (Barth et al., 2008;

Isidro and Raonic, 201Z&hmed et al., 2013).

While the focus of most prior studies was on thieafof IFRS adoption on one or more
dimensions of earnings quality, this study focusesthe variation of earnings quality under
IFRS owing to the differences in country-specifictbrs. This thesis enhances the literature by
testing how earnings quality varies under IFRS sxi23 countries that adopted IFRS in 2005

or before. The next section discusses the resgaestions in greater detail.

2 For the purpose of this study, both ‘accountingliyi and ‘earnings quality’ refer to the qualiof reported
accounting amounts.



Chapter 1.Introduction

1.3. Research aim and questions

This study seeks to examine the effects of couspeeific factors on earnings quality across
countries that adopted IFRS in 2005 or earlier.dithg) accounting standards constant across
the countries in the sample, this study focusethemnole of local factors in shaping accounting

quality. In doing that, this study seeks to anstherfollowing research questions:

1. Do investor protection, enforcement of accountitapndards and capital market depth
influence accruals-based earnings management amvossries using IFRS?

2. Does the tendency of managers to manage earnirgggthreal actions differ owing to
the differences in the strength of investor protegt enforcement of accounting
standards and capital markets across countriesatingdFRS?

3. Does conditional conservatism vary across coungngsrcing IFRS due to the variation
in the strength of investor protection, enforcemaaccounting standards and capital
market governing the preparation of financial reéipgf?

4. Along with conservatism, is there any effect ofestor protection, accounting standards
enforcement, and strength of capital market onvillee relevance of book values and

earnings across countries using IFRS?

1.4. Significance of the thesis

This study explores how earnings quality varieos&r23 countries that mandated IFRS in
2005 or earlier in terms of the impact of countpggafic factors on accounting quality. IFRS

are ready-made standards developed by the IASByate organisation based in London, and
are adopted by various countries across the wate. literature shows that country-specific
factors play an important role in determining actng quality (e.g. Ball et al., 2000; Ball et

al., 2003; Leuz et al., 2003; Bushman et al., 2@gstahler et al., 2006; Francis and Wang,

2008).
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This study is significant for several reasons:

Firstly, it employs four metrics to capture earrsinguality, namely accruals earnings
management, real earnings management, conservaistnyalue relevance. Using several
metrics is important because ‘earnings quality’ caean different things to different
stakeholders, and each earnings quality metricigesvinformation on quality from a specific
perspective. Jeanjean (2012) highlighted the inapae of using several measures to capture

different dimensions of earnings quality.

Secondly, in relation to the previous discussibig study examines the effect of local factors
on both accruals and real earnings managementa@rai al. (2005) and Cohen et al. (2008)
suggest that managers tend to take real actionsamhsof accruals manipulation to avoid
coming under regulatory scrutiny. Doukakis (201450 found no significant effect of
mandatory IFRS adoption on real earnings manageroentiucted the only international study
on both real earnings management and accruals-leasathgs management. However, he did
not examine the effect of institutional factors aecruals and real earnings management. At
country level, strong institutions may drive rearrgngs management instead of accruals

earnings management.

Thirdly, in addition, the study investigates the effectairtry-specific factors on conservatism
and value relevance of accounting information. Bynd so, implications of the effect of local
environments on accounting quality under IFRS canidferred from two perspectives,
contracting and equity valuation. This is importaetause what is desirable from contracting

perspective may not be desirable from equity vaagberspective (O’Connell, 2007).
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Fourthly, the data used in the study covers théogeirom 2007 to 2010 Nobes (2011b)
argues that firms may continue using their tradaionational accounting practices in the early
years of IFRS adoption. Furthermore, the changeconomic circumstances in post IFRS
adoption, compared with pre-adoption, makes it maifécult to test the effect of IFRS
adoption on accounting quality, especially becanfsthne global financial crisis that began in
late 2007 (Walker, 2013). Therefore, our sampléushes countries that adopted IFRS in 2005
or earlier, and data from 2007 to 2010. By doingtke error in the test may be minimized in
terms of the effect of practices in early years F&loption and economic circumstances. Most
previous studies covered short periods of post-IFEE@8ption with a focus on the effect of
mandatory IFRS adoption on accounting quality (deanjean and Stolowy, 2008; Capkun et

al., 2012; Houge et al., 2012; Isidro and Raondd,22 Ahmed et al., 2013).

Fifthly, the selection of country-specific factotat shape accounting practices after the
adoption of IFRS is based on a general model derfvem prior studies in the literature,

especially Nobes, (1998), Nobes (2006) and Soadensand Sun (2007). Based on this general
model, three general country-specific factors wesed in the test, namely investor protection,

enforcement of accounting standards and the strarigtapital market.

Finally, this study uses recent indicators of tusitbns since it covers the period after 2007,
when indictors developed by La Porta et al. (19988, 2000, 2006) and La Porta et al. (2004)
might be out of date, keeping in mind that thereagher a straightforward nor a controversial
way to measure institutional factossaufmann et al. (2007) argue that substantial ceamng
governance structure have occurred during the gdrmm 1996 to 2007. Christensen et al.
(2013) found that five EU countries made changesenforcement after IFRS adoption;

therefore, those countries experienced betterdiguiFurthermore, firms in countries not using

¥ We used some data for the period 2011 in the ssigne of accruals earnings management. The obaersdn
the models investigating the effect of country dfiedactors on earnings quality metrics were 16328 the
period from 2007 to 2010.
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IFRS revealed a positive liquidity effect with thehange in enforcement of accounting
standards. Their findings are important in thatytheveal that there are some changes in
institutions along with the adoption of IFRS. Fhistreason, it would be more accurate to use

recent indicators of country-specific factors fecent data.

1.5. Structure of the thesis

The overall structure of the thesis takes the fofreight chapters, including this introductory
chapter. The first chapter aims to provide a sumgnadirthe motivations for conducting this
study. In addition, it outlines the research questj the significance of the study, contributions

of the study, and the structure of the thesis.

Chapter 2 provides the context of the study in eespo IFRS adoption. It presents a brief
history of the IASB and its structure. This is imjamt to show that the IASB is not accountable
in setting the standards and has no power to emfbem; this is the function of local regulators
in each country adopting IFRS. In addition, it itikes each country in the study in terms of
the national accounting regulator and the backgtafriFRS adoption. It illustrates the year of
mandatory adoption, the process of the adoptioa, vigrsion of IFRS and types of firms

required to conform to IFRS.

Chapter 3 presents a general model of the facttermining the accounting practices after
IFRS adoption. This model is derived from priords&s, especially Nobes (1998), Nobes
(2006) and Soderstrom and Sun (2007). It also dssithe early-proposed factors shaping the
accounting practices and identifies which of thesamtinue to influence the accounting
practices after IFRS adoption. In addition, it destoates that three main factors still influence
accounting practices after the mandatory use ofSIFd these are investor protection,

enforcement of accounting standards and strengthapftal markets. Finally, it discusses
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agency theory to show how the three aforementi@oedhtry-specific factors shape accounting

quality.

Chapter 4 reviews the recent research into earrqongéity related to IFRS adoption and the
effect of the country-specific factors on accougtiuality. Definitions of earnings quality,

earnings management, conservatism, and value relevare also provided. In addition, a
discussion on the difference between income inorgamanagement and income decreasing
management is provided as managing earnings dowswarof less concern than managing
them upwards. It further highlights the effect afnservatism on the informativeness of
earnings. Eight hypotheses are formulated basdteotheoretical framework and the literature

review.

Chapter 5 moves on to describe the models use@#sume accruals earnings management, real
earnings management, conservatism and value re@leyaand defines the variables. The
measurement of investor protection, the enforcemaéatcounting standards, and the strength
of capital market are discussed in details in thigpter. The sample includes 23 countries that
adopted IFRS in 2005 or before. This chapter alsoudses the market efficiency hypothesis

and methodological issues.

Chapter 6 empirically investigates whether the émog of mangers to manage earnings
upwards via accounting methods is lower in coustrgh strong investor protection, strong
enforcement of accounting standards and strongatapiarket. It also investigates whether
managing earnings upwards through real activiteegreater in countries characterised by
strong investor protection, strong enforcement ofoanting standards and strong capital

market.

Chapter 7 is devoted to the second empirical inyatsbn, which examines whether the extent

of conditional conservatism captured by timely lossognition varies across countries due to

10
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the differences in the investor protection, theoeztément of accounting standards and the
capital market. It also examines the effect ofaf@ementioned country-specific factors on the

value relevance of the book values and earnings.

Chapter 8 provides a summary of the thesis, restagecontribution of the study, highlights the

limitations, and offers suggestions for future exsh.

11
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Chapter 2 Contextual Background

2.1. Introduction

Several bids to harmonise accounting standardsnatienally began by accounting bodies
across the worldollowing the international economic integrationdathe rise in global capital

flows after the Second World War. In 1966, the itogt of Charted Accountants of England
and Wales (ICAEW), the Canadian Institute of Clthdecountants (CICA) and the American
Institute of Certified Public Accountants (AICPAgraed to establish an International Study
Group to address the differences in their accognstandards (Zeff, 2012). Thereafter, the
Accountants International Study Group (AISG) camt® ibeing in 1967 producing studies on
the variance in accounting and auditing practice€anada, the USA and the UK. In fact, the
three aforementioned accounting bodies were tls¢ ifir the world that initiated projects to

develop accounting standards which regulate acocauptactices. In 1939 the program began

in the USA, followed by the UK in 1942 and then®gnada in 1946.

The first real attempt of accounting harmonisatigas in 1972at the 10th International
Congress of Accountants, held in Sydney, wheredeamunting committees emerged. The first
was the International Co-ordination Committee facéuntancy Profession (ICCAP), replaced
in 1977 by the International Federation of Accouniga(IFACY. The second was the initial
agreement on creating the International Accounitapdards Committee (IASC) (Camfferman

and Zeff, 2007).

* 63 accounting bodies formed the IFAC. The bodidickv were not granted a full membership of the IASC
played a key role in establishing the IFAC.

12
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The objective of the IASC was to harmonise the anting standards and principles across
borders and thus facilitate comparability of fineceporting internationally (Camfferman and
Zeff, 2007). From its creation in 1973 until itsteicturing in 2000, the IASC issued an array
of accounting standards termed as Internationabating Standards (IAS) in numerical order.
The first accounting standard, IAS 1 disclosur@acfounting policies, was published in 1975
while the last one, IAS 41 Agriculture, was relehge 2000. The curious paradox was that
most IASC’s members did not adapt their local aotiog standards to conform to IAS.

IASC’'S members from Anglo-American countries didt fimd the IAS superior to their

accounting standards. Other members such as Euraoedinent countries and Japan found
IAS inconsistent with their accounting systems, clihivere based on taxation (Zeff, 2012).
Nevertheless, some multinational companies begarpramluce their annual reports in

conformity with IASC’s accounting standards.

In 1984, the General Electric Company reported tiwait financial statements were prepared in
conformity with IAS in most important aspects. THexxon and FMC Corporations followed it
by reporting that their financial statements weraccordance with IAS (Camfferman and Zeff,
2007). Over the period between 1987 and 2000, thasealso an increasing movement towards
adopting IAS voluntarily by many European multioatl companies in their consolidated
financial statements, but with variations in sonases (Camfferman and Zeff, 2007). For
instance, German companies, such as Deutsche BadkSwiss companies, such as, Nestle

confirmed their annual reports to be prepared mioay with IAS.

Furthermore, subsequent to the Asian financiaisco$ 1997, among other organisations, the
G7 Group of industrialised nations and the FindnSi@bility Forum, a group of financial

authorities, expressed endorsement of the intemataccounting standards (Vérad07).

13
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Despite such endorsement of the IASC’s standangésotiginal purpose of creating IASC was
not met in terms of producing a single set of aotiog standards applicable internationally. In
2000, the IASC was wound up in favour of the IASBe formation of the IASB was a turning
point in the history of international accountingpresented by the widespread adoption of its

international accounting standards across the vawridiscussed later in this chapter.

This chapter provides the context of the studyespect to IFRS adoption. It is divided into
four parts, including the introduction. The focddPart 2 is the IFRS Foundation and the IASB.
Part 3 describes the countries involved in theystaderms of the process of IFRS adoption,
year of adoption and which companies are requinedlse IFRS. Finally, part 4 concludes the

chapter.
2.2. The IFRS Foundation and the IASB

In May 2000, the IASB saw the light of the day wtadhthe IASC member bodies agreed on
the new structure of the international accountitagndards setter (Zeff, 2012). The changes in

the structure took effect in April 2001 when thestfimeeting of the IASB was held.

The old structure of the IASC included the IASC fahaSteering Committees, Consultative
Group, Advisory Council and Standing InterpretasiocBommittee (SIC)(Camfferman and
Zeff, 2007). The new structure was composed of IAB@Qundation, IASB Board, an
Interpretations Committee, and a Standards Advigbouncil (SAC). Later, the Monitoring
Board and Accounting Standards Advisory Forum westablished. A review of the

constitution of the organisation is conducted evemry years.

®> The IASC Board, the Steering Committees, the Cioamtive Group, the Advisory Council and the Stamdin
Interpretations Committee were established in 19934, 1981, 1995 and 1997 respectively.

14
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Figure 2-1 The IFRS Foundation and the IASB

3. Public accountability

IFRS Foundafion Trusiees 2. Governance and oversight

IFRS Foundation

International Accounting
Standards Boand

1.Independentstandard-setting
and related activities

IFRS Interpretations
Committee

Source: The website of the IFRS Foundation and the LASE

The IASC board was mainly criticized for being atgane body having small staff members

along with volunteering steering committees respgm@gor generating drafts of standards. The
new board, the IASB, preliminarily included 12 ftilhe members and 2 part timers, who were
selected based on their technical expertise raftlagr geographical representation (Camfferman
and Zeff, 2007). Another major change in the newcstire was forming the IASC Foundation,

which was in turn composed of 19 trustees who weimgharge of appointing the members of

the IASB, the Standards Advisory Council and thenpretations committee, and monitoring

the effectiveness of the IASBFigure 2-1 depicts the overall structure of thR$ Foundation

and the IASB.
2.2.1. IFRS Foundation

The IASC Foundation was composed of 19 trusteglseatime of its inception in 2000 (Zeff,

2012), and then expanded to 22 in the subsequans yPeloitte, 2014). On 1 July 2010, the

® The new interpretations committee was carried éngen the old committee established in 1997. Th8TA
Foundation is similar to the old Advisory Counciiah was formed in 1995.
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IASC Foundation was renamed to become the IFRS dadiom (IASC Foundation, 2010).
Currently, six of the trustees are from the Asi@@ua region, six from North America, six
from Europe, one from South America, one from Adrignd two from the rest of the world
(Deloitte, 2014). The trustees are not involvedstandard setting, which is the board’'s
responsibility. Instead, their responsibility is dppoint the members of the IASB board, the

Interpretations Committee and the SAC, and to sugethe finance of the IFRS Foundation.

Nevertheless, there are loud voices in the EU ¥@wethe governance and rules of the IFRS
Foundation. As quoted in The Daily Telegraph, ShaBowles, a former Member of the

European Parliament, said: “[g]uestions have ba&ed by the European Parliament about the
governance structures and lack of transparenchexfet bodies, as well as their close links to

the accounting industry” (Armitstead, 2014).

The IFRS Foundation has also been widely criticimedelying significantly upon the funding
from big accounting companies. In 2012, roughly 38fthe contributions were raised from
accounting firms (IFRS Foundation, 2013a). Thiatieély large proportion of contributions

might undermine the independence of IFRS Foundainzhits board.

2.2.2. IASB Board

At the outset of the new organisation in 2000, Ik®B board was composed of 14 members,
of whom 12 were full timers and 2 were part timéfsn members were from Anglo Saxon
countries, 3 from Europe (Germany, France and &ward) and 1 from Japan. Furthermore,
two members were previously partners of KPMG, amothas a partner of an audit company

member of PWC and one more member was a partd®\a (Camfferman and Zeff, 2007).

In January 2009, the Trustees took the decisionitien the IASB by two more members by

July 2012 to become 16, including a maximum of eéhpart-timers (IASC Foundation, 2009).
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The selection of the IASB members was based upain téchnical experience rather than their
geographical representation. This has since chargebthe board takes into consideration the
geographical diversity to avoid any geographicahoh@nce. One more point to be made is that
the IASB’'s members are paid salaries, as one ofcthligisms to the old organisation was

because it tended to be a voluntary organisatiavid>Tweedie was appointed as the chairman
of the IASB from its creation until July 2011, whe was succeeded by Hans Hoogervorst,
who will carry on till June 2016. The IASB has elirated some of the old IAS, issued by the

IASC, and kept some while the new standards arggbssued under the name of IFRS.

Critics have said that English speaking countrigstdem and Quack, 2009), and accounting
companies (Chiapello and Medjad, 2009) dominatdARS. It seems like the regulated parties
take part in setting the regulation with which thewe to comply. Some critics claim that the
IASB was responsible for the failure of banks wit@ve been allowed to hide bad debts in
their financial statementsShareholders feel that their interests are nfficently taken into
consideration. However, the IASB is not the onlytpdo blame; the IASB was also heavily
lobbied by the EU threatening to ‘carve out’ anepton of IAS 39, Financial Instruments:
Recognition and Measurement, because the appliicafiche mark to market model would

cause the banks to report losses or volatile egsnin

The IASB was caught on the horns of a dilemma. l@noine hand, if the IASB had refused the
EU’s demands, it would have risked its legitimatyen the EU would have withdrawn its
support for the IASB. On the other hand, if the BABad responded to them, it would have
dented the attempts of international harmonizatrdmch assumed that all adopters applied the
same standards. The EU adopted the IAS 39 partiatly some modifications regarding the

fair value option and Hedge accounting in 2004 @&€gulation 2086, 2004). At the end, the

" For example, Gordon Kerr, a former banker, wroteport for the Adam Smith Institute criticizingethFRS
rules in that they allowed banks to recognize etqgbmcome as current income (The Guardian, 2011).
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IASB bowed partially to the EU’s pressure makingairohanges in the standard in 2005, thus
restricting the use of fair value in valuing sommestiuments. In response, the European
Commission resolved the fair value option ‘carve’ ¢eaving the Hedge one in effect (EC

Regulation 1864, 2005).

At a Treasury committee meeting in November 2008D&vid Tweedie declared that he had
considered resigning in reaction to the politiceégsure exerted by the EU upon the IASB
(Jetuah, 2008). The IASB was forced to amend IASlB®wing the reclassifications of hard

value financial assets under the threat by the &dot another carve out if not. Without such
reclassification, some banks in Europe would retzegrnoss or report volatile earnings,

following the financial crisis 2007, when the gawerents were focusing on the relief efforts
for banks. Such amendment would open the doorsoifging the international standards by

the adopters for national purposes.

This political intervention in setting the intermmatal accounting standards raises questions
whether the IASB is indeed independent based oerégp as it claims. What about the other
countries outside Europe? Why do they adopt staisdaeing set to suit the needs of the
business environment of other countries? With dadle pressure on the IASB in setting the
accounting standards, it would not be surprisingt tihe implementation is different across

countries adopting IFRS.

2.2.3. IFRS Interpretations Committee

The new constitution proceeded with the old intetgtions committee formed by the IASC in
1997, the IASC’s standing committee. In March 20@2,name was changed formally to
International Financial Reporting Interpretationsn@nittee (IFRIC) and then to the IFRS

Interpretations Committee in 31 March 2010.
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There were 12 initial members, and later this egpdrby two more. The 14 voting members of
the IFRS Interpretations Committee have technigakedise and belong to diverse countries.
The objective of the interpretation committee igptoduce interpretations of the international
accounting standards. In essence, the IOCSO an@&Ht suggested the formation of the
interpretations committee. The trustees of the IFR8ndation appoint the members of the
IFRS Interpretations Committee, who are choseretd @ith implementation issues providing
solutions drawn from their technical ability (IFF®undation, 2013b). In addition, they are in

charge of addressing the financial reporting issuslealt with in the IFRS.

2.2.4. Standards Advisory Council

Another component of the new structure of the IAS@e Standards Advisory Council (SAC),
whose members are also appointed by the trusteegsponsibility is to give the IASB and the
trustees some advice such as on priorities in IAS®rk. The members of the SAC represent a
broad range of parties interested in financial repg such as preparers, auditors, users,
financial analysts, regulators, standards settacgounting bodies and academics (IFRS

Foundation, 2013b).

2.2.5. Monitoring Board

In January 2009, the trustees decided to estathlesiMonitoring Board to be the link between
them and public authorities, claiming to promote public accountability of the organisation
(IASC Foundation, 2009). The members of the MomgprBoard are the European
Commission, the emerging markets committee of @8GO, the technical committee of the
IOSCO, the SEC, the Japan Financial Services Agaamay the Basel Committee on Banking
Supervision as an observer (IASC Foundation, 2008¢. task of the Monitoring Board is to
ensure the trustees’ fulfilment of their duties sett by the Foundation in addition to

participating in appointing and reappointing thestees (IASC Foundation, 2009).

19



Chapter 2. Contextual Chapter

2.2.6. Accounting Standards Advisory Forum (ASAF)

In February 2013, the IFRS foundation formed theddmting Standards Advisory Forum

(ASAF), as a technical advisory body to the IASBhelp achieve the goal of setting a single
globally accepted set of high quality accountingndards. The main aim of the ASAF is to
provide the IASB with a broad range of inputs orhtécal issues from the accounting bodies in

different geographical regions/jurisdictions.
The next section moves on to provide some contextitethe countries in the study.
2.3. Countries in the study

Since this study is concerned with the effect afrtoy-specific factors on earnings quality after
mandatory IFRS adoption, we add some context byighray information about the countries
in the study. More specifically, several issues highlighted here, including the year of
adoption, IFRS version, which companies comply Wi#RS and the exceptions to the

compliance with IFRS if any, as presented in Table

Our sample includes 16 countries from Europe atficoid Asia including 2 from the Middle
East, in addition to Australia and South AfficBountries in the study can be divided into three
groups: EU countri€shat use IFRS as adopted by the EU, countriesu$etFRS equivalents,
and countries that adopt IFRS as issued by the IAB#Bs shows that there are different
versions of IFRS used across countries, whichssudised in Chapter 3 as a possible reason for

the variation in accounting practices after IFR8Smbn.

8 In Chapter 5: Research Methodology, we providerim&ition on why we chose these countries.
? In this study, EU countries mean the countries aha subject to EU Directives.

20



Chapter 2. Contextual Chapter

In this section, we provide a detailed explanatdrihe firms required to use IFRS as prior
studies have shortcomings when specifying firmongpg under IFRS; section 5.6. reveals

these drawbacks.

On a separate note, some countries have put IFR&de since 2005 but are not included in

the sample because of the insufficient numberrofdito run the earnings management models.

2.3.1. EU countrie?

The role of the European Union was significant monpoting the efforts of international

accounting standards harmonization. In 1990s, the cBntinent has witnessed important
developments. The transition from only nationdinig to cross border listing brought about the
need for using a common accounting language ipteparation of financial reporting that can
be understood by the investors worldwide. Firmshimig to list on foreign securities markets
are required to conform to the local legislatiorthiese countries. The crux of the problem lay
in the lack of consistency in the regulations agrbe world. To some countries, setting their
accounting standards is a matter of sovereignty,tmamention the fact that countries are

reluctant to change the principles underpinningy thecounting systems.

The significance of accounting standards harmapisadiecame evident when the largest EU
Company Daimler Benz, Daimler AG now, decided & tin the New York Stock Exchange.
Daimler AG was following German GAAP in their fingal reporting; therefore, it needed to
reconcile its reports into US GAAP as required bg SEC. The thunderbolt was the huge
difference between the earnings reported accornirigerman GAAP in the financial reporting

for the year 2003 and its equivalent accordingh® S GAAP. It was unbelievable that a

' The European Directives, including accounting oaegly to the EEA countries, which include EU coigst in
addition to Iceland, Liechtenstein and Norway. THE countries are: Austria, Belgium, Bulgaria, Craat
Republic of Cyprus, Czech Republic, Denmark, EstoRinland, France, Germany, Greece, Hungary, ricela
Italy, Latvia, Lithuania, Luxembourg, Malta, Netlards, Poland, Portugal, Romania, Slovakia, SlajeBpain,
Sweden and the UK.
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profit of 0.6 billion using German GAAP became 8 hillion loss after the reconciliation into

US GAAP (Véron, 2007).

The EU system to harmonise the accounting standeadsdifferent from its counterpart of the
IASC and the IASB. While the IASC/IASB model wasgho-American, the accounting system
in continental Europe was followed by the countiieghe EU. In fact, the harmonisation of
accounting in Europe was through legislations mmfef company law directives, which had to

be agreed and implemented by Member States (Deeghlbdnerman, 2011).

With the increasing number of European companiekisg secondary listing in the USA in
1990s, the EU concerns rose over the European coegpbeing subject to the American rather
than European regulation and legislation. The EemapUnion had to choose between two sets
of accounting standards, the US GAAP and the IA®% EU could enforce the US GAAP in
the EU countries; however, it would not have arfjuence over setting the standards which

would be fully produced by the FASB (Berger, 2010).

In March 2002, the EU Parliament passed legislatamjuiring the use of IAS/IFRS in the EU.
The legislation enforces listed companies on EWlegd markets to lodge their financial
reports in accordance with IAS/IFRS starting fro@02 (IAS Regulation, 2002). There was a
consensus on the IAS/IFRS endorsement in the Eliaf&nt, which was passed by 492 votes

to five, with 29 abstentions.

The adoption of future and revised standards byEidds not automatic, but rather through a
process called ‘endorsement’. To reach a decisi@dopt a standard, three committees engage
in the process: the European Financial Reportingstay Group (EFRAG), Standards Advice
Review Group (SARG), and the Accounting Regulatogmmittee (ARC). Figure 2-2 depicts

the endorsement process of IFRS in the EU.
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In addition to the aforementioned bodies engageetdy in the endorsement process, the FEE
plays an important advisory role on issues relatedcompany laws and accounting
harmonization. It represents the accountancy psafasin Europe with members from 36

European countries including the 28 member stdtdsedEU.

Figure 2-2 The endorsement process in the EU

[ Interest groups ] 5
2 1

IASB

European
Commission

European Council
Parliament

Adapted from European Commission

In June 2001, the EFRAG, an accounting technicainoittee representing a wide spectrum of
parties interested in accounting, was establisheaissist the Commission in issues related to
international accounting and harmonisation (EFRA@,). The Commission seeks the advice
of the EFRAG regarding new and revised standardse’Wthe IASB issues or amends a

standard, the EFRAG starts a consultation withréstied parties and then sends their advice to
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the Commission. To ensure whether the opinion ef BFRAG on the endorsement of a
standard was proper and balanced, SARG was estadblia July 2006 and was composed of
independent experts who could give such advice. TARKRG delivers its advice to the

Commission, which in turn prepares a proposal tedre to the ARC for voting.

The ARC receives the proposal from the European r@ission based on the advice of the
EFRAG and SARG. The ARC was formed pursuant torélg@irements contained in Article 6
of the IAS Regulation in the EU with a regulatomnétion. All Member States are represented
on the ARC, chaired by the European Commission (ET14). If the ARC agrees on the
proposal, the Commission will send a draft regalatio the European Parliament and Council,
who have three months to reject the draft regulatd/hen the European Parliament and
Council give a positive option or do not oppose dhaft in a period of 3 months, the draft
regulation is adopted by the Commission. The léasfgesis to publish the regulation in the

Official Journal with an effect identified in thegulation (Deloitte, n.d.a).

That is to say, the version of IFRS used in thedaUld be different from those issued by IASB
since the endorsement is in the hands of the Earo@®mmission advised by EFRAG, SARG
and ARC. For political reasons, there could be realittions between one of the IFRS and the
interests of some parties in the EU; therefore,Eheopean Commission may modify or not
adopt it. Indeed, we have IFRS as issued by théBlABd IFRS as adopted by the EU. This
raises the issue of the differences in the IFRSiors adopted across the world and whether
they lead to inconsistent accounting practicesuAstion mark hangs over the IASB ability to
develop globally accepted high quality accountitendards where the national/transnational

regulators choose from the standards what suiislibsiness environment.

No better evidence of the departure from the IFRShe case of IAS 39 on financial

instruments in the EU as explained above in thaptdr. Again, the European Commission did
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not ratify IFRS 9 Financial Instruments, the IAS @&placement in response to the financial
crisis, in the EU (EFRAG, 201%) This time the EU chose not to endorse the stanidatead
of asking for amendment by the IASB. However, irthboases harmonization of accounting

standards across the globe is negatively affected.

In summary, this section presented the endorsemieiffRS in EU countries. It began by
reviewing accounting harmonisation across the EtJthan went on to describe the adoption of
IFRS in the EU and the endorsement process in wthigle European committees are involved,
namely the EFRAG, SARG and ARC, and were chairethbyEC. It also showed that the final
decision on the adoption of new standards residise hands of the European Parliament and
Council. Further, the section provided some insigtd the politics of IFRS endorsement in the
EU in terms of the modification of accounting stards or the postponement of the adoption as

in the case of IAS 39 and IFRS 9.

Our sample includes 16 European countries, nameistria, Belgium, Bulgaria, Denmark,

Finland, France, Germany, Greece, lItaly, Nethedarmdorway, Poland, Portugal, Spain,
Sweden and the United Kingdom. Pursuant to the Eéfslation No 1606/2002, the European
Economic Area (EEA) companies listed on a regulatedket in any of EEA countries must
use IFRS as adopted by the EU in lodging their clictested financial statements starting from

2005.

" IFRS 9 introduces a principle-based approach fassification of financial assets based on two mdbe cash
flow characteristics model and the business mddeteplace the classifications in IAS 39 that weoasidered
complex. Another major change in IFRS 9 is the &otpd loss’ impairment model, which replaces theuired
loss’ model under IAS 39, requiring more timely agnoition of expected credit losses. For hedge ataugy, the
new Standard provides a reformed model for hedgewnting enhancing the disclosures of risk managéme
activities. Under the new Standard, gains and lseesulting from the changes in the entity’s dredik of
financial liabilities measured at fair value, shibble presented in other comprehensive income thsiEancome
statement under IAS 39 (IFRS Foundation, 2014).
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Table 2-1 Background of IFRS across countrie¥

Country IFRS version for Year of  Modification  IFRS for domestic listed IFRS for foreign "WS.AcctgStandardsFollowed"
domestic listed adoption  of a principle companies listed companies By
companies WorldScope databas®

Consolidated Individual Required Permitted

Australia  Australian IFRS 2005 Yes Yes Yes - Yes 23
equivalents
Austria IFRS as adopted by the 2005 Yes Yes No - Yes 23
EU
Belgium IFRS as adopted by the 2005 Yes Yes No - Yes 23
EU
Bulgaria  IFRS for Banks 1997
IFRS as issued by the 2003
IASB
IFRS as adopted by the 2007 Yes Yes Yes - Yes 23
EU
Denmark IFRS as adopted by EU 2005 Yes Yes pernitt - Yes 23
Finland IFRS as adopted by EU 2005 Yes Yes perthitte - Yes 23
France IFRS as adopted by EU 2005 Yes Yes No - Yes 23
Germany IFRS as adopted by EU 2005 Yes Yes No - Yes 23

(This Table is continued on the next page)

 This table is prepared based on information avklah the IFRS Foundation and the IASB website.
13 WorldScope database provides a variable called. Aat3gStandardsFollowed" which shows whether thegany applying IFRS. If the output is 23, it me#mat the

company applies IFRS.
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Table 2-1 (Continued)

Greece IFRS as adopted by the EU 2005 Yes
Hong Kong (HKFRSS) identical to 2005 Yes
IFRS
Italy IFRS as adopted by the EU 2005 Yes
Jordan IFRS as issued by the IASB 1997 Yes
Netherlands  IFRS as adopted by the EU 2005 Yes
Norway IFRS as adopted by the EU 2005 Yes
Oman IFRS as issued by the IASB 1986 No
Philippines  (PFRS) ) equivalent to 2005*  Yes
IFRS
Poland IFRS as adopted by the EU 2005 Yes
Portugal IFRS as adopted by the EU 2005 Yes
Singapore (SFRS) equivalent to IFRS 2005 Yes

South Africa  IFRS as issued by the IASB 2005 No

Spain IFRS as adopted by the EU 2005 Yes
Sweden IFRS as adopted by the EU 2005 Yes
UK IFRS as adopted by the EU 2005 Yes

Yes Yes
Yes Yes -
Yes Yes -
Yes Yes Yes
Yes permitted -
Yes Prexomi -
Yes Yes -
Yes Yes PFRS is
required
Yes iRedm -
Yes rmiRed -
Yes esY -
sYe Yes Yes
(for
some)
Yes No -
Yes No -
Yes permitted -

Yes
Yes

Yes

Yes
Yes

Yes
Yes
Yes

Yes
(for others)

Yes
Yes

Yes

23
01, 23

23
23
23
23
23
01,23

23
23
01, 23

23

23
23
23

 http://www.worldbank.org/ifa/rosc aa phl 2006.pdf
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The regulation permitted Member States to delayptmmce with IFRS until 2007 for publicly
traded companies whose securities are only debtises, and for companies listed both in the
EU and on other regulated markets outside the El¢hware applying different accounting
GAAP. Therefore, the year 2007 was the year wheooahpanies listed on regulated markets
in the EU prepared their financial statements iooedance with IFRS. In addition, foreign
companies listed on a regulated market in EAA desrdire required to comply with IFRS as
endorsed by the EU starting from 2007, unless thaifonal standards are deemed to be
equivalent to IFRS by the European Commission;uchscase they may use their national

standards (IFRS Foundation, n.d.).

With regard to the separate accounts of listed emes, as it is apparent in Table 2-1, the
requirement is different across Europe. Some camtequire IFRS as adopted by the EU such
as Bulgaria, Greece, and lItaly, while other coestriequire local standards in the preparation
of individual accounts of listed companies, suctAastria, Belgium, France, Germany, Spain
and Sweden. In some countries, companies may U8 WS adopted by the EU or local
standards in their standalone accounts, such asn@ré&n Finland, Netherlands, Norway,

Poland, Portugal, and the UK (IFRS Foundation,)n.d.

2.3.2. Countries adopting IFRS equivalents

Four of the countries in this study use local stadd equivalent to IFRS as Table 2-1 shows.
While the Australian standards are the same as ,|BRSstandards in Hong Kong, Singapore

and Philippines are almost the same as IFRS wighvanodifications.

Australia

The convergence process between the internatioonaliating standards and Australian GAAP

goes back to 1996, culminating in publishing fuestralian Convergence Handbook 2002
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(AASB, 2009). In 2002, the Financial Reporting Coli{FRC) in Australia provided the

Australian Accounting Standards Board (AASB) withstaategic direction for 2002 - 2003
(FRC, 2002). In it, as from 1 January 2005 all dstisecompanies listed on a public market
should lodge their financial statements in accocdawith the Australian national standards
described as IFRS-equivalents. The Australian aolopbf IFRS coincided with the EU

adoption timetable. On the other hand, foreign camgs listed on the Australian Securities
Exchanges can lodge their financial statements rulid®S. Alternatively, they can apply the
accounting rules followed in their country of origonly if these standards are suitable,

pursuant to the Australian Securities ExchangeGuogporations Act (IFRS Foundation, n.d.).

The FRC urged the AASB to carry on harmonising Australian accounting standards with
IFRS except that one of IFRS was not in the interes§ the entities in Australia. The AASB
carries out its own consultative process on theB/ARonsultation document for comment. In
some cases, the IASB may issue a pronouncemenh®W®ASB has not issued its Australian

equivalent yet.

When the IASB issues a new standard, for exampée ANSB arranges its own consultations
to decide whether the standard is suitable forAthgtralian environment. If yes, an Australian
accounting standard equivalent to that issued lyI&5B will be laid out by the AASB
(Deloitte, n.d.b). Thus, the AASB might decide tmadopt a standard set out by the IASB due
to not being in the interests of private and pub&ctors in Australia. It might also modify the

standard to be in the line with the Australian eorwment.

The AASB, largely, adopts the content and the wagdof IFRS in setting its equivalent
Australian standard (AASB, 2004). It is not oftévat the AASB will change the wording, not

unless there is a legal requirement to fulfil. Regs the alternative treatments and
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disclosures, the AASB may adopt one treatment efaptions stipulated in IFRS and require

additional disclosures.

Hong Kong

Hong Kong is one of the two special AdministratiiRegions of China, with its own
legal system. Pursuant to Section 18A of the Psafesl Accountants Ordinance, the
Hong Kong Institute of Certified Public Accountan{$iKICPA) is the only official

accounting standard-setting body in Hong Kong (IFR8ndation, n.d.).

Since January 2005, Hong Kong Financial Reportitam&ards (HKFRSs) have become fully
converged with IFRS except for minor differencesifar to the term IFRS, which includes all
IFRS and IAS, the term ‘HKFRSs’ includes all HKFR$®ng Kong Accounting Standards
(HKASSs), the new name of Statement of Standard BAeting Practice (SSAP), and all

interpretations (ibid).

All domestic companies listed on a public markeHiong Kong are required to prepare their
financial statements (stand alone or consolidated)ccordance with HFRSs, the Hong Kong
IFRS equivalents. Some companies might be domiailédong Kong but incorporated abroad,
the case in which IFRS, as issued by the IASB, KWFRSs could be used. For this reason, the
latter companies are considered domestic rather fiv@ign. Foreign companies listed on the
Hong Kong Exchange can use one of the followingeéfissuer is from China: HKFRSs, IFRS,
and the China Accounting Standards for Businesergnse (CASBE) ; alternatively, they can
use US GAAP in the case where the issuer has andagolisting in Hong Kong (IFRS

Foundation, n.d.).
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Philippines

Philippine Financial Reporting Standards (PFRS) regarly the same as IFRS with limited
modifications (IFRS Foundation, n.d.). All domestiempanies listed on a public market are
required to use IFRS as PFRS in both individual eodsolidated financial statements. All
large and publically accountable companies musi ake IFRS as PFRS in their financial
reporting whether or not they are listed on a pulnarket. Companies are deemed to be large if
their total assets exceed approximately $8 milliontheir total liabilities are approximately

more than $6 million.

Companies listed on a public market or in the pgeaaf issuing any instruments on a public
market are also considered to be large and pulylieacountable. In addition, large and
publically accountable companies include those ihgldsecondary licenses issued by a
regulated agency. Foreign entities trading in alipubarket in Philippines use PFRS in the

consolidated financial statements.

Singapore

The Singapore Accounting Standards Council (ASC)emspowered by law to regulate
accounting in Singapore. Since 2003, the CompaaatyCap.50) has required all domestic
companies (listed and unlisted) to lodge their ritial statements under the Singapore

Financial Reporting Standards (SFRS) (Pricewates&Goopers, 2008).

Singapore is classified as an IFRS adopter (Dela®07) because SFRSs are nearly word for
word IFRS with several modifications, includingrts&ion provisions and effective dates of the
standards. Singapore has not adopted IFRIC 2 ManhBhiares in Co-operative Entities and
Similar Instruments which has, however, no effest Qingapore’s incorporated companies,

listed and unlisted. Furthermore, the sole modifcato the requirements of IFRS has no effect
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on Singapore’s incorporated listed companies. Theedifications took place before 2005;
therefore, SFRS has been equivalent to IFRS simcealy 2005. Singapore Exchange Listing
Rules permit foreign companies listed on Singaporehange (SGX) to apply SFRS, IFRS or

US GAAP(IFRS Foundation, n.d.).

The Accounting and Corporate Regulatory Authorig&gfCRA) of Singapore can grant
permission to Singapore’s incorporated companias®IFRS instead of SFRS. In addition, a
Singaporean incorporated company whose securitiespablicly traded in Singapore and
outside is permitted to use IFRS if they are rezfliiny countries in which these companies are

listed (IFRS Foundation, n.d.).

When the IASB issues exposure drafts and othergamacements, the ASC conducts its own
consultative process soliciting comments from thelig and interested parties on these
pronouncements. Then, the ASC submits the collemetmnents to the IASB. If there is a new
IFRS, the ASC deems the endorsement of a SFRSR® é§uivalent, taking into consideration

several issues:

(a) it should be in the interests of stakeholders;
(b) it improves comparability, transparency and disates
(c) whether it is compatible with international accangtstandards, and

(d) the Singapore’s international business environment.

2.3.3. Countries adopting IFRS as issued by the I1AS

Jordan, Oman and South Africa adopted IFRS as dsdye the IASB but not at the

same time, as it is apparent from Table 2-1.
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Jordan

The adoption of IFRS in Jordan began in 1997 whenQompanies Law no.22 enforced public
shareholding companies to prepare their accouimg tise IAS. This was followed by the 1997

Temporary Securities Law No.23, which restructurezicapital market in Jordan in accordance
with 1AS adoption. Three new institutions were ammced to be formed in replacement with
the Amman Financial Market (AFM) (Al-Akra et al.0@9). Jordan Securities Commission
(JSC) came into existence in 1997 while the AmmiackSExchange (ASE) and the Securities

Depository Centre (SDC) in 1999 (IFRS Foundatiod,)n

Again, in 2002, Securities Law No. 76 mandatedcathpanies to fully conform to IFRS in the
preparation of their financial statements. In 2004 amendment to the Securities Law asserted
that all companies would be monitored by the JSénture compliance with IFRS (Al-Akra et

al., 2009).

In brief, IFRS as issued by the IASB is compulsfoy all domestic and foreign companies
operating in Jordan (IFRS Foundation, n.d.). Desthiée fact that the JSC and other government
authorities eliminated some alternative treatmeetsnitted by the IASB, the annual reports of

companies are still in full compliance with IFRSissued by the IASB (ibid).

Oman

The compliance with IFRS in the Sultanate of Omagdm in 1986 with the issue of
the Royal Decree 77, the law of Organising the Aotancy and Auditing Profession.

It obliged accountants to use the internationabanting standards (ibid).

Later, both the Capital Market Law (Royal Decred1898) and the Code of Corporate
Governance required listed companies to prepaie fthancial statements in accordance with
IFRS, for both consolidated and individual accounibe Law does not permit foreign
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companies to list on Muscat Securities Market. SilRdRS is adopted by law in Oman, there is

no need to endorse the new or the amended standdrdslually IFRS Foundation, n.d.).

South Africa

The Accounting Practices Board (APB) in South Adribegan harmonising the SA
GAAP with IFRS in 1995. As from 2003, the APB isduSA GAAP, which is the

same as IFRS but under a different name. SA GAAR wampulsory for all types of

companies in South Africa. The Companies Act Rdgula and Johannesburg Stock
Exchange (JSE) Listings Requirements require domesbmpanies listed on JSE to
use IFRS as issued by the IASB in the preparatidn their both separate and
consolidated financial statements starting from udan 2005. For foreign companies
whose primary listing market is JSE, it is mandattw use IFRS, while it is optional
for companies for which JSE is the secondary [stim which case they may use their

home market GAAP (IFRS Foundation, n.d.).

2.7. Conclusion

This chapter provided a brief history of internaib accounting, and added some context by
providing information about the countries targetied the study. It discussed the IFRS
Foundation and the IASB, in addition to endorsen#riERS across the world. The final part
of the chapter provided information about how coest adopted the IASB’s standards,
including the IFRS version and the date of adoptemmd which countries were required to

comply with the standards.
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Chapter 3 Theoretical Framework

3.1. Introduction

An early discussion of harmonisation of accountatgndards emerged during 1960s with a
proposal prepared by Kraayenhof (1960; cited inngdtart, 1985) in which he casts doubts on
the attainability of harmonisation due to the diéigces in local environmental factors across
countries. A few years later, exploring the effeftenvironmental factors on accounting
systems and practices had become a trend in itigmah comparative studies (e.g. Muller,
1968; Radebaugh, 1975; AAA, 1977). There was a need tbeary to employ in international
accounting studies. Thomas (1986) argued that asiderable body of comparative
international studies employed a contingency appraenplicitly, stating “[tJhere is thus an
implicit underlying theory that the reporting prigets of each country are contingent on certain

social, political and/or economic variables” (p2)5

Contingency theory emerged in management and @a@@om structures studies in the 1960s
and 1970s, rejecting the approach that prescribgiaghe ‘best way’ on which all managers
should rely to secure efficient organisational agfiens. That is, using certain managerial
principles is contingent upon the situation (Bar&l al., 2004). Then the application of

contingency theory found its way into managemenobanoting literature.

This has been followed by the employment of comtimay approach in financial accounting
literature. In an early empirical study, Thomas 889 examined whether the accounting
methods which corporates use are dependent omstantial variables. Such variables require

that managers use their discretion in the preferefi@ccounting methotfs

The literature of international accounting revestsne attempts to classify the accounting

systems and address the reasons behind the ddésr@m such accounting practices around the

! The term ‘circumstantial variables’ has been ustiby Cadenhead (1970).
35



Chapter 3. Theoretical Framework

world. Most of these studies were in the era befloeeuse of IFRS in different countries. Then,
the attention turned to explain the reasons forvidagation in accounting practices after the
switch to IFRS. To address the reasons behind #@tiermal patterns of IFRS following the
mandatory adoption of IFRS, it would be useful tentify the reasons for international

accounting differences before the switch to IFR then after the IFRS adoption.

The aim of this chapter is to provide a conceptilnoretical framework for the factors
determining accounting practices after mandatoRSFadoption. It discusses the factors that
shape accounting practices across countries usgaogptangency approach on macro level, and
then agency theory to explain why these factorsimu@ortant to produce high accounting
quality under IFRS. It is composed of eight thersedtions, including the introduction. The
second section presents the early-proposed frankewbhe third section is concerned with the
empirical works and more developed models. Sedcfiateals with culture and institutional
factors. Section 5 describes more recent studesidh 6 draws upon studies in the IFRS era.

Section 7 discusses agency theory. Section 8 coesline chapter.

3.2. Early frameworks

In 1967, “International Accounting”, written by &fessor Gerhard Mueller (Mueller, 1967),
was published and was the first textbook dealingy @wccounting practices across the world. In
it, Mueller tried to classify accounting systems, azcounting practices, around the globe.
Under this classification, national accounting eygst can fall into one of four categories:

macroeconomic, microeconomic, independent dis@pind uniform approach.

First, under themacroeconomic approaghaccounting is viewed as a tool that helps
governments in their national economic policiese Bocounting system in Sweden at that time
was cited to be in the macroeconomic group. Sedontthe microeconomic approagltsuch as

in Netherlands, accounting serves as a tool thist iadividual private businesses in achieving
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their objectives. Such type of accounting systerag be popular in a market-oriented economy
where the emphasis is placed on individual entsepri Third, accounting systems as an
independent disciplingefers to the systems in countries where profaessind business
practices play an important role in developing #ueounting systems in isolation from the
economic theories or governments. Mueller had iledsthe accounting systems in the UK
and the USA as an independent discipline. Foudbounting as aniform approachthas been
developed to be an administrative tool, and stafisked by governments. France was suggested

as an example of uniform accounting systems.

Seidler (1967) provided a different classificatioh accounting systems based on the term
‘spheres of influence’ proposing three systemsti€rj American and Continental European.
Accounting practices in two countries may be simdae to political, traditional, or colonial

factors. Seidler's model is simple making the actimg systems contingent on external factors
but ignoring the effect of internal factors. Previtl975) discussed Seidler’'s classification,
suggesting Australia, Canada, Greece, Nigeria,ISafrica, some countries in South America,
Thailand and the British West Indies to be under British system. He also associated
Germany and Japan with the American model. The riastlel, the continental European
system, which was primarily French, was identifiasl the system which was popular in
Southern Europe and former territories where themmercial codes embodied the codes
promulgated by Napoleon. Ten years after the Seitlle American Accounting Association in

its Committee report (AAA, 1977) expanded the dfasgion of accounting systems based on
“zones of influence” into five systems. These weBritish, French-Spanish-Portuguese,

German-Dutch, Communist, and USA.

In 1968, Mueller produced another classificatioattbxplains the differences in accounting

practices among countries using four charactesistidusiness and social environments. These
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were business developments, business complexigal land political system. Generally,
Mueller emphasises the role of environments, sggboditical and economic, in developing the
accounting systems. He contends that accountingt'maspond to the ever-changing needs of
society and must reflect the social, political,degnd economic conditions within which it

operates” (Mueller, 1968, p.95).

A clearer use of the contingency model in intenal accounting studies can be noted in the
studies by Radebaugh (1975) and AAA (1977), whaee groposition was that accounting
systems are contingent on a number of factors. tiRel speaking, Radebaugh (1975)
introduced a more comprehensive framework addrgdsath local and international factors
that influence national accounting objectives, déaids and practices. Building upon the work
by Mueller, he provided eight groups of environnaéntariables: nature of the enterprise,
enterprise users, government, other external uaecsunting profession, local environmental
characteristics, academic influences, and intesnatiinfluences. He applied this model to Peru
stressing the importance of understanding the factbat led to a change in accounting
objectives, standards, and practices. By doingtseould be possible to determine when it is
suitable to implement uniform accounting standaadsl when these universal accounting
standards are not applicable. Although this wasrtbhst comprehensive model produced at that
time, it has not escaped criticism from some awhiéor example, Saudagaran and Diga (1999)
pointed out that Radebaugh did not fully elabotheelink between the proposed variables and

accounting practices making its explanatory contidn limited.

An alternative framework to categorize accountiggtams is using morphology, which is a
way of preparing a list of factors that influenas@unting systems. Having described these
features, one can use empirical data to gain clagteBuckley and Buckley (1974) were the

first who proposed morphology describing the actiognstandards setting but their work was
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not specifically developed for the purpose of in&ional accounting systems. The American
Accounting Association (AAA, 1977, p.99) providednaorphology of accounting systems
based on eight features of parameters. These were:

1- political system;

2- economic system;

3- stage of economic development;

4- objectives of financial reporting;

5- source of or authority for standards;

6- education, training and licensing;

7- enforcement of ethics and standards; and
8- client.

Saudagaran and Diga (1999) criticized the AAA (99mobdel in terms of not differentiating
between accounting parameters and environmentahy@ers. Further, no link has been made
between the proposed framework and the hypothdsa# ashy and how the combinations of

their model characteristics emerged, persistedvandd over time.

The next section moves on to present empiricalissuand more developed models including
the works of Frank (1979), Nair and Frank (1980pbBs (1981), Belkaoui (1983), Belkaoui

and Maksy (1985), and Schweikart (1985).

3.3. Empirical studies and more developed models

Inspired by the same reasoning that stresses tiperiamce of environmental factors in

determining accounting practices, Frank (1979) daetbr analysis to classify 38 countries in 4
groups based on the extent of 233 accounting plexi These four categories were British
Commonwealth, Continental European, Latin Ameriaad US-influenced countries. Then he
tested the relationship between the four groupsthree explanatory variables that measured
culture (language), economic structure, and intesnal trade patterns, concluding that cultural
and economic features influenced accounting priesipnd practices. Nair and Frank (1980)

extended the work of Frank (1979) by examining Wwhetgrouping yielded by disclosure
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practices was the same as that resulting from measnt practices in forty four countries
using data from surveys administered by Price Wiatgse in 1973 and 1975. The results show
that groupings based on disclosure practices wifiereht from those based on measurement

practices whereas environmental variables assdoiéta both sets of groupings.

Similar to Frank (1979) and Nair and Frank (1980pes (1981) reiterated his doubts about
the classification of accounting systems based ata grovided by Price Waterhouse. In his
paper comment, Nobes (1981) questioned the retiabil data based on the surveys done by
Price Waterhouse and listed three flaws which ndathe dat¥ in the survey of 1973. Nobes

(1983) expressed another criticism regarding tffferéinces between the UK and the USA. He
identified nine factors influencing accounting measnent practices, not disclosure practites

in 14 developed countries. Two of these factorsevexplanatory variables and the others were

discriminating features of local accounting praesic

He argued that there was a difficulty in determgnimhether some factors were explanatory
variables or discriminating practices. For examgie, importance of tax variable could be an
explanatory variable or a discriminating one. Baeaaf this, he repeated his analysis adding
the taxation variable to explanatory variables. Tingt division of countries was into two

groups. The first included the UK, Australia, Netheds, Ireland, New Zealand, the USA, and
Canada. The second included most European cordineotintries, France, Belgium, Spain,

Italy, Germany, Sweden, and Japan. It is importardtear in mind that the model proposed by
Nobes (1983) is not applicable to developing caestwhere the economic features are

different from those in developed countries.

% He mentioned straightforward mistakes, some arssthat were misleading and inappropriate use eétions.
7 As in Nair and Frank (1980), he differentiatecvimsn measurement accounting practices and dise®sur
practices.
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Belkaoui (1983) examined whether political, ecomgmand demographic environment
influenced the accounting disclosure adequacy.prory to capture political environment was
political rights, civil liberties and political siam. Economic environment was measured by
five factors: Economic System, Per Capita GNP, Gnowate of Income, government
expenditures and the level of exports; whereasptpulation was the proxy of demographic
environment. Despite the fact that he did not fanghificant results, he indicated the need to
investigate the effect of political, economic amdldactors on accounting practices to develop
a contingency theory in international accountingesgch. He was the first who pointed out
contingency theory explicitly in the field of intetional accounting. In the same vein, the work
by Belkaoui and Maksy (1985), which was an exteamsibBelkaoui's (1983), did not support

the proposition that disclosure levels were infleemhby economic and social environment.

In 1985, Schweikart published a paper in which iseussed the use of contingency theory in
international comparative studies, this work was thost explicit discussion of employing
contingency approach in international accountitgyditure. Based on management accounting
research, Schweikart (1985) identified four envin@mtal variables determining the accounting
needs: educational, economic, political, and saamiironments. Schweikart (1985) suggested
the application of contingency theory in countriggh very similar accounting methods,
decision problems and institutions reside. Becaokdhis, Saudagaran and Diga (1999)
guestioned Schweikart’'s work in terms of its apghidity in developing countries where the

environments are diverse.

Prior to the aforementioned studies, the literatone comparative management accounting
reveals some studies describing environmental fadtafluencing management accounting
practices. For example, Farmer and Richman (1966)gsed an early model describing the

factors shaping management accounting practicésnms. Of the factors, they identified the
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external environmental factors including educatipreociocultural, legal, political, and
economic factors. Building on this model, Arpan &adebaugh (1985) discussed accounting
systems in terms of the effect of economic, lepalitical, educational and cultural factors on
them. They concluded that economic characteristiesthe most influential among the others
since they not only influence the accounting pcasibut also other factors, such as legal,
political, educational, and cultural ones. At themg time, legal, political, educational, and

cultural variables influence accounting practices.

The studies presented thus far are the principdy efudies in comparative international
accounting that used contingency approach as aefwank in an attempt to address the factors
determining national accounting systems. The foafisthese studies was listing the
environmental variables while little attention Heeen given to cultural variables, which would
mirror the local accounting practices. The worlkFodink (1979) was the only empirical work,
among those mentioned before, which investigatecdetfect of culture, captured by language,

on accounting principles and practices.

On the other hand, Gernon and Wallace (1995) aitecadr of international accounting

researches employing contingency theory approacthah they neglect to account for the
variation in the behaviour of organisations in adfic country. Those studies downplayed the
role of variables internal to entities apart frowntrolling for their attributes such as size.
Gernon and Wallace (1995) pointed, at that timeth® need for more empirical work to

examine the proposition that accounting is the pebdf its environment.

Returning to culture, in a discussion of the depmlent of international accounting standards,
Violet (1983) argues that culture imposes constgaion international accounting
harmonisation. That is, accounting is a socialitimgbn dependent on culture and is even a

product of it. Without appreciating and understagdithe cultural differences across the
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nations, the IASC, at that time, would not haveceeded in achieving what it was established
for. Violets (1983) concluded that “the best poksitystem” for a country is a system that

mirrors the technology and cultural factors of tbadintry.

On a national basis, Harrison and McKinnon (1986ppsed a theoretical framework to reveal
the properties and attributes of corporate findn@porting regulation with a focus on their
change. In their framework, they incorporated aeltas an essential factor that influences the
change in social systems with reference to Japahem study. The logic behind that is the
effect of culture on ‘(1) the norms and values wils systems; and (2) the behaviour of groups
in their interactions within and across systems238p). Gray (1988), who criticised prior
literature in that it ignored the influence of ault on accounting practices, published a key

study trying to address the impact of cultural &akés on accounting systems.

So far, this chapter has focused on factors praptseéetermine accounting practices with no
reference to culture. The following section wilsdiss the key studies on the possible nexus

between culture and accounting systems and practice

3.4. Culture and institutional factors models

Gray (1988) was critical of prior frameworks propdsto explain variations in accounting
systems across nations in terms of the effect ibfi@uon accounting practices. Violet (1983, p.
10) argues that accounting is a product of a celtGray (1988) discussed in details, building
on Hofstede's (1980; 1983) work, how culture cdmiies to the cross-national differences in

accounting systems.
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Figure 3-1 The relationship between societal valugaccounting values and accounting practices

Societal values Accounting values Accounting Practices

Professionalism | Authority

Individualism
Uniformity S Application

Uncertainty avoidance

Power distance Conservatism Measurement

Masculinity

Secrecy Disclosure

The relationship between societal values, accognatues, and accounting practices

Source:Adapted from Perera (1989)

Perera (1989) provided a summary of the relatignbleiween Hofstede’s cultural dimensions;
Gray’s accounting values and accounting practiessjn the Figure 3-1. As shown in it,
professionalism is related to authority, uniformity linked to application, conservatism

influences measurement and secrecy has an impatscosure.

Gray (1988) proposed a model describing factorsiwhifluence accounting practices derived
from Hofstede (1980, p. 27) in terms of societdfwe patterns with some extension (see
Figure 3-2). Societal values are influenced by @gichl factors, which in turn are determined

by external factors and reinforced by institutions.

44



Chapter 3. Theoretical Framework

Figure 3-2 Culture, accounting values and the accating sub-culture
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These institutions such as legal system, corpaateership, capital markets, education, and
religion are shaped by the societal values and havfluence on accounting systems at the

same time. Accounting systems are also influengettido accounting values.

Reviewing the literature of international accougtiMeek and Saudagaran (1990) listed the
most commonly agreed environmental factors inflimp@ccounting practices. They included
legal system, capital market, tax laws, inflatiemdl and political and economic ties but they

excluded culture.

Doupnik and Salter (1995) took the first four vates listed by Meek and Saudagaran (1990)

and added two more variables suggested by Muel@68), and then classified them as

45



Chapter 3. Theoretical Framework

environmental factors shaping accounting practi¢ésse two were the level of education and

the level of economic development.

In addition to environmental variables, Doupnik galter (1995) used Hofstede’s cultural
dimensions, individualism, power distance, uncatiaiavoidance and Masculinity. They
claimed to have proposed a general model derivaad the literature in which there were three
elements shaping the accounting practices, namagrraal environment, cultural values and
institutional structure. External environments shdgoth the cultural values and institutional
structure and furnish external stimuli leading talange. Cultural values, in turn, impact
institutions and, at the same time, control therauttions between the institutions and how they
respond to the external stimuli. Cultural variable® the Hofstede cultural dimensions.
Accounting systems are one of the institutions Wwhace influenced by culture and external

environments.

Nobes (1998) discussed the model of Doupnik anteS@l995), and provided an adaption of
the relationship between the three elements sugdéstthem. He provided a simplified figure

of the Doupnik and Salter (1995) model (see Fi@i83.

Nobes (1998) points out that there are two diffiesl associated with their model. The first is
the possibility of double counting since culturefeafs both accounting practices and
institutional structures. The second is the possibleractions between the institutions, which
can cause each other. Furthermore, Nobes (1998gsripat four of the institutions are not
necessary in the model. Those were tax laws, eveflation, level of education and economic
development. He concludes that their model is ngérgeral framework; instead, it is a mix of

frameworks. The work of Nobes (1998) is discussedketail in the next section.
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Figure 3-3A simplification of the Doupnik and Salter (1995)model

External environment — Culture Accounting
\L Practices
Institutional /
Structures

Source: Nobes (1998) p.163 adapted from DoupnikSalter (1995)

Listing cultural variables under internal envirormheCooke and Wallace (1990) proposed a
framework of the factors influencing the accountimggulation. These were internal
environments, external environments, the accountmregulator, and the enforcement
mechanisms. One can notice that there is an intenabetween the variables shaping the
accounting regulation. In fact, many factors inelddn the model were already identified in
prior studies (e.g. Radebaugh, 1975; AAA, 197 Nasbles influencing accounting practices.
The most significant development in this model lassifying the factors into internal and
external, and including two new variables represg¢rty the accounting regulator and the
enforcement mechanism. Another aspect is the dampt between the enforcement

mechanisms and the legal system, which was cledsa§ an internal factor.

Cooke and Wallace (1990) found that financial adisate regulation in developed countries is
influenced by internal factors such as businesg@mwient whereas the latter is less significant
in developing countries. In such countries, extefaetors (e.g. colonial history and the impact
of foreign enterprises) have greater effect on fihancial disclosure regulation while the

influence of internal factors is trivial.
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Likewise, Saudagaran and Diga (1997a) hold the \iest external environments are the
determinants of financial disclosure regulation developing countries. They provided
explanation for why ASEAN countries preferred abglbapproach of harmonisation to regional

approach.

Lawrence (1996) suggests that cultural, legal tipali and economic factors all determine the
characteristics of national accounting systems.s{Stent with the previous literature which
stressed the importance of culture (e.g. Gray, )988wrence (1996) considered culture as the
key factor among the others. He argued that culnfreences the social environments, which
distinguish a society from others, and for thissoeg culture is the key influential factor in

accounting systems while the others are part of it.

Conversely, Gernon and Wallace (1995) demonstiaiedimitation of using cultural variables
with specific criticism of the methodology which tdtede used in developing his measures of
culture. They concluded that Hofstede’'s sample esaff from limitations in terms of
generalization to other populations, organisatimnsountries, since the dimensions are drawn
from the questionnaire to managers of IBM in 67ntdas. Similarly, d’Arcy (2001) is critical

of applying quantitative measures of culture tocacting practices.

Nobes (1998) maintains that culture would be oédirsignificance in examining other issues
such as behaviour of auditors, citing the work oéters and Schreuder (1988) as an example.
Furthermore, it would be beneficial to divide caieg into culturally dominated or self-
sufficient nations, the thing he did when develgphs model.Another major criticism of
Hofstede’s work, made by Baskerville (2003), ist tine theoretical basis for the dimensions of
culture is weak. That is, cultures do not equaté wations as there would be multiple cultures
in one nation, and the variable “culture” tendslie a qualitative not quantitative variable and

dynamic. It appeared that Hofstede was measuringp-®eronomic factors because of the
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connections between these factors and the culiorengions which he proposed (Baskerville,
2003). Evans (2004) employed culture to mean secaiomic, political and institutional

factors.

Briefly, this section has reviewed the models tbatsidered culture as a factor in shaping
accounting practices. While Gray (1988) made a eotion between Hofstede’s dimensions
and the accounting values he developed, some ayphoposed factors determining accounting
practices and labelled culture as a factor (e.qpk€and Wallace, 1990; Doupnik and Salter,
1995; Lawrence, 1996). However, some other autbotisised those models in terms of the
limitations of Hofstede’s cultural dimensions (e@ernon and Wallace, 1995; Nobes, 1998).
Nobes (2002) related financing and legal systeathier than culture, to accounting, whereas
Evans (2004) adopted a wider aspect of culture #ammsocio-economic, political and
institutional factors residing in a country. Thisidy takes the stance that legal systems and
financing systems are of more direct influence oooanting practices than culture is, which

will be explained in detail in the sections thdidw.

The next part of this chapter will present moreergdnternational accounting research dealing
with developing a model that explains the reasonshie variations in accounting systems from

one country to another.

3.5. Recent studies

Rather than listing several variables, many of thmay not actually influence accounting

systems, Nobes (1998) suggests that they can baih do a main factor that may explain the
reasons for the differences in accounting systétesbuilt his framework on the proposition

that the difference in the purpose of financialoring is a key cause underlying the variations
in the international financial reporting. He suggédsthat the source of finance is the key

variable while the others are either related tw tlo not shape the accounting systems.
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The literature reveals some empirical studies enctimnection between the strength of capital
market (captured by market capitalization) and antiag disclosure. For example, Adhikari
and Tondkar (1992) examined the requirements ekstachange disclosure in 35 countries in
terms of the effect of two types of environmentaitbrs. The first was economic including the
country's stage of development and type of ecorwhsther agricultural, service, or industrial.
The second was related to the degree of developmamuity markets captured by the size of
equity market, activity on equity market, and dispen of stock ownership. They concluded
that stock exchange disclosure requirements avacién of environmental factors. However,
the size of equity market captured by market capéttion was found to be the only significant
explanatory variable that explains the variatioms the requirements of equity market

disclosures.

Pushing further, the source of finance in a couistiguggested to be a determining factor of the
purpose for which the financial reports are produckraditionally, two types of financing
systems have been proposed: (a) capital markedbmstem and (b) credit based system,
including either governmental or financial instituts (Zysman, 1983). In all types, companies
use their profits for capital; however, the diffece in the sources of external finance makes
this division. In capital market system, the loegat finance sources, shares and bonds, are the
important external sources. In credit system, govent may administer the sources, or the
financial institutions such as banks have domira@ysman (1983) proposed the presence of
a capital market financing system in the UK and tH&A, a governmental credit financing

system in France and Japan, and a financial itistigi credit system in Germany.

Nobes (1998) developed the classification propdsedysman (1983) based on whether the
providers of finance were ‘insiders’ or ‘outsidersfe defined ‘outsiders’ as those who ‘are not

members of the board of directors and do not hawelgged relationship with the company
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(e.g., such as that enjoyed by a company’s banker i also a major shareholder)’ (pp 166-
167). In addition to individual shareholders, somsitutions such as unit trusts and insurance
companies may be labelled as outsiders. Those typasstitutions own widely diversified

portfolios; therefore, their holding of capital ahy company is more likely to be small, and
thus they are outsiders. On the other hand, ‘imsideich as families, banks, and governments
hold large proportion of a company’s shares; thgrdiey have privileged access to accounting

information.

Category | is a credit based system, more comman th where creditors are dominant and
have their own access to accounting informatiormevit the need for external audit. Category
Il is a credit-based system where the dominanderisutsider owners; however, this type of
financing systems is not common. According to Nold®&9€8) credit based systems as classified

by Zysman (1983) fall into category I.

Category lll is strong equity dominated by insidenso own large proportion of shares. In
Category 1V, financing systems are characterisethbyresence of strong equity dominated by
outsiders with no private access to accountingrmégion of which published accounts are the
source. Category Il and Il are rare while the mominmon financing systems can fall into

either IV or I.

Nobes then suggested two types of financial acoogisystems:

Type A represents the strong equity systems dominateduksiders. In this type, financial
reporting plays a key role as a source of accogntiformation for parties with no private
access to the information. It has been suggestddetirnings reported in such systems tend to

be non-conservative.
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Table 3-1 Financing systems

in&ncing Systems

Strong credit Strong equity

Insiders dominant [ 1l
Outsiders dominant 1 v

Source: Nobes (1998) p.166

Type B represents the strong credit systems dominataddiyers. In this type, insiders have
their private access to accounting informationebgrfinancial reporting is of less importance
in comparison with that in type A. In contrast tgpe A, earnings reported tend to be

conservative.

Financial accounting in outsider systems has deeeldo fulfil the needs of finance providers,
whereas with the insider systems there is no appaeed for financial reporting to provide

information as is required under outsiders systems.

Besides the financing system, Nobes (1998) sugdehte colonial inheritance is a relevant
factor in explaining the differences in internaabmaccounting systems. This argument has its
roots in the literature represented by spheresfafdance, the variable on which Seidler (1967)
classified accounting systems across countries.ififthence of colonialism can be addressed

by looking at whether countries are culturally doated.

Based on this, Nobes divided countries into twaugeo the first represents the culturally self-
sufficient countries, and the second representsctifieirally dominated countries. Culturally
dominated countries may use the accounting systeppdied in the dominant countries

regardless of their appropriateness to their leoc&ironment as indicated by Hove (1986). That

8 Watts (2003) argue that with the threat of shamdrdl litigation, managers and auditors have thévemto
report conservative earnings in an attempt to esthe litigation costs. The legal systems, evolvimgmpose
constraints on opportunistic overpayments to thdigminterested in the firm such as managers,agxghe
asymmetry in litigation costs.
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is, one of the ways of transferring accounting tetbgies of developed countries to less

developed countries was colonialism.

With respect to invasions, similar to colonialiginey may influence the accounting systems as
those in France, Germany and Japan. However, tbet @f invasion on accounting would fade
with the departure of the invader in case thatftiheign accounting systems were not suitable

for the needs of the host country.

As explained earlier, Nobes (1998) diminished thgpartance of culture, as measured by
Hofstede and proposed by Gray, in shaping accogisiietems; rather, he suggested employing
culture to examine its association with other isssiech as behaviour of auditors. In addition,
he suggested that culture can explain the diffexgirt capital markets across nations instead of
being itself a determinant factor as to how theoaating systems differ. He assumed that some
cultures bring about strong capital market withsade capital providers while some others do

not.

Nobes (1998) concludes that in culturally indepena®untries, the strength of capital market
is the driver of accounting system, whereas inucally dependent countries, culture influences
the financial reporting systems. He excluded tineofactors because they either do not explain
the differences in accounting practices or theyltefsom the capital market or at least are
linked to the market. For example, tax does notarghe differences in accounting practices
between type A and type B; rather, it is of sigrdfice to explain the differences in accounting
practices within type B. This can result from tlemicection between accounting practices and

tax practices in type B.

Another issue is the difficulty in measuring soraetbrs even though they may be the reasons

for the differences in capital market.
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3.6. IFRS era

Before IFRS adoption, the attention of internatlaaecounting writers was focused on listing
the factors that would lead to different accountaygtems across the countries. To that end,
many factors were proposed to explain the diffeeenn international accounting systems
regardless of what the accounting system meanjyrderules or de facto practices. After the
arrival of IFRS in many countries especially in B in 2005, attention has turned to the

factors influencing the compliance with IFRS acrtiesnations mandating IFRS application.

To propose a general model of the factors influemdhe conformity with IFRS across the
adopting countries, it would be useful to focustba primary factors that would cause the
departure from the spirit of the standards. As dod998) indicated in his early study, the
purpose of financial reporting is the main factorexplaining the differences in accounting
systems; the same is applicable after IFRS adoplibat is, financial reporting prepared for

outsiders would be of different quality to thatpmeed for insiders.

In the case of IFRS adoption, another factor ohifitance is investor protection, which is

itself enhanced by the enforcement of IFRS. Theresiment of IFRS is of vital importance as
the IASB is a private organisation without powerettforce any issues. This task is for local
authorities, which differ from one country to anatin terms of their effectiveness in enforcing
the rules. These factors will be explained in ddtder after illustrating the key studies that
have attempted to explain the possible factorsisbajme outcomes of adopting IFRS across

different countries.

Most cited work after IFRS adoption (see, for exlanobes, 2006; Soderstrom and Sun,
2007; Kvaal and Nobes, 2010; Nobes, 2011a; Nob@&kl® Nobes, 2013) has attempted to
conceptualize or test the potential reasons forver@&tion in accounting practices across the

nations enforcing IFRS.
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3.6.1.Financing system

As mentioned earlier, financing system, or thergjtie of capital market, has been suggested as
a determinant factor of accounting practices betbesadoption of IFRS since the purpose of
financial reporting in shareholders outsiders swystes different from that in insiders. Since
2005, both the UK (outsiders) and Germany (insideeve required listed companies to use
IFRS in their consolidated financial statements@sordance with EU Regulation. This raises
guestions on the continuation of the differenceadoounting practices after IFRS adoption in

such countries with different strength of capitarkets.

Nobes (2006) points out that the compliance witR3Famong German companies, after the
mandatory adoption, may not be as presumed as segoence of continuing the practices
associated with insider financing systems. The tm@& of companies in insider financing
systems may not change towards producing finaistaéments that meet the general purpose
of financial reporting; instead, the traditionaltaue would remain in effect especially with the
presence of weak enforcement. Given the enforcepnfalfRS is a national matter, a variance
in the compliance with IFRS might be present betwdse UK and Germany, where the
enforcement of accounting standards is weaker tti@nin the UK as suggested by La Porta et

al. (1997).

3.6.2. Legal system

In relation to the strength of capital market, LartR et al. (1997; 1998) demonstrated a
significant association between strong capital m@rkand common law countries, where
investor protection is stronger than in law codantoes. The dichotomy between common
law countries and code law countries reflects tifferénces in monitoring and enforcement
(Nobes, 2006). National regulators take the regpditg for monitoring and enforcing IFRS;

therefore, legal system may still influence accomgnhpractices after the adoption of IFRS. For
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this reason, the compliance with IFRS among Geromanpanies putatively adopting of IFRS
would be lower than that among companies in the TKput it differently, the effect of legal
system on accounting practices in the post IFR®tamloera would persist through the strength

of investor protection, and monitoring and enforeatrof IFRS rules.

3.6.3. Tax

Nobes (2006) proposed taxation as a third possiatdor causing the differences in
international accounting standards after IFRS adoptin an earlier study, Nobes (1998)
argued that in the absence of strong capital mamktedre accounting serves the needs of

shareholders, the purpose of accounting is forti@xa

Germany does not permit IFRS in the standalonenéiah reporting; instead, the German
GAAP is applied in the preparation of unconsolidafsancial reporting to calculate the
taxable income. Nobes (2006) raises the issue Gleatnan companies may apply the same
principles of unconsolidated reporting when prepgarconsolidated statements. Even in the
UK, where unconsolidated financial statements canptepared in accordance with IFRS,
companies tend to recognise intangibles becauieeoftax implications. In the preparation of
unconsolidated statements, companies tend to metenptangibles based on the considerable
judgment provided by the IFRS rules in an attenoptminimize capitalization and thus tax.
Such practices may find their way into the consiid financial statements as well. However,
to alleviate the effect of taxation on accountingqbices, the presence of strong investor
protection and enforcement—the two factors thatassociated with strong equity market—is

necessary.

From the previous discussion, it can be proposedl tie effect of taxation on accounting
practices after the adoption of IFRS can be cagtbyethe strength of capital market due to the

reasons mentioned earlier in terms of the streofjivestor protection and enforcement.
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3.6.4. The effect of other factors after IFRS adojpan

As regards culture, it has been suggested to betexndining factor of accounting practices
(see, for example, Gray, 1988; Doupnik and Saltég5). On the other hand, Gernon and
Wallace (1995) and Nobes (1998) are critical ofldpg Hofstede’s cultural dimensions to

accounting practices. Nobes (1998) asserted thatrewould influence accounting practices
through its effect on other factors such as finasystems, which in turn affect the practices.
Again, Nobes (2006) reaffirmed that it is not neseeg to test whether culture directly shapes

financial reporting practices.

In addition to the aforementioned environmentaltdes; Nobes (2006) discussed the
opportunity for differences in accounting practicessulting from IFRS. This included

‘different versions of IFRS; different translatiooBIFRS; gaps in IFRS; overt options in IFRS;
covert options, vague criteria and interpretation$FRS; measurement estimations in IFRS;

transitional or first-time issues in IFRS; and infpet enforcement of IFRS’ (p. 234).

Those eight factors would cause the variationsiiarnational accounting; nevertheless, with
strong institutions such as enforcement, investotegtion and strong equity market, the effect
of those factors would be trivial. For example tie case of different versions of IFRS, the
differences in environments across countries wexiolain why some countries modify or do
not fully adopt IFRS as issued by the IASB. Thér, ¢xistence of different IFRS versions is a

result rather than a reason itself.

In this context, Nobes (2006) argued that the factoentioned earlier, i.e. the financing
system, legal system and taxation, may partly causeé of political pressures on regulators in
favour of specific practices resulting in natiomaltsions of IFRS. This can be seen in the case
of countries with assertive lobby groups of finamectors along with preference for leasing

due to their tax implication. In such countriegyukators tend to issue interpretation on leasing
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in a way that makes it less strict in terms of iligbrecognition (Nobes, 2006). Soderstrom
and Sun (2007) maintain that political pressure Aasimpact on setting the accounting
standards since different parties such as sharetspldhanagers and tax authorities exercise

pressure on the regulators in a way that serveasitherests.

In fact, the eight factors proposed by Nobes (2006her emphasize the importance of strong
institutions to obtain consistent financial repogtiacross countries putting IFRS into effect.
Nobes (2006) concluded that users of financial ntapg should be cautious regarding the
comparability of financial reporting subsequent BBRS implementation. Despite its

improvement, the compliance with IFRS is more ki differ due to country specific factors

such as financing system, legal system and mongoand enforcement mechanisms. In a
report, Nobes (2011b) summarised the proposed medso international differences after the
adoption of IFRS. In his report, he reconfirmed tha published in 2006 on the motives and

the opportunities of the differences in IFRS acdmgnpractices.

Empirically, Nobes (2011a) tested the accountingcfices in Australia and seven other
European countries in 2008-2009 requiring listeghganies to use IFRS His aim was to find
out whether the traditional dichotomous split of@mting practices into Anglo and European
continental was still persistent in the IFRS eress those countries. This dichotomy between
accounting systems has its roots in 1980s. In dieeatudy before the switch to IFRS in the
EU, Nobes (1983) suggested a classification of tamsbased on accounting practices in
which the UK and Australia were in one group andsthather European countries in the other.
One may expect that this split is no longer validhie case of Australia and European countries

as the same accounting standards are required 2008

' The sample included Australia, Sweden, the UK n@ety, France, Spain, Netherlands, and Italy.
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Interestingly, Nobes (2011a) concluded that the &l Australia were in one group and the
other six European countries in his sample werheénother based on the accounting practices
of the largest listed companies. In this recendytuNetherlands fell into the European
continental category whereas it was under the oayegith the UK and Australia in the earlier
study of Nobes (1983) but it tended to be an autfieghe Anglo group at that time. There has
always been a difficulty in classifying Netherlantts example, Da Costa et al. (1978) pointed

out that Netherlands could not be categofised

These results suggest that the dichotomy betweeaglofemd European continental countries
still survives in spite of the fact that these domes require listed companies to comply with
IFRS in the preparation of the consolidated finahstatements. If the application of IFRS had
led to consistent accounting practices acrossréifitgurisdictions, the UK and Australia would

not have been grouped differently from the otharntoes in the sample that Nobes (2011a)
used. With room for judgement available in the agion of IFRS, some traditional practices
persisted after the adoption of IFRS, suggestirag tRRS alone is not enough to produce

homogenous financial reporting.

Building on prior research that suggests the extgteof national patterns after IFRS adoption
(e.g. Nobes, 2006), Kvaal and Nobes (2010) invastijthe presence of systematic differences
in the accounting policies across five stock markatthe first year of the switch to IFRS.
These five stock markets were in Australia, Fra@ermany, Spain, and the UK, where two
versions of IFRS were present: the EU endorsed I&RSEthe Australian based IFRS. They
concluded that national differences in 16 IFRSgyotihoices still exist in such countries where

IFRS is compulsory. They suggested that one ofrdasons for the differences was using

% According to Frank (1979) Netherlands is in th&UWroup, but it is under the UK group accordindNtir and
Frank (1980) who used the sub-set of Frank's (19283.
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different versions of IFRS. Furthermore, they répdrthat companies in these countries could

continue to use pre IFRS practices extensively #fie official move to IFRS.

In a recent study, Nobes (2013) draws attentiothéofact that most countries alleging IFRS
implementation do not enforce IFRS as issued byAlISB; instead, national versions such as
Australian or EU regional versions exist. Let aldhat IFRS is not required for all companies
or statements where some countries mandate listegbanies to use it only in consolidated
financial reporting. He also pointed out to theerof language and enforcement in the survival

of the differences in IFRS practices.

In their review, Soderstrom and Sun (2007) idesdifthree determining factors of accounting
quality, one of which is quality of accounting sands. In the case of compulsory use of IFRS,
two factors continue to be determinants of accaogntjuality: legal and political system, and

the incentives of financial reporting. These inoeed were capital structure, financial market
development, ownership structure, and tax systestitidadl and legal systems have a direct
impact on accounting quality through the enforcentéraccounting standards and an indirect

one by influencing the incentives of financial repw, which in turn affects the quality.

To avoid double counting of factors, what Soderstrand Sun (2007) proposed can be
summarised in three variables: strength of capitlket, investor protection and enforcement.
That is, the discussion now is on accounting peastidifference across nations using the same

accounting standards, more specifically IFRS.

The direct effect of legal and political systemsameounting quality is argued to exist because
of the differences in legal system, i.e. commoncode, in addition to enforcement. As
discussed earlier, the common law countries tendhaee strong investor protection and

enforcement mechanisms; therefore, the effect eazaptured by those two factors.
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With regard to financial reporting incentives, theaffect can also be captured by the
aforementioned two factors, investor protection anébrcement, along with the strength of
capital market. Capital structure, which is progbse be a determinant factor according to
Soderstrom and Sun (2007), is of direct relatigmshith financing system. In addition,

developed equity market is associated with stranggstor protection, whereas tax system
effect can also be explained by financing systenith\WWoncentrated ownership, investor

protection and enforcement can also control theodppistic behaviour of managers.

3.6.5. Country-specific factors shaping accountingractices under IFRS

Given the previous discussion in section 3.6, gitenf capital market, investor protection and
enforcement of accounting standards are the mizstar® determinants of accounting practices
after the compulsory use of IFRS. The effect ofeotfactors such as tax system, version of
IFRS, and capital structure is secondary and canexgained by the three primary
aforementioned factors. At the same time, stronfpreement and strong equity market

enhance the protection of shareholders, whichrimhas an impact on accounting practices.

La Porta et al. (1997; 1998) argue that investatgation is stronger in outsider financing
systems in comparison with that in insider finagcaystems. Leuz et al. (2003) suggests strong
capital market complement investor protectionahge capital markets, financial reporting is a
key source of information, and thus there is a éiglegree of investor protection, whereas in
weak capital markets, insiders such as governméasks and families have their private

access to information.

Ding et al. (2007) noted that strong investor prboa curtails the differences between IFRS
and national accounting standards; this gives we@the role of other local factors in shaping

accounting practices.
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Figure 3-4 Country-specific factors shaping accouimg practices after IFRS adoption

Country-Specific Factors

v
Strength of capital Enforcement

maret \ /
v

Investor Protection

Accounting
practices

Hope (2003) and Burgstahler et al. (2006) attridegs compliance with accounting standards
to the lax enforcement. Both Daske et al. (2008) bin(2010) observed that the decrease in
cost of capital after the introduction of IFRS veady in countries of strong legal enforcement.
What is more, Christensen et al. (2013) documeat lilquidity changes after the switch to
IFRS is significantly influenced by enforcement whas which differ across countries.
Liquidity was more persuasive in five EU countrigbere substantive changes in reporting
enforcement were made. On the other hand, counwidgsut such changes in reporting
enforcement did not witness liquidity improvemeafter IFRS adoption, even those having
strong legal and regulatory systémsRecently, Glaum et al. (2013) shows that better
compliance with some accounting standards acrog8UL@ountries, namely IFRS3 and IAS36,

are associated with strong enforcement and largeyemarkets.

! Related to this point, we argue in the next chaptbat there were some changes in enforcement ded o
institutional factors after IFRS adoption; therefathe traditional measures of country-specifiedeccould be out
of date. To escape the drawbacks of the old messwes use more recent indicators developed by Weskdim
and the World Bank (see chapter 5).
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Regarding not including culture, Hofstede’s cultudémensions, as discussed before, have
limitations in being applied to accounting, nottention the fact that its effect can be captured
through exploring the effect of financing systenvaks (2004) argues that there is no one
agreed definition of culture in accounting liter&uand adopts a wider aspect of culture to

mean socio-economic, political and institutionaitéas.

The accounting practices using IFRS across diffecenntries are contingent upon investor
protection, enforcement of accounting standardsthedlepth of capital market (see Figure 3-
4). In other words, there are no ‘one size fitsadtounting standards due to the variation in the
implementation of the standards across countrieehwhave different local environments.

Using the same accounting standards across the giay lead to harmonized accounting
principles; however, it may not lead to harmoniaedounting practices that are the outcomes

of the principles’ implementation.

Exploring earnings quality under IFRS which is cibimdal on country-specific factors
provides some insights into the role of local eoniments in shaping accounting practices after
mandatory IFRS adoption. We expect earnings qualitgler IFRS to vary across countries
because of the effect of country-specific factassegning the implementation of IFRS, given
the fact that the IASB has no power to enforce IFRSessence, accounting practices in a
specific country are the outcomes of its local winstances for which local accounting
standards were developed. The IASB’s accountingdstals are the product of western
environment; more specifically Anglo-American, am$ such exporting them to other
environments may be less successful in unifying dbeounting practices. Metaphorically,
importing petrol of high quality to run a dieselgame is useless. IFRS is similar to fuel in that it
would be of high quality but is not suitable to &pplied in all environments due to the

differences in countries’ settings.
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The contingency approach provides a list of vagalthat influence accounting practices under
IFRS but it does not explain why these variables iexportant to produce high accounting
quality. To overcome these shortcomings, we emgggncy theory to provide a deeper
explanation of the role of the country-specifictéas in determining accounting quality under

IFRS.

3.7. Agency Theory

Agency theory focuses on the relationship betwe®an grincipal (owner) and the agent
(manager), who is assumed to be driven by selféste Managers have the incentive to
demonstrate that they are acting in the interekthe owners to receive higher payments,
which can be lower if the principals have doubtewliheir behaviour. The divergence in the
interests between the principal and the agent lvawever, be limited by setting up a suitable
incentive system and by monitoring the abnormal/giets of the agent, which means incurring

agency costs (Jensen and Meckling, 1976).

The wider perspective of agency theory views then fas a “nexus of contracts” and these
contracts aim to reduce the conflicts of interesdtslifferent parties who will never act other

than in self-interest (Jensen and Meckling, 197®)e main two types of contracts are the
reward contracts of managers to constrain theiodppistic behaviour and the contracts made

between creditors and the firm (Walker, 2013).

Agency theory indicates that the conditions of utaety the firm operates under lead to two
main types of information asymmetry between marmagerd external investors. These are
moral hazard and adverse selection. The moral tigrablems arise when external investors
cannot observe the action choices made by managedsthe adverse selection problems

happen when managers hide relevant information &gtarnal investors (Walker, 2013).
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Agency theory also suggests that there is a coriftveen shareholders and bondholders over
dividend policy (Jensen and Meckling, 1976). Thek rfor bondholders increases with the
overpayments to shareholders which decrease tie¢sasmgilable to meet the fixed claims of
bondholders. To mitigate such conflict, there rsead for external mechanisms that protect the

interests of all parties contracting with the firm.

Another conflict, which is between the controllisigareholders and both minority shareholders
and creditors, further highlights the importancesgfernal mechanisms. Large publicly traded
firms, in most countries, are held by controlliftaseholders who can designate and monitor
managers (La Porta et al., 1999). In that casezeh&ral agency problem is the expropriation of
minority shareholders and creditors by controllisigareholders rather than the failure of

managers to serve minority shareholders and detrs(Shleifer and Vishny, 1997).

In addition to managerial incentive plans usedlignahe interests of managers and investors,
Bushman and Smith (2001) propose some externabrag control mechanisms that protect
investors against expropriation by managers. Tiedade outside shareholder or debtholder
monitoring and securities laws. In fact, these mekemechanisms are important to make sure
that managers do not manage earnings in an attémpicrease their bonus. Executive
compensation plans may motivate managers to enigagetivities that maximise their own

interests, as argued by Jensen and Meckling (1976).

With the adoption of IFRS across countries, strommgetection of investors (shareholders and
debtholders) is necessary to yield better qualitgrfcial reporting. Accounting quality under
IFRS in countries with weak investor protection \blie poor because managers can use their
financial reporting discretion to conceal their gtes, and controlling shareholders may
expropriate the minority shareholders and debthsldEhis is of particular importance given

the fact that IFRS are principle-based accountiagdards.
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Similarly, with poor enforcement of accounting stards, managers may not comply with
IFRS; instead, they may claim to adopt IFRS whifglementing accounting practices that
increase their compensation. The Committee of EranpSecurities Regulators (CESR) note
that the purpose of the enforcement of standardwiprotect investors and promote market
confidence by contributing to the transparency mfaricial information relevant to the

investors’ decision making process” (CESR, 2008).,As mentioned before, the IASB has no
power to enforce IFRS but it is the responsibitifynational authorities; therefore, accounting
quality may differ across countries adopting IFR8counting quality under IFRS may be

better with more efficient enforcement as it limitee managers’ ability to depart from the

spirits of the standards given the fact that thetyiratheir self-interests.

General-purpose financial reports aim to providefuisinformation to existing and potential
investors, lenders and other creditors (IASB, 201Dhey contribute to reducing the
information asymmetry between managers and extemestors and thus decreasing the moral
hazard and adverse selection problems. The strefgtpital markets has an influence on the
demand for financial reporting. In strong capitaarkets, shareholders are the source of
finance, therefore, the aim of financial reportisgo provide information about the economic
reality of the entity. In contrast, in weak capitabrkets, the providers of finance, such as
families, banks and governments, have access ieimsformation and thus the demand for
financial reporting is not as in strong capital kes. This has an impact on the quality of
financial reporting in that the demand for finahegporting limits the opportunistic behaviour
of managers. Accounting quality under IFRS wouldhigher in large capital markets due to
the demand for financial reporting by shareholderdecrease the information asymmetry and

consequently alleviate moral hazard and adversetsah problems.

It is worth mentioning that creditors would prefgecific attributes of accounting which are

different from those preferred by shareholdersnfntioned before, there is a conflict between
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shareholders and creditors who may prefer moreeteatve earnings than shareholders do.
Hence, the effect of capital market on conservatisay not be significant but the size of debt
market is. Indeed, Ball et al. (2008) conclude tihat debt markets are the ultimate source of
the demand for conditional conservatism. In sectigh we provided detailed explanation of
the difference in accounting quality from the cawstmg perspective and the equity valuation

perspective.

3.8. Conclusion

This chapter has described the causes of intenattbfferences in accounting practices before
the adoption of IFRS and whether they persist affd®S adoption. It went back to the

emergence of the international accounting in 13@sving the early studies in this area. Then
it moved to the IFRS era in an attempt to deterntinee primary determinants of accounting
practices based on the key studies on internatee@dunting systems. Three main factors still
influence accounting practices after the mandatsegy of IFRS. These are strength of capital
market, investor protection, and enforcement. Bmat discussed agency theory which

provides an explanation of how country-specifictdas influence accounting quality under

IFRS.

The next chapter presents prior empirical reseamchearnings quality metrics, earnings
management, conservatism and value relevance. Byg o, the gap in the literature of
earnings quality is identified, and then hypothemesformulated based on what is discussed in

the present chapter and the next chapter.
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Chapter 4 Literature Review

4.1. Introduction

This chapter follows on from the previous chapteattoutlined the debate and discussion
surrounding international accounting. In this teeswe are specifically looking at the
effectiveness of international accounting harmdrosathe merits of which have been extolled
by Ball (2006) among others, given the context I wariability of settings in different
countries, as measured by earnings quality. Inptieeeding chapter, it has been argued that
investor protection, enforcement of accounting dséads and strength of capital market
determine accounting practices under IFRS. Accagnpractices can be in the form of
measurement practices, financial information dsafte, or accounting standards
implementation. In this thesis, we argue that, udBRS, earnings quality, which is shaped by
measurement practices, is contingent upon coupigiic factors. We improve on prior work
by focusing on the effect of country-specific fastaccounting quality under IFRS across 23
countries between 2007 and 2010. To that end, westigate how country-specific factors
shape not only accruals earnings management boatral earnings management. This is
important because mangers may switch to take m&ns in a bid to overstate earnings. We
also explore how country-specific factors determiearnings quality from contracting
perspective and equity valuation perspective atsthime time, employing conservatism and

value relevance to capture earnings quality.

The purpose of this chapter is to review recenteash into accounting quality
captured by earnings management, conservatism alde vrelevance under IFRS. It
begins with a brief overview of the definition otcamunting quality in section 2. This
is followed by section 3, earnings management. i@ec4 moves on to describe
conservatism and value relevance. Section 5 is tddvdo discuss conservatism in
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detail. Section 6 presents prior literature on ealvelevance. Section 7 provides
definitions of country-specific factors. Section @resents the research hypotheses.

Section 9 concludes the chapter.

4.2. Accounting quality

Quiality of accounting information is of key impantae to different users of financial reporting
as it is presumed to be the source of information decision-making purposes such as
investment and contractindecisions. Accounting information of high quality deemed to
improve transparency and reduce information asymyn®atts and Zimmerman, 1986). For
accounting standards setters, quality of finanogglorting may indirectly mirror quality of

accounting standards (Schipper and Vincent, 2003).

The ‘Accounting quality’ term is a broad concepitis difficult to define, let alone to measure.
Prior studies developed several metrics to meaaaowunting quality using earnings and
earnings components. In a survey conducted by @Gradaal. (2005), earnings have been
ranked as the most important measure, even moreriam than the cash flows. Earnings are
the cornerstone of the compensation contracts abtl areements. In the case of overstated
earnings, income based compensation schemes irmlwrstated compensation to managers
causing wealth transfers. Similarly, overstatedniegs might fool the lenders due to not

depicting solvency accurately (Schipper and Vinc2@03).

As the metrics developed to capture accountingityualere based on earnings, the term
‘earnings quality’ has been used instead. Thedlitee does not provide a clear-cut definition of
earnings quality. For example, Sloan (1996) holds \tiew that earnings are of high quality
when their operating cash flow component conssttite principal part, and are of low quality

if their accruals component constitutes the mam pa
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Penman and Zhang (2002) consider earnings to bgfquality if they reflect future earnings,

in which case the sustainable earnings refer ® dgportunity for earnings management. On
the other hand, non-sustainable earnings are aof quaadity with greater opportunity to manage
earnings as in the case of hidden reserves. Howewanagers could engage in earnings

management activities to avoid volatile earnings.

Dechow and Dichev (2002) document earnings quaktythe strength of current accruals to
explain past, current, and future cash flows. Tin®posed a model to measure earnings quality
by regressing current accruals on past, current fatute cash flows where the standard
deviation from their model is the metric of earringuality. To examine the relationship
between auditor tenure and earnings quality, Myral. (2003) employed accruals quality

metrics as a measure of earnings quality.

Ball and Shivakumar (2005) interpreted reportingaliqy as the usefulness of financial
statements to all different parties contractinghwthie firm such as investors, managers, and

creditors. They investigated conservatism as a s of earnings quality.

Barth et al. (2008) did not provide a definition adfcounting quality; rather, they employed
three metrics including earnings management, tinmdg recognition and value relevance to
capture accounting quality, or, earnings qualityniiarly, Houge et al. (2012) operationalised
the earnings management metric as a proxy of eggrgoality. In a recent study, Ahmed et al.
(2013) recognised there was no agreed definitiorashings quality, and used three metrics
including earnings aggressiveness, earnings smmgptand earnings management towards

targets as proxies for earnings quality.

In their review of the literature on earnings gtyalnd its determinants, Dechow et al. (2010,
p.344) assume that higher quality earnings “providee information about the features of a

firm’s financial performance that are relevant tepecific decision made by specific decision-
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maker”. Based on this definition, earnings qualdgpends on decision-making context.
Earnings ‘quality’ means different things to di#et stakeholders; perhaps, different country-
specific factors drive different ‘quality’ earningsarticularly when in combination with IFRS

adoption.

In general, prior research concerned with accogntijuality has characterised several
dimensions that reflect quality of reported earsiagd these are divided into two main types:
Accounting based attributes and Market based ate#h Accounting information is used to
measure accounting based attributes while the madsed attributes are measured by using
both accounting and market data. Francis et aD4p@entified seven dimensions of earnings
quality: four accounting based dimensions includiegrual quality, smoothnesgersistence,
and predictability, and three market based measnosding value relevance, conservatiém

and timeliness.

This thesis employs three dimensions to measureinggs quality, namely earnings

management, conservatism and value relevance.riggrmanagement may provide inferences
for both contracting and investment decisions wbdaservatism may be useful for contracting
decisions and value relevance for investment dmtssiln the section that follows, earnings

management is discussed.

4.3. Earnings management

4.3.1. Definition and the motives for earnings margement

It is necessary here to clarify exactly what is niehy earnings management. An early
definition of earnings management provided by Sohip(1989) referred to the deliberate

intervention in financial reporting in purpose chéving private gains.

2 Conservatism can be measured by both market-asddls and accounting-based models.
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A further definition is given by Healy and Wahleh909, p.368), who state that earnings

management occurs when:

managers use judgment in financial reporting argtrncturing transactions
to alter financial reports to either mislead sont@keholders about the
underlying economic performance of the company or influence
contractual outcomes that depend on reported atiogumumbers

The above definitions make the use of judgmentimaricial reporting conditional on the
managerial intent to determine whether there iniegs management or not, the characteristic

which is difficult to ascertain.

Taking a different perspective, Walker (2013) desirearnings managem&has the use of

managerial discretion over (within GAAP) accountoiwices, earnings reporting choices, and
real economic decisions to influence how underly@egnomic events are reflected in one or
more measures of earnings. The last definitiorrsefeboth accounting and economic activities
taken to manage earnings with no indication ofrtfaagerial intent, and excludes accounting

fraudulent reporting that violates GAAP.

A gquestion that needs to be asked, however, igjldh@e consider earnings management as
fraud? In the literature ‘fraudulent financial refiog’ and ‘earnings management’ are defined
as subgroups of ‘earnings manipulation’. Both fraad earnings management involve

discretionary accruals management; hence, therdii® line between them (Rosner, 2G03)

Dechow and Skinner (2000) made a distinction betwaeceptable discretion within GAAP,
which would lead to conservative accounting, néwdeanings or aggressive accounting, and
unacceptable discretion that violates GAAP, in \Wwhaase it leads to fraud accounting (see

Figure 4-1). On the other hand, earnings can beagehvia real cash flow choices to manage

2 According to Walker (2013), earnings smoothingrie of many forms of earnings management.

% Rosner, (2003) distinguishes between earnings gesment, income-increasing earnings manipulation and
fraud. Earnings management is the immaterial egsnimanipulation/within the boundaries of GAAP while
Income-increasing, manipulation is the materiahe®ys overstatements. Fraud is the material messints with
‘intent to deceive’.
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earnings downwards by delaying sales, accelerabnge expenses, or upwards by accelerating

sales and postponing some expenses, which canmonkalered as fraud accounting.

Figure 4-1 The distinction between fraud and earnigs management

The Distinction between Fraud and Earnings Management

Accounting Choices “Real” Cash Flow Choices
F N
Within GAAP
Overly aggressive recognition of Delaying sales
provisions or reserves Accelerating R&D or
“Conservative” Overvaluation of acquired in-process advertising expenditures
Accounting R&D in purchase acquisitions

Overstatement of restructuring charges
and asset write-offs

“Neutral” Earnings that result from a neutral
Earnings operation of the process
Understatement of the provision for bad Postponing R&D or
“Aggressive” debts advertising expenditures
Accounting Drawing down provisions or reserves in Accelerating sales
an overly aggressive manner
Violates GAAP

Recording sales before they are “realizable”
“Fraudulent” Recordjn-g ﬁctih'cnfs sa.]es
Accounting Backdating sales invoices

Overstating inventory by recording
W fictitious inventory

Source: Dechow and Skinner (2000) p.239

Managers may manage earnings upwards (increasimgngs) or downwards (decreasing
earnings), which is subject to some incentives. M@n two motives to manage earnings

upwards are contracting motives and capital mariatves.

As regard to the first motive, the aim is to ackiesontractual gains such as management
compensation contracts or other contracts basedpmited earnings. The agency relationships
between the managers and stakeholders can resstini@ earnings management practices.
Several empirical studies provide evidence consistéth the intuition that managers manage
earnings to increase their earnings based bongs @aiidry et al., 1999; Holthausen et al.,
1995). Others concluded a relationship betweenimggnmanagement and the avoidance of

debt covenants violations (e.g. Dichev and Skink@9R).
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The second motive is influencing information rekxhdo outsiders such as investors and
information intermediaries as this information ised to form perceptions of firm risk or
expectations of future cash flows (Walker, 2013)r Fhstance, increasing earnings has been
found to be consistent with security issues, ihigablic offerings (Teoh et al., 1998) and
seasoned equity offerings (Rangan, 1998) in addiiostock financed acquisitions (Erickson
and Wang, 1999; Louis, 2004). Mangers are alsdylike manage earnings upwards in an
attempt to avoid losses or earnings declines anéet market expectations (Burgstahler and

Dichev, 1997; Degeorge et al., 1999; Ayers et28106).

On the other hand, political cost hypothesis ofitpas accounting theory, according to Watts
and Zimmerman (1986), indicates that firms, whioh large and publically visible, tend to use
income-decreasing strategies to escape scrutiny ragdlations. For instance, banks and
utilities may manage earnings downwards to avoidsthadaxes and regulations (Walker,

2013%°.

Turning to prior studies on earnings managemerd,rain streams of literature are relevant to
this study. The first includes studies that in\gestiie earnings management in a specific country

after IFRS adoption. The second includes compaativdies on earnings management.
4.3.2. Single country studies

Single country studies on earnings management BR$ adoption would show indirectly the

importance of local environments to secure the d@amge with the standards, rather than
continuing national accounting practices, by exppmwhether the move to IFRS had resulted
in better quality. If the adoption of IFRS did rietd to better accounting quality, the focus

should be on the effect of local factors goverriimgimplementation and enforcement of IFRS.

% | dropped banks and utilities from the sample,ss=gion 5.3.
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Van tendeloo and Vanstraelen (2005) examined whdtiere were differences in earnings
management between German companies that had ddepe voluntarily and those that had
used German GAAP over the period from 1999 to 200y found no difference in earnings
management between the two groups. They attrithedesults to the low investor protection

in Germany, a code law country.

Van der Meulen et al. (2007) tested the difference=arnings quality of two groups of German
New Market firms from 2000 to 2002; the first agolilFRS, the second adopted US GAAP.
Four metrics were investigated: two accounting-Basarnings attributes, accrual quality and
predictability, and two market-based earnings laites, timeliness and value relevance.
Accrual quality, timeliness, and value relevanceesMfeund similar under IFRS and US GAAP

whereas earnings under US GAAP revealed betterqpaddity.

Zéghal et al. (2011) examined the effect of mamyaidS/IFRS adoption on earnings
management in France from 2003 through 2006. Tliectefof six factors on earnings
management was also investigated. These factoes Wer separation of roles of Chairman
and CEO of the board, the existence of Ilbl®hareholders, the existence of an
independent audit committee , the efficiency empendence of the board of directors, the
listing on foreign financial markets and thguality of the external audit. The findings
revealed that IAS/IFRS is correlated with a dea@e@asearnings management. The level of
earnings management has declined after mandato8/IFRRS adoption for firms which
depended on foreign financial markets and thosgoofl corporate governance. The existence
of block shareholders, the existence of an indepeindudit committee, the efficiency and the
independence of the board of directors, the listindoreign financial markets, and the quality
of the external audit were all found to be importéactors for IAS/IFRS enforcement in

France.
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However, Paananen (2008), who investigated whe#oeounting quality improved after
mandatory IFRS adoption using Swedish publiclyetistirms from 2003 to 2006, found no
such improvement in earnings quality. Following tBaat al. (2008), managing earnings toward
targets, earnings smoothing, value relevance aneliloss recognition were used as proxies
for measuring earnings quality. Interestingly, Raan (2008) provided evidence that earnings

quality declined after implementing IFRS in Swedearticularly for the committed adopters.

Similarly, Paananen and Lin (2009) studied the hbgrment of accounting quality under IAS
and IFRS over time among German companies from 20@D06. Following prior research,
they operationalized accounting quality with vaheéevance, earnings smoothing and timely
loss recognition metrics. The findings suggestdddine in accounting quality after mandatory

IFRS adoption in Germany.

Christensen et al. (2015) documented less earmragsgement, higher value relevance, and
higher timely loss recognition in the financial oefing of German companies that adopted
IFRS voluntarily before 2005. However, no such ioy@ments were found in the financial
reporting of German companies that were obligecbtoply with IFRS when the latter became
mandatory in 2005. Drawing on their findings, tleeycluded that the adoption of IFRS might
not lead to better earnings quality. They also taded that managerial incentives govern the
outcomes of IFRS adoption. An interesting findingswhat the companies, which did not adopt
IFRS until it became compulsory, had insider chimastics, which would explain the
differences in reporting incentives. In fact, theanclusions further indicate the importance of
existence of strong institutional settings to abtaigh quality earnings across the countries. Not
to forget that the capital market in Germany falifo the insider type as opposed to the
outsider. In other words, earnings quality acrassnties enforcing IFRS is not consistent due

to the effect of country specific factors. Thisukgs similar to that found by Daske et al.
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(2008) in terms of the effects of capital marketttivere greater in the firms that adopted IFRS

voluntarily rather than mandatorily.

The results of the effect of voluntary IFRS adoptimn earnings quality might not apply to
mandatory IFRS adoption because in the first casefitms have incentives to adopt the
standards to enhance the quality of their finanglbrting. On the contrary, when firms are
obliged to adopt IFRS, it is possible that theyndd comply with these standards especially in
the countries with low investor protection, weakfoecement, and weak stock markets.
Soderstom and Sun (2007, p.695) stated that “oneotacompare their conclusions of studies

in settings where adoption is mandatory to studiesre adoption is voluntary or optional”.

Given that IFRS adoption across countries aimschoeae uniformity in accounting practices,
comparative studies on the effect of IFRS adoptiorearnings quality would be more useful
than single country studies. In multi-country saglithe effect of local environments on
accounting practices can be examined to provideesasights whether the adoption of IFRS is

of the same outcomes across countries.

4.3.3. Multi country studies

Two streams of comparative studies are relevamtuiostudy. The first is the studies that
examined the relationship between earnings quality institutional factors. The second is the

cross-countries studies on earnings quality an&I&Boption.

The first comparative study on earnings quality erstitutional factors represented by earnings
management was lyeuz et al. (2003), who concluded that earningsagament was lower in

countries with strong investor protection, low owsigp concentration, and large capital
market. Before Leuz et al. (2003), Ball et al. (@p@nd Ball et al. (2003) pointed out to the

importance of institutions in determining reporeanings. Bushman et al. (2004) noted that
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corporate transparency is determined by legal avidigal factors. While political/judicial

system shapes governance transparency, politicaloaty determines financial transparency.
Francis and Wang (2008) found that earnings quadithigher when investor protection is
stronger providing that firms have a well-knownemmational Big4 auditor. Burgstahler et al.
(2006) reported that private firms were more likedly manage earnings than public firms,

whereas both types of firms engaged in less eassmmanagement with strong legal systems.

Employing three earnings quality metrics, namelyniggs management, timely loss
recognition and value relevandgarth et al. (2008) examined the effect of IFRSpdidm on
the quality of financial reporting by comparing mags quality metrics for firms using non-
U.S. domestic standards and firms adopting IFR8sac21 countries. They used data from 327
firms that adopted IFRS between 1994 and 2003, winemdoption of IFRS was voluntary in
the sample countries. This study provided evidetheg firms applying IFRS revealed less
earnings management, more value relevance of atoguamounts, and more timely loss
recognition than did matched sample firms adopting-U.S. domestic accounting standards.
Despite the fact that they used research desigarésato alleviate the effect of both the change
in the firm’s incentives and economic environmehgy pointed out that those two factors
might be the reasons for earnings quality improvameot the accounting standards. They did

not, unlike the current study, test the effectnafse factors on accounting quality.

Jeanjean and Stolowy (2008) investigated the etiEcbmpulsory IFRS adoption on earnings
management by using 1,146 firm-year observationm fFrance, the United Kingdom and

Australia from 2005 to 2006. They provided eviderthat earnings management in these
countries did not decrease after compulsory IFR&®&oh, and even increased in France. That
is, national institutional factors and managemencentives play an important role in shaping

financial reporting characteristics, not only aauting standards. They suggested that IASB,
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the EC, and SEC should focus on harmonizing ingiital factors and incentives along with

accounting standards.

Capkun et al. (2012) re-examined whether mandd&Rpb application facilitated or deterred
earnings smoothing across 29 countries from 19&ugh 2009. They argued that international
accounting standards changed significantly from #aly voluntary adoption era to the
compulsory adoption year in Europe in 2005. Thatasised IAS and new IFRS allow more
flexibility in choosing alternative accounting metts in comparison with the earlier IAS. They
posited that this flexibility induced greater eags smoothing under current IFRS. Consistent
with their hypothesis, they found that earnings sthimg increased in post 2005 compared to
pre 2005 for early adopters, late voluntary adgpterd mandatory adopters in the countries

where IFRS were not permitted before.

Callao and Jarne (2010) studied whether IFRS anlopitross 11 European countries increased
or decreased earnings management. They used dataeferiods 2003 and 2004 to study
discretionary accruals before IFRS adoption, an@b2énd 2006 for the post IFRS adoption.
They also examined the effect of firms’ charactessand country institutional factors on
discretionary accruals before and after IFRS appbta. The results indicated an increase in
earnings management after implementing IFRS ackasspe. For the effect of factors in
explaining earnings management, firm size and dgeewere found to be positively associated
with earnings management before and after the I&Rfption era while investor protection and
legal system were found to be negatively associaiéidl earnings management in both eras.
Based on the latter findings, it was concluded that differences in the level of earnings
management before and after IFRS adoption can leetduexistence of some room for

manipulation in IFRS compared to domestic accogngtandards.
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Chen et al. (2010) studied earnings quality betoreé after mandatory IFRS adoption in 2005
across 15 EU countries using five quality metriearnings smoothing, managing earnings
toward targets, magnitude of cross-sectional alsaliscretionary accruals, accruals quality
and timely loss recognition. The pre-adoption peéreas 2000-2004, and 2005-2007 was the
adoption period. Their study focused on the adoptiblFRS taking the first years of adoption
up to 2007 and using a sample of 15 EU countriasthEr, they compared the medians and
means of some institutional factors before andr dfie adoption to infer whether they had an
effect on the qualiyf. The results showed improvements in the majoritguality indicators
after applying IFRS in the EU. That is, there war®wer magnitude of absolute discretionary
accruals, less managing earnings towards the fagdthigher accruals quality. However, the
findings also revealed that firms recognized ldagses in less timely manner and engaged in
more earnings smoothing in the post IFRS periddsas also concluded that the improvements
in earnings quality was attributable to IFRS adugptrather than to the changes in business
environment factors, institutional features of talpmarkets, and other managerial incentives.
They inferred that the improvement due to the IRRISption was because the mean (median)

values for most institutional factors they usedemiie same before and after the adoption.

Houge et al (2012) investigated the effect of compulsory IFR%leation and investor

protection on quality of financial reporting acro&sty-six countries. They used signed
discretionary accruals as a proxy of earnings mamagt for the period from 1998 to 2007.
The results indicated an improvement in earningdityuin the post IFRS adoption era in the
countries of stronger investor protection. Theswlifigs draw regulators’ attention to the
importance of designing mechanisms that controlagars’ earnings management practices

along with issuing high quality accounting standard

% These factors included the Change in: Confidemcahe Quality of Business Regulation in a Country,
Confidence in the Quality of Contract Enforceme@gntrol of Fraud in Financial Reporting, the Degfe
Freedom of Information, Political Stability, ManageConfidence in Government Effectiveness, Ovdralancial
Reporting Environment, and Political Incentives E@rnings Management.
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More recently Ahmed et al. (2013) provided evidence of the inidry effects of
compulsory IFRS adoption on accounting quality asr@0 countries that adopted IFRS
mandatorily in 2005 compared with a benchmark groftipompanies from 15 countries that
did not apply IFRS. They used data from 2002 to42fa® pre IFRS adoption and data from
2006 to 2007 for post IFRS adoption and dropped52@arnings smoothing, earnings
benchmarks, accruals aggressiveness and timely remsgnition were used as metrics to
measure earnings quality. They reported an increasecome smoothing for the firms that
adopted IFRS mandatorily compared with the bencknfiams. They also documented no
change in managing earnings to meet benchmarkbdorompanies that adopted IFRS relative
to benchmark companies after compulsory IFRS adoptt was also found that there was a
significant increase in aggressive reporting ofraals for IFRS companies compared with
benchmark companies. With regard to timely lossgation, they found a significant decline
in the timely loss recognition relative to gain agnition for companies adopting IFRS
compared with benchmark companies. Their overatlifigs suggest that earnings quality did
not improve after mandatory IFRS adoption even it presence of strong enforcement.
They also suggest that earnings quality did notrawp after mandatory IFRS adoption, in

contrast to prior studies.

Investigating the effect of the financial crisis earnings management, Filip and Raffournier
(2014) concluded that there was a decrease inrggrmnanagement during the financial crisis
across 16 European countries covering the permd #2006 to 2009. They used two metrics of
Leuz et al.’s (2003) to measure earnings smoothimt) three accruals earnings management
metrics. They also investigated some institutidaators. They found that investor protection,
enforcement, corporate governance, and marketddnee an impact on earnings smoothing

but not on accruals earnings management.
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4.3.4. Reasons of the variations in the findings girior studies
The variations in the findings of multi-country dies can be attributed to several reasons. One
obvious reason is using different proxies to measarnings management, and employing

different samples across different periods.

The sample used is important when exploring thecefdf IFRS adoption on earnings quality
since countries differ in the way they adopted stendards. When local standards before the
move towards IFRS were identical to IFRS, the adopdf IFRS may not have had an effect on
earnings management. For example, local accoustimgdards in South Africa became the
same as IFRS starting from 2003 following the harisa&tion process that started in 1995. In
2005, South Africa adopted IFRS as issued by theBlAFor this reason, it is important to
identify whether national accounting standards usefdre the introduction of IFRS were the
same as IFRS but were labelled as national aceausetandards, in which case IFRS adoption
may not have had a significant influence on eamniggality. Another point is that in some
countries IFRS was permitted only for some compartieerefore, such firms may not have

experienced major differences when it became cosopyl

In relation to the point above, some countries saghHong Kong and Singapore adopt IFRS
almost word for word with a few modifications bubder the name of national standards.
Studies employing data from databases would consmi@panies using such standards to be
non-adopters while in fact they use accountingdseas that are almost the same as IFRS. In
chapter 2, we provided an explanation of issuestedlto the selection of countries in the

present study (more details are also provided iap@Hr 5).

Most prior studies that investigated the effectFdi®S adoption on earnings management cover
only the early years of adoption up to 2007. Drawoonclusions on the effect of IFRS

adoption based on data covering the first yeamdoption is probably not accurate. To tackle
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this issue, we chose countries that adopted IFRZR®% or before, and dropped the first years
of adoption, covering the period from 2007 to 2@&€e chapter 5). While the focus of most
prior studies was on whether the adoption of IFR&ehsed earnings management, the present

thesis focuses on earnings management under IRRS), thhe variation in countries’ settings.

Walker (2013) draws our attention to the difficudtiyinvestigating the effect of IFRS adoption
on earnings management, given the possible diffesem the economic circumstances before
and after the adoption. For example, the globarfamal crisis which began in late 2007, had a
significant effect on listed companies in the EWgrefore, the comparison of financial
statements between post 2007 and pre IFRS adoigmobably not easy. As such, the
difference in the economic circumstances betwedardend after the adoption is a possible
reason for the variation in the findings of priagudies. Walker (2013) further refers to the
difficulty in the direct comparison of financialatements in 2005 with those in later years in
terms of the effects of measurement and recognitiobices made at the first-time IFRS
adoption. As in Garcia-Osma and Pop (2011), firhat tclean up’ their balance sheets before

IFRS implementation have greater opportunities &mipulate earnings in the later years

Prior empirical studies lack a theory that providgesiseful account of institutional factors
shaping earnings quality including earnings managgmin addition, most previous studies
(e.g. Leuz et al, 2003; Callao and Jarne, 201QJ usePorta et al. (1998)’s measures; however,
a major problem with these kind of measures ig thadidity for recent data; they are probably
out of date. Christensen et al. (2013) maintain t@ny EU member states introduced changes
in enforcement along with the introduction of IFRS2005. For this reason, it is possible that

traditional measures widely used in the literatlwenot mirror the real settings.

?"The clean-up is done by eliminating accumulatectusts bloat, hence allowing greater room for antiog
discretion in the subsequent years.
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Our study provides a detailed explanation of thetdig that would determine accounting
practices before and after IFRS adoption. We pmviad general model of the factors
determining accounting practices (See chapter rB)addition, measures of country-specific
factors used in this thesis are adopted from theld\Feorum and the World Bank (see chapter
5). We also explore earnings management from 2602010 (during the financial crisis) to
escape the drawbacks associated with first-timeSIRRIoption and any changes in the
economic circumstances before and after the adgpgicusing on the role of country-specific

factors in determining earnings management undesIF

4.3.5. Real earnings management

Although extensive research has been carried owcoruals based earnings management, to
the best of my knowledge, no single study has emadthhow real earnings management varies
across countries that adopted IFRS mandatorily.ondR2010) indicated a scarcity in real

earnings management research in comparison witlualscearnings management ones. The
survey conducted by Graham et al. (2005) shows itietagers engage in real economic
actions to achieve earnings targets, for instardmaying advertising expenditure and

maintenance rather than taking accounting actibos.this reason, real earnings management
has cash flow consequences and is, therefore, mos#y than accruals-based earnings

management. Graham et al. (2005, p. 32) find that
80% of survey participants report that they woudttréase discretionary
spending on R&D, advertising, and maintenance tetna earnings
target. More than half (55.3%) state that they Wadglay starting a new
project to meet an earnings target, even if sudelay entailed a small
sacrifice in value.
Roychowdhury (2006, p.337) defines real activitiegnipulation as “departures from normal

operational practices, motivated by managers’ ddsimislead at least some stakeholders into

believing certain financial reporting goals haveirenet in the normal course of operations”.
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Real earnings management has not been given the a@@mtion as accruals manipulations in
that a handful of studies in the literature invgastied the real actions to manage earnings
(Gunny, 2005; Roychowdhury, 2006; Cohen and Zarp@@10; Zang, 2012). Doukakis (2014)
was the first to examine the effect of mandatoriR$Fadoption on both accruals and real
earnings management across countries. More spabjfibe examined the effect of mandatory
IFRS adoption on real and accrual based earningmgesent across 22 European countries
covering the years from 2000 to 2010. He foundigoificant effect of mandatory adoption on
real or accrual based earnings management whereadelel incentives shaped accounting
quality. It should be noted, however, that DoukdRi814) investigated the effect of standards,
not the effect of the differences in countriesisgt, on real and accrual earnings management

activities.

The literature provides some evidence of less at€mearnings management in countries with
strong institutions but does not show whether eaahings management substitute the accruals
earnings management in such cases. One can ekpé&dh tcountries with strong institutions,
real earnings management is more popular than @scearnings management and vice versa.
Schipper (2003) argues that firms switch to reahiegs management activities with tighter
standards. Ewert and Wagenhofer (2005) reportedl tighter accounting standards are
positively associated with better earnings qualitgwever, managers switch to costly real
earnings management. Therefore, having the acemustandards constant, tighter institutions
may cause real earnings management to be moregsdpah accruals management across the

adopting countries.

4.3.6. The effect of firm characteristics on earnigs management
Prior research hypothesises that the differencégndamental firm characteristics and capital

market incentives affect earnings management andehthere is a need to control for them
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before inferring the presence of opportunistic eeys However, the effect of control variables

on accruals earnings management may differ frorafiect on real earnings management.

Firm size could affect the firm’s tendency to mamagrnings. Albrecht and Richardson (1990)
found that small firms are more motivated to smoednnings than large firms. Large and
publicly visible firms are more scrutinised by ist@rs and regulators (Siregar and Utama,
2008), therefore, managers in large firms may nahage earnings via accruals; instead, they
may prefer real activities to escape detection. H#os reason, we predict a negative
relationship between the size of a firm and acerearnings management, but a positive one

with real earnings management.

There is substantial evidence that firms with bigddebt covenants, an indication of higher
leverage, are more likely to boost earnings, tagaiié covenants violation, than firms without
such closeness to debt covenants (Watts and Zimamerh®86). To that end, firms may use
accounting methods (DeFond and Jiambalvo, 1994g8&ye 1994; Francis and Wang, 2008)
or real activities such as asset sales (Bartov3)199or this reason, we predict a positive
relationship between leverage and accruals earningsagement but we make no such

prediction between our real earnings managementaseind leverage.

Overall, growth is a potential reason to windowsdréhe financial statements by increasing the
earnings to attract more investors. Prior reseauggests that the incentive to boost earnings
increases with firms’ growth opportunities (e.g.rtBaet al. 1999 and Skinner and Sloan,
2002). However, Richardson et al. (2005) show tratvth is negatively associated with
earnings management. Therefore, we made no dinattwediction about the effect of growth

on accruals earnings management.

The results of studies regarding the relationskeipvben real earnings management and growth

are mixed. Cohen and Zarowin (2010) and Kotharalet(2015) provide evidence that real
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earnings management activities have a negativeteaifefuture performance. Similarly, Zhang
(2008a) and Leggett et al. (2009) report a negatgsociation between real earnings
management activities and stock return performa@cdy the work of Gunny (2010) finds a
positive effect of real earnings management onexqent operating performance. Therefore,

a negative association between real earnings mar&agections and growth is predicted.

Capital market incentives may influence earningmagament activities (Barton and Simko,
2002; Cohen and Zarowin, 2010; Zang, 2012). Moreniegs management activity is
associated with a greater number of shares ouistatml beat a given per share earnings target
(Zang, 2012). However, this high threshold wouldcdurage earnings management when the
target is more difficult to hit (Barton and Simk&002). Furthermore, Cohen and Zarowin,
(2010) argue that it is not clear whether numbesliudres drives accruals or real earnings.
Hence, we made no directional prediction aboutedfiect of number of shares on earnings

management.

Profitability may influence earnings managemenbylb et al. (2007) show that the incentives
for earnings management are greater with weak pedoce. However, DeAngelo et al. (1994)
find that maintained weak performance provides legportunity for accounting earnings
management. Therefore, we made no prediction regardhe relationship between
profitability and accruals earnings management. | Reanings management can have a
negative effect on future operating performance;efample, increasing current sales through
giving discounts may decrease the future profitenvicompanies return to the old prices
(Gunny, 2005). For this reason, it is more likelgttheal earnings management is negatively

associated with profitability.
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4.3.7. Discussion

There is a large volume of published studies oniegs management. The early studies tried to
test the motives for earnings management and ¢besequences. Exploring earnings quality in
general, including earnings management, is a relcendl in international accounting studies.
An early work by Ball et al. (2000) provided evidenthat properties of accounting earnings
vary across different counties because of the tutgthal differences in the demand for
accounting income. This was followed by work of IBatl al. (2003), where they found that
strong institutions were of great importance inpshg@ earnings quality, not only using a single

body of high quality accounting standards.

Since then, several studies have begun to exploeeeffect of institutions on earnings
management (e.g. Leuz et al., 2003; Burgstahlat.e2006; Gassen et al., 2006; Francis and
Wang, 2008). All these studies concluded that thveas a significant positive relationship

between local environments and accounting quafitgther words, less earnings management.

With the movement towards the adoption of IFRSstlr voluntarily and then mandatorily,

studies exploring the effect of the adoption onneeys management began to emerge. In
Germany, no difference was found in earnings mamagé under IFRS compared with other
standards (e.g. Van tendeloo and Vanstraele, 20&%;derMeulen et al., 2007). Such results
could be because of the role the local factors phayhe implementation of accounting

standards. On an international basis, Barth g2808) found that firms using IFRS across 21
countries revealed better earnings quality thanndatched sample firms adopting non-U.S.
domestic accounting standards. It is important ention that the former two studies were

conducted when IFRS adoption was voluntary.

The conclusions of voluntary IFRS adoption may apply to mandatory adoption, in which

case firms may not have the incentives to compth wie standards. Indeed, Christensen et al.
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(2015) documented higher earnings quality in tharfcial reporting of German companies that
adopted IFRS voluntarily, before 2005. However,sugh improvements were found in the
financial reporting of German companies that webéiged to comply with IFRS when it

became mandatory in 2005.

Then, with the introduction of IFRS in the EU in(&) the focus turned to investigate the effect
of mandatory IFRS adoption on earnings quality igivaen country (e.g. Zéghal et al., 2011,
Paananen, 2008; Paananen and Lin, 2@0@) across counties (Jeanjean and Stolowy, 2008;
Capkun et al., 2012). Chen et al. (2010) providadence that earnings management was less
after the mandatory IFRS adoption in Europe ansl\was due to the adoption of the standards.
A work by Ahmed et al. (2013), howeveyggests that earnings quality did not increass aft

mandatory IFRS adoption even in countries withrgjriegal enforcement.

This raises a question about the reasons for fferehices in the outcomes of mandatory IFRS
adoption across different countries. To answer dhisstion, it would be useful to examine the

effect of other local factors on quality.

Callao and Jarne (2010) found that strong invegtotection and legal system are consistent
with less earnings management before and after [&Rfption in the EU in 2005. In a more
global study, Houge et al. (2012) found that IFRIS@ion led to less earnings management in
counties with strong investor protection, whereasnad et al. (2013) found no improvement in
earnings quality after IFRS adoption even in caestwith strong legal enforcement. In another
study, Filip and Raffournier (2014) came to a caemn that earnings management was less
after the financial crisis across the EU. They fbuhat investor protection, enforcement,
corporate governance, and market forces had ancinga earnings smoothing but not on

accruals earnings management.
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Almost all comparative papers published on earnimgmagement employed accruals based
models, smoothing models or both. The only papeDdaukakis (2014), examined the effect of
mandatory IFRS adoption on accruals and real eggnmanagement across 22 European

countries, concluding that there was no signifiegféct on either type of management.

The first empirical chapter in this thesis fillsishgap by exploring the effect of investor
protection, enforcement of accounting standardstaedtrength of capital market on accruals
and real earnings management across 23 countriedatiag IFRE®. While previous studies
focus on the effect of IFRS adoption on earningsagament, our first empirical chapter
concentrates on the effect of country-specificdexibn earnings management under IFRS. As
all countries in the sample enforce IFRS adoptiba,results may further emphasise the role of
local environments in shaping accounting qualifythe adoption of IFRS alone is enough to
obtain consistent accounting practices, instititishould not have an effect on accruals and
real earnings management. Another benefit of ekglaccruals and real earnings management

is to address how companies respond to institutfactors in managing earnings if they do.

In addition, we examine the effect of country-sfiecfactors on conservatism and value
relevance together. The sections that follow previdsights on the effect of accounting
conservatism on value relevance, some definiticers] a review of prior studies on

conservatism and value relevance.

4.4. Conservatism and value relevance: contractingerspective and equity valuation

perspective

Accounting information serves a dual purpose; & source for both equity valuation (valuation
perspective) and for contracting (contracting pecspe) (e.g. Watts and Zimmerman, 1986).

The essence of information perspective of accogntan be traced back to the work of Ball

% gee chapter 3 Theoretical Framework, which indualgustification for the selection of these thiaetors.
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and Brown (1968) who investigated the relationdhgiween accounting numbers and stock
prices based on the assumption that accounting exsmtrovide information for investment
decisions. As such, under valuation perspective, ftinction of accounting is to provide
information, especially to shareholders, which sgeful in assessing the market price and

making investment decisions.

With the introduction of agency theory by Jensed Bteckling (1976), a new perspective of
accounting information emerged which is the coniingcperspective. Agency theory suggests
that the firm is “nexus of contracts” between fdifent parties who are driven by their self-
interests(Jensen and Meckling, 1976). The main contractsheedebt contracts between the
firm and the creditors, and the compensation cotdgranade to limit the opportunistic

behaviour of managers (Walker, 2013). Hence, olee of accounting information is to reduce
the agency costs associated with outside finanamd) bonus plans and thus facilitating the
contracting process. For example, creditors mayiregincluding debt covenants in debt
contracts based on accounting information. The roleaccounting, under contracting

perspective, is to provide information that is usah evaluating contracting settings and

economizing the transactions costs.

Of accounting attributes, what is desirable fronlusion perspective may not be desirable
from contracting perspective. Watts (2003) and leeenal. (2006) hold the view that earnings
conservatism may be an optimal attribute from @mting perspective. With regard to value
relevance, Holthausen and Watts (2001) argue kieavalue relevance research is of value in
equity valuation perspective but this does notyapplcontracting perspective and, therefore, it
is of less value in measuring earnings quality. eesv, Barth et al. (2001) point out that value

relevance measure is one of a number of differegitios of earnings quality.
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The literature shows an effect of conservatism alues relevance of earnings. For example,
Basu (1997) and Hayn (1995) suggest that the dedafinvalue relevance of earnings across
time can be explained by the increase in nonramyiiitems and negative earnings; in other
words, higher conservatism. In this case, bookeslhecome more important than earnings in

explaining stock prices (Barth et al., 1996; Buapsr and Dichev, 1997; Collins et al., 1999).

In a study exploring value relevance across 40syfam 1953 to 1993, Collins et al. (1997)
found no decrease in the combined value relevahb®ak value and earnings; instead, there
was a slight increase over time. The value relezarfcbook value increased while the value
relevance of earnings decreased over time. Thepwid the decrease in value relevance of
earnings to the increase in the frequency of negaarnings, significant incidence of one-time
items, and changes in intangible intensity. Thésairigs indirectly support the argument that

conservative accounting reduces the value relevaihearnings across time.

Another reason for the increase in the value relesaf book values at the expense of earnings
after IFRS adoption is the increase in conservatdgeounting because of the fair value
requirements in the standards. For example, Giaoly Hayn (2000) note more conservative
accounting in the United States because of the FA&Br value rules that require earlier

recognition of expenses and losses or deferredynétoon of revenues.

In a study investigating the effect of conservat@mvalue relevance directly, Bandyopadhyay
et al. (2010) suggest a positive relationship betwéhe reliability of earnings and the
usefulness of earnings, over book values, for @xiolg stock prices. Earnings are deemed
more reliable if they have higher predictabilityfofure earnings. Earnings become less reliable
with higher conditional conservatism. Taken togethegher conservatism leads to less reliable
earnings, making the book values more useful ilagxing the stock prices than the current

earnings. As such, balance sheet numbers arevedjatiigher in value relevance compared
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with income statements amounts. This is consistgtit Barth (2006), who contends that
accelerating the recognition of future expenses lasdes reduces the ability of earnings to
predict themselves while it improves the abilityeafrnings to predict future cash flows. The
decrease in the ability of current earnings to jotetuture earnings makes earnings less

relevant.

Heflin et al. (2014) attempted to evaluate theatftd conservatism on the usefulness of GAAP
earnings for evaluation purposes. They concludadl ¢bnditional conservatism reduced the
informativeness and persistence of earnings, arderttee earnings less smooth. Consequently,

investors preferred Street earnings that are l@ssecvative than GAAP earnings.

Altamuro et al. (2005) found that even when earsimganagement incentives are high,
accelerating revenue recognition is associated higihher market response. This means that
either aggressive accounting is not an indicatidiower quality of earnings, or the high market
response is not evidence of better quality. Funioee, Ewert and Wagenhofer (2013) pointed
out that investors adjust the face value of regbe@rnings for interpretation purposes; for this
reason, investigating the relationship betweenksfaices and reported earnings may not

provide valid inferences.

Our study does not examine the effect of conseswatn value relevance directly; it rather
tests the effect of some country specific factarsboth conservatism and value relevance of
book values and earnings. Investigating only on¢hefn does not provide a full picture of
earnings quality as conservatism may be desirabl® fcontracting perspective while value
relevance may be desirable from equity valuatiorsgective. This is another contribution we

add in the second empirical chapter.

The next section moves on to present definitionaaaiounting conservatism in addition to a

review of prior studies in this area.
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4.5. Conservatism

The statement of concepts No.2, the (FASB), 1980iges a definition of conservatism as “[a]
prudent reaction to uncertainty to try to ensura timcertainty and risks inherent in business

situations are adequately considered.”

The IASB conceptual framework (1989) provides ardeébn of prudence as:
the inclusion of a degree of caution in the exeroikthe judgments needed in
making the estimates required under conditions rafettainty, such that

assets or income are not overstated and liabilitesexpenses are not
understated (IASC, 1989).

According to Watts (2003), conservatism is “thefeaténtial verifiability required for

recognition of profits versus losses. Its extreraemf is the traditional conservatism adage:
anticipate no profit, but anticipate all losses” qit¢, 2003. p.207). In general, conservatism
holds that there is a comparative downward biaacecounting value to the economic value

when measuring net assets.

There is a debate whether conservatism is a désiedtribute of financial statements or not.
Watts (2003) relates the preference for consematts its constraints on managerial
opportunistic behaviour, which leads to eliminatthg noise and bias in accounting measures
on which the contracts base. Ball et g2000) and Bhattacharya et al. (2003) contend that
conservatism reduces the information asymmetry detamanagers and other parties making
the financial reporting more transparent. SimilafBall and Shivakumar (2005) write that
financial reporting prepared conservatively is dtter quality and useful for contracting

purposes.

#|n addition to contracting, Watts (2003) providether explanations for conservatism. Shareholdégation
may explain conservatism since the understatenfemtoassets reduces the expected litigations .cBstgulation
and tax are other factors that may explain consigssaccounting.
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On the other hand, Penman and Zhang (2002) cagit douthe benefits of the practice of
conservatism in accounting in terms of the grefisibility available to managers to manage
earnings. The hidden reserves resulting from ceasige accounting with investment growth

lead to less predictability of current earningsftdure firm performance.

The Chairman of the IASB Hans Hoogervorst (2012ntains that “[a] systemic bias towards
conservatism undermines the value of earnings@esfarmance indicator”. He also states that
prudence may create scope for opportunism in fiahrstatements in terms of earnings

management.

In the 1989 IASC’s conceptual framework, prudenaes wlentified as one of the qualitative
characteristics of financial reporting. However, 2610, the IASB and the FASB issued a
revised version of the conceptual framework, drogpprudence and reliability from the

desired qualitative characteristics of financigbaing. The removal of prudence from the
conceptual framework was because of its conflithwieutrality, whereas the replacement of
reliability with faithful representation was owing the lack of common understanding of its

meaning.

Ever since, the concept of prudence has becomentaowersial issue. Calls on the IASB to

reintroduce prudence in the conceptual frameworkehpersisted since the release of the
framework in 2010. European politicians went asafaito threaten to cut off the funds the EU
provides to the IASB unless the latter reinsertglpnce in the conceptual framework (Crump,

2013).

In his speech at the FEE conference on corporaiartieg of the future, Hoogervorst (2012)
attributed the removal of prudence from the congapframework to the need to help align
IFRS with US GAAP as the IASB and FASB stressedintmaortance of neutrality of financial

reporting. He asserted that despite leaving outctiecept of prudence from the conceptual
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framework, it was inherent in IFRS and had a roléhie development of the new standards

(Hoogervorst, 2012).

Kothari et al. (2010) argue that the demand foifiadle information by both shareholders and
debt holders contributes to the increase in camdhili conservatism. In a recent letter in the
Financial Times, a group of shareholder represeegt asset managers, and institutional
investors called for restoring prudence as a ggigirinciple in the financial statemerftsThey
pointed out that “[p]Jrudence ensures that perforceaand capital are not overstated. This in
turn underpins the confidence of shareholders enddrs in companies’ balance sheet strength

and capital stewardshigQuinn et al., 2015).

In response to the previous letter, Hans Hoogerv®®815) wrote that the IASB had the
intention to reintroduce prudence in the concepti@athework, though in support of neutrality
not as a replacement for it. He agreed on the teeedoid the overstatements of earnings and
assets, and understatements of liabilities, but dogally believed that a deliberate
understatement of earnings and assets is imprudeneaffirmed the commitment of the IASB
to setting accounting standards in which financedorting reflects the economic reality as

closely as possible (Hoogervorst, 2015).

Watts (2003) and Leone et al. (2006) maintain dahings conservatism may be an optimal
attribute from contracting perspective. O’'ConnélD@7) tends to support this view as he
suggests that conservatism may not be benefimah fvaluation perspective but it may help

with assessing stewardship.

%0 The letter is signed by: Local Authority Pensiam# Forum, RPMI Railpen, Sarasin & Partners, Thmeadle
Investments, GO Investment Partners, UK Shareheldssociation, and Independent Director.
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4 .5.1. Conditional conservatism and unconditionalanservatism

Authors divide conservatism into two types: corutidl conservatism (timelier loss
recognition), and unconditional conservatism (iretegent of losses) (Ball and Shivakumar,

2005).

Basu (1997) defines conditional conservatism asdhdency of accountants to follow policies
accelerating recognizing bad news while taking @igtiegree of verification with regard to
good news. Thus, it can be said that there is tiondi conservatism in the financial statements
when they reflect bad news quicker than good n@wsyhen the loss recognition is timelier
than gain recognition. Conditional conservatismaiso referred to as event driven, news-
dependent, ex post, or earnings conservatism.nltbeaachieved by long-lived intangible and
tangible asset impairment (Ryan, 2006). Other comexamples of conditional conservatism
include asymmetry in gain/loss contingencies ancentory valued at the lower of cost or

market (Ruch and Taylor, 2015).

Unconditional conservatism refers to the conseswatin assets values resulting from a
systemic under-recognition of their accounting edby, for example, using higher depreciation
rate compared to the economic rate (Ryan, 2006herOtxamples of unconditional

conservatism include expensing R&D costs, expenaiiggertising costs, and increasing the
provisions related to future costs, such as thewalhce for doubtful accounts (Ruch and

Taylor, 2015). This form of conservatism is refdrte as unconditional because it is not based
on information about the performance of an asbéetieby some authors describe it as ex-ante

conservatisnar news-independent (e.g. Ryan, 2006).

From contracting perspective, conditional conseéswatis more important than unconditional
conservatism since what is required under thispeets/e is more timely information, which is

captured by conditional conservatism (Ryan, 2006)ddition, Ball and Shivakumar (2005)
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argue that unconditional conservatism does not thiesefficiency of contracting, as it does

not add any new information unknown at the dateowmitracting.

Unconditional conservatism may interact with reatngngs management activities. Managers
can increase earnings via real activities suchoasppning expensing or advertising costs, in
which case there is less unconditional conservaiisthe financial statements. With respect to
the relationship between conditional conservatisnd ainconditional conservatism, the

literature provides evidence that conditional covetsm is negatively associated with

unconditional conservatism (e.g. Roychowdhury anakt¥/2007). One can argue that higher
conditional conservatism is associated with lowecanditional conservatism and higher real
earnings management. Indeed, Garcia Lara et d2jZhowed that the increased conditional
conservatism was associated with a decline in atcrearnings management while it was

associated with an increase in real earnings manef.
4.5.2. Single country studies

A large body of literature on conservatism has hadniished using samples of US companies.
Some investigated the effect of conservatism oaninal statements (e.g. Kim and Kross,
2005; Jackson and Liu, 2010; Chen et al., 2014)ettested the effect on equity market users
including information asymmetry (e.g. Hui et alQ0®; Kim et al., 2013), value relevance
(Balachandran and Mohanram, 2011; Bandyopadhyal:,e2010;Heflin et al., 2014), cost of
equity capital (Francis et al., 2004; Garcia Larale 2011) and analysts forecasts (e.g. Pae and
Thornton, 2010; Louis et al., 2014). Another selitefature on conservatism tested its effect on
lenders (e.g. Zhang, 2008b) and executive compens@dyengar and Zampelli, 2010), and its

relationship with corporate governance metrics. (€agrcia Lara et al., 2009). Of these studies,

31 Using data for US firms over the period from 1982010
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studies on the effect of conservatism on earningsdity and value relevance would be more

relevant to our research.

Studies on the effect of conservatism on earningglity reveal that there is an effect of

conservatism on earnings predictability of futuaenengs and cash flows, and value relevance.

Penman and Zhang (2002) examined the effect ofecreatve accounting on earnings quality
using US firms from 1975 to 1997. They found thatnéngs were less predictable because of

the hidden reserves resulting from unconditionalseovatism.

In another study, Kim and Kross (2005) tested tfiece of conservatism on the ability of
earnings to predict future operating cash flows Tdsults revealed an increase in the ability of
earnings to predict future operating cash flowsabee of the increase in conditional

conservatism.

Consistent with Kim and Kross (2005), Bandyopadhgayal. (2010) provided a broader

explanation of the effect of conservatism on eawirand cash flow. They noted that
conservatism increased the predictability of futtash flows based on current earnings while it
reduced the predictability of future earnings. Thego suggested a positive relationship
between the reliability of earnings and the usefsinof earnings, over book values, for
explaining stock prices. Earnings are deemed nadi@bte if they have higher predictability of

future earnings. Earnings become less reliable Wigher conditional conservatism. Taken
together, higher conservatism leads to less reli&arnings, making the book values more

useful in explaining the stock prices than the eniriearnings.

On the effect of unconditional conservatism on galelevance, Balachandran and Mohanram

(2011) found that the value relevance decreasedtowe and the unconditional conservatism
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increased over time. However, they did not finddewice that the increase in unconditional

conservatism led to the decrease in the valueark®/over time.

Heflin et al. (2014) attempted to evaluate the aff# conservatism on the usefulness of US
GAAP earnings for valuation purposes. They conduthat conditional conservatism reduced
the informativeness and persistence of earnings, @rade the earnings less smooth.
Consequently, investors preferred Street earniigd &re less conservative than GAAP

earnings for equity valuatidh

With respect to the effect of conservatism on esmimanagement, Jackson and Liu (2010)
demonstrated that earnings were managed usingatheldbt expense to meet the targets. The
unconditional conservatism allowed in treating lohabts allowances gave room to exercise

earnings management.

Using data for US firms over the period from 1962010, Garcia Lara et al. (2012) tested the
effect of conditional conservatism on both accruatsl real earnings management. They
showed that the increased conservatism was assoordth a decline in accruals earnings
management while it was associated with an incrgaseal earnings management. Since real
earnings management is costly, the benefits of @watism represented by lower accruals
earnings management should exceed the costs @fidrease in real earnings management to
yield a positive net effect of conservatism on aays management. They also found that firms
applying more conservative accounting are less gatjan both accruals and real earnings

management; hence they drew the conclusion thaeceatism curtails earnings management.

Barth et al. (2014) found that the reaction to E®® announcement is slower with higher

conditional conservatism. They argued that lowdormation content of earnings was the

%2 There is a difference between GAAP earnings amdeStearnings in that the latter are modified emymi
excluding earnings components resulting from cémditi conservatism, which tends to increase transit
components in GAAP earnings (in both unusual itants other items).
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potential cost of conditional conservatism. Theultssshowed that investors were unable to
reconcile the negative bias in conservative eamismce firms with higher conditional

conservatism experienced positive returns after gamings announcement. Subsequent to
earnings announcement, firms exercising consemagiwcounting revealed higher level of

insider purchases owing to the investors’ low reacgiving the insiders an advantage.

Briefly, the aforementioned studies examined tHeotfof conservatism on other attributes of
earnings. Higher unconditional conservatism was@ated with less predictable earnings,
lower value relevance, and greater room for eaminganagement. Greater conditional
conservatism was positively correlated with ledmlpée earnings (in which case book values
were more useful), a decrease in the informativieaesd persistence of earnings, lower accruals
earnings management and higher real earnings maweageand slower reaction to earnings

announcements.

Another stream of literature on conservatism inpacsfic country emerged to examine the

effect of IAS/IFRS adoption on conservatism, being of the earnings traits.

Using data from Germany from 1998 to 2002, Hung S&nbdramanyam (2007) examined the
effects of voluntary IFRS adoption on timelinessl aonditional conservatisth The evidence
that income under international standards exhigitsater conditional conservatism and

timeliness than income under HGB was wéak

% They examined value relevance of equity and rerite as well. They did not find evidence to sugtfestIAS
improved the value relevance of book value androeime.
3 HGB is Handelsgesetzbuch (Commercial Code, Gerjnany
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In another study, Gassen and Sellhorn (2006) siutie determinants of voluntary adoption of
IFRS from 1998 to 2004, and earnings quality in gvoups of firms, HGB firms and IFRS

firms. They found that IFRS firms were more conaée than HGB firm¥.

Paananen and Lin (2009) reported less timely lessgnition after mandatory IFRS adoption
compared with voluntary IFRS adoption and fASThey attributed the decrease in earnings
quality to the changes in the standards as somewAf revised and new IFRS added.
Similarly, Christensen et al. (2015) noted an iaseein timely loss recognition after the
voluntary adoption of IFRS in Germany whereas theas no such increase in firms that did

not adopt IFRS until it became mandatory in 2005.
4.5.3. Multi country studies

An early work by Ball et al. (2000) across sevenntdes concluded that there was greater
conservatism represented by timely loss recognitiocommon law countries compared with

code law countries, where the litigation is notrathe common law countrigs

In a later study, Ball et al. (2003) studied finahaeporting quality captured by timely
recognition of economic income in four Asian coigdr Hong Kong, Malaysia, Singapore, and
Thailand. The accounting standards in the UK argl W8, in addition to the IAS, had
substantially influenced the accounting standandthose four countries. However, the results
indicate an effect of reporting incentives, whigk afluenced by local institutions, on timely

economic recognition, particularly losses.

% Qverall, they found earnings in IFRS firms of lessdictability, more persistence and higher coratésm than

in HGB firms. IFRS firms were of higher accrualsatity and higher value relevance than HGB firms thet
differences were insignificant.

% They also found less value relevance and greateirgs smoothing.

37 Ball et al (2000) stated “Nevertheless, Germanoasting in particular is widely presumed to be more
conservative, because German managers have unlisoadtion to reduce reported income during gooarsie
However, they also have unusual discretion to detapgnition of economic losses, and thus to irsgeaported
income in bad years” (p.47).
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Peek et al. (2010) compared asymmetric timelinegaiblic firms to that in private ones across
13 western European countries from 1993 to 200@yThade a distinction between creditors
and shareholders concluding that the demand fosezwatism in public firms was greater by

creditors than by shareholders. The latter, howed®manded higher conservatism than their

counterparts in private firms did.

Using data from 38 countries over the period 199232 Bushman and Piotroski (2006)
explored whether institutional factors shape th&pprties of accounting amounts. They found
higher conservatism in countries with higher quyalitf judicial systems, strong investor

protection, and stronger enforcement of securities’®.

Francis and Wang (2008) examined the joint effédhwestor protection and Big4 audits on
earnings quality across 42 countries over the pgeti®@94—-2004. They concluded that timely

loss recognition was higher in common law countiteédirms having Big4 auditors.

As some firms around the world began to use IASBRRIuntarily and then mandatorily in
their financial reporting, there has been a growingdy of literature investigating the effect of

IAS/IFRS adoption on earnings quality metrics imithg conservatism.

To best of my knowledge, the work by Barth et @0(Q8), which investigated the effect of
voluntary IAS adoption on accounting quality acr@dscountries, was the first to explore the
effect of IAS adoption on conservatism across avesit'The results showed that timely loss

recognition was higher after voluntary IAS adoption

Chen et al. (2010) compared accounting qualitysscid European countries between the pre

IFRS adoption period (2000-2004) and the post IERSption period (2005-2007). Of the

% Our study differs from theirs in that ours focuses countries enforcing IFRS, which makes the éffsfc
standards constant, and using different institatinsith different measurement. In addition, we iriggde value
relevance to provide a better picture of earningdity.

% They examined earnings management and value relewas well.
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metrics they employed, timely loss recognition vi@snd less timely in the post mandatory

IFRS periods.

Ahmed et al. (2013) provided evidence on the iniobory effects of compulsory IFRS
adoption on accounting quality across 20 counttieg adopted IFRS mandatorily in 2005
compared with a benchmark group of companies fréntduntries that did not apply IFRS.
They used data from 2002 to 2004 for pre IFRS adomnd data from 2006 to 2007 for post
IFRS adoption and dropped 2005. They found a saamf decline in the timely loss
recognition relative to gain recognition for coman adopting IFRS compared with
benchmark companies. They suggested that earningsityg did not improve after the

mandatory IFRS adoption even with the presencérafg enforcement.

Using data from 16 European countries over theogderom 2000 to 2010, André et al. (2015)
found similar results to those reported by Chemale{2010) and Ahmad et al. (2013). They
documented a decrease in conditional conservatisnthé post IFRS period in Europe.
However, the decrease was lower in countries witbng auditing and strong enforcement of

accounting standartfs

Given the above, there is no recent study explotiveg effect of country-specific factors on
conservatism under IFRS. The second empirical enapt this thesis partially adds to the

literature by investigating the effect of countpesific factors on conservatism under IFRS.
4.6. Value relevance

In general, the value relevance literature referstadies that examine the relationship between

an accounting amount and equity market price. Acting earnings are relevant and reliable

“0They used the Brown et al. 2014 audit and enfoetgrimdex.
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when their relationship with equity market valuesignificant. The higher accounting values

reflected in the equity market price, the highdugaelevance is.

In September 2010, the joint Conceptual Framewdrithe FASB and IASB identified
relevance as one of the primary qualitative charetics of useful financial reporting.
Accoutring earnings are relevant if they are capatfl making a difference when making
economic decisions. Relevant accounting earninigsnration has either a predictive value or a
confirmatory value, or both (IASB, 2010). Reliatjlihas been considered as a fundamental
characteristic of financial reporting for a longhé but now replaced by faithful representation
in the last draft of the IASB’s Conceptual Framekvdn the past, the IASB used to classify
faithful representation as a secondary charadterishhancing reliability. The FASB’s
Conceptual Framework identifies relevance and vgiig as fundamental features of financial
reporting. Hence, several studies linked valuevegiee to decision usefulness (e.g. Francis and

Schipper 1999; Lev and Zarowin, 1999).

Exploring the relationship between accounting ant®and market values is not a recent trend;
it goes back to 1960s with the first work by Millemd Modigliani (1966), as Barth et al. (2001)
argue. Barth et al. (2001) claim that the firstletpuse of the term ‘value relevance’ was by

Amir et al. (1993).

An early stream of value relevance studies lookhatrelevance and reliability of fair value
estimates used for different items in the finanggglorting. Various items have been used in the
literature, including pensions and other postreteat benefits obligations (e.g. Barth, 1991;
Choi et al., 1997), debt and equity securitiesanks and other property liability issuers (e.g.
Barth, 1994; Barth and Clinch, 1998; Carroll et, &003). In addition, derivatives (e.qg.
Venkatachalam, 1996; Wong, 2000) bank loans (Nel$986; Barth et al., 1996) non-financial

intangible assets (Barth and Clinch 1998; Aboodyakt 1999), have been used. The
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aforementioned studies tried to address whetherviaue estimates for some items were

relevant and reliable by examining its relationshith market value.

Another set of value relevance studies were aasent countries (e.g. Alford et al., 1993;
Harris et al., 1994; Joos and Lang, 1994; King bawgli, 1998; Graham and King, 2000; Fan
and Wong, 2002). In general, these studies exantiogdvalue relevance differed across the
countries where there were differences in corpogateernance, accounting standards, and

capital markets.

Starting from 2000, a new set of value relevanuadies emerged, testing the value relevance of
accounting amounts in the financial reporting pregausing IAS and then IFRS. This set of
studies inquired into whether financial reportinglar IAS/IFRS was of higher value relevance

than that under local accounting standards.

Since our study explores the effect of institutioi@@tors on value relevance across countries
mandating IFRS, two main streams of literature r@levant to it. The first is the specific
country studies on value relevance after IFRS adiopand the second is the studies on value

relevance across countries.

4.6.1. Single country studies

Most single-country studies on IFRS adoption arldeveelevance were conducted in Germany.
The underlying cause can be the permission of fiahcial reporting in Germany from early
1990s, one complying with either US GAAP or IFRSJ another complying with HGB
(Christensen et al., 2015). Hence, the availabdftgata allows researchers to conduct studies

comparing accounting quality under different stadddor the same firms.

Niskanen et al. (2000) examined the effect of lA®@ion on earnings quality by comparing

value relevance of earnings under domestic acaoyrdtandards with the same earnings
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reconciled to IFRS in Finnish firms. The resulteypded no evidence of value relevance for
reconciliation of Finnish Accounting Standards #Slat an aggregate level. It was also
reported that there was significant value relevaftereconciling adjustments of untaxed

reserves and consolidation differences.

Elsewhere, Babalyan (2001) compared earnings guadported by Swiss firms under US
GAAP and earnings reported under Swiss GAAP as age#larnings reported under IAS, using
a sample of Swiss companies from 1997 to 1999. ¢deimented that U.S. GAAP was more
value relevant than Swiss GAAP and IAS. Audit qyalnd firm size were proved to be

significantly influential factors for earnings gitglunder IAS compared to Swiss GAAP.

In Germany, Hung and Subramanyam (2007) examinectffiects of IFRS adoption on value
relevance of equity and net income from 1998 to220@hey did not find evidence to suggest
that IAS improved the value relevance of book vand net income. The variability of book
value and income, book value of equity and totadets was significantly higher under

international standards than under German GAAP (HGB

In another study, Gassen and Sellhorn (2006) slutiie determinants of voluntary adoption of
IFRS from 1998 to 2004, and earnings quality in H@Bhs and IFRS firms. Of earnings
quality metrics, they found value relevance in IFfR8s higher than in HGB firms but the

differences were insignificafft

Jermakowicz et al. (2007) evaluated the effectro$< listing on the NYSE, adopting IFRS, or
applying US GAAP on the value relevance of earnitigsnarket value of German DAX-30

companies from 1995 to 2004. The statistical amalysdicated a significant relationship

“I They also examined the timeliness and asymmetrieliess. The evidence that income under intematio
standards exhibits greater conditional conservasisthtimeliness than income under HGB was weak.

*2|FRS firms were found to have more persistens fgedictable and more conservative earnings taB ffms
did.

107



Chapter 4. Literature Review

between the book values of earnings and stockridee findings confirmed that cross-listing
on the NYSE, adopting US GAAP or IFRS, significgnitinproved the value relevance of

earnings to market value of equity.

Van der Meulen et al. (2007) tested the difference=arnings quality of two groups of German
New Market firms from 2000 to 2002; the first agplilFRS, the second adopted US GAAP.
Four metrics were investigated: two accounting-Basa&rnings attributes, accrual quality and
predictability; and two market-based earnings laftes, timeliness and value relevance.
Accrual quality, timelines, and value relevance evrund similar under IFRS and US GAAP

whereas earnings under US GAAP revealed bettergiaddity.
4.6.2. Multi country studies

The first stream of multi country studies on valtedevance focused on exploring the
differences in value relevance of earnings and bealkies due to the differences in the
accounting standards (e.g. Alford et al., 1993;ridaat al., 1994; Joos and Lang, 19%dng
and Langli, 1998). Another set of multi countryet@ture investigated the effect of macro
factors such as financing system, accounting réguléax, accounting clustérand spending
on auditing services (Ali and Hwang, 2000). Othtrdees investigated investor protection
(Hung, 2001;Cahan et al., 2009), ownership concentration (Fah\dong, 2002) governance
mechanism® (Davis-Friday et al, 2006), legal system origiisctbsures requirements and the
accounting regulator (Anandarajan and Hasan, 204figndarajan et al. (2011) examined the
influence of transparency, corporate, economic, &ndncing environments, and legal

environment on value relevance in banking instusi

“3 British-American, Continental, South American avicked Economy.

*4 They operationalized corporate governance mesricomposite score of shareholder rights, credights, rule
of law, and ownership concentration from La Portal.e (1998), and audit quality from Saudagaran Bigh,
(1997b).
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A recent set of multi country studies has examitiedeffect of IAS/IFRS adoption on value
relevance of earnings and book values across desf@arth et al., 2008; Devalle et al., 2010;
Agostino et al., 2011; Liao, et al., 201Regarding the effect of institutions, Clarkson ket a
(2011) investigated the effect of legal system @ue relevance. The only recent study
exploring the effect of institutional factors onw@relevance of accounting information was by

Isidro and Raonic (2012).

An early work by Alford et al. (1993) examined teue relevance of accounting information
across 17 countries where US firms were used asnahimark. They found that the value
relevance of accounting earnings reported undeal laccounting standards in Australia,
France, the Netherlands, and the UK was greater tthet of earnings prepared in accordance
with US GAAP. On the other hand, earnings under@fSAP were of more value relevance
than those under local GAAP in Denmark, Germarafy ltSingapore, and Sweden. The results

of the other countries were not conclusive.

Harris et al. (1994) compared the value relevancéomk value and earnings of German
companies with those of US companies matched mgesf size and industry. The motive
behind their study was the controversy on the SHEEtuirements to reconcile financial
reporting of foreign firms seeking listing on a W&ck market from local GAAP to US
GAAP®. The disclosure to investors under German GAAP deficient according to many
observers. Interestingly, they provided evidencat tihe value relevance of earnings under
German GAAP and under US GAAP were not significardifferent. However, the value

relevance of shareholders’ equity in German firnas Yower than in US firms.

In a similar study on Germany, France and the WsJand Lang (1994) concluded that there

was no difference in the association between spoide and accounting amounts between the

5 The controversy was between the SEC and the Naw Stwck Exchange (NYSE).
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UK firms and German firms whose measurement prestiended to be more conservative than
the UK firms’. They also found that the implememat EU directives, in an attempt to
harmonise accounting practices in the EU, did reareélse the country specific measurement

practices across Germany, France, and the UK.

King and Langli (1998) examined the value relevaaotd®ook value and earnings per share
across Norway, the UK, and Germany. Despite the tfat the accounting rules across the
three countries were different in terms of conséswa and the adherence to clean surplus
accounting, they found a significant associatiotwken stock prices and both earnings per

share and book value across all three countries.

Graham and King (2000) relate equity market vatuédok values and earnings in six Asian
countries, namely Indonesia, South Korea, Malaykia,Philippines, Taiwan, and Thailand. In
all six countries, the book value and the residkaahings were positively related to the stock
prices. On the other hand, the explanatory poweSéuth Korea and Philippines was relatively
high whereas it was relatively low for Malaysia af@iwan. They attributed these differences
to the differences in accounting practices everughothe result of Korea was unexpected,

where the accounting practices were influencedbytdx law.

Ali and Hwang (2000) explored the effect of counspecific factors on value relevance of
accounting information across 16 non-US countried asing US firms as a control. They
found that value relevance was higher in countwéere the financing system was market
oriented; i.e. where private sector bodies hadyark& in setting the accounting standards,
accounting systems fell into the British Americgpd and the spending on auditing services

was high.

Hung (2001) investigated the effect of using adcaeounting versus cash accounting on

value relevance of accounting performance meagegrsings and REO) across 21 countries.
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The findings suggested that using accrual accogritad a negative effect on value relevance
only in countries with weak investor protectionrddg shareholders’ protection reduced the
negative effect of accrual accounting on valueviahee of accounting performance measures,

and even increased the value relevance.

Fan and Wong (2002) tested the relations betweke valevance and ownership concentration
in seven East Asian economies excluding Japan. Toeymented that ownership structure
affected the informativeness of accounting earnirggecifically, firms with concentrated

ownership had lower earnings informativeness tiase with dispersed ownership structure.
They attributed this conclusion to the fact thadem concentrated ownership, accounting

information reflects the controlling owners’ intemts rather than the firm’s economic reality.

Davis-Friday et al. (2006) investigated the valekevance of book value and earnings in four
Asian countries, Indonesia, South Korea, Malayamal, Thailand during the period of the Asian
crisis. They found that the value relevance of bwakie increased in Indonesia and Thailand
during the crisis in contrast to value relevancearhings, which significantly decreased. While
the crisis had no significant impact on the valelevance of earnings or book value in South
Korea, the value relevance of both book value aaadhiegs declined during the crisis in

Malaysia. They also found that the value relevantebook value decreased with weak
corporate governance mechanisms, which had noteffe¢he value relevance of earnings.

Finally, the accounting systems affected the vadlevance of book value during the crisis.

Cahan et al. (2009) investigated the effect of ieas quality*®, investor protection and
information environment on value relevance acrd&gduntries over the period from 1993 to

2003. They found that the association betweennmetarnings and earnings quality was higher

“6 earnings persistence and the earnings-futureftmss
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in countries with strong investor protection andavlinformation opaqueness. It is worth

mentioning that they measured investor protectiariii-director rights and legal enforcement.

Anandarajan and Hasan (2010) inquired into the evatalevance of earnings and its
components across seven countries in Asia anda&friamely Egypt, Israel, Jordan, Lebanon,
Morocco, Tunisia, and Turkey. The value relevanas wreater in the financial reporting
prepared under accounting standards issued by t@ribadies rather than governmental
organisations. In addition, the value relevanceepbrted earnings was higher in the presence
of more foreign shareholders. Legal system origimil or common, had an effect on the
association between stock prices and book valugdsamings in that greater value relevance

was in common law countries.

In banking institutions, Anandarajan et al. (20Ekamined the value relevance across 38
countries using data from 1993-2004. More spedificéhey investigated the effect of some
macro level factors, such as transparency, corpoegabnomic and financing environments and
legal environment, and micro level factors, suchsiae, risk, and organization form. They
found higher value relevance in countries with ggedisclosure requirements and more focus
on the private sector. Value relevance of earnarmgbbook values were greater in common law

countries than in code law countries.

In an emerging market and using a monthly data fB00 to 2006, Alali and Foote (2012)
investigated the value relevance of IFRS in finahogporting of firms listed on in the Abu
Dhabi Stock Exchange. They found that earnings @k values were relevant in terms of
their association with stock prices. However, iarh trends the accounting information under
IFRS may not be value relevant. They also noteldaage in the value relevance of accounting

information across the time since the market wéabished in 2000.

112



Chapter 4. Literature Review

Since some firms began to use the internationadwading standards IAS voluntarily in their
financial reporting and then IFRS mandatorily, sal/etudies tested the effect of this adoption

on value relevance across countries.

In an international context, Barth et al. (2008pyide evidence that firms that use IFRS
voluntarily reveal more value relevance of accaup@mounts than do matched sample firms

adopting non-U.S. domestic accounting standardssa@1 countries.

Devalle et al. (2010) used a sample of 3.721 filisted on five EU stock exchanges, Madrid,
Paris, Frankfurt, Milan, and London to test whetivalue relevance increased after the
introduction of IFRS in Europe in 2005. They obselhmixed findings on the improvement in
value relevance of earnings and book value of gdqaishare prices. However, the association
between earnings and stock price increased affeg I&doption in France, Germany, and the
United Kingdom whereas the association between badles and stock prices decreased

following the introduction of IFRS except for th&kU

Clarkson et al. (2011) used a sample of 3,488 fionsxamine the effect of IFRS adoption on
earnings and book value relevance to share prici#ss from EU countries and Australia that
adopted IFRS mandatorily in 2005. They documenttdrdntial valuation effects for code law

and common law countries. While the value relevafdé&RS earnings and book value equity
for code law countries changed marginally, it desdi for common law countries. Such
expositions are unsatisfactory because they coverdg one year after mandatory IFRS

application.

Covering a year before the adoption and the yeamafdatory IFRS adoption in the EU,
Aharony et al. (2010) compared the value relevasfcgoodwill, research and development

expenses, and the asset revaluation across 14 @hlries. The results showed an increase in
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the value relevance of goodwill, research and dagrmeknt expenses, and asset revaluation

increased after mandatory IFRS adoption acrossllddtintries.

In the bank sector, Agostino et al. (2011) showal expected, that the value relevance of
earnings increased in the post IFRS adoption pefavdthe entire sample. The greatest
incremental effect was in Italy and Germany, thalsst in the UK. This result was consistent
with the view that IFRS are of better quality thdomestic EU accounting standards. It also
coincided with the view that the quality of UK GAANas already as high as IFRS. On the
other hand, the findings on equity book value wess clear-cut. That is, less transparent banks
did not experience significant improvement in vatakevance of book value after mandatory

IFRS adoption.

Liao et al. (2012) explored the comparability obkovalue and earnings between French and
German firms after mandatory IFRS adoption. Thesufts suggest that book value and
earnings under IFRS are comparable between Framt&armany in the first years of IFRS

adoption with a decrease in comparability thereafte

Isidro and Raonic (2012) investigated earnings itgyatarnings manipulation and the value
relevance of accounting information across 26 atesthat mandated IFRS, in two years of
the adoption, 2006 and 2007. They found that strangitoring mechanisms, more globalized
markets, greater business sophistication, and higlel of economic development influence

accounting quality positively.

4.6.3. Discussion

The findings of the effect of IFRS adoption on \eahglevance in a given country are mixed.

While Niskanen et al. (2000) show no evidence tdeaelevance for reconciliation of Finnish
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Accounting Standards to IAS at an aggregate IeBahalyan (2001) documented that U.S.

GAAP were more value relevant than Swiss GAAP a&fsl |

Gassen and Sellhorn (2006) and Hung and Subramar(2&®7) found no significant

differences in value relevance between IAS adopers their HGB counterparts. Similarly,
Van der Meulen et al. (2007) found similar valuéevance extent between two groups of
German firms: the first applied IFRS, the secondpaeld US GAAP. In an international study,
Barth et al. (2008) provided evidence that firms\@dFRS voluntarily revealed more value
relevance of accounting amounts than did matchetpkafirms adopting non-U.S. domestic

accounting standards across 21 countries.

On mandatory adoption, Devalle et al. (2010) camhetlimixed results on the effect of IFRS
introduction in 2005 in the EU. The associationwsstn earnings and stock price increased
after IFRS adoption in France, Germany, and thetddnKingdom whereas the association
between equity book value and stock price decrefmdledving the introduction of IFRS except
for the UK. In a more comprehensive study acroeset and Australia, Clarkson et al. (2011)
noted that the value relevance of earnings and badkes for code law countries changed
marginally; it declined for common law countriestire year of IFRS introduction in 2005. In
the bank sector, Agostino et al. (2011) showeexgected, that the value relevance of earnings

increased in the post IFRS adoption period foreth@e sample.

Another work by Liao et al. (2012) suggested thabkbvalue and earnings under IFRS were
comparable between France and Germany in they@est of IFRS adoption with a decrease in
comparability thereafter. Aharony et al. (2010) lexgd the value relevance of goodwill,
research and development expenses, and assetatwalafter mandatory IFRS adoption
across 14 EU countries, concluding that there wamerease in the value relevance of those

items.
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Studies on the effect of country-specific factonsvalue relevance are rare covering the period

before the adoption of IFRS or in banking instdos.

Ali and Hwang (2000) found that value relevance Wagher in countries where the financing
system was market oriented, where private sectaliesohad a key role in setting the
accounting standards, accounting systems felltimtoBritish American type and the spending
on auditing services was high. Hung (2001) noted #trong investor protection reduced the
negative effect of accrual accounting on valueviahee of accounting performance measures,
and even increased the value relevance. Fan and \{2002) related higher value relevance to
less ownership concentration. During the financidis, corporate governance mechanisms
had no effect on the value relevance of earningsre@ds weak governance decreased the value

relevance of book value as found by Davis-Fridagl e2006).

Cahan et al. (2009) found a higher association é&etweturn earnings and earnings quality in
countries with strong investor protection and laviormation opaqueness. Anandarajan and
Hasan (2010) found that value relevance was greatmmmon law countries than in code law
countries. Value relevance was also higher wheretivere more foreign shareholders, and the
private bodies took part in setting the accountistandards. In banking institutions,
Anandarajan et al. (20119und that value relevance of earnings and boolkesalvere higher in

common law countries.

To best of my knowledge, the work by Isidro and ia¢2012) was the first that discussed the
effect of country-specific factors on value relessanof accounting information across 26
countries that mandated IFRS adoption. However; shedy covered only two years, 2006 and

2007". Further, they did not differentiate between eagaiand book values; rather, they look

“"We explained in previous sections the limitatiafsstudying the early years of IFRS adoption. See t
discussion above in this chapter regarding thetsbmings of studying the first years of mandatoRR®
adoption.
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at the accounting information in general using tbsiduals from the regression of return on

earnings and the change in earnings.

The current study adds to the extant literatureekgloring the effect of investor protection,
enforcement of accounting standards and the stravfgtapital market on value relevance of
book values and earnings over the period from 20010, the financial crisis period, across
23 countries mandating IFRS. If the country sped#ictors still influence the value relevance
after IFRS mandatory adoption, this raises a goestbout whether the notion that mandatory
IFRS adoption alone improves the quality and comipéity of financial reporting across

countries.

In a comparative study examining the effect of ¢ouspecific factors on value relevance of
earnings, it would be misleading to draw conclusiom the effect of local environments on
value relevance without looking at the presenceoofervative accounting. As such, it is useful
to examine both attributes of earnings quality, sesmatism and value relevance of earnings.

This is another contribution we add in the secamg@idcal chapter.

4.7. Investor protection, enforcement and strengtlof capital markets: definitions

La Porta et al. (2000, p.4) defines investor prtotacas “the protection of shareholders and
creditors by the legal system”. Investor protectiomultidimensional and can be captured by
several factors; in other words, several mechanisamscontribute to the strength of investor
protection. Judicial independence, board indepergleprotection of minority shareholder

rights, enforcement of accounting and auditing ddatis, enforcement of securities laws, and
the importance of capital market are all mechanisfriavestor protection as discussed later in

this sectiof.

Judicial independence

“8 See Table 5-3 which describes the measures ussitain investor protection variable.
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Judicial independence measures the “efficiency iabterity of the legal environment as it
affects business” (La Porta et al., 1998, p.11ZA¢ history and theory suggest an association
between judicial independence and common law sysbath of them predicting the same
economic freedoms. When the government becomaigianli, for instance when the state takes
property, judicial independence is of apparent irtgpce to secure the property rights (La
Porta et al., 2004). Thus, we posit that efficigdticial independence enhances the protection

of investors.

Board independence

Fama (1980) and Fama and Jensen (1983) argue tisitleo directors, who do not have
interests ties to the company, contribptssitively to monitoring top managemeayt ensuring
that it acts in favour of shareholders. Independfr@ctors are concerned with protecting the
value of their professional reputation whereas rmgarsacould act to maximize their interests at
the expense of shareholders’. Prior research stgygjes earnings management is lower in the
companies with a high number of independent dirsctm the board (Dechow et al., 1996;

Klein, 2002; Peasnell et al., 2005; Ebrahim, 2007).

Protection of minority shareholder rights

Prior research supports the hypothesis that masageountries providing weak protection of
minority shareholder rights have greater incentit@esengage in accounting practices to
manipulate earnings (e.g. Ball et al., 2000; Letual €2003; Daske et al., 2008; La Porta et al.,

2006; Francis and Wang, 2008).

Enforcement of accounting and auditing standards

Enforcement of laws plays a crucial role in prategthe interests of investors by ensuring that
the companies comply with these laws. What is #eebt of any law if the law enforcement
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mechanisms are weak? With respect to IFRS, theraafeent of accounting standards is an
essential factor to secure consistent accountiagtipes across the companies since the IASB
has no power to enforce companies to comply wifRSFIn spite of the fact that countries

across the world adopt IFRS, the enforcement ofSIlEBmpliance remains a national matter.

The FEE (2002, p.5) defines enforcement as the

system to whenever possible protect, and thereaftertify and correct,
material errors or omissions in the application IBRS in financial

information and other regulatory statements issadtle public.

The enforcement of IFRS contributes to the trarespar of financial statements, thereby
protecting investors and promoting market configeG@ESR (2003). Many code law countries
applying Anglo American accounting standards ar¢hout the litigation enforcement of
common law countries (Ball et al., 2000), whichtunn, affects the quality disclosure in code
law countries. They suggest that common-code laladomy and the strength of enforcement
are associated. Gassen et al. (2006) provide eseddnrat managers are less likely to engage in
income smoothing in common law countries compareith Whose in code law countries.
Investigating the European stock exchanges reactmiFRS adoption, Armstrong et al. (2010)
report a negative reaction to IFRS adoption inspliagtions with weak enforcement of
accounting standards. Byard et al. (2011) concthdé mandatory IFRS application enhances
analysts’ forecast accuracy for firms domiciledcountries with strong accounting standards

enforcement.

Enforcement of securities laws

Park and Park (2004) provide evidence that manageostrade in firm’s shares are more likely
to adjust the accruals to inflate current earninen they have the intention to sell their shares

in the subsequent period. Consistent with this kmnon, McVay et al. (2006) report an
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association between the tendency of managers tageng earnings management to meet the
analysts’ forecasts and the sale of their own shar¢he subsequent quarters. When there is a
lack of stringently enforced securities laws, mamagincentives are to trade on information
and thereby incorporate it into prices (Ball et &000). As managers may trade in firm’s
stocks, the enforcement of securities laws mayodisge the managers from manipulating

earnings to make profits (Hope, 2003).

The importance of capital markets

How companies are financed is one of the crucietiofa that influenced accounting practices
worldwide before IFRS adoption. Prior research sstga link between the strength of equity
market and the type of legal systems. Roman lawntc@s have been characterized by the
presence of insider systems of finance while comia@ncountries have been dominated by
outsiders financing systems with stronger inveptotection in such countries (La Porta et al.,
1997; 1998). In the insiders systems, familieskband governments have privileged access to
accounting information while in the outsiders, gaiders, who are the source of finance, lack
such access. For this reason, financial accoumirautsiders systems has developed to fulfil
the needs of shareholders whereas with the insisigt®ms there is no apparent need for
financial reporting to provide information as rema under outsiders systems. However, the
minority shareholders in insiders systems may mofully aware of the economic reality of the
business as their counterparts are in outsideterags Therefore, we suggest that strong capital
market complements investor protection; this isststent with previous studies (e.g. Leuz et

al., 2003).

4.8. Hypotheses

In chapter 3, three factors were identified asdiecshaping accounting practices after IFRS

adoption, namely investor protection, enforcemdraazounting standards and the strength of
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capital market. The current chapter has discusaedngs quality measures used in the thesis in
addition to prior studies. Given the discussiorthiapter 3 and chapter 4, eight hypotheses are

formulated.

Strong investor protection and strong enforcemeintad the ability of managers to manage
earnings upwards via accruals. Similarly, in strayapital market, associated with higher
shareholders litigatidfi, managers are less likely to manage earnings ujswaa accruals. On
the other hand, in such countries having strongitit®ns, managing earnings by taking real
actions is greater than in countries with weak itmbns. Real actions are in line with
regulations and are difficult to detect; therefaley are more popular when the litigation is
higher. A CFO interviewed by Graham et al. (200®ntioned the difficulty the auditors face
in challenging the real economic actions, taketha normal course of operations, to hit the
target while they can easily criticize the accoumtpolicies. Schipper (2003) points out that
companies tend to take real economic actions wgtitdr standards; hence, strong institutions
may have the same effect. Taken together, withngtrmvestor protection and strong
enforcement, mangers try to avoid managing earnirggaccounting practices whereas they are
more likely to take real actions to beat the tagegeitt is difficult for regulators to second-guess

them.
Two hypotheses are derived to be tested in Chépter

Hypothesisl accruals earnings management is less in countvitks strict investor

protection, strong enforcement of accounting stedsland strong stock markets.

* Shareholder litigation is an important mechanisat timits managers’ opportunistic disclosure. Irees can
take legal actions against the firm and its maragecause of misleading information (Rogers ePéll1).
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Hypothesis2 real earnings management is greater in countmeth strong
investor protection, stringent enforcement of aodit and accounting standards and

large capital markets.

Managers become more conservative with higher aliogp; therefore, strong investor
protection and strong enforcement increase the itondl conservatism. Strong investor
protection and strong enforcement, which we expeabcrease conservatism, do not increase
the value relevance of earnings whereas they iseréd@e vale relevance of book values. The
last prediction is based on the literature showihgt conservatism influences the value
relevance of earnings (see section 4.4). FurthavjdoFriday et al. (2006) reported that strong
corporate governance mechanishiscreased the value relevance of book values dutie
crisis and had no effect on value relevance of badikes. As we cover the period of financial
crisis from 2007 to 2010, we expect that strongester protection and strong enforcement to
increase value relevance of book values and thadettiactors do not influence the value

relevance of earnings.

The demand for conservatism may be present intlypts of capital markets, weak and strong.
Nobes (1998) suggest that earnings in insider @laparket are more conservative than in
outsider equity market. However, Ball et al. (2080pgest that conservatism is a feature of
corporate governance in common law countries cheniaed by shareholders’ corporate
governance model. For this reason, we expect rectefif the strength of capital market on
conservatism. On the other hand, strong capitalketaincreases the value relevance of
earnings as in market oriented countries finan@pbrting is the main source of information
for shareholders but in weak capital market bankd tamilies have their own access to

information. The following are the hypotheses tddsted in Chapter 7:

** They operationalized corporate governance megia @omposite score of shareholder rights, credigts,
rule of law, and ownership concentration from Lat®e al. (1998), and audit quality from Saudagamash Diga
(1997b).
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Hypothesis3 strong investor protection increases conservaiisfimancial statements.

Hypothesis4:there is a greater degree of conservatism in ciasnivith more efficient

enforcement of accounting standards.

Hypothesis5 strength of capital market has no effect on tkeer@ of conservatism

across countries.

Hypothesis6: strong investor protection has no effect on valwevance of

earnings; instead, it increases the value relevahbeok value of equity.

Hypothesis7 strong enforcement of accounting standards igeeathe value

relevance of book value and has no effect on valevance of earnings.

Hypothesis8 value relevance of earnings is greater in coestrhaving strong

capital market.

4.9. Conclusion

This chapter presented the literature review ofniegs quality under IFRS. More
specifically, it illustrated definitions and motweof earnings management, definitions
of country-specific factors and the difference led#w the contracting perspective and
the equity valuation perspective of accounting rmfation. It also presented prior
studies on earnings management, conservatism ah@ valevance to show the gap in

the literature. Eight hypotheses were formulatebedested in Chapters 6-7.
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Chapter 5 Research Methodology

5.1. Introduction

This chapter describes and discusses the methgdataymethods used in this investigation. It
is composed of seven themed sections, includingntineduction. The second section presents
the research paradigm and philosophy. Section &ritbes sample selection. Section 4 moves
on to describe earnings management divided into faubsections dealing with accruals
earnings management model, real earnings managemedéls, measurement of investor
protection, and second stage models. Section Bvisteld to models of conservatism and value

relevance. Section 6 presents methodological isSextion 7 concludes the chapter.

5.2. Research paradigm and philosophy

Kuhn (1996, p.109) statethat “[p]aradigms provide scientists not only wahmap but also
with some of the directions essential for map mgkim learning a paradigm the scientist
acquires theory, methods, and standards togethmrally in an inextricable mixture”.
Therefore, paradigms are considered as guidandesoanto conduct the research. They also

include philosophical assumptions about how onenéxas the world (Saunders et al., 2007).

The positivist paradigm was used to achieve thedithis study, which is exploring the effect
of country-specific factors on accounting qualitpder IFRS employing a contingency
approach on macro level to determine factors slgapotounting practices under IFRS, and

agency theory to explain the effect of these factor accounting quality.

Under the positivist paradigm, studying social itgat the same as in the natural sciences in
terms of methods applied in the study (Bryman aetl, R003). The underlying reason for this

similarity is that the human and natural sciences avith facts instead of values (Gray, 2009).
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Moreover, the positivist paradigm states that wdaat be touched, seen and smelt formulates
the reality, therefore the inquiry should be enwairior scientifically observed (Gray, 2009).
These objective methods, scientific observatiorermpirical inquiry, rather than a subjective
sensation, are used to measure the propertieseosdhial world since it exists externally
(Easterby-Smith et al., 2004). The aim of the pasit paradigm is to explain and predict
phenomena, in addition to anticipating their ocences depending on theories (Collis and
Hussey, 2009). In other words, the aim is to tésories or theoretical predictions by

collecting data (Hallebone and Priest, 2009).

There are four philosophical assumptions underpmai research paradigm, namely, ontology,

epistemology, axiology and methodology (CreswéB4;Burrell and Morgan, 1979).

The ontological assumption of the positivist pagadistates that reality is objective, singular
and separate from the researcher (Creswell, 1994ther words, the ontological assumption
of the positive paradigm is realist (Blaikie, 2007The epistemological assumption of the
positivist paradigm presents the researcher agperaient of that being researched (Creswell,
1994). The axiological assumption of the positiypsiradigm indicates that the researcher is
unbiased and value free. The methodological assampf the positivist paradigm states that
the research is deductive (Creswell, 1994). Adddlty, a quantitative method of analysis is

used in the positivist paradigm to measure sotiahpmena (Collis and Hussey, 2009).

In this study reality is viewed as external, ohbjeetand independent of social actors and is
therefore consistent with using the positivist plegen. A further assumption of the positivist

paradigm is that the researcher is an impartia¢ofes, is not biased and therefore is reflecting
reality as it is. The researcher empirically inigetied the data to determine if the results
obtained were consistent with and supported theottngses that were being tested. More

specifically statistical analysis was used to deiee the relationship between an independent
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variable (accounting quality) and a dependent béiéhe country-specific factor). In carrying
out these statistical tests, consistent with usinpsitivist approach it is assumed that the data

is value free and unbiased and has been accuraeggured.

5.3. Sample selection

The sample consisted of 16328 observations fromc@3ntries, and excluded financial
institutions and utilities since they were subjéxtother regulations in the preparation of

financial statements. The sample period was fro6¥26 2010, as shown in Table 5-1.

Table 5-1 Sample

The overall observation from 2007 to 2010 40724
Less: Financials and utilities -8584
Less : Observations in industries lower than six$i -348
Less: Observations with missing variables for delean variable and independent

variables -15464
Number of observations used in the test 16328

We dropped observations in industries with fewanthix firms, as the estimations of earnings
management could not be run, and excluded obsengtith missing variables for dependent
and independent variables. We obtained the datddjpendent and independent variables from

WorldScope. All statistical analyses, in this stuagre performed using Stata 12.1.

The 23 countries are Australia, Austria, Belgiumyldaria, Denmark, Finland, France,
Germany, Greece, Hong Kong, Italy, Jordan, NetheddaNorway, Oman, Philippines, Poland,
Portugal, Singapore, South Africa, Spain, Swedemnl, the UK. These countries enforced
IFRS adoption in 2005 or earltérand are different in geographical location, legatem, the

extent of wealth, and culture. Such mixture of daes might illuminate the effect of country-

specific factors on earnings quality under IFRS.

°1 See Table 2-1 for more information of the dat#&tS adoption and the version used.
2 See chapter 2 for detailed information on IFRSpéida across countries including: the adoption pssc year of
adoption, and which firms should use IFRS.
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In fact, the number of countries that switchedRB$ is greater than the 23 we included in our
sample; however, we limited our sample to 23 coestihat adopted IFRS in 2005 or before as
we excluded the early years of IFRS adoption, 2808 2006 in this study. Some other
countries adopted IFRS in 2005, but were not ireduich our study because they did not have a
sufficient number of listed companies to run thgression for the earnings management test.
We also chose to cover the period from 2007 to 284® crisis period, when the economic
circumstances were similar across this péfiofly doing so, we isolated the possible effect of

the economic circumstances change on earninggsyuali

WorldScope database provides a variable called A&t$gStandardsFollowed" which shows

which accounting standards a company uses imigmial statements.

If the output is 23, it means that the company iegplFRS. For Australia, EU countries,
Jordan, Oman and South Africa, companies were derami as IFRS adopters if
"WS.AcctgStandardsFollowed" was 23. If the outduM#S.AcctgStandardsFollowed" was 01,

the company applied local standards.

In the case of Hong Kong, Philippines and Singaptire local standards were equivalent to
IFRS (see Table 2-1); therefore, companies withafd 23 were considered to be applying
IFRS for the purpose of this study. By doing so,miaimized the error associated with coding
companies as IFRS adopters, the thing that waslealt with properly in prior studies. In

section 5.6, we discuss the limitations of priardsts in terms of specifying companies that use

IFRS.

>3 As mentioned in the previous chapter, exploring #arly years of IFRS adoption is of limitation dige
accounting practices associated with first-time $FRloption and the possible continuation of traddal practices
in the first years of adoption.

** The change of economic circumstances in the iR8ladoption era compared with pre IFRS adoptisioge
probably makes the comparison of earnings quaéfgte and after the adoption difficult (Walker, 301
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Table 5-2 Distribution of sample by industry and cantry

Country Energy Materials Industrials  Cons.discre  Cons.staples Health carenfor.fec Infor.services Total
Australia 100 172 344 276 88 140 152 36 1308
Austria 0 0 60 32 0 0 0 0 92
Belgium 0 36 36 32 36 40 68 0 248
Bulgaria 0 32 92 60 48 0 0 0 232
Denmark 0 24 128 68 0 52 36 0 308
Finland 0 36 136 64 28 0 72 0 336
France 32 132 336 412 136 116 416 0 1580
Germany 0 88 384 324 72 156 396 0 1420
Greece 0 136 192 192 104 28 56 0 708
Hong Kong 48 200 424 744 164 112 452 40 2184
Italy 28 52 160 236 44 36 88 0 644
Jordan 0 56 52 88 44 0 0 0 240
Netherlands 0 24 88 48 40 0 72 0 272
Norway 124 0 120 28 40 32 68 0 412
Oman 0 52 40 24 32 0 0 0 148
Philippines 28 24 48 68 56 0 0 24 248
Poland 0 64 148 144 64 0 64 0 484
Portugal 0 28 36 52 0 0 0 0 116
Singapore 56 128 452 208 132 36 252 0 1264
S.Africa 0 124 108 116 64 0 48 0 460
Spain 0 56 80 52 32 44 0 0 264
Sweden 0 52 236 120 40 100 216 0 764
Uk 148 204 772 628 156 180 472 36 2596
Total 564 1720 4472 4016 1420 1072 2928 136 16328
% 0.034 0.105 0.273 0.245 0.086 0.065 0.179 0.008 100

Notes to Table 5-2: the firms in the sample are classified by 2-di@t€S. Financials and Utilities are excluded; tiheme, there are eight broad

industry groups.
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The firms were classified following the 2-digits dBhl Industry Classifications Standard
(GICS) to include eight broad industries: Energy,atdfials, Industrials, Consumer
Discretionary, Consumer Staples, Health Care, m&ion Technology, and Information

Services.

Table 5-2 shows the distribution of the sample byntry and industry. The industrial firms
represented the majority of firms, roughly 27.3%led sample. Consumer Discretionary firms
followed the industrials, with approximately 24.58b the sample. Information technology
firms were the third major firms in our sample, negenting 17.9%, followed by Materials,

which represented 10.5%. The other firms altogeth@resented 20% of the sample.

The highest number of observations was from the (#896) observations for (649) firms,
followed by Hong Kong, (2184) observations for (b4iéms, France (1580) observations for

(395) firms, Germany (1420) observations for (3&®)s, and Australia (1308) for (327) firms.

On the other hand, the lowest number of observatiwas from Austria, (92) observations for
(23) firms, followed by Oman, (148) observations (87) firms, Bulgaria (232) observations
for (58) firms, Jordan (240) observations for (@@ns, and Belgium (248) observations for

(62) firms.

In the sections that follow, the estimations of éfiect of country-specific factors on earnings

management, conservatism, and value relevancasamesded.

5.4. Earnings management

In Chapter 6, we examined not only accruals easnmgnagement, which is widely used in the
literature, but also real earnings management dribyethe argument that companies engage in

both types of earnings management (Graham et 805)2 This is the first study to
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simultaneously look at accruals earnings managerandt real earnings management over

2007-2010 across 23 countries using IFRS.

To that end, we first estimated accruals earningeagement and real earnings management
and then we explored how they varied based ondbatry-specific factors. In the sections that
proceed, we present the models employed to estirhate accruals and real earnings

management.

5.4.1. Accruals based earnings management estimatio

Accruals models are used in the literature to nreathe extent to which companies manage
earnings, which is one of the dimensions of eamiiggality. A considerable number of

previous studies separate accruals into non-disogety accruals and discretionary accruals.

Non-discretionary accruals are mentioned as “noanafuals” while discretionary accruals are
“abnormal accruals”. Scholars have employed a watéety of accruals based models in their
studies. The most popular models are: Healy (198&es (1991), Modified Jones, Dechow

and Sloan (1991), and Dechow and Dichev (2002).

Healy (1985) equates discretionary accruals wittal taccruals without incorporating any
determinants of non-discretionary accruals whetkasges (1991) attributed non-discretionary
accruals to the change in sales and the level &. P¥cruals that are not associated with
fundamental firm performance are considered asratisnary accruals that reduce earnings
quality. However, the Jones (1991) model can becised in that it has a low explanatory
power for the variation of accruals, explaining abb0% of it (Dechow et al., 2010). That is,
fundamental firm attributes, such as sales growih RPE, can be masked by managers who

have considerable discretion over accruals.
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Dechow and Sloan (1991) developed their industrgehdased on the assumption that all
firms in the same industry experience the samatian and determinants of non-discretionary
accruals which are constant over time. They equateddiscretionary accruals to the median

total accruals of the firms in the same industry.

Dechow et al. (1995) suggested a modification ®Xbnes model, by deducting the change in
receivables from the change in revenues to adjestitcsales, in an attempt to eliminate the

assumed error in measuring discretionary accruawnanagers use discretion over revenues.

However, firm performance attributes may cause differences in estimated discretionary
accruals rather than managing earnings by manaagersentioned by McNichols (2000), who
states:

[R]esearchers comparing firms that differ in eagsinperformance or

growth characteristics may well observe (or noteobs) differences in

estimated discretionary accruals that relate to therformance

characteristicsof these firms rather than their incentives to nga&na
earnings. (p. 333)

To eliminate the effect of firm performance on estied discretionary accruals, Holthausen et
al. (1995) and Kothari et al. (2005) suggestedirtkerporation of return on assets (ROA) as a

determinant of accruals in the modified Jones model

Alternatively, Dechow and Dichev (2002) offer afdrent approach by regressing the change
in short term working capital accrual (AWC) on pastirrent and future cash flows from
operation (CFO). The logic behind this perspectsvéhat accruals anticipate cash outflows or
inflows and reverse when cash, which is recogniredccruals before, is paid or received.
Francis et al. (2005) augmented the DD (Dechow Rrmthev) model with the fundamental

variables from the Jones model; change in salesntems and PPE.
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Following Francis et al. (2005), this study modifithe DD model by adding to it the
fundamental variables from the modified Jones modwlluding deducting the change in

receivables from the change in reverities

We ran the following regression for each combimatad 2-digits GICS and year in each

country:
ACC, = B, + B,CFO, , + B,CFO, + B,CFO, ., + B,(AREV, — AREC,) + B,PPE, + ¢ (1)*°

The metric of accruals earnings management areetfiduals from the previous estimation.
The residuals represent the accruals that do sattieom cash flow, revenues and PPE. To put
it differently, the residuals are the abnormal aats. All variables are deflated by total assets at

the beginning of the period,_,.

Where:

ACC, = accruals in yearthe difference between earnings and operating ftastin year t.
CF0O,_; = cash flow from operating in year t-1;

CFO, =cash flow from operating in year t;

CF0,,; = cash flow from operating in year t+1;

AREV, =change in sales in year t;

AREC, =change in receivables from clients in year t

PPE, =Gross value of property, plant and equipment i yea

In this study, accruals were measured following tlash flow approach since Hribar and

Collins (2002) report empirical evidence that aatsware potentially mismeasured when using
the balance sheet approach. Further, this studyogewthe signed abnormal accruals since it
is more accurate than the absolute discretionamguats. Hribar and Nichols (2007) argue that
the use of these methods leads to different resdt® consequence of the change in the

probability distribution when using the absolutsatletionary accruals.

% Francis et al. (2005) did not deduct the changescéivables from changes in sales; however, weaed the
change of receivables from the change of revenassdoon the argument provided before to adjusttsalkes.

%% As a robustness test, we used the modified Joneglno measure accruals earnings managementechow
et al. (1995) (see section 6.5).
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Prior comparative studies (e.g. Leuz et al., 2008)earnings management and voluntary
adoption of IFRS did not employ the residuals medelcause of the low number of companies
in each industry, but they used the residuals m&@ic when the number of observations was
sufficient. The average number of observations uséke literature is 8 to 10 observations per
industry in a year when running the regression.r&@uaanyam (1996) excluded the industries
with a fewer than six observations in every calerygar. Since the number of observations was
low in some countries, we followed the broad indusiassification, 2 digits GICS, which

allowed us to use this model.

In this study, the minimum number of firms in eastustry was at least six; however, most of
the industry groups had far more than six obsesuaatper calendar year as in Table 5.2. Fifty
two firms would have been dropped if we had chosennclude only industries with 8
observations at least. As a robustness check, w&ided industries with fewer than 8
observations per year, and the results we obtaireed the same as the ones we obtained in the
initial model. Cohen and Zarowin (2010) included thdustries with at least 8 observations per

year.

5.4.2. Real earnings management estimation

Following Roychowdhury (2006) and Cohen and Zarowi{2010), this study
employed three metrics to estimate the level ofl raations to manage earnings,
namely the abnormal levels of cash flow from operst (CFO), production costs and
discretionary expenses; it concentrated on thregswhat affect the abnormal level of

the aforementioned variables.

Abnormal cash flow from operation (CFO)
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The first method of real actions is manipulatinglesa by generating additional

unsustainable sales revenue, or accelerating thendgi of sales, via increased periodic
price reductions or through more lenient creditm®r By doing so, the sales volume
increases temporarily in the current year; howevsuch increased sales disappear
once the managers revert to the old prices. Howegezater credit sales and discounts

will result in lower cash flow.

To measure the abnormal cash flow, we used thewol estimation as in Roychowdhury,

(2006), and Cohen and Zarowin (2010):

CFOt B1 SALES t ASALES t
= + B3 + eit

=Bo+ + B2
Ar 0 A Acq Acq

)
A,_,= lagged total assets in year t-1.

Abnormal CFO is actualCFO minus the normal level d€FO calculated using the estimated

coefficients. In other words, the residuals from tagression (2)epresent the abnormal CFO.
Abnormal production costs (PROD)

Another way of real economic actions is increasprgduction levels to lower the cost
of sold goods (COGS). In an attempt to reduce fixedts per unit, managers would
produce more units spreading the fixed costs onarget number of units. As the
marginal cost per unit does not change, the totst per unit declines. As a result, the
cost of sold goods declines and the reported dpgramargins increase. Nonetheless,
the firm will still incur the costs of over-prodwteunits that are probably not going to

be sold in the current period, leading to lowehcl#ew from operation.

To measure the abnormal production costs, we eraglthe following model, as in

Roychowdhury (2006), and Cohen and Zarowin (2010):
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PROD, _ B1 SALES, ASALES, ASALES, ; ,

Bo+—+ B + +
Arq 0T A TP Ay 3 Ay YA

git  (3)
AbnormalPRODis the actuaPRODminus the normal level ?#RODcalculated using the
estimated coefficient. More specifically, the regts from the regressias) represent the
abnormal PROD. Production costs (PROD) are defasetthe sum of change in inventory and

COGS during the period.
Abnormal discretionary expenditures (DISX)

Managers may choose to reduce discretionary expeadi such as advertising, R&D, and
maintenance. Such decreases in discretionary ekpessl will lead to reporting greater

earnings and cash flow in the current period.

To measure the abnormal discretionary expendituses,used the following model, as in

Roychowdhury (2006), and Cohen and Zarowin (2010):

DISX, _ B1 SALES,_,

Bot-—+ B
Ar 0 A TP Al

€it 4)

Abnormal DISX is the actualDISX minus the normal level oDISX calculated using the
estimated coefficient. DISX discretionary expensgs the difference between operation
income and gross income from WorldScope. We rasethegressions for each combination of

2-digits GICS and year in each country.

Following Cohen and Zarowin (2010), RM1 was ourstfirmeasure of real earnings
management computed by adding the abnormal pranfuctsts to the abnormal discretionary
expenses after multiplying the latter by negatime.dNe multiplied the abnormal discretionary
expenses by negative one because the greater thuesa expenses, the higher the earnings.

Therefore, the higher RM1 is, the more likely ifas firms to manage earnings upwards.
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RM2 is the second measure of real earnings manadenviich is the aggregation of both
abnormal cash flow and abnormal discretionary egeerafter multiplying both of them by
negative one. We multiplied the abnormal cash flmgause the lower cash flow, the greater

manipulation of sales. Thus the higher RM2 is,gtesater real earnings management is.

5.4.3. Measurement of country-specific factors

Most prior studies employed the anti-director rgghitdex created by La Porta et al. (1998) to
test the effect of investor protection on accouptjuality (e.g. Leuz et al., 2003; Callao and
Jarne, 2010; Filip and Raffournier, 2014). Howev@&pamann (2010) doubts the validity of
anti-director rights index, as there are mistakesadding leading to incorrect values for 33
countries of the overall 49 countries La Portale{1®98) studied. Furthermore, Kaufmann et
al. (2007) argue that substantial changes in gewme structure occurred during the period
from 1996 through 2007. Therefore, this study wdifferent indicators of institutions since it

covers the period after 2007 when La Porta etl@98) index might be out of date, keeping in
mind that there is neither a straightforward nor wrcontroversial way to measure the

institutions’.

In section 4.7, we argued that higher judicial peledence, large board independence, strong
protection of minority shareholder, rigorous en@ament of accounting standards, strict
enforcement of security laws and strong capitalketiaenhanced investor protection. We ran a
Factor Analysis (Principle Component) of the sixiaivy-level variables described in Table 5-
3, five adopted from the World Economic Forum fr@d08 to 2011 and one from the World
Bank. Then we used one-factor loadings as a meftriavestor protection; in chapter 6, we

discuss in more details the factor loadings.

*"Houge et al. (2012) used World Economic Forum &06 addition to Kaufman et al.’s (2007) data fhe
freedom of the press to measure investor protectiod tested the variables one by one.
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Table 5-3 Descriptions of country-specific factors

Variables Description Data source
JUD= Judicial To what extent is the judiciary in a countrWorld Economic
Independence independent from influences of members &brum (2008-

government, citizens, or firms? (1 = heavil®011)
influenced; 7 = entirely independent)

BIND = Board The characteristics of corporate governanééorld Economic
Independence by investors and boards of directors in Feorum (2008-
country? (1 = management has littl2011)

accountability to investors and boards; 7 =
investors and boards exert strong
supervision of management decisions)

SEC = the enforcement of The regulation and supervision of securiti&orld Economic

securities laws exchanges in a country? (1 = less effectiiéprum (2008-
7 = more effective) 2011)
ENF= enforcement of Financial auditing and reporting standard¥orld Economic
auditing and accounting regarding company financial performancd=orum (2008-
standards (1 = extremely weak; 7 = extremely strong2011)
MIN= protection of to what extent are the interests of minority)/orld Economic
minority shareholders shareholders protected by the legal systef@um (2008-
(1 = not protected at all; 7 = fully2011)
protected)
Market size= Market the share price times the number of sharBise World Bank
capitalizatiorof listed outstanding. (2007-2010)

companies (% of GDP).

5.4.4. Second stage models

In the second stage regressions, we investigateefthct of investor protection, enforcement

of accounting standards, and strength of capitalkketaon both accruals and real earnings
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management. We ran the regression for each of Hegrarately as there was a high correlation

between them (see Table 6-4).

To measure the effect of investor protection omiegs management, we ran the following

regression:
EM;, = Bo + B1ROA;; + BoSIZE;, + B3LEV;, + B,GROWTH;, + BsSHARES;, + B¢INV + ¢ (5)

Where:
EM®® = earnings management metric (DAAGRI1, RM2)
INV = investor protection metric obtained from the pijfitte component analysis of six variables
ROA = net income divided by total asdiets i in year t
SIZE = natural logarithm of total assetsffom i in year t
LEV = end of year total liabilities divided by end afar equity book value for firm i in year t
GROWTH = sales growth rate, defined as the salesan tyminus sales in year t-1 and scaled by sales
in year t-1

SHARES = natural logarithm of outstanding sharesfifon i in year t.

We included ROA, SIZE, LEV, GROWTH and SHARES tontol for profitability, size,

capital structure, performance and capital incestivespectively as earnings management
measures may include errors correlated with fir@rabteristics. In section 4.3.6, we provided
an explanation of the effect of firm characteristion both accruals and real earnings

management.

To measure the effect of enforcement of accourgiagdards on earnings management, we ran

the following regression:

EM;, = Bo + B1ROA;, + B,SIZE;, + B3LEV; + B,GROWTH,, + BsSHARES;, + BcENF + ¢ (6)

* DAACR is the residuals from the accruals model. RAhd RM2 are the metrics of real earnings manageme
DACCR is the level of abnormal accruals. Abnormatraals are estimated using modified DD; RM1 is fitst
measure of real earnings management computed bingadibnormal production costs to the abnormal
discretionary expenses after multiplying the latigrnegative one. RM2 is the second measure ofeaalings
management, which is the aggregation of both ababoash flow and abnormal discretionary expensex af
multiplying them by negative one.
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Where:
ENF is enforcement of auditing and accounting standards (WEF, 2008-2011)

Other variables as defined before.

To measure the effect of strength of capital madketearnings management, we ran the

following regression:

EM;, = Bo + B1ROA;; + B,SIZE;, + B3LEV;. + f4,GROWTH;, + BsSHARES;; + B¢MS + & @)
Where:

MS = Market size or capitalization (also known arket value) is the share price times the number of
shares outstanding lagged by GDP (The World Bank, 2623710)

Other variables as defined before.

5.5. Conservatism and value relevance

In Chapter 7, we investigated the effect of invegiootection, enforcement of accounting
standards, and strength of capital market on ceasem and value relevance to capture
earnings quality from equity valuation perspectara contracting perspective, which is the
first study to do so. This is important becauseniegs quality means different things to
different stakeholders. Holthausen and Watts (2@0d)e that the value relevance research is
of value from equity valuation perspective but tb@es not apply to contracting perspective
and therefore it is of less value in measuring iegshquality. Watts (2003) and Leone et al.
(2006) consider that earnings conservatism may rbeo@imal attribute from contracting

perspective.

In the sections that follow, we present the moaetployed to estimate the effect of country-

specific factors on conservatism first and thervaloe relevance.
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5.5.1. Conservatism

We did not use Basu’s (1997) model due to the biaséhe model, which make the differential

timeliness measure (DT) unreliable as argued by@iet al. (2007), Dietrich et al. (2007) and

Patatoukas and Thomas (2011). Ball and Shivakug@05) provide a measure of timely loss
recognition (conditional conservatism) based ondbeelation between current accruals and

contemporaneous cash flows, as follows:

ACC;y = Bo + P1DCFO;, + B,CFO;; + B3DCFO;, + CFO, + ¢ (8)
Where:

ACC;, =total accruals in year t lagged by the total assetise beginning of year t. Total accruals are
the difference between earnings and operating fbastin year t.

CFO0;, =cash flow from operations for firm i in year t citftd by total assets at the beginning of year t.
DCFO;, = Dummy variable set equal to 1 if CFO <0 and O o#lisz.

Bs >0 means more timely recognition of losses and Higiser conservatism.

To investigate the effect of investor protectiom, r&n the following regression based on Ball

and Shivakumar (2005):

ACC;, = By + B1DCFO;;, + B,CFO;, + B3INV + B,DCFO;, + CFO, + BsDCFO,, * INV + BcCFO;, » INV
+ B;DCFO;, + CFO, xINV + & 9)

If g, >0, strong investor protection increases the combdi conservatism.

To test the effect of the enforcement of accounsitagndards on the extent of conservatism, we

ran the following regression:

ACC;, = By + B1DCFO;;, + B,CFO,, + B:ENF + B,DCFO;,  CFO, + BsDCFO,, + ENF + B,CFO;,
+ ENF + B,DCFO,;, + CFO,, » ENF + ¢ (10)

If g,> 0, this means that strong enforcement of accogrgiandards increases the conditional

conservatism.
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To test the effect of capital market depth on cbodal conservatism, we ran the following

model:

ACCi't = ﬁo + ﬁlDCFOi’t + ﬁZCFOi,t + ﬁ3MS + ﬁ4DCF0i’t * CFOl +ﬁ5DCFOi't * MS + ﬁGCFOi,t * MS
+BsDCFO;, + CFO;, « MS + & (11)

If g, > 0, this means that strong capital market incie#se conditional conservatism.

5.5.2. Value relevance

The initial model for investigating value relevanckeveloped by Ohlson (1995), regresses
stock price on book value per share and earningsipare. We built on the Ohlson (1995)
model by using a model similar to that in Bartlaket(1998) and Davis-Friday et al. (2006). We
added to Ohlson’s model three variables to capthee effect of institutional factors: the
institutional factor variable, the interaction been the institutional factor and book value per

share, and the interaction between earnings pee sima the institutional factor:

First, we examined the value relevance of book ezalnd earnings conditional on investor

protection.
MV, = By + By BVPS; + B, EPS; + B3INV + B4INV = BVPS;, + BsINV = EPS;, + ¢ (12)
Where:
MV;, = stock price after 3 months of fiscal yead
BVPS;,, = book value per share of firmiin yeart
EPS;, = earnings per share of firmiin year t
INV = investor protection

If B, andfs are significantly positive, the increase in vataevance on information measures will

be attributed to the level of investor protection.
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Second, we investigated the effect of enforcemeatcounting standards on the value relevance of

book value and earnings.
MV = By + B1 BVPS;, + B, EPS;, + B3ENF + B,ENF « BVPS;, + BsENF % EPS;; + ¢ (13)

If B, andfs are significantly positive, the enforcement of@atting standards improves the

relevance of book value and earnings.

Third, we explored whether the strength of capmarket enhanced the value relevance of book

value and earnings.
MV = ﬁo + ﬁ1 BVPSlt + ﬁz EPSit + ﬁ3MS + ﬁ4MS * BVPSlt + ﬁsMS * EPSit + & (14)

If B, andBs are significantly positive, the stronger capitalrked, the more value relevance of

book value and earnings.
5.6. Methodological issues

As mentioned before, WorldScope database provides variable called
"WS.AcctgStandardsFollowed" which shows whetherdbmpany is applying IFRS or not. If
the output is 23, it means that the company isyapplIFRS.However, there are shortcomings
and a classification error in the field as repottgdDaske et al. (2007) Moreover, Thomson
Reuters classifies a company as an IFRS adoptengntions that in its annual report. In some
countries such as Hong Kong, Singapore and Phigsi the local accounting standards
applied are identical to IFRS but are under difiéreames. In such countries, companies which
apply the national standards are considered asadopters by WorldScope; therefore, in this
study companies in these countries were consider@sl IFRS adopters if

"WS.AcctgStandardsFollowed" gave 01(local standand23 (IFRS).

*9In their published paper in 2013, they did not timmthis clearly (see Daske et al., 2013).
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It is important to refer to a methodological issegarding prior studies in terms of coding a
company as an IFRS adopter or not. Houge et alL.2?0sed a dummy variable taking 1 for a
given country in the years of mandatory IFRS adwptind O otherwise based on the report of
Deloite in 2009 ‘Use of IFRS by jurisdiction’. Thisay of coding countries as mandating or
not mandating IFRS adoption has shortcomings initlmesumes that all listed companies in a
given country use IFRS in the preparation of tfieancial statements. However, in Germany
and France, for example, domestic listed compamiest use the local accounting standards in
the preparation of their standalone financial statets (see section 2.3). Hence, companies
without subsidiaries do not use IFRS in their ficiah statements even though the authors
would consider them as IFRS adopters. Some firnteenEU did not adopt IFRS until 2007;
therefore, it is misleading to consider all listsoimpanies in the EU as IFRS adopters since
2005. Some other firms switched to IFRS beforeetdme mandatory but were coded as IFRS
adopters starting from 2005, so it is not surpgsihthose companies do not experience a

significant change after mandatory IFRS adoption.

Jeanjean and Stolowy (2008) used the accountimglatds followed in DataStream available
through WorldScope. However, such methodology igadhat some countries were adopting
national accounting standards identical to IFRS under different names. Firms in that case
would be classified as non-IFRS adopters beforeSIEiecame mandatory, even though they
were applying accounting standards identical to9FRor instance, as from 2003, South Africa
mandated the implementation of SA GAAP, which &eegame as IFRS but named SA GAAP.
Then it mandated IFRS as issued by the IASB staftiom 2005. One may ask, is there a
significant change when moving from national staddafully based on IFRS and issued under

a national name, to IFRS as issued by the IASB?
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Our work overcomes the limitations discussed admyweropping the early years of adoption,
focusing on the effect of country-specific factaather than the effect of standards, and looking
in more depth at the context of countries involuethe study as explained in details in section

2.3.

Turning now to how previous studies corrected foiss-sectional and time-series dependence.

Gow et al. (2010) investigated the methods emplagetie literature on earnings quality, cost
of debt, equity capital, and conservatism of cdimecfor cross sectional dependence and time
series dependence. Their sample included 121 papdrkshed inJournal of Accounting
Research, Journal of Accounting and Economics amel Accounting Revieduring the years
from 2002 to 2006.The results revealed that 25 %hefpapers investigated had ignored the
existence of cross sectional and/or time seriegmdgnce. On the other hand, the other 75 %
had shown some attempts to deal with both typetepéndence following three methods from
econometrics or other three approaches developeatbyunting scholars, but these had not
been assessed. They found that the methods ustt iliterature did not correct for both
dependences. That is Newey-West, Fama-MacBeth,Zan8tatistic correct either for cross
sectional or over time dependence. Interestinglgy tconcluded that the inferences of studies
on earnings quality, governance, and idiosyncrask were not robust to the use of ‘well

specified test statistics’ (p.486).

In contrast to Petersen (2009), who concludes c¢hegtering by both firm and time is not

required in asset pricing and capital structurelisi) Gow et al. (2010) find them necessary in
a variety of accounting applications to reach vahférences. They argue that both types of
dependence are greater in accounting variables @@ugdo finance variables. Clustering two

dimensions, entity and time, corrects for both deleacies.
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In this study, we ran pooled Ordinary Least Sq&xeS) clustered by firm and year to correct
for heteroscedasticity, autocorrelation and crosstienal dependence. Clustering by two
dimensions (firm and year) produces unbiased stdnearors in the presence of serial

autocorrelation and cross sectional dependence.

5.7. Conclusion

This chapter has described the methods used inirthéstigation. More specifically, it has
discussed sample selection, the models of accreaisings management, real earnings
management, conservatism and value relevancesdtpaiesented in detail the measurement of
institutional factors included in the study. Somethodological issues such as whether using
signed or unsigned accruals and the assumptioradfenefficient were discussed. In addition,
this chapter has described some methodologicasssuch as the market efficiency assumption

and shortcomings of determining IFRS adopters @vipus studies.
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Chapter 6 Accruals and Real Earnings Management

6.1. Introduction

The turning point in the history of internationaicaunting was in 2005 with the adoption of
IFRS in the EU, Australia and South Africa. Sinbert, the number of countries using IFRS
has increased significantly. The IASB, the succetsthe IASC, aims to develop a single set
of high quality accounting standards that are apple internationally but has no power to
enforce IFRS, which is in the hands of local auties. Country-specific factors interact with
IFRS in shaping accounting practices so that adaogiquality under IFRS may differ across

countries.

Earnings quality, captured by different metricss Hzeen studied in the literature to draw
conclusions on the effect of IFRS adoption on antiag practices. Prior research employs
accruals earnings management to test the effdEiR$ on accounting quality. However, recent
studies (e.g. Graham et al.,, 2005) suggest thatages may manage earnings via real
activities. Country-specific factors may drive difént types of earnings management in that
strong institutions may decrease the ability of aggrs to manipulate earnings via accruals but,
at the same time, increase real earnings managentede effects might be negative. The
present work fills this gap in the literature byestigating the effect of country-specific factors

on both accruals and real earnings management U8

Exploring the effect of country-specific factors earnings quality under IFRS is of great
importance to determine whether IFRS alone is enotgy secure consistent accounting
practices. Further, it can be noted how countryeiigefactors may drive different earnings

quality characteristics.
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This chapter is concerned with the first empiristidy of the thesis, earnings management. It
investigates whether investor protection, enforagma&nd the strength of capital market
influence earnings captured by accruals and reairegs management across 23 countries that

mandated IFRS adoption in 2005 or before.

The remaining part of this chapter proceeds a®uva! Section 2 presents the descriptive
statistics. Section 3 includes the results. Thisliswed by the discussion in section 4. Section

5 deals with additional tests. Section 6 conclutleschapter.

6.2. Descriptive statistics

Chapter 2 provided an explanation of the counwiethe present study, including information
about the IFRS version, the year of adoption, dr@dcompanies that are required to comply
with IFRS (see section 2.3). Chapter 5 includecetited discussion of sample construction
and the distribution of firms by country and indysftsee section 5.3). This section presents

descriptive statistics that are not highlightegiior chapters.

Table 6-1 presents median values of accruals ailcagnings management metrics on country
level. Median values of DAACR, A_PROD, A_DISX, aAd CFO, are near to zero because
they are the residuals from accruals and real mgsnnanagement models. RM1 is computed
by adding abnormal production costs to the abnordisdretionary expenses multiplied by
negative one. RM2 is the aggregation of both ababrash flow and abnormal discretionary
expenses after multiplying them by negative oneeréfore, the median values of RM1 and

RM2 are relatively larger than those of A_PROD, ASK, and A_CFO.

Table 6-2 presents descriptive statistics for fiewel variables used in the regression including
accruals earnings management metric, real earnmmgsagement metrics and the control
variables. All variables are winsorized at (p=0.@4)remove the effect of outliers in the
regression.
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Table 6-1 The medians of country-level variables

country DACCR A-PROD  A-DISX A-CFO RM1 RM2

Australia 0.0064 0.0303 -0.0523 0.0012 0.0774 0.0385
Austria 0.0028 -0.0012 -0.0258 0.0003 0.0376 0.0311
Belgium 0.00002 0.0061 -0.0011 -0.0051 0.0116 0.0057
Bulgaria 0.0015 0.0053 -0.0064 -0.0016 0.0071 -0.00007
Denmark -7.99E-10 0.0034 -0.0038 -0.0034 0.0169 0.00981
Finland 1.40E-09 0.0004 -0.0075 0.0022 0.0037 0.0097
France 0.002631  0.0281 -0.0432 -0.0028 0.0743 0.0352
Germany 0.004076  0.0202 -0.0321 -0.0048 0.0550 0.0297
Greece 0.000899  0.0027 -0.0184 -0.0026 0.0121 0.0093
Hong Kong -0.000115 0.0173 -0.0211 -0.0063 0.0414 0.0228
ltaly 0.000888  0.0082 -0.0245 -0.0004 0.0485 0.0289
Jordan 0.000758  0.0009 -0.0061 0.0055 0.0117 0.0024
Netherlands 7.07E-10 0.0071 -0.0366 0.0005 0.0382 0.0247
Norway 0.000361  -0.0046 -0.0192 -0.0023 0.0092 0.0106
Oman 6.52E-10 0.0013 -0.0036 -0.0006 0.0016 0.0049
Philippines  5.30e-10 0.0046 -0.0083 -0.0034 0.0286 0.0064
Poland 0.002268  -0.0009 -0.0090 -0.0010 0.0221 0.0127
Portugal 3.34E-10 0.0005 -0.0017 0.0006 0.0057 0.0029
Singapore 0.001213  0.0066 -0.0149 0.0004 0.0185 0.0155
South Africa -0.00069 0.0117 -0.0022 -0.0069 0.0151 0.0141
Spain 0.000071  0.0033 -.01422 .00010 0.0286 0.0072
Sweden 0.004922  0.0078 -.02703 0.0067 0.0436 0.0125
UK 0.005320  0.0252 -0.0385 0.0006 0.0676 0.0394

Notes to Table 6-1:

DACCR is the level of abnormal accruals. Abnorn@raals are estimated using the modified
DD model; A_PROD represents abnormal productios¢ceghere production costs are the sum
of cost of goods sold, and the change in inverdgorfe® DISX is abnormal discretionary
expenses, where discretionary expenses are tlegatiffe between operation income and gross
income from WorldScope (SG&A expenses, R&D expersed advertising expenses are
included). A_CFO represents the level of abnormaahdlow from operations. RM1 is the first
measure of real earnings management. RML1 is teerfieasure of real earnings management
computed by adding abnormal production costs toathreormal discretionary expenses after
multiplying the latter by negative one. RM2 is tlsecond measure of real earnings
management, which is the aggregation of both abalbcash flow and abnormal discretionary
expenses after multiplying them by negative one.

The mean values of DAACR, A_PROD, A DISX, and A_C&@ zero because the abnormal
values are the residuals of the regression equabbmccruals earnings management and real

earnings management. The accruals earnings managenatric is ADCCR with a median
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equal to 0.001. The 25th percentile value of abmbraccruals is (-0.0287) and the 75th
percentile value is .033. The median of abnormatpction costs (A_PROD) is 0.013. The
25th percentile value of abnormal production c@sts0.080), and the 75th percentile value is
0.108. The A DISX median equals (-0.024). The 2%pircentile value of abnormal

discretionary expenses is (-0.091) and the 75tbegpgite is 0.051. The median of A_ CFO is (-
.001). The 25th percentile value of abnormal césh from operations is (-.0535) and the 75th

percentile is .052.

Table 6-2 Descriptive statistics for firm-level regession variables (N = 16328)

Variables Mean Std.Dev 25%Percentiles Median 75%etites
DACCR .000 .065 -.0287 .001 .033
A_PROD .000 221 -.080 .013 .108
A _DISX .000 .206 -.091 -.024 .051
A _CFO .000 125 -.0535 -.001 .052
RM1 .003 .359 -.120 .038 192
RM2 .001 212 -.082 .022 119
ROA .018 .136 .0004 .038 .078
SIZE 2.32 .875 1.72 2.24 2.87
LEV 2.44 7.10 424 .994 1.93
GROWTH 122 .389 -.080 .0675 243
SHARES 1.83 .92 1.145 1.873 2.53

Notes to Table -2:

DACCR is the level of abnormal accruals. Abnormaraals are estimated using the modified
DD model; A_PROD represents abnormal productios¢ceghere production costs are the sum
of cost of goods sold, and the change in inverdgorf® DISX is abnormal discretionary
expenses, where discretionary expenses are tlegatiffe between operation income and gross
income from WorldScope (SG&A expenses, R&D expersed advertising expenses are
included). A_CFO represents the level of abnormaahdlow from operations. RM1 is the first
measure of real earnings management computed bggadddnormal production costs to the
abnormal discretionary expenses after multiplyimg latter by negative one. RM2 is the second
measure of real earnings management, which isgtpegation of both abnormal cash flow and
abnormal discretionary expenses after multiplyingnt by negative one. ROA is return on
assets, defined as net income divided by totaltasS#ZE is the natural logarithm of total
assets for firm i in year t. LEV is the end of y¢atal liabilities divided by end of year equity
book value for firm i in year t. GROWTH is the salgrowth rate, defined as the sales in year t
minus sales in year t-1 and scaled by sales in y&alSHARES is the natural logarithm of
outstanding shares for firm i in year t. All variie® are winsorized at p=0.01
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The first measure of real earnings management id Rith a median equal to .038 and a
standard deviation equal to 0.359. The 25th peitearit RM1 is -.120 while the 75th percentile
is .192. RM2 is the second earnings managementureasth a median equal to .022. The
25th percentile of RM2 is -.082 whereas the 75ticgrile is 0.119. The mean and standard
deviations of ROA are respectively (0.018, 0.138)/E (2.32, 0.875), LEV (2.44, 7.10),
GROWTH (0.122, 0.389) and SHARES (1.83, 0.92). €hesdlues are consistent with previous

studies (e.g. Francis and Wang, 2008; Hope €2@08; Houge et al., 2012).

Table 6-3 provides the medians for six country-gmecfactors variables. Board
independence, enforcement of securities laws, @iote of minority shareholders,
enforcement of accounting & auditing standards, apdlicial independence are

adopted from the World Economic Forum with scoresifl (weak) to 7 (strong).

For the board independence variable, Sweden (5@Qwed by South Africa (5.75),

Australia (5.67) and Singapore (5.62) have the dsghscores, whereas Bulgaria
(4.12), Greece (4), and ltaly (3.97) have the ldwssores. South Africa (6.1), Sweden
(6), Singapore (5.87), and Norway (5.8) have stramforcement of securities laws
while Italy (4.27), Spain (4.15), and Bulgaria @.6have the weakest enforcement of
securities laws. In terms of the minority proteotivariable, Sweden (6.02), Finland
(5.87), Norway (5.8) and South Africa (5.62) havee thighest scores. On the other

hand, Italy (3.57) and Bulgaria (3.57) have thedst\scores on minority protection.

For enforcement of accounting and auditing stargjarouth Africa (6.32), Sweden
(6.2), Finland (6.15), and Singapore (6.15) havee tktrongest enforcement of
accounting and auditing standards. Philippines )(4Bulgaria (4.3) and lItaly (4.17)

have the weakest enforcement of accounting andiagditandards.
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Table 6-3 Medians of country-specific factors varibles

Country BIND SEC MIN ENF JUuD MS
Australia 5.67 5.77 5.35 5.97 6.3 1.20
Austria 5.17 4.97 5.15 5.9 5.87 0.28
Belgium 5.15 5.15 5.12 5.7 54 0.57
Bulgaria 4,12 3.62 3.57 4.3 2.92 0.25
Denmark 5.42 5.65 5.62 5.82 6.5 0.65
Finland 5.57 5.75 5.87 6.15 6.45 0.74
France 5.12 5.45 4.9 5.65 4.95 0.78
Germany 5.32 5.12 53 57 6.4 0.44
Greece 4 4.45 4.9 4.77 3.65 0.39
Hong Kong 4,92 5.62 51 6.02 6.05 5.14
Italy 3.97 4.27 3.57 4.17 3.55 0.26
Jordan 4.55 5.02 5.07 5.32 4.75 1.64
Netherlands 5.4 5.45 5.25 5.92 6.35 0.80
Norway 5.55 5.8 5.8 6.07 6.2 0.60
Oman 4.92 5.3 5.25 5.25 5.15 0.38
Philippines 4.75 4.2 4.2 4.85 3 0.58
Poland 4.42 4,92 4.35 4.95 4.1 0.34
Portugal 4.4 5 4.67 5 4.52 0.41
Singapore 5.62 5.87 5.62 6.15 5.72 1.67
South Africa 5.75 6.1 5.62 6.32 4.97 2.24
Spain 4.6 4.15 4.4 5.02 4.02 0.90
Sweden 5.95 6 6.02 6.2 6.57 1.04
UK 5.27 5.05 5.25 5.77 6.07 1.18

Notes to Table 6-3:
BIND is the board independence scores from the 8Vdonomic Forum (2008-2011). SEC is

the enforcement of securities laws scores from\Woeld Economic Forum (2008-2011). MIN

is the protection of minority shareholders interssbres from the World Economic Forum
(2008-2011). ENF is the enforcement of accountingaéditing standards scores from the
World Economic Forum (2008-2011). JUD is the jualichdependence scores from the World
Economic Forum (2008-2011). MS is the market céipaton of listed companies (% of GDP)

from the World Bank (2007-2010), defined as thersharice times the number of shares
outstanding.

Sweden (6.57), Denmark (6.5), Finland (6.45), amdn@any (6.4) have the highest scores on
judicial independence whereas Philippines (3)yl{al55), and Bulgaria (2.92) have the lowest

scores on judicial independence.
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MS, in Table 6-3, is the market capitalisation &ftdd companies (% of GDP), which
is adopted from the World Bank (2007-2010), anddefined as the share price times
the number of shares outstanding. From Table 6-3can be seen that Hong Kong
(5.14), South Africa (2.24), Singapore (1.67), ahordan (1.64) are the largest equity
markets. Poland (0.34), Austria (0.28), ltaly (Q,26and Bulgaria (0.25) are the

smallest equity markets.

Table 6-4 Correlation matrix for country-level regression variables

BIND SEC MIN ENF JUD MS
BIND 1

SEC 800" 1

MIN 869" 805" 1

ENF 888" 864" 894" 1

JuD 805" 628" 7797 835" 1

MS .085" 388" 1817 438" 307" 1

** p<0.01, ** p<0.05, * p<0.1

Notes to Table 6-4BIND is the board independence scores from theld\Eeconomic Forum
(2008-2011). SEC is the enforcement of securitags!|scores from the World Economic
Forum (2008-2011). MIN is the protection of mingrghareholders interest scores from the
World Economic Forum (2008-2011). ENF is the endonent of accounting & auditing
standards scores from the World Economic Forum §Zl1). JUD is the judicial
independence scores from the World Economic For@00§-2011). MS is the market
capitalisation from the World Bank (2008-2011),idefl as the share price times the number
of shares outstanding.

Table 6-4 presents the correlations between colewgl variables. It indicates that
the correlations are all positive; significant awvedl 0.01 and high, except for two cases
where the correlations are 0.085 and 0.181. Sirtee ¢orrelations among the six
institutional variables are relatively high and Raof them refers to the strength of
investor protection (see section 4.7), we run Rad&oalysis (Principle Component) of
the six country-level variables, five adopted frotne World Economic Forum from

2008 to 2011, and one from the World Bank (see &abi3). Then we use the
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loadings of Factor 1 as a metric of investor priddec as in Panel B in Table 6-5

show$’.

Table 6-5 Investor protection variable
Panel A: Factor analysis/correlation

Number of comp. = 6

Trace = 6
Rotation: (unrotated )

Component Eigenvalue Difference Proportion Cumulatre
Factorl | 4.30653 | 3.27801 0.7178 0.7178
Factor2 1.02852 0.648666 0.1714 0.8892
Factor3 0.379858 0.229325 0.0633 0.9525
Factor4 0.150533  0.0537963 0.0251 0.9776
Factor5 0.0967371  0.0589202 0.0161 0.9937
Factor6 0.0378169 : 0.0063 1

LR test: independent vs. saturated: chi2(15) 2405 Prob>chi2 = 0.0000

Panel B: Factor loadings (pattern matrix) and uniqle variances

Variable Factor 1 Uniqueness
BIND 0.9083 0.175
SEC 0.9056 0.018
MIN 0.9228 0.1485
ENF 0.9772 0.045
JUuD 0.8565 0.2663
MS 0.3483 0.8787
Panel C: Kaiser-Meyer-Olkin measure of sampling adguacy
Variable kmo
BIND 0.7303
SEC 0.8599
MIN 0.8329
ENF 0.7329
JuD 0.8668
MS 0.2533
Overall 0.7468

Table 6-5 presents principle component factors framch we obtain our measure of investor
protection. We chose Factor 1, which explains b 4d the total variation in the original
variables, as the eigenvalue value equals 4.30&hwk much larger than one as shown in

Panel A of Table 6-5. Panel B of Table 6-5 presémesfactors loading used as a measure of

% As a robustness check, we used the rotated lomdingactorl and Factor2 as a measure of investoegiion
(See Appendix 1 Table XI and Appendix 1 Table XII).
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investor protection in this study. Panel C shove faiser-Meyer-Olkin measure of sampling
adequacy of our investor protection factor usingcsiuntry-specific factors. The mean Kaiser-
Myer-Olkin measure of sampling adequacy is 0.74f8ater than 0.5, which indicates that the
investor protection factor captures the commonofacf the six country-specific factors we

used (Stewart, 1981).

The correlation matrix for firm-level regressionriables is presented in Table 6-6. It indicates
a weak correlation between most of them, which rmegae absence of the multicollinearity
problem in the model. The highest correlation iswleen size and number of shares at

0.4006.The lowest is between growth and leverage.@d9.

Table 6-6 Correlation matrix for firm-level regression variables

ROA SIZE LEV GROWTH SHARES
ROA 1
SIZE 0.20*** 1
LEV -0.1399*** -0.083*** 1
GROWTH 0.1313*** -0.0129 0.0097 1
SHARES 0.1063*** 0.4006*** -0.072*** 0.0634*** 1

*** n<0.01, ** p<0.05, * p<0.1.

Notes to Table 6-6

ROA is the return on assets, defined as net incdinmded by total assets. SIZE is the natural
logarithm of total assets for firm i in year t. LEY the end of year total liabilities divided by
end of year equity book Value for firm i in yeaQROWTH is the sales growth rate, defined as
the sales in year t minus sales in year t-1 ani@dday sales in year t-1. SHARES is the natural
logarithm of outstanding shares for firm i in yéar

6.3. Results

Table 6-7 shows the correlation between earninggagement proxies, accruals and real. The
Pearson correlation between discretionary accr(/SCCR) and the first measure of real
earnings management (RM1) is insignificant (0.00vhile the Spearman correlation is
significantly positive (0.021). The correlation ween DAACR and RM2 is significantly

positive (Pearson 0.059; Spearman 0.083). Hence, firms engadboth accruals earnings
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management and real activities manipulation at ghme time and this is consistent with
previous studies (Zang, 2012; Cohen and Zarowia0P8 While real earnings management
actions are exercised across the year, accruaitngarmanagement takes place at the end of

the year when preparing financial report{dggng, 2012).

Table 6-7 Correlation matrix among earnings managemnt proxies

DACCR RM1 RM2
DACCR 1 0.0203*** 0.0813***
RM1 0.0045 1 0.864***
RM2 0.059*** .9108*** 1

*** n<0.01, ** p<0.05, * p<0.1
Notes to Table 6-7

This table reports Pearson (lower triangle) anda8pan (upper triangle) correlation.
DACCR is the level of abnormal accruals. Abnormadraals are estimated using modified
DD; RML1 is the first measure of real earnings managnt computed by adding abnormal
production costs to the abnormal discretionary agpe after multiplying the latter by
negative one. RM2 is the second measure of realinggr management, which is the
aggregation of both abnormal cash flow and abnoraiatretionary expenses after
multiplying them by negative one.

The investor protection analysis is reported inl@#&h8. The relationship between DACCR and
investor protection is significantly negativg;€-0.0009) while the relationship between real
earnings management measures and investor protestggnificantly positivef;= 0.0087 &
0.0057). This means that managers are less likebyérstate earnings via accounting policies
in countries having relatively strong investor paiton, whereas in such countries, managing
earnings upwards by real actions is greater thacoimtries with weak investor protection.
With regard to control variables, it can also baasal that while accruals earnings management
is lower in large firms, real earnings managemeigfreater in large firms. Large firms are more

scrutinised by regulators and external investdrstefore, they tend to engage in real earnings

management.

®1| ran the regression of accruals and includede¢hkearnings management as an independent va¢dse
Appendix 1 Table XIIl and Appendix 1 Table XIV)fdund a positive and significant relationship betwe
accruals and real earnings management.
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Table 6-8 Investor protection and earnings managenmg

EM;, = By + B1ROA;, + B,SIZE;, + B3LEV;, + B,GROWTH;, + BsSHARES;, + BsINV + £ (5)

(1) (2) ()
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA B1 0.230 -0.3159 -0.334
27.62*** -7.90%** -13.72%**
SIZE B2 -0.0049 0.0165 0.011
-4.65%** 2.45%** 3.21**
LEV B3 0.0002 -0.0006 -0.0005
2.00** -0.72 -0.38
GROWTH Ba -0.0012 -0.0325 -0.066
-0.59 -4,34*** -3.96***
SHARES Bs -0.0017 -0.0133 -0.0066
-3.15** -3.02** -2.31**
INV Be -0.0009 0.0087 0.0057
-2.31** 2.83 ** 2.67%*
Constant Bo 0.010 -0.00009 -0.004
2.48** 1.25 -0.27
Observations 16,328 16,328 16,328
Adj. R? 0.227 0.0172 0.0491

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 6-8:DACCR is the level of abnormal accruals. Abnornaacruals are
estimated using modified DD; RML1 is the first maasof real earnings management computed
by adding abnormal production costs to the abnoxisretionary expenses after multiplying
the latter by negative one. RM2 is the second mreasiureal earnings management, which is
the aggregation of both abnormal cash flow and abab discretionary expenses after
multiplying them by negative one. ROA is return assets, defined as net income divided by
total assets. SIZE is the natural logarithm ofltassets for firm i in year t. LEV is the end of
year total liabilities divided by end of year equitook Value for firm i in year t. GROWTH is
the sales growth rate, defined as the sales intyaarus sales in year t-1 and scaled by sales in
year t-1. SHARES is the natural logarithm of outdiag shares for firm i in year t. INV is the
investor protection computed by component princgialysis of six variables. These variables
are: BIND is the board independence scores fromWoeld Economic Forum (2008-2011).
SEC is the enforcement of securities laws scores fthe World Economic Forum (2008-
2011). MIN is the protection of minority sharehalslenterest scores from the World Economic
Forum (2008-2011). ENF is the enforcement of actingn& auditing standards scores from
the World Economic Forum (2008-2011). JUD is thdigial independence scores from the
World Economic Forum (2008-2011). MS is the madagtitalisation of listed companies (% of
GDP) from the World Bank (2007-2010), defined as share price times the number of shares
outstanding.
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The relationship between profitability and accruakrnings management is positive and
significant (3; = 0.230) whereas it is negative with real earnings manageni{g, =

—7.90 & 13.72). This indicates that profitable firms engage irmstating earnings by accruals
while less profitable firms take real actions. Thisling can be justified by the fact that the
sustained weak performance can provide less opptyrtior accounting earnings management
(DeAngelo et al., 1994), and that real earnings agament has negative effects on future
operating performance. For example, increasingeatirisales by granting discounts may

influence future profitability once the companiesurn to old prices (Gunny, 2005).

Greater leverage is associated with greater accreatnings managemefff; = 0.0002)
whereas there is no relationship between leverager@al earnings management. Firms with
higher leverage are more likely to boost earnirigsagcruals earnings management. GROWTH
IS negatively associated with real earnings manageid0.0325 & -0.066), which is consistent
with Cohen and Zarowin (2010) and Kothari et al01®), while there is no relationship

between firms growth and accruals earnings managgeme

Finally, the relationship between SHARES and baitrials and real earnings management is
negative and significant. This means that firmshvéathigher number of shares engage in less

earnings management.

From Table 6-9, it is apparent that the relatiopshetween DACCR and enforcement is
significantly negative; in contrast, the relatioipsiibetween enforcement and real earnings
management activities is significantly positive. 8sch, strong enforcement of accounting
standards curtails accruals earnings managementndrgases real earnings management. In
addition, the relationship between both streamseafings management and the control

variables is the same as reported in the analysmestor protection.
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Table 6-9 Enforcement of accounting standards andagnings management

EM;, = By + B1ROA;, + B,SIZE;, + B3LEV;, + B,GROWTH;, + BsSHARES;, + B4ENF + £ (6)

1) (2) 3)
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA B1 0.230 -0.3165 -0.3347
27.58*** -7.94%** -13.83***
SIZE B2 -0.0049 0.0166 0.0111
=477 2.49%* 3.27**
LEV B3 0.0002 -0.0001 -0.0001
1.98** -0.66 -0.33
GROWTH Ba -0.0012 -0.0322 -0.0225
-0.60 -4 45%** -4.03***
SHARES Bs -0.0016 -0.0139 -0.007
-2.93** -3.13** -2.46**
ENF B¢ -0.0021 0.0172 0.0115
-3.42** 3.05** 3.08**
Constant Bo 0.022 -0.0976 -0.0676
4.67*** -2.76** -3.29%**
Observations 16,328 16,328 16,328
Adj. R? 0.2209 0.0173 0.0492

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1

Notes to Table 6-9

DACCR is the level of abnormal accruals. Abnormetraals are estimated using modified

DD; RML1 is the first measure of real earnings managnt computed by adding abnormal
production costs to the abnormal discretionary agps after multiplying the latter by negative

one. RM2 is the second measure of real earningageament, which is the aggregation of both
abnormal cash flow and abnormal discretionary egeerafter multiplying them by negative

one. ROA is return on assets, defined as net inaimieéed by total assets. SIZE is the natural
logarithm of total assets for firm i in year t. LEY the end of year total liabilities divided by

end of year equity book Value for firm i in yea&GROWTH is the sales growth rate, defined as
the sales in year t minus sales in year t-1 anleéddsy sales in year t-1. SHARES is the natural
logarithm of outstanding shares for firm i in ygalENF is the enforcement of auditing and

accounting standards scores from the World Econé&miam (2008-2011).

For the effect of strength of capital market, tlesults are similar to those for investor
protection and enforcement as reported in Tabl8.6Fhat is, accruals earnings management is
lower in big capital markets where real earningsiage@ment is greater.
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The overall results suggest that:

I.  Using accruals to manage earnings upwards is lessountries of relatively strict
investor protection, stronger enforcement of actiogrand auditing standards and large
capital market. This finding supports Hypothesis1.

II. At the same time, managing earnings upwards vid aeaons is more likely in
countries having rigorous investor protection, syanforcement, and large capital

market. This result confirms Hypothesis2.

6.4. Discussion

In comparison with accruals earnings managemertiestuthere has been a lack of prior
research into real earnings management, espeaaliyparative studies across countries.
Managers tend to manipulate real activities instefadccruals manipulation to avoid coming
under regulatory scrutiny (Graham et al., 2005; €2obt al., 2008). Country-specific factors

may drive different streams of earnings management.

In addition, the focus in previous studies was ityaim the effect of the introduction of IFRS
on earnings management. Our study investigatesftbet of country-specific factors, namely
investor protection, enforcement of accounting d¢éads and market equity size, on both

accruals and real earnings management across B®&iesunmandating IFRS application.

In general, there is an indication that companiegage in both types of earnings management,
accruals and real. At the same time, the findirey®al that strong investor protection, strong
enforcement and large equity markets are assoacrtbdower accruals earnings management
and greater real earnings management and vice. & rgaably, companies in countries with

strong investor protection, strong enforcementlange equity markets boost earnings by using
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real earnings management activities to a greatenewhereas accruals management is used to

a lesser extent and vice versa.

Table 6-10 Strength of capital market and earningsnanagement

EMit = ﬁo + ﬁlROAit + BZSize,-t + BgLevit + B4Gr0wth,-t + BSSharesit + B6INV + & (7)

(1) (2) 3)
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA B4 0.2313 -.2802 -0.339
28.96*** -8.31*** -14.20%**
SIZE B2 -0.0056 .0153 0.0138
-5.41*** 2.72%* 3.63***
LEV B3 0.0002 -.0002 -0.000
1.85* -0.43 -0.05
GROWTH Bs -0.0012 -.0276 -0.022
-0.60 -4, 25%** -4,05%**
SHARES Bs -0.001 -.0198 -0.0132
-0.19 -3.40** -3.17**
MS Be -0.00001 .00003 0.00007
-2.93** 2.55%* 2.91**
Constant Bo .0115 .0069 -0.011
2.91* 0.59 -1.01
Observations 16,328 16,328 16,328
Adj. R? 0.221 0.0179 0.05

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1

Notes to Table 6-10

DACCR is the level of abnormal accruals. Abnormetraals are estimated using modified

DD; RML1 is the first measure of real earnings managnt computed by adding abnormal
production costs to the abnormal discretionary agps after multiplying the latter by negative
one. RM2 is the second measure of real earningageament, which is the aggregation of both
abnormal cash flow and abnormal discretionary egeerafter multiplying them by negative

one. ROA is return on assets, defined as net inaimiéed by total assets. SIZE is the natural
logarithm of total assets for firm i in year t. LEY the end of year total liabilities divided by

end of year equity book Value for firm i in yea&GROWTH is the sales growth rate, defined as
the sales in year t minus sales in year t-1 anleéddsy sales in year t-1. SHARES is the natural
logarithm of outstanding shares for firm i in ygaMS is the market capitalisation of listed

companies (% of GDP) from the World Bank (2007-20t@fined as the share price times the
number of shares outstanding.
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Indeed, Zang (2012) finds that while companieh&post SOX period engage in both streams
of earnings management, accruals earnings managject@ns have been taken to a minimal

degree, and real earnings management to a largeedeg

Schipper (2003), among others, noted that withtéiglaccounting standards, real earnings
management might substitute accruals earnings neamag. In the same vein, managers would
choose to switch to real activities instead ofrigkaccounting actions to manage earnings in the

presence of relatively tighter institutions.

Table 6-8 reports the investor protection analyEie relationship between accruals earnings
management and investor protection is significantgative while the relationship between
real earnings management measures and investacpoot is significantly positive. As we
posit, investor protection plays a key role in thtcomes of IFRS application. That is,
accounting standards are only one of the deterrtsnah accounting quality. Although all
countries included in the sample have IFRS in plae#er protection of outside shareholders is
associated with lower accruals earnings managenibig.study used the signed accruals since
the concern is overestimating the earnings ratiem tlecreasing them. Therefore, the negative
relationship between investor protection and adsro@etric means that firms domiciled in
countries with rigorous investor protection aresliely to boost reported earnings via accruals
manipulation. This conclusion ties in with prioudtes that emphasized the importance of
protection of outside shareholders to secure higllity earnings after IFRS adoption (Leuz et
al., 2003; Houge et al., 2012). On the other hahe,positive relationship between investor
protection and real earnings management metric esiggthat managers of companies in
countries with better investor protection tend adet real actions to beat earnings targets.
Investor protection, which is deeply rooted in tbgal system of the country as argued by La

Potra et al. (2000), does not prohibit cutting s@rpenses or delaying some projects to meet
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earnings benchmarks. Strong investor protectioreases litigation; therefore, managers tend

to increase earnings by real activities.

Moreover, conservative accounting practices areemmommon in countries with strong judicial

systems, where firms report bad news faster thramsfin countries with weak judicial regimes

do (Bushman and Piotroski, 2006). The existenceoofervative accounting, that constrains
the opportunistic behaviour of managers; reducimgestments can increase the reported
earnings (e.g. Penman and Zhang, 2002). Ball €2@00) found that greater conservatism was
associated with strong investor protection systefaken together, strong investor protection,
which is more likely to be accompanied with conséise accounting, prevents accruals
earnings management but does not prohibit the nemsdgom taking real actions to beat the

target.

For enforcement of accounting and auditing stargjatide analysis revealed that accruals
earnings management was less pronounced in caumtiile strong enforcement of accounting

and auditing standards. At the same time, rigorenfercement of accounting and auditing

standards is positively associated with real egsiiimanagement. Strong enforcement
mechanisms constrain opportunistic behaviour of agars, accounting actions, but do not
impede the real accounting activities to increaseréported earnings. It is a logical finding that
managers increase earnings through real actions thieee is strong enforcement of accounting
standards, in which case using accruals to increasg@ngs might be detected. Real earnings
management activities do not infringe rules buuierfice future performance. This indicates the

important role which local factors play in determgpaccounting practices under IFRS.

This finding is consistent with prior research tehaggests an effect of enforcement on earnings
quality (e.g. Houge et al., 2012), and on the caenpk with IFRS (e.g. Glaum et al., 2013).

The IASB’s objective is to issue enforceable armbglly accepted accounting standards based
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on principles, and, supposedly, these standardsowmptransparency, comparability, and
quality of financial reporting. If we assume th&RIS adoption improves comparability and
transparency of financial reporting, as the IASRirdls, the enforcement of standards is

important to ensure compliance with these standards

The importance of enforcement of accounting staiglafter IFRS adoption stems from the
fact that IASB has no power to enforce its accaynstandards. The IASB, even though it is
called international, is not as the United Nati@ecurity Council, which has the power to
oblige the members to implement its decision arslienthe compliance. In addition, IFRS are
claimed to be principles based accounting stangddrelsce there is great room to exercise
judgement by the preparers and auditors of findn@porting. The enforcement of IFRS
remains the responsibility of local authorities ahds varies from one country to another
causing potential difference in the outcomes of SF&pplication. In fact, it would be more
misleading to investors when companies in a coumiggm to apply IFRS where the
compliance with IFRS is weak because of the poatityuenforcement in such a country. This
demolishes the cornerstone the IASB depend onditinese the adoption of its accounting
standards worldwide. These findings highlight thet that adopting IFRS should coincide with

some enhancements in the quality of local enforeémmechanisms.

With regard to the strength of equity market, thedihgs reveal that accruals earnings
management is less pronounced in countries withelaquity markets whereas real earnings
management is more prevalent in such countrieolmtrast, companies in countries with
relatively small equity markets tend to managertBarnings via accruals instead of taking real
actions. This conclusion is in line with prior raseh that concludes a relationship between the
strength of equity markets and the outcomes of IBB&ption (e.g. Leuz et al., 2003; Glaum et

al., 2013). The source of capital fund can afféet guality of financial reporting. In large
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equity markets, outsider-financing systems, shddehns who are the main source of finance do
not have the same access to accounting informakiein counterparts in insider financing
systems do. In small equity markets, the providefrscapital such as banks, families or
governments have privileged access to accountifigrnration. Therefore, the need for
financial reporting to fulfil the needs of sharethais is greater in large equity markets than in
small equity markets. Such need to protect theaste of shareholders might require stronger

legislation in countries with a large equity markegulting in better earnings quality.

Empirically, our findings show that there is a sig@ant strong correlation between market

capitalisation and enforcement of accounting arditeng standards (0.438). Countries with a
large capital market are characterised with stromggorcement of accounting standards. In
addition, prior research suggests that outsidemiiimg systems are more prevalent in common
law countries, where the investor protection isrgg; while insiders systems are more common
in Roman law countries (La Porta et al., 1997 aff8). It seems that large equity market
enhances the protection of investors, which in taads to less earnings manipulation. Leuz et
al. (2003) suggests that strong equity market cemphts investor protection. Ball et al. (2000)
argue that the shareholder corporate governanceslmsdassociated with higher litigation

enforcement.

It is important to mention that real earnings mamagnt has some negative effects and is costly
(Graham et al., 2005). In large capital marketspdimanage earnings upward via real earnings
management activities despite the possible negaffeet of real earnings management on the
subsequent performance. In our regressions on fteet ®f country-specific factors on real
earnings management, the relationship between’fgnosvth and real earnings management is
significant and negative (see Table 6-8, Tablead Table 6-10). This means that managing

earnings upward through real activities is assediatith lower growth. Graham et al. (2005)
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suggest that managers may choose to sacrificautbeefperformance for meeting the target as
missing it would be costly. There appears to beadetoff between short-term turmoil and

long-term performance when managers become underptbssure of overreactions and
financial markets. Such pressure motivates mandgaradertake real actions to hit the targets

even though they may negatively influence futundquenance.

The work by Doukakis (2014) found no significanteet of mandatory adoption on real or
accrual-based earnings management while our reseNtsaled that both accruals and real
earnings management are influenced by country-spdactors. Taken together, the adoption

of IFRS alone is not enough to secure consisterduating practices.

Prior studies that reported better accounting uafter IFRS adoption ignore the fact that the
changes in local circumstances may be attributethéobetter earnings quality they found.
Barth et al. (2008) did not confirm whether theté&eaccounting quality they reported after IAS
adoption was because of the adoption alone or Becaiuthe change in the firms’ incentives
and economic circumstances. To allow for the emsmociated with the effect of the change in
economic circumstances, we covered the period efittancial crisis from 2007 to 2010, and
focused on the effect of local factors on accountpuality. We do not claim that the crisis
period is stable but we covered a period whereetivas no significant change in the economic
circumstances as it would be if we covered botloperbefore and after the crisis. We confirm
that country-specific factors shape accountingiguahder IFRS; this answers the remaining

guestions left from the work of Barth et al. (2008)

Overall, earnings management under IFRS variessactountries due to the differences in
country-specific factors governing the implememtatiof IFRS and the fact that country-
specific factors drive different types of earnimganagement. On the face of it, earnings quality

is better in countries with strong enforcement na@t$ms, strong investor protection and
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strong capital market since accounting earnings ag@ment is lower. However, tighter
country-specific factors may increase the litigatassociated with non-compliance with IFRS;
therefore, there is a higher degree of real easnmgnagement, which might have negative

effects on future operating performance.

These results are important in that they shed bghan unexplored area, which is real earnings
management across countries. Less accounting garmranagement resulting from higher
compliance with IFRS, which in turn is higher imostg institutions, is an indication of better
earnings quality. The compliance with IFRS is neaeg to secure consistent accounting
practices across countries, although there wouldhigeer real earnings management. To
mitigate the effects of real earnings managememtitas and local regulators should look at
the negative effects of real earnings managemernhesegative effects resulting from real

earnings management might outweigh the benefiksssfaccounting earnings management.
6.5. Additional tests

In this section, we conduct a number of sensitigitgcks; these include using a different model
to capture accruals-earnings management, examiaalgearnings management strategies, and
using an alternative metric for investor protectamd enforcement of accounting standards.

Most of the findings from using those alternatiees the same as reported above.

First, we used the modified Jones (1991) modelg¢asure accruals earnings management as in

Dechow et al. (1995):

ACCt 1 (AREV, — AREC,) PPE t
= + -_— a + as
Apq A A1 A

+ it

We used the residuals from the equation above m&asure of earnings management. The

results we found are the same as those we obtaitedhe modified DD model in terms of the
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significance and the relationship between abnoanetuals and the independent variables (see
Appendix 1 Table I, Table I, and Table Ill). Stgpmvestor protection, strict enforcement of
accounting standards and large capital market asmcated with less accruals earnings
management and greater real earnings managemanthiBoreason, our results are robust

enough to conclude that strong institutions de@@aanaging earnings upwards via accruals.

Second, we ran the regression for real earningsageanent metrics Abnormal Production
Costs, Abnormal Discretionary Expenditures, and é¢kbral Cash Flows, separately to address
how country-specific factors shape real earningsnagament strategies. The results for
abnormal production costs and discretionary costeewvihe same as the initial metrics with
regard to significance and the relationship in tl&tonger country-specific factors are
associated with higher real earnings managementredards abnormal cash flows, their
statistical relationship with investor protectiormsvnot significant but positive whereas their
relationship with enforcement and capital markes wignificant and positive (See Appendix 1
Table IV, Table V, and Table VI). These findingglicate that managing earnings utilizing
production costs and discretionary expendituregréater in the settings of strong investor
protection, strong enforcement, and large capitatkets. Taking sales actions to manage
earnings upwards is greater with strong enforcerardtlarge capital markets while there is no
significant relationship with investor protectiomherefore, we conclude that real earnings

management is driven by production costs and discig@y expenditures.

Third, we further tested the effect of the protactiof minority shareholders rights as an
alternative measure of investor protection becatuss widely used in the literature as a
measure of investor protection (Houge et al., 2002 found that with stronger protection of

minority rights, the lower the accruals earnings nagement, whereas real earnings
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management was greater (See Appendix 1 Table Vi is in the line with our findings of

the effect of investor protection on earnings managnt.

Fourth, we also used the Anti-Self-dealing inedeveloped by Djankov et al. (2008) as a
measure to capture investor protection. A highduevaf Anti-self means that a transaction
between two firms controlled by the same persdiglgly regulated and is thereby an indicator
of stronger investor protection. This index is casgd of two indexes, the first is an ex ante-
self-dealing index and the second is an ex postsaiftdealing index. While the former
captures the strength of anti-self-dealing laws, |#tter captures their enforcement. The results
we obtained were similar to that we found when gisinr investor protection measure (See
Appendix 1 Table VIII). Stronger investor protectjacaptured by anti-self-dealing, decreases
managing earnings via accruals but increases tat@afj actions to manage earnings. This
further confirms our results on the effect of ineegprotection on accruals and real earnings

management.

Fifth, we did principle component analysis of tinefvariables, JUD, BIND, SEC, ENF, and
MIN, excluding the variable of capital market sgégmto obtain alternative metric of investor
protection. We ran the regression by including fdtor variable we obtained from the five
aforementioned ones, and the capital market variablthe model. The findings show that
accruals earnings management are less in coumtiiksstrong investor protection and strong
capital market, where real earnings managementoi® ipronounced (See Appendix 1 Table
IX). The above results of using alternative measwfeinvestor protection confirm our results

when we used the loadings of Factorl in our analysi

Sixth, we also tested the effect of enforcementagiurities laws as an alternative measure of

enforcement. The results showed that strong enfoené of securities laws decreased accruals

%2 The data was available for all countries excepa@niHowever, we used the average of Egypt and ddoda
Oman since Arab World countries are similar withgneat difference.
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earnings management while real earnings managenangreater (See Appendix 1 Table X).
These findings are the same as we obtained wherg ubie enforcement of accounting
standards. For this reason, our results are ranaigh to conclude that strong enforcement of
accounting standards decreases overstating eamiagsccruals, but increases them by real

actions.

Finally, as a robustness check, we used the rotai@dings of Factorl and Factor2 as a
measure of investor protection, instead of Factanich we used in our initial analysis. In our
initial analysis, we used Factorl because the Egjae was 4.306, much larger than 1, and did
not use Factor2 as it was not much larger thangpheAdix 1 Table XI presents descriptive
statistics of the two factors while Appendix 1 TalXll illustrates the analysis of investor
protection captured by two factors. Appendix 1 €abMlll shows that both factors were
negatively associated with accruals earnings manage and positively with real earnings
management. This result is the same as obtained wkieg only Factorl as a measure of

investor protection.

6.6. Conclusion

This chapter examined the effect of country-speddrctors on both accruals and real earnings
management across 23 countries that mandate IF&8l la@counting standards. Although prior
research has investigated the effect of some umistits on accruals manipulation across
different countries (e.g. Houge et al., 2012; Ahne¢cl., 2013) with a focus on the effect of
IFRS, this is the first paper to examine the effd@ctountry-specific factors on both accruals

and real earnings management under IFRS.

To capture discretionary accruals, we used the firddDechow and Dichev model. To capture

real earnings management, we followed Roychowd(R096) and Cohen and Zarowin (2010)
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and measured the abnormal level of cash flow frgerations, discretionary production costs

and discretionary expenses.

The overall results suggest that accruals earmmgsagement is less likely in countries with
stringent investor protection, strong accountingndards enforcement, and a large capital
market. With respect to real earnings managembatrdsults indicate that firms in countries

with strong institutions tend to overstate earnivigsreal activities more than via accruals.

The study indicates that applying a common setobanting standards is not enough to obtain
consistent accounting outcomes across differergdigtions, and that different country-specific
factors drive different types of earnings managdam@ighter investor protection, stricter
enforcement of accounting standards, and a largégatanarket all lead to less accounting
earnings management, which means better earninggyqurhe possible negative effects of
real earnings management resulting from the afonéioreed three factors do not mean that
these factors cause earnings to be of less qu&dgher, they mean that auditors and local
regulators should assure that the negative eftédatsal earnings management do not outweigh
the benefits of less accounting earnings managenhargstigating the net effect of accruals

and real earnings management is beyond the scdpesaitudy.

Our findings are important in that they highligheteffect of country-specific factors on both
accruals and real earnings management across 2&iesunandating IFRS application. To the
best of my knowledge, this study is the first tamxne the effect of country-specific factors on
real earnings management worldwide. Prior reselaashmainly focused on whether the switch
to IFRS has enhanced earnings quality, capturedcioyuals earnings management, whereas
this study concentrates on the effect of countsedfr factors on both accruals and real

earnings management. The findings provide new lmsign the role of country-specific factors
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after IFRS adoption across countries in terms efgWitch to real earnings management with

the presence of strong institutions.
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Chapter 7 Conservatism and Value Relevance

7.1. Introduction

Given that earnings quality is contingent on decistontext (Dechow et al., 2010), exploring
earnings quality from both contracting perspectnd equity valuation perspective, conditional
on country specific factors, will provide a betfgcture of how earnings quality differs under
IFRS due to local factors differences. By doing@mjclusions can also be derived on whether
earnings quality differs under IFRS. If accountiggality is not consistent across countries
because of the differences in country-specific dies;t then this means that IASB did not
achieve its aim of developing high quality accongtstandards applicable internationally and
thus comparable financial statements. That is, dbeounting standards are inconsequent

without a proper enforcement.

This part of the thesis presents and discussefinttiags of the second empirical study. It deals
with the effect of investor protection, strength esfforcement of accounting standards, and
strength of capital market on conservatism acr@santries that enforced IFRS in 2005 or
before. Along with conservatism, it describes tffeat the above-mentioned factors have on
the value relevance of book values and earningat iShconservatism captures earnings quality
from a contracting perspective while value releeameeasures the quality from an equity

valuation perspective (see section 4.4).

This chapter is composed of six themed sectiormsjdmg the introduction. Section 2 provides
the descriptive statistics. Section 3 moves onrgsgnt the findings. Section 4 presents the

discussions. This is followed by additional testsection 5. Section 6 concludes the chapter.

172



Chapter 7. Second Empirical

7.2. Descriptive statistics

In Chapter 5, Table 5-1 and Table 5-2 provide imf@tion on the sample and its distribution by
country and industry, and in Chapter 6 Table 6-8Bwshthe summary statistics of country-
specific factors. Table 6-4 presents the descepsitatistics for the factor analysis we ran to
obtain the investor protection measure. In thigisecwe will focus on descriptive statistics

that are unique to the statistical analysis ofdimeent empirical chapter.

Table 7-1 provides additional descriptive statsstiof the market value, book value per
share and earnings per share of the sample firmsssadhe 23 countries. To eliminate
the effect of outliers, we winsorized all variables 2%. The highest mean of the
market value per share is in Belgium (38.04), fobd by Austria (37.76), Denmark
(36.57), France (35.92), Netherlands (30.66), Gayma27.02), Norway (25.18),
Spain (16.73), Finland (14.055), Sweden (13.56)/g&ia (12.97) and ltaly (12.94).
The lowest mean of the market value per share i$hiippines (0.358), followed by
Singapore (0.673), Hong Kong (1.879), Oman (2.36Pgrtugal (3.597), Jordan

(4.98), Australia (5.48), South Africa (6.108), &ce (7.160) and the UK (8.08).

Almost the same ranking of market value per shiaeehighest average book value per share is
in Austria (31.44), followed by Denmark (30.336)el§um (29.20), France (29.03), and
Netherlands (23.32). The lowest average book valele share is in Philippines (0.183),

followed by Singapore (0.647), Oman (1.99), and ¢Hong (2.044).

The highest average earnings per share is in Beld®47), followed by France (1.882),
Austria (1.447), Denmark (1.291), Germany (1.21dnd Netherlands (1.151). The lowest
average earnings per share is in Philippines (),0@®owed by Hong Kong (0.035), Singapore

(0.036), Greece (0.063), and Australia (0.144).
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The difference between the standard deviationsnagahs of all variables is reasonable. Taking
the pooled sample, the standard deviation is grdade the mean by (2.26) for the stock price,
by (2.55) for the book value and by (3.55) for #enings per share. This is consistent with

previous studies (e.g. Davis-Friday et al, 2006p%tmo et al., 2010).

Table 7-2 shows the summary statistics for accraatscash flow. Both variables are deflated
by the total assets at the beginning of the pefibe. highest mean of the lagged total accruals
is in Poland (-.0055) followed by Oman (-.0098),Idaria (-0.0125), Singapore (-0.0176) and
Hong Kong (-.0198). On the other hand, Austriag2®), Norway (-.0609), Netherlands (-
.0586), Denmark (-.0559), Australia (-.0545) andr@my (-.0513) have the lowest average of
total accruals. The average value of pooled laggtd accruals is (-.0385) while the standard

deviation is (.0986).

It can be seen from the data in Table 7-3 thatlSéditica has the largest mean of the lagged
operating cash flows (0.1333). Oman comes afteh Wit1106), followed by Philippines
(0.0953), Netherlands (0.0934), Austria (0.083)d @elgium (0.0825). On the contrary,
Bulgaria (0.03), Greece (0.0334), Poland (0.04libyway (0.0432), and Portugal (0.044) have
the lowest mean values of the lagged operating fasis. The mean value of the pooled
lagged cash flows from operation is (.0720) wherndas standard deviation is (.1318)e
winsorized both total accruals and operating céshisf at top and bottom at 1% to remove the

effect of outliers.
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Table 7-1 Summary of MV, BVPS and EPS

Country MV BVPS EPS

Mean SD 25% Median 75% Mean SD 25% Median 75% Man SD 25% Median 75%
Australia 5.480 17.949 221 .850 3.320 3.846 16.285.206 723 1.982 144 717 -.009 .048 .215
Austria 37.763 43904 12.493 23.461 39.371 31.4491.500 10.550 18.096 30.742 1.447 3.409 -.253 1.744.980
Belgium 38.048 45.125 5.443 18.974 57.755 29.201 .63 3.192 10.191 37.775 2472 3.371 .095 1.114 674.9
Bulgaria 12973 25.382 1.172 4.053 12580 16.292 4222 1.679 8.469 21.992 347  2.378 -.343 .069 .547
Denmark 36.571 49.954 2.731 12.997 54.255 30.336.9724 1.587 9.631 38.528 1.291 3.464 -.287 401 .70
Finland 14.055 18.351 3.559 9.293 18.289 9.858 9P7.8 1.996 5.417 11.190 .626  1.415 -.0286 446 1.293
France 35.920 43.865 6.416 18.318 47.380 29.033 1089. 4.779 13.403 34.266 1.882 3.117 .0417 1.139 253.4
Germany 27.028 37.910 4.766 11.628 32.847 17.900.87@7 3.435 8.601 20.802 1.211 2.760 -.0715 585 4&.1
Greece 7.160 16.165 .812 1.906 6.014 9.394 22.526.6621 3.265 5.891 .063 1.056 -.201 .030 279
Hong Kong 1.879 13.415 .057 .164 .528 2.044 15.262063 .170 .394 .035 402 .001 .0136 .039
ltaly 12.945 27.404 1591 4.298 12.01 10.250 24.4349.401 3.465 7.800 269  1.369 -.115 .160 .607
Jordan 4.985 11.098 1.537 2.670 4.164 2.315 1.862.3971 1.750 2.534 .243 .626 .011 115 .284
Netherlands 30.669 39.850 8.658 18.497 34.417 23.3388.120 5.562 10.176 22.130 1.151 2.379 .148 1.282.279
Norway 25.180 47585 1.897 5.819 19.675 21.370 8®.6 1.265 3.844 16.225 .207  2.169 -.311 .110 .743
Oman 2.362 4.485 402 1.115 2.578 1.991 4.438 .155.627 1.428 .195 .450 .0360 .096 .196
Philippines .358 1.516 .023 .065 191 .183 .364 6.02 .050 132 .019 .053 .001 .006 .0184
Poland 10.913 27.508 1.035 3.270 8.360 9.409 25.756908 2.441 5.905 257  1.142 .003 118 482
Portugal 3.597 3.461 1.042 2.148 5.291 3.483 4.143.911 2.271 4.145 .013 1.090 -.063 .155 412
Singapore 673 2.463 .078 154 374 .647 4,764 .106.174 .367 .036 153 .003 .018 .042
South Africa  6.108 12.875 457 1.857 6.283 2.417 428. .306 1.098 3.093 .393 .909 .027 .143 437
Spain 16.379 29.873 3.399 8.332 16.331 12.169 26.312.066 4.636 9.816 .892 1.913 .012 .500 1.302
Sweden 13.560 31.638 1.043 4.414 11.225 9.969 29.83.500 2.267 5.539 252 1.287 -.0184 .183 713
UK 8.08 23.197 .525 1.869 6.128 4.819 18.375 334 .199 2.904 .196 .950 -.0034 .097 .357
Pooled 13.252 29.988 .366 2.426 10.464 10.159 2%.9 .280 1.677 6.724 513 1.822 -.0003 .065 .555

Notes to Table -1: MV is stock price per shaBVPS is book value per sharEPS is earnings per share. All variables are winsarietop and bottom 2% to remove the
effect of outliners. All variables are in US DoHar
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Table 7-2 Summary of ACC and CFO

Country ACC CFO

Mean SD 25% Median  75% Mean SD 25% Median 75%
Australia -.0545 107 -.104 -.045 -.0010 .0797 .180 .0137 .0910 172
Austria -.0625 .0651 -.098 -.0553 -.0308 .0831 .0706 .0334 .0827 121
Belgium -.0469 .100 -.0858 -.0450 -.0004 .0825 .1246 .0377 .0858 1421
Bulgaria -.0125 114 -.0718 -.0135 .0465 .030 .1088 -.0195 0177 .0808
Denmark -.0559 .1049 -.0994 -.0592 -.0118 .0513 .1633 -.0016 .0750 1426
Finland -.0482 .0801 -.0914 -.0437 -.0025 .0744 116 .0265 .0813 1421
France -.0445 .08292 -.0806 -.0444 -.0061 .0729 .0963 .0289 .0722 117
Germany -.0513 .0877 -.0933 -.0450 -.0048 .0749 119 .0246 0772 128
Greece -.0305 .0870 -.076 -.0316 .0105 .0334 .0909 -.0153 .0294 .0732
Hong Kong -.0198 .0944 -.0751 -.0210 .0304 .0781 .1186 .0143 .0710 .140
Italy -.0428 .0769 -.0792 -.0433 -.0032 .0559 .0883 .0110 .0513 .1036
Jordan -.0264 .0992 -.0858 -.0313 .0200 .0738 .1149 .0125 .0688 .138
Netherlands -.0586 .0889 -.0964 -.0475 -.0115 .0934 .0967 .0469 .0937 1373
Norway -.0609 1132 -.1081 -.0554 -.0082 .0432 .1730 -.00515 .0653 .1288
Oman -.0098 .1240 -.0697 -.0228 .0427 1106  .1459 .0313 .1030 .2027
Philippines -.0212 1143 -.0838 -.0310 .0180 .0953 .1407 .0216 .0779 .1683
Poland -.0055 1334 -.0762 -.0202 .0517 .0411 .1332 -.0074 .0421 .1043
Portugal -.0387 .0932 -.0716 -.0411 -.0022 .0440 .0953 -.0043 .0539 .0883
Singapore -.0176 .1064 -.0780 -.0229 .0376 .0811 .1144 .0177 .07126 .1459
South Africa -.0338 .0923 -.0814 -.0327 .0197 1333 1159 .0628 1213 .1905
Spain -.0447 .0842 -.0804 -.0413 -.0055 .0805 .1139 .0238 .0728 .1202
Sweden -.0439 .1036 -.0877 -.0396 .0048 .0599 .1756 .0115 .0819 .1448
UK -.0479 .0981 -.0900 -.0430 -.0032 .0719 .1430 .0223 .0792 .1401
Pooled -.0385 .0986 -.0850 -.0381 .0077 .0720 .1315 .0159 .0727 .1355

Notes to Table 7-3: ACC is total accruals calculated as the differencevben earnings and cash flow from operati@iSO is cash flow from operations.
Both variables are deflated by total assets ab#genning of the period and winsorized at top aatldm 1% to remove the effect of outliners. All iadles

are in US Dollars.
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7.3. Results

We assessed the effect of investor protection ertitheliness of loss recognition through the
regression in Table 7-3. The results concerning dfiect of investor protection on
conservatism, as shown in Table 7-3, indicate #taing investor protection increases the
timely loss recognition. That is, the coeffici€By = 0.110) on the effect of investor protection

on the timeliness of loss recognition is positine aignificant.

Table 7-3 The effect of investor protection on comsvatism measured as the relative timeliness of Iss
recognition

ACCiy = Bo + B1DCFO;¢ + B,CFO;¢ + B3DCFO; * CFO; + B4INV + B5DCFO;¢ * INV +
BsCFO; * INV + B,DCFO; * CFO; xINV+ £ (9)

Bo B B2 B3 Ba Bs Be B~

Coefficient _ 0110 .021 -.359 255 .002 .004 .0202 .110
(bstatistic) 134  4.32%* -36.82%** 3.95%* 173* 665 244 * 01x

Adj. R2  17.69 %

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-3:

ACC is total accruals in year t lagged by the takdets at the beginning of year t. CFO is cash
flow from operations for firm i in year t. DCFO &sDummy variable set equal to 1 if CFO <0
and O otherwise. INV is the investor protection ocountry. INV is the investor protection
computed by component principle analysis of sixaldes. These variables are: BIND is the
board independence scores from the World Econonourk (2008-2011). SEC is the
enforcement of securities laws scores from the W&donomic Forum (2008-2011). MIN is
the protection of minority shareholders interestres from the World Economic Forum (2008-
2011). ENF is the enforcement of accounting & anditstandards scores from the World
Economic Forum (2008-2011). JUD is the judicial apdndence scores from the World
Economic Forum (2008-2011MS is the market capitalisation of listed compargésof GDP)
from the World Bank (2007-2010), defined as thersharice times the number of shares
outstanding.

Similarly, Table 7-4 shows a positive and significaoefficient(8,=0.479), which captures the

effect of accounting standards enforcement on itheliness of loss recognition. The timely
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loss recognition increases marginally in countneith strong enforcement of accounting

standards.

Table 7-4 The effect of enforcement on conservatismeasured as the relative timeliness of loss recation

ACC;y = Bo + B1DCFO;; + B,CFO; + B3DCFO; * CFO; + B,ENF + BsDCFO; * ENF +
B<CFO;, * ENF + B,DCFO;, * CFO; * ENF+ ¢  (10)

Bo B B2 B3 Ba Bs Be B

Coefficient _pg09  -.0851 -686  -2.451 .0087 .0190 .05827.479
(t-statistic) .2 gox -3.76%* -3.65%* -4.20 1.96%* 5.47%* 1.79% 5 16%*

Adj. R? 17.62 %

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-4:

ACC is total accruals in year t lagged by the takdets at the beginning of year t. CFO is cash
flow from operations for firm i in year t. DCFO &sDummy variable set equal to 1 if CFO <0
and 0 otherwise. ENF is the enforcement of audiéing accounting standards scores from the
World Economic Forum (2008-2011).

On the question of the effect of the strength opiteh market, the study found no
significant effect of capital markets on the timels of loss recognition as shown in
Table 7-5, in which the coefficien{,=0.0001) is not significant. This is consistent
with Ball et al. (2008) who found no effect of etyuimarket size on conservatism.
These findings support the notion that the demaond donservative accounting is

driven by legal factors.

Our findings indicate that strong investor protectiand strong enforcement of accounting
standards are associated with greater degree dfiitmmal conservatism; however, the

desirability of higher conservatism is dependenthr@nperspective it serves. From a contracting
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perspective, we may conclude that there are betarings quality in countries with strong

investor protection and strong enforcement of anting standards.

Table 7-5 The effect of strength of capital markebn conservatism measured as the relative timelines$ loss
recognition

ACCiy = Bo + B:1DCFO;; + B,CFO; + B3DCFO; * CFO; + B,MS + BsDCFO;, * MS +
BCFO; * MS + B,DCFO;, * CFO;; * MS+ ¢ (11)

Bo B B2 Bs Ba Bs Be B

Coefficient  _p199  .0170 -.349 305  .0000 .0000 .0000.0001
(tstatistic) _p 17+ 2.07* -32.76%* 331* 2.13** 241* 0.66  0.47

Adj. R? 16.17 %

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-5:

ACC is total accruals in year t lagged by the takdets at the beginning of year t. CFO is cash
flow from operations for firm i in year t. DCFO Bummy variable set equal to 1 if CFO <0
and 0 otherwise. MS is the strength of capital rearkIS is the market capitalisation of listed
companies (% of GDP) from the World Bank (2007-20t@fined as the share price times the
number of shares outstanding.

On the other hand, there is a need to investideetfect of country specific factors on value
relevance of accounting information. The presenfceomservatism, which is influenced by

institutional factors, may not be optimal from aquity evaluation perspective.

To that end, we tested the effect of investor mtada on value relevance of book value and
earnings via the regression in Table 7-6. From &abb, strong investor protection does not
increase the value relevance of earnings; rathenarginally increases the value relevance of
book values. The coefficienff) is positive and significant whereas the coeffitig is not

significant.
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Table 7-6 The effect of investor protection on thgalue relevance of book values and earnings

MV, = B, + By BVPS;; + By EPS;; + B3INV + B,INV * BVPS;, + B5INV * EPS;,

+¢€ (12)

BO Bl BZ 83 64 BS
Coefficient 2.525 913 2.933 -.007 .0241 .0631
(t-statistic) 12.32%** 42 57*** 4.40%** -0.11 1.79* 0.56
Adj. R? 76.11%
Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-6:MVj; is market value per share three months after thelfigear end.
BVPS;; is book value per share of firm i in yeaEPS;, is earnings per share of firm i in year
t. INV is the investor protection computed by com@ot principle analysis of six variables.
These variables are: BIND is the board independsnocees from the World Economic Forum
(2008-2011). SEC is the enforcement of securitgagsl| scores from the World Economic
Forum (2008-2011). MIN is the protection of mingrghareholders interest scores from the
World Economic Forum (2008-2011). ENF is the erdoment of accounting & auditing
standards scores from the World Economic Forum §Zl1). JUD is the judicial
independence scores from the World Economic For@@0§-2011). MS is the market
capitalisation of listed companies (% of GDP) frtme World Bank (2007-2010), defined as
the share price times the number of shares ouisigand

Table 7-7 Enforcement and the value relevance of bk values and earnings

MV, = By + By BVPS;; + B EPS; + B3ENF + B,ENF  BVPS;, + BsENF x EPS;,

+& (13)
Bo B1 B2 B3 Bs Bs
Coefficient 3.501 450 2.315 -.170 0813 104
(t-statistic) 2.28** 1.95* 0.86 -0.65 2.02** 0.22
Adj. R? 76.03%
Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-7:

MV;, is market value per share three months after gualfiyear endBVPS;; is book value per
share of firm i in year E&PS;; is earnings per share of firm i in year t. ENRFhs enforcement
of auditing and accounting standards scores fraWbrld Economic Forum (2008-2011).

In Table 7-7, we assessed the effect of enforcementalue relevance of earnings and book

values. Similar to investor protection, strong eoément contributes to the increase in book
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values but has no effect on the value relevanaeaaiings as the coefficienfi{) is positive
and significant. These results for value relevaareeconsistent with Davis-Friday et al. (2006)
who found that weak corporate governance decrahsegalue relevance of book values with
no effect on earnings during the crisis. In corjrdee strength of the capital market increases
the informativeness of earnings since the coefiic(B; = .00574 ) is positive and significant,
as is apparent from Table 7-8. This is consistatit the findings of Ali and Hwang (2000),
who concluded that there is higher value relevanasuntries where the financing system is

market oriented.

Table 7-8The effect of strength of capital market on the vale relevance of book values and earnings

MVi. = Bo + B1 BVPS;; + B, EPSi¢ + B3MS + B4MS = BVPS;; + B5MS * EPS;;

+¢e (14)
Bo B B2 Bs Ba Bs
Coefficient  3.498 .9098 2.429 -.0065 -.0000 .00574
(t-statistic) ~ 7.58***  28.11** 3.53*** -430*** -0.22 2.37**
Adj. R? 76.03%
Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 7-8:

MV;, is market value per share three months after Sualfiyear endBVPS;; is book value per
share of firm i in year EPS;; is earnings per share of firm | in year t. MS h& tmarket
capitalisation of listed companies (% of GDP) frtme World Bank (2007-2010), defined as
the share price times the number of shares ouisignd

The overall results suggest that:

l.  Strong investor protection increased the conditi@oaservatism of reported earnings
as Hypothesis 3 predicted.
Il.  Rigorous enforcement of accounting standards emthrmonditional conservatism,
which means we accept Hypothesis 4.
Il. There was no effect of capital market strengthconservatism as we predicted in

Hypothesis 5.
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IV. The value relevance of book values increased inntci@s with strong investor
protection, which did not influence the value relege of earnings; therefore, we accept
Hypothesis 6.

V.  Strict enforcement of accounting standards incieése value relevance of book values
but had no effect on earnings as assumed in Hypistiie

VI.  In strong capital market, the value relevance ohiegs was larger than in weak capital
market, whereas there was no significant differeimc¢he value relevance of book

values across those markets, as in Hypothesis 8.

7.4. Discussion

Our sample included 23 countries that put IFRS lsce in 2005 or before. The IASB
conceptual framework, issued in 1989, included pnee as a feature of financial reporting but
in 2006, the IASB released a discussion paper llalmaration with FASB seeking to drop
prudence from the conceptual framework. In spitthefopposition to the IASB plan, the IASB
conceptual framework issued in 2010 removed pruglersca desirable attribute of financial
statement due to its conflict with neutrality. Priiudies on the effect of IFRS adoption on
conservatism concluded that there was a declim@mservatism after the mandatory adoption
of IFRS (e.g. Chen et al., 2010; Ahmed et al., 3@ESpite the fact that those studies covered
the period when prudence was in the conceptualewark. André et al. (2015) demonstrate
that strong enforcement and strong auditing quélagye reduced the decline in conservatism
after IFRS adoption in Europe in 2005. Irrespecifethe effect of IFRS on conservatism,
country specific factors still shape the accountimgctices after mandatory IFRS adoption as
explained in chapter 3. In such case, the adoptiolFRS alone is not enough to obtain

consistent accounting practices across differeabts.
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Indeed, our findings reveal that strong investorotgetion and strong enforcement
increase the degree of conservatism in financigbomteng. Under the contracting
perspective, the function of accounting is to pdeviinformation useful in evaluating
contracting settings and economizing the transastiacosts. From this perspective,
our results indicate higher quality of earnings oountries with strong investor
protection and legal enforcement. There are severgblanations for why strong
investor protection and strong enforcement are cas®ml with a greater degree of

conservatism.

The principle-agent relationship provides a possildxplanation for the demand for
conservative accounting and for the effect of ledattors represented by investor
protection and enforcement on it. Agency theoryuass that all individuals are
driven by their self-interests to maximize their rowtilities; as such, the outsiders will
anticipate that the corporate insiders will exprafgr wealth from the firm at their
expense. This would necessitate setting up meahanisinternal and external, to

protect investors against expropriation by insiders

Apart from internal mechanisms such as compensali@ms and director monitoring, external
mechanisms, such as monitoring managers by shdexsohnd debt holders are important to
prevent the opportunistic behaviour of managersieithe conflicts in interests and the
incentives, there would be a demand for consematrs accounting, which is likely to be

greater in countries characterized by strong imrgstotection and strong enforcement. Ball et
al. (2000) asserts that conservative accountingctwis an important feature of corporate

governance in common law counties, facilitates nooimg corporate insiders.

Pushing further, the internal mechanisms such asagwial incentive plans would also

necessitate having strong external mechanisms wégchie as control over the managers.
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Managers have the incentives to manage earning&rdswo increase their compensation,
which is negatively influenced by conservatism. liduan and Piotroski (2006) argue that the
limited liability of firms’ managers may generatalamand for verifiable measures that defer
compensation until verifiable evidence of managacsions becomes available. For this reason,
shareholders may demand conservative accountingvéed managers’ overpayments that
reduce the share value. Debt holders also prefmuating practices that lead to less reported

earnings and thus less distribution to assurettieat debt can be repaid.

Kothari et al. (2010) argue that the demand foifiagle information by both shareholders and
debt holders contributes to the increase in camubti conservatism. What causes managers to
act in contrast to their incentives should excedwtwhey would achieve from aggressive
accounting. Strong investor protection and stronfpreement imposes a limit on managers’
actions in a way that supports contracting, whaduires credible accounting information as in
debts contracts and compensation contracts. Oathiee hand, managers have greater room to
manage earnings upwards in countries where thestov@rotection and the enforcement are

weak; thus, the contracts are less enforceablethenaccounting information is less verifiable.

Another reason for conservative accounting is d$idder litigation (Watts, 2003).
Shareholder litigation embedded in a well-functrmni and efficient judicial/legal
system can protect the rights of outsiders and gmewvthe corporate directors and
managements from expropriating the outsiders. Ball al. (2000) show a greater
degree of conservatism in common law countries thmrcode law counties, where the
litigation is not as in the common law countries.h&i the litigation risk is high,
managers are more likely to be conservative in nemp earnings (Ball et al., 2000).
With stronger investor protection and enforcemethie litigation costs may increase,

and, as a consequence, more conservative accoustikgly to be the case.
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In general, conservatism may be a desirable at&ibef financial reporting since the
understatement of assets and earnings is of lessceopo compared with the
overstatement. Indeed, on 15 February 2015, a grolupshareholder representatives,
asset managers, and institutional investors pudista letter asking the IASB to
restore prudence as a guiding principle in thenfor statementgQuinn et al., 2015).
They believe that the shareholders and lenders hgreater confidence in prudent
financial statements. Strong investor protectiond astrong enforcement contribute to
lessening the risks the investors bear, which angchmgreater in less conservative

earnings than in conservative earnings.

Notwithstanding, the IASB’s president Hans Hoogesvo(2012) argues that prudence
may create scope for opportunism in financial stetgs in terms of earnings
management. In fact, conservatism in the form ohety loss recognition may help
managers manage earnings downwards (income dewgadHowever, we may state
that conservative accounting mitigate earnings meament if the managers use it on
purpose. In other words, it depends on the intantd the managers, which is difficult

to prove.

In our first empirical chapter, the results revdalthat strong investor protection and
strong enforcement are associated with less aecraalnings management and greater
real earnings management. Taken together, stronggstor protection and strong
enforcement lead to less accruals earnings managgemegreater real earnings
management and more conservative accounting. Thisonsistent with Garcia Lara et
al. (2012), who showed that the increased conditiononservatism was associated
with a decline in accruals earnings management, &itd an increase in real earnings

management. While they used a US sample, we pridna this condition exists
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consistently across countries in that strong iroregirotection and strong enforcement
lead to less accruals earnings management, grea@r earnings management and

more conservative earnings.

Given the discussion above, it is not surprisingt tetrong investor protection and strong
enforcement of accounting standards increase theittmnal conservatism captured by the

timeliness of loss recognition in the financialtstaents. Our results on the effect of investor
protection and enforcement on conservatism areistens with Bushman and Piotroski (2006),

who tested the effect of institutions on the exteintonservatism across countries. Bushman
and Piotroski (2006) found higher conservatism ountries with higher quality judicial

systems, strong investor protection, and strongkreement of securities laws.

Nevertheless, the effect of investor protection enfibrcement on accounting information from

valuation perspective has implications differeonirthose under contracting perspective.

At first glance, our results of the effect of intas protection and enforcement on value
relevance do not seem logical in that we foundigoifscant effect of investor protection and

enforcement on the value relevance of earningson§trinvestor protection and strong

enforcement do not increase the value relevanceagfings; rather, they increase the value
relevance of book values. Some (e.g. Holthausen \&atts, 2001) argue that the value
relevance research is of value in equity valuafuamnspective but this does not apply to
contracting perspective and therefore it is of lgakie in measuring earnings quality. In
addition, to explain these results, it is importemtink them with the results of conservatism.
That is, the relevance of earnings as a performamtieator is influenced by the degree of
conservatism in the financial statements. For examihe Chairman of the IASB Hans

Hoogervorst (2012) maintains that ‘[a] systemicsbtawards conservatism undermines the

value of earnings as a performance indicator’.
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The literature illustrates that conservative actiognpractices influence the value relevance of
earnings. Early works by Hayn (1995) and Basu (199#ygest that the decline in value
relevance of earnings across time can be expldiyetthe increase in nonrecurring items and
negative earnings, in other words higher conseswatin this case, book values become more
important than earnings in explaining stock prif®arth et al., 1996; Burgstahler and Dichev,
1997). Our results are consistent with the afordimeed notion in that strong investor
protection and strong enforcement are associattdd higher conditional conservatism and, at

the same time, book values explain the stock prioa® than earnings do.

In the same vein, Collins et al. (1997) found nardase in the combined value relevance of
book value and earnings; instead, there was atstighease over time. The value relevance of
book value increased while the value relevanceaniiegs decreased over time. They attributed
the decrease in value relevance of earnings toirtbeease in the frequency of negative
earnings, significant incidence of one-time itemsd changes in intangible intensity. These
findings indirectly support the argument that cowmaBve accounting reduces the value

relevance of earnings across time.

Bandyopadhyay et al. (2010) suggest a positiveioalship between the reliability of earnings
and the usefulness of earnings, over book valuesnvexplaining stock prices. Earnings are
deemed more reliable if they have a higher prebility of future earnings. Earnings become
less reliable with higher conditional conservatigraken together, higher conservatism leads to
less reliable earnings, making the book values mesful in explaining the stock prices than
the current earnings. As such, balance sheets mamabe relatively higher in value relevance
compared with income statements amounts. Thisnisistent with Barth (2006), who contends
that accelerating the recognition of future expera®l losses reduces the ability of earnings to

predict themselves while it improves the abilityeafrnings to predict future cash flows.
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Heflin et al. (2014) concluded that conditional servatism reduced the informativeness and
persistence of earnings, and made the earningstessth. Consequently, investors preferred
Street earnings that are less conservative than R5&Arnings. Investors may have other
sources of information than financial reportingerifore, the potential bias resulting from
conservatism may be corrected. As mentioned beftlne, shareholders may demand
conservatism to impose constraints on managers’peosations. If earnings become less
relevant in explaining the stock price becauseoofservative accounting, the shareholders may
use other sources of information in addition to lbbealue. Indeed, Ewert and Wagenhofer
(2013) argue that investors adjust the face valtigeported earnings for interpretation

purposes.

Another reason for the increase in the value relesaf book values at the expense of earnings
after IFRS adoption is the increase in conservatdgeounting because of the fair value
requirements in the standards. For example, Giaoly Hayn (2000) note more conservative
accounting in the United States because of the FA&Br value rules that require earlier
recognition of expenses and loses or deferral r@tog of revenues. As such, the recognition
of losses resulting from fair value accounting magrease in response to strong investor

protection and strong enforcement.

Furthermore, the association between market prigé r@ported earnings may not be an
indication of the absence of aggressive earningsagement or better quality. For instance,
Altamuro et al. (2005) found that accelerating rewe recognition is associated with higher
market responseeven when earnings management incentives are fflgh.means that either

aggressive accounting is not an indication of loweality of earnings, or the high market

response is not evidence of better quality.
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It is important to point out that we did not examithe effect of conservatism on value
relevance; instead, we tested the effect of logetiokrs on conservatism and value relevance of
accounting information. We indirectly infer a padiah effect of conservatism on the value
relevance of accounting information based on tifiecebf local factors on both conservatism

and value relevance of earnings and book values.

In terms of the strength of capital market, theultssdid not show a significant relationship
with conservatism. However, stronger capital manketeases the value relevance of earnings
while there is no effect on book value. To putiftestently, a strong capital market, which has
no effect on conservatism, increases the valugante of earnings. This is consistent with our
other results in that when there was greater coaism, there was an increase in the value

relevance of book value at the expense of earnings.

Despite the fact that the 23 countries in our sammpandate IFRS adoption, country specific
factors still shape the accounting practices. heotvords, there is a variation in the extent of
conservatism and value relevance of accountingrnmétion due to the differences in the

strength of investor protection, enforcement amddépth of capital market.

Since accounting information has a dual purpost) dsource for equity evaluation (valuation
perspective) and for contracting (contracting pecsipe) (e.g. Watts and Zimmerman, 1986),
what is desirable from a contracting perspectivey mat be desirable from a valuation
perspective. Indeed, higher conservatism is mavsaqanced in countries with strong investor
protection and strong enforcement of accountingidsieds, which is preferred from a
contracting perspective. At the same time, strongstor protection and strong enforcement do
not increase the value relevance of earnings;adstine book values are more important. This
may indirectly indicate that conservative accouptiesulting from local factors has a negative

effect on the relevance of earnings. One can ¢beclude that, from a contracting perspective,
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the quality of earnings is better in countries hgvihigh investor protection and strong

enforcement, while from a valuation perspectiveniegs are not of better quality.

7.5. Additional tests

In this section, we provide additional tests, sathecks using different measures of investor

protection and control variables in the conservatisodel.

Firstly, we ran the basic regression of consermatgithout the country specific factors to
obtain a general picture of conservatism. Apperftlikable | shows the pooled regression of
conservatism clustered by firm and year. From #étef(3, = —.337) < O reflects the role of
accruals in lessening the noise in operating chshisfwhereag; = .327 > 0 reflects more
timely loss recognition. In general, financial repa is conservative but it marginally
increases with strong investor protection and gfremforcement as reported before in Table 7-

3 and Table 7-4.

Secondly, given that there is no straightforward umcontroversial measure of investor
protection, we tried another measure of investatqation in our test. We used anti-self-
dealing index as an alternative measure of inveptotection to test its effect on both
conservatism and value relevance as shown in Appéndiable Il and Table 1ll. With regard
to conservatism, we found similar results to thdiew we used our metric of investor
protection. As shown in Appendix 2 Table (§; = 2.55) is positive and significant, which

indicates that strong anti-self-dealing increabesconditional conservatism in accounting.

For value relevance, we found a decrease in theevalevance of earnings with the increase of
self-dealing, which is consistent with our resulis, it is apparent in Appendix 2 Table III.
Taken together, when there is higher investor ptmte (measured by self-dealing index), there

is a higher extent of conservatism, and the vadlevance of earnings decreases.
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Thirdly, following Peek et al. (2010), we includeldree control variables to control for
leverage, size and growth. The findings show theatng investor protection and strong
enforcement increases the extent of conservatisite whe strength of capital market has no
effect on conservatism, as shown in Appendix 2 @d¥| Appendix 2 Table V, and Appendix
2 Table VI. Therefore, we conclude that firm-spiecfactors do not drive the results of the

effect of country-specific factors on conservatism.

Finally, we ran the basic regression of value r@hee without the country level variable, as
shown in Appendix 2 Table VII, to find out the valtelevance of book values and earnings in
general before using the interaction. Appendix Bl@a/Il reveals that both book values and
earnings are relevant and reflected in the stoidepr We thus conclude that earnings and book
values in general are relevant but relatively défe from one country to another based on the

country specific factors.

7.6. Conclusion

This chapter of the thesis has presented the seanli discussions of the effect of investor
protection, enforcement of accounting standards taedstrength of capital market on both
conditional conservatism and value relevance okbaues and earnings under IFRS across

23 countries from 2007 to 2010.

The findings reveal that strong investor protect@md strong enforcement of accounting
standards increase timely loss recognition, whighaitype of conditional conservatism.
Simultaneously, strong investor protection andrgjrenforcement increase the value relevance
of book values rather than earnings. These reatdtgonsistent with the literature on the effect
of conditional conservatism on value relevance,dhge in which book values become more

important than earnings in explaining stock priddse increases in the value relevance of book
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values can be caused by the higher conservatismtingsfrom strong investor protection and

strong enforcement.

From a contracting perspective, strong investotgution and strong enforcement increase the
conditional conservatism, which means better egmpuality. From a valuation perspective,
strong investor protection and strong enforcemeoteiase the value relevance of book values
because of the increased conservatism in accouritingeneral, conservative accounting is
safer than aggressive accounting in spite of ifecefon the informativeness of earnings.
Investors may use other sources of information. RMmy Heflin et al. (2014) revealed that
investors preferred Street earnings that were ¢tesservative than GAAP earnings as the
conditional conservatism reduced the informativersexl persistence of earnings, and made the

earnings less smooth.

As regards the effect of capital market on condemmaand value relevance, we found no
significant effect on conservatism. On the othardhdhe value relevance of earnings is higher

in countries with strong capital markets.

Our results are important in that they reveal tfiece of country-specific factors on earnings
quality under IFRS from two different perspectivesntracting and equity valuation, which is
the first study to do so. The results confirm taet that earnings quality means different things
to different users, and different country-specifactors drive different earnings quality
dimensions under IFRS. Despite the fact that thec@3ntries in the sample made IFRS

compulsory for listed companies, there is stilbaiation in accounting quality across countries.
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Chapter 8 Conclusions

8.1. Introduction

The main goal of the current thesis was to detezniiow earnings quality varies across
countries under IFRS driven by the notion that lasa/ironments may continue to influence
accounting practices under IFRS; accounting quatigy vary across nations using IFRS.
Exploring accounting quality under IFRS is of irt&r because the IASB neglects the features

of different countries by prescribing accountingrstards alleged to fit all.

Since the inception of the IASC, the focus of t#&C and then the IASB has been on
developing a high quality single set of accountstgndards accepted globally. The use of a
single set of accounting standards in producin@riamal reports across the world helps
investors compare opportunities and risks and resgldlse cost of financial reporting in that
there is no need to adjust the financial statemédisthe face of it, this makes sense as the
variation in accounting standards used in lodgivggfinancial statements across countries leads

to incomparable financial statements and thus mayicosts for adjustments to the statements.

The literature, however, suggests that the accogrsiandards are not the only determinant of
the quality of financial statements but other Ideators also play a role (Ball et al., 2000; Ball
et al., 2003; Leuz et al, 2003; Burgstahler et aD06; Bushman and Piotroski, 2006;
Soderstrom and Sun, 2007; Daske et al., 2008)ekample, the enforcement of the standards
is important to assure the compliance of the conesawith the standards. What are the
benefits of high quality accounting standards wlbey are properly enforced? This is of key

importance owing to the fact that enforcement rean the hands of local authorities and the
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IASB has no power to enforce IFRS. Without full gdirance with the spirit of the standards,

the adoption becomes in name only and is evenigigleading.

The works by Houge et al. (2012), Isidro and Ra@@@12) and Ahmed et al. (2013) are the

most recent studies examining accounting qualiigrahandatory IFRS adoption. While Houge

et al. (2012) examined the effect of IFRS adoptmm accruals earnings management
conditional on investor protection, Ahmed et aDX3) tested the effect of IFRS adoption on

earnings smoothing, earnings benchmarks, accrgglessiveness, and timely loss recognition,
controlling for their enforcement. Both Houge et(@012) and Ahmed et al. (2013) covered the
first years of IFRS adoption up to 2007 focusinghaf effect of IFRS themselves on quality.

Isidro and Raonic (2012) investigated the effectnstitutional factors on value relevance of

accounting information and manipulation across @éntries that mandated IFRS adoption,

covering only two years, namely 2006 and 2007ait also be noticed that recent international
studies on earnings quality lack theory on thediagcthat shape accounting practices after IFRS
adoption. In this study, the choice of the factoes based on a theoretical framework derived
from previous studies on factors shaping accountibejore and after IFRS adoption (See

Chapter 3). Further, | employed agency theory tdregs the importance of strong investor

protection, more efficient enforcement and largeiteh markets to yield high quality financial

reporting.

In the literature, accrual-based earnings managehsnbeen widely used to capture earnings
manipulation. However, the literature shows thahaggers are more likely to take real actions
in managing earnings to escape detection as reahga management is difficult to detect (e.g.
Graham et al., 2005; Cohen et al., 2008). On agrnational basis, exploring real earnings
management in addition to accruals earnings manageprovides a better picture of the role

of institutions in determining accounting practicésur first empirical chapter fills this gap in
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the literature by examining both accruals and reaitnings management across nations
contingent on institutional factors. In additiomnservative accounting may provide evidence
of high quality earnings because it requires a deavd bias in measuring earnings. On the
other hand, conservative accounting may have atimeganpact on equity valuation. For this

reason, we explored both conservatism from a coimigaperspective and value relevance from
an equity valuation perspective to address howiregsrquality may vary based on the decision
context. The work by Barth et al. (2008) is theyostudy that used earnings smoothing,
conservatism captured by timely loss recognitio) @alue relevance as proxies for accounting

quality. In it, they investigated the effect of untary IFRS adoption on accounting quality.

Overall, the thesis contributes to the literatufeearnings quality, mandatory IFRS adoption
and the effect of country specific factors by exiplg a variety of metrics that capture earnings
quality from different decision contexts. In additj it covers a longer period of mandatory
IFRS adoption from 2007 to 2010 dropping the fysars of adoption (2005 and 2006), in
contrast to prior studies which covered the firsang of adoption. This is important because
companies in the first years of IFRS adoption mamptioue to implement the traditional

accounting practices as mentioned by Nobes (2011b).

The remaining part of this chapter proceeds a®ua! Section 2 provides a summary of
Chapters 1-5. Section 3 presents a summary ofiide§s of the two empirical chapters. This
is followed by section 4, which presents the imgiens. The final section discusses the

limitations of this thesis along with some suggestifor future research.

8.2. Summary of the Chapters 1-5
The introductory chapter set the scene for thisithelt highlighted the background and
motivation behind this research, the research tprestand the significance of the thesis. The

aim was to explore how accounting quality variedariFRS contingent on investor protection,
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enforcement of accounting standards and capitakehatn particular, it focused on four
dimensions of earnings quality, namely accrualsniagse management, real earnings

management, conservatism and value relevance.

Chapter 2 presented the context of the study. dtrilged the IFRS foundation and the IASB,
and discussed the countries involved in the stivtiye specifically, it showed the endorsement
process of IFRS adoption across these countriesdaite of adoption and the firms that are
required to use IFRS. By doing so, we overcameshmetcomings of prior studies in terms of
identifying firms using IFRS. In Section 5.6, weopided a detailed explanation of the

shortcomings in prior studies with regard to speed firms using IFRS.

Chapter 3 provided a general model of the factetsrchining accounting practices after IFRS
adoption, and discussed agency theory to show l@mgsinvestor protection, more efficient
enforcement and large capital markets influencewtiing quality under IFRS. Agency theory
indicates that the firm is a “nexus of contracts&tween different parties who act in their self-
interests and, therefore, there are conflicts betwthose parties. For instance, there are
conflicts between: managers and shareholders, ailmgr shareholders and minority
shareholders and debt holders, and shareholderdgebitolders. Such conflicts require some

external mechanisms to align the interests of diffeparties.

After IFRS adoption, strong investor protectionnecessary to ensure that managers are not
hiding information from external investors, and tohing shareholders are not expropriating
minority shareholders and debtholders. SimilarKicient enforcement is important to make
firms comply with IFRS as the IASB lacks enforcempower. Financial reporting contributes
to mitigating the moral hazard and adverse selegimblems as it reduces the information
asymmetry between managers and external invesibis.is of particular importance in large

capital markets where there is greater demand if@antial reporting compared with small
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capital markets where investors, banks, governmenttamilies have their own access to

information.

Chapter 4 presented the literature review. Morecifipally, it provided definitions of
accounting quality, earnings management, consenatvalue relevance, investor protection,
enforcement and the strength of capital marketalsth revealed that prior studies focused on
accruals earnings management while managers mighage earnings through real activities;
this gap in the literature was filled by the fieshpirical chapter. In addition, Chapter 4 showed
that earnings quality for contracting purposes rddfer from that for investment decisions;
therefore, the second empirical chapter investiyath conservatism and value relevance of
accounting. Eight hypotheses were formulated basedhe discussions in the theoretical

framework chapter and the literature review chapter

Chapter 5 discussed the research methodology,dimgiuhe models used to measure earnings
quality, measuring the variables and the sample. aWgloyed the positivist paradigm to
achieve the aim of this study and tested hypothesigg quantitative data in an independent,

value free and unbiased way.

We used the modified Dechow and Dichev (2002) madelcapture accruals earnings
management and followed Roychowdhury (2006) ande@and Zarowin (2010) to measure
the abnormal level of cash flow from operationsscdetionary production costs and
discretionary expenses. We also employed a modelajged by Ball and Shivakumar (2005)
to measure conservatism, and Ohlson’s model tostigate the effect of country-specific

factors on the value relevance of book value amdiregs.
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8.3. Summary of the findings

In chapter 6 and 7, the thesis examined four reBegumestions. In the following sections, the

main findings of the two empirical chapters aredssed.

8.3.1. Earnings management

Chapter six analysed whether accruals and realinggrmanagement differ under IFRS due to
the differences in institutional factors across miages. The first question in this empirical
chapter sought to examine the effect of investastgation, enforcement of accounting
standards and capital market on accruals-basedngarmanagement. As mentioned before,
mangers may take real actions in managing earrimgscape detection (e.g. Graham et al.,
2005; Cohen et al., 2008); therefore, the secorgbstipn sought to test how real earnings

management differs across nations contingent aal factors.

On the question of accruals earnings managemeatstidy found that firms in countries
having strong investor protection, strong enforcetnand large capital market are less likely to
manage earnings upward by accruals. In such cespiarnings are more likely to be managed
upward via real activities, which is the finding giiestion two of the first empirical chapter.

These findings support Hypothesis 1 and Hypothsis

With tighter institutions, firms prefer to managam®ings upward by real activities because such
institutions cannot prevent managers from postgpmirproject or accelerating sales but they
put more control on managers when exercising tpenfessional judgment. With strong

institutions, managers try to avoid potential biigns associated with increasing earnings via
accruals. However, with real earnings managemetititées, there is no such fear, as these
activities are in line with the regulations desplteir potential negative effects on long term

performance.
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Further, the findings provide some evidence thahgiare engaged in both accrual and real
earnings management. Zang (2012) concludes thapamies in the post SOX period have

taken accruals earnings management to a minimakdesnd real earnings management to a
large degree as they engage in both streams ahgarmanagement. The net effect of accruals

and real earnings management is beyond the scdpesaitudy.

Interestingly, in large capital markets, firms mg@aearnings upward via real earnings
management activities despite the possible negafieet of real earnings management on the
subsequent performance. Graham et al. (2005) dhgitananagers may prefer to hit the target
even if this may influence future performance assinig the target would be costly. Despite the
negative influence on future performance, managesy undertake real actions to beat the

target when they become under the pressure ofatapétrkets and overreactions.

The work by Doukakis (2014) found no significanteet of mandatory adoption on real or
accrual based earnings management while our resalesled that both accruals and real
earnings management are influenced by institutidaetors. Taken together, the accounting
practices under IFRS continue to be nationally meiteed by local institutions governing the

preparation of financial reporting.

Overall, these results indicate that earnings memagt under IFRS varies across countries due
to the differences in local environments. This eaig question about the IASB’s claim that
using a single set of accounting standards acrosstiges leads to consistent accounting

practices.

8.3.2. Conservatism and value relevance
The specific objective of chapter seven was to émarthe effect of country specific factors on

earnings quality from two perspectives, contractamgl equity evaluation. From contracting
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perspective, conservatism was employed as a mfdricearnings quality, whereas value

relevance was used from an equity valuation petiygec

The third question in this thesis was whether ciiowil conservatism varied across countries
enforcing IFRS due to the variation in the strengthinvestor protection, enforcement of
accounting standards and capital market goveragteparation of financial reporting. Along
with conservatism, the fourth research question wiasther there was any effect of investor
protection, accounting standards enforcement, @arehgth of capital market on the value

relevance of book values and earnings across desnising IFRS.

In essence, the criticisms of conservatism as aralds attribute of financial reporting
are partially tied to its effects on equity valoati For example, Hans Hoogervorst
(2012) asserted that conservative accounting migidermine the value of earnings as

a performance indicator and create some oppor&snitir earnings manipulation.

The results of chapter seven showed that strongstov protection and enforcement of
accounting standards increases the conditionaleceatism captured by timely loss recognition
across countries using IFRS. With higher litigatiassociated with stricter regulations,
managers prefer to avoid lawsuits and thus be ceaibee in reporting earnings. Being
conservative would benefit the parties contractvith the firm, both shareholders and debt
holders. These findings are in line with Bushman &iotroski (2006), who found higher
conservatism in countries with higher quality ofligial systems, strong investor protection,
and stronger enforcement of securities laws. This#ings support Hypothesis 3 and

Hypothesis 4.

The results also showed that strong investor ptiote@and strong enforcement increase the
value relevance of book values, as predicted indthgsis 6 and Hypothesis 7. These results

are consistent with the results in terms of theatfbf investor protection and enforcement on
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conservatism. Strong investor protection and stremigrcement increase conservatism, which
in turn leads to an increase in the value relevah@®ok values. Prior studies provide evidence
that with conservative accounting, book value beeomore important than earnings for equity
evaluation (e.g. Barth et al., 1996; Burgstahlat Bichev, 1997; Collins et al., 1999). Heflin et

al. (2014) showed that conditional conservatisnuced the persistence and informativeness of

earnings, and made the earnings less smooth.

With regards to the effect of capital markets onssvatism, the results revealed no significant
effect. Earnings in small capital markets, whicimdteto be weak, are more likely to be

conservative (Nobes, 1998); however, in large aapiharkets there would be some

conservative accounting due to the effect of lexygtems associated with capital markets. At
the same time, the results revealed that strongjataparkets enhance the value relevance of
earnings. The findings of the effect of capital kedron conservatism and value relevance
confirm Hypothesis 5 and Hypothesis 8. Taken togrettine strength of capital market does not
influence the extent of conservatism but has arachpn the value relevance of earnings. The
results support the argument that when there ieatgy extent of conservatism, shareholders

look at book values for equity valuation.

Together, these results provide important insighits the effect of country specific factors on
accounting quality under IFRS from different pexdpes. In spite of using the same
accounting standards across the countries in thmplea country specific factors continue to
influence earnings quality. Further, the effecttotintry specific factors on accounting quality
has different implications based on the decisiontext. In combination with IFRS adoption,

different institutions drive different ‘quality’ eaings.
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8.4. Implications

These findings have significant implications forcagnting standards setters, policy makers,
regulators, audit committees, non-executive dimsctimvestors, lenders, and researchers. First,
accounting standards setters, policy makers, agulatrs should focus on other local factors
determining the accounting practices along withabeounting standards. Despite the fact that
firms in our sample used IFRS in the preparatiotheir financial reporting, there was variation
in accounting quality across countries due to fifferénces in investor protection, enforcement
of accounting standards and strength of capitaketar The mere adoption of IFRS, as the
IASB calls for, without improving the other mechsmis necessary for enforcing the
compliance with the standards, is not enough tainlitigh quality accounting across countries.
Further, the findings contribute to the ongoing atebon the concept of prudence or
conservatism in the conceptual framework. Our dédanot cover the period after 2010 when
the IASB dropped prudence from its conceptual frapr& to be replaced by neutrality;
however, we may infer that conservatism is morateel to the legal system of a country. As

such, conservative accounting may continue to éxispite of the opposition of the IASB.

Second, regulators should consider that with higherat of litigation, there would be higher
earnings management via real activities. The hitiqation associated with strong institutions
curtails the ability of managers to increase e@®iny means of accruals; instead, they tend to
take real actions. Earnings management by meamsabfactivities themselves is not fraud;
however, it has a negative impact on the futurdop@ance. Audit committees and non-
executive directors should evaluate such effect$ pmevent real actions if they lead to a
decrease in firm value, even though these actimm#dine with regulations. This can be done
through asking questions about managers’ econoaticng, and by paying the managers less

compensation when their actions lead to negatifectsf on future performance. Investors and
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lenders should be aware of the potential negaffeets of real earnings management on future
performance as real earnings management is difftoubetect in comparison with accruals

earnings management.

Third, our findings show that earnings quality isntingent on the decision context and
different institutions drive different earnings d¢jtia In addition to accruals and real earnings
management, the results show that stronger invgstiection and enforcement increase the
extent of conditional conservatism. At the sameetirauch strong factors, which increase
conservatism, increase the value relevance of badles rather than the earnings. With
increasing conservatism, the informativness of iagendecreases while book values substitute
earnings as a performance indicator. Regulatorsldramnsider the influence of regulations on

different stakeholders.

Finally, researchers should be cautious about digadnclusions on earnings quality given its
different dimensions and different meanings to ettakders, especially when investigating the
effect of country-specific factors, in combinatiafith IFRS, on accounting quality. Exploring
earnings quality from one specific perspective mayprovide a full picture of the quality, as
the results showed in terms of accruals and realiregs management, and conservatism and
value relevance. Concluding that less accrualsimggmmanagement is an indication of better
quality is not enough without looking at real eags management, which may have negative
economic effects. Similarly, conservative accoumtmay provide managers with room to
manage earnings if they want to decrease the expa@arnings, and it may have negative

effects on equity valuation.

8.5. Limitations and opportunities for future reseach

We acknowledge several potential limitations inhefa this study. Firstly, countries included

in the sample had followed different approacheagply IFRS; thus, the differences in IFRS
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versions might be an influencing factor on theati#hces in earnings quality. The variation in
accounting quality under IFRS could be partial liseaof the different versions of IFRS in
addition to the differences in country-specificttas. Secondly, one can question the validity
of the investor protection measure since thereeither a straightforward nor uncontroversial
measure of investor protection. Our results wouwdddifferent when using other metrics of
investor protection. Thirdly, some countries in ga@mnple included a small number of firms;
therefore, the results would be driven by countviés a large number of firms. Finally, the
models used to capture earnings quality may biisgtd but there is no one perfect model to
capture earnings quality. That is, accounting quatiay be broader than what earnings quality

metrics measure.

Notwithstanding these limitations, our findings argortant in that they highlight the effect of
country-specific factors on different metrics ofréags quality across 23 countries using IFRS.

Using different metrics is important to overcome #ortcomings of earnings quality models.

In further research, it might be possible to inigede whether the benefits of less accruals
earnings management, resulting from strong ingiitst exceed the costly higher real earnings
management across countries. Further, more researckthe benefits and drawbacks of
conservatism needs to be undertaken. It would tezdsting to compare conservatism under
IFRS across countries before and after 2010 whenlA$SB dropped prudence from the

conceptual framework to address whether local fagttll influence accounting practices.

An interesting question is to investigate earniggality under IFRS during the financial crisis,
2007 to 2010, and after the crisis, probably 2@12Q15. This is important to address the effect

of economic consequences on earnings quality.
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Finally, in future investigations it would be ingsting to explore whether there was a change in
investor protection and enforcement after the thicdion the IFRS across countries, and

whether they had any effect on accounting quality.
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Appendices

Appendix 1 Table | Modified Jones model: the effecof investor protection

EM;, = Bo + B1ROA;, + B,SIZE;, + B3LEV;, + B,GROWTH;, + BsSHARES;, + BcINV

+ &
Bo B1 B B3 B Bs Be
Coefficient  oo78 215 -.004 .0003  .0023 -.0019 -.0004

(t-statistic) 2 43+  16.63%*  -4.29%* 1.99%  0.76  -3.60%* -2 Q2
Adi. R? 0.11

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1Table I: EM is the residuals from the modified Jones moB&A is
return on assets, defined as net income dividetbtay assets. SIZE is the natural logarithm of
total assets for firm i in year t. LEV is the entlyear total liabilities divided by end of year
equity book Value for firm i in year t. GROWTH isd sales growth rate, defined as the sales in
year t minus sales in year t-1 and scaled by salgear t-1. SHARES is the natural logarithm
of outstanding shares for firm i in year t. INV ike investor protection computed by
component principle analysis of six variables. Ehaesriables are: BIND is the board
independence scores from the World Economic Fo2008-2011). SEC is the enforcement of
securities laws scores from the World Economic Fof2008-2011). MIN is the protection of
minority shareholders interest scores from the W&donomic Forum (2008-2011). ENF is the
enforcement of accounting & auditing standards exdrom the World Economic Forum
(2008-2011). JUD is the judicial independence scénmem the World Economic Forum (2008-
2011). MS is the market capitalisation of listednpanies (% of GDP) from the World Bank
(2007-2010), defined as the share price times tineber of shares outstanding.
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Appendix 1 Table Il Modified Jones model: the effecof enforcement

EM;, = Bo + B1ROA;, + B,SIZE;, + B3LEV;, + B,GROWTH;, + BsSHARES;, + B4ENF

+ &

Bo B1 B B3 B Bs Bs
Coefficient 09199 215 -.004 0003  .0023  -.001 -.0021
(t-statistic) 442+  16.53%*  -4.46%* 1.97**  0.77  -3.35*  -3.43*
Adj. R? 0.11
Obs. 16328

Notes to Appendi> 1 Table II: EM is the residuals from the modified Jones moB&A is
return on assets, defined as net income dividetbtay assets. SIZE is the natural logarithm of
total assets for firm i in year t. LEV is the endyear total liabilities divided by end of year
equity book Value for firm i in year t. GROWTH isd sales growth rate, defined as the sales in
year t minus sales in year t-1 and scaled by salgsar t-1. SHARES is the natural logarithm
of outstanding shares for firm i in year t. ENFth® enforcement of accounting & auditing
standards scores from the World Economic Forum&2ZiL1).

Appendix 1 Table Il Modified Jones model: the effet of the strength of capital market

EM;; = By + B1ROA; + B,SIZE;; + B3LEV;; + f4GROWTH; + fsSHARES;; + f¢MS

+ &
Bo B1 B Bs B4 Bs Be
Coefficient  op91 216 -.004 0002 .0023 -.0004 -.00001

(t-statistic) 2gg*  16.92%* _524** 188 075 -0.68 22,73 **

Adj. R? 0.113

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table Ill: EM is the residuals from the modified Jones moREA is

return on assets, defined as net income dividetbtay assets. SIZE is the natural logarithm of
total assets for firm i in year t. LEV is the endyear total liabilities divided by end of year
equity book Value for firm i in year t. GROWTH ibd sales growth rate, defined as the sales
in year t minus sales in year t-1 and scaled bgssal year t-1. SHARES is the natural
logarithm of outstanding shares for firm i in ygaMS is the market capitalisation of listed
companies (% of GDP) from the World Bank (2007-208@fined as the share price times the
number of shares outstanding.
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Appendix 1 Table IV The effect of investor protectbn on abnormal production costs, abnormal
discretionary coasts and abnormal cash flows

(1) (2) (3)
Independent Variables Abnormal Abnormal Abnormal cash
production costs discretionary costs flows
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA -.3612 .0457 -.3529
-11.31%** 1.61 -11.80***
SIZE .0122 .004 .0065
3.23** 1.59 4.30***
LEV -.0003 .0001 -.0003
-1.18 0.30 -1.63
GROWTH .0123 -.0442 .0197
1.57 -4.56 4.58***
SHARES -.006 -.0068 .0001
-2.53** -2.50** 0.09
INV .0019 .0022 .0005
1.86* 2.31** 1.10
Constant -.009 .008 -.0110
-1.04 1.33 -1.84*
Observations 16328 16328 16328
Adj. R? 0.057 0.010 0.19

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table IV Abnormal cash flows are the residuals from equaii2)
multiplied by negative one. Abnormal production tsoare the residuals from equation (3).
Abnormal discretionary expenses are the residual® fequation (4) after multiplying it by
negative one. ROA is return on assets, definegeasncome divided by total assets. SIZE is
the natural logarithm of total assets for firm iyi@ar t. LEV is the end of year total liabilities
divided by end of year equity book value for firrmiyear t. GROWTH is the sales growth rate,
defined as the sales in year t minus sales intygand scaled by sales in year t-1. SHARES is
the natural logarithm of outstanding shares fanfirin year t. INV is the investor protection
computed by component principle analysis of sixaldes. These variables are: BIND is the
board independence scores from the World Econonoiurk (2008-2011). SEC is the
enforcement of securities laws scores from the W&donomic Forum (2008-2011). MIN is
the protection of minority shareholders interestres from the World Economic Forum (2008-
2011). ENF is the enforcement of accounting & anditstandards scores from the World
Economic Forum (2008-2011). JUD is the judicial eapdndence scores from the World
Economic Forum (2008-2011). MS is the market céipaton of listed companies (% of GDP)
from the World Bank (2007-2010), defined as thersharice times the number of shares
outstanding.
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Appendix 1 Table V Enforcement on abnormal producton costs, abnormal discretionary costs, and
abnormal cash flows

(1) (2) (3)
Independent Variables Abnormal Abnormal Abnormal cash
production costs discretionary costs flows
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA -.3616 .0456 -.353
-11.36%*** 1.60 -11.83%***
SIZE .0123 .0046 .0067
3.29** 1.60 4.39***
LEV -.0003 .0001 -.0003
-1.15 0.34 -1.65*
GROWTH .0123 -.0439 .0196
1.60 -4.58 4.57%**
SHARES -.0069 -.0069 -.0001
-2.67** -2.54** -0.14
ENF .0088 .0082 .0033
2.32%* 2.31** 1.97**
Constant -.0592 -.0387 -.0299
-2.87** -1.98** -4, 37***
Observations 16328 16328 16328
Adj. R? 0.057 0.010 0.19

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table V: Abnormal cash flows are the residuals from equa(l2)
multiplied by negative one. Abnormal productiorsisoare the residuals from equation (3).
Abnormal discretionary expenses are the residual® fequation (4) after multiplying it by
negative one. ROA is return on assets, defineteagicome divided by total assets. Size is the
natural logarithm of total assets for firm i in yda LEV is the end of year total liabilities
divided by end of year equity book Value for firnini year t. GROWTH is the sales growth
rate, defined as the sales in year t minus salegean t-1 and scaled by sales in year t-1.
SHARES is the natural logarithm of outstanding ekafor firm i in year t. ENF is the
enforcement of securities laws scores from the WiBdonomic Forum (2008-2011).
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Appendix 1 Table VI The effect of strength of cap@l market on abnormal production costs, abnormal
discretionary costs, and abnormal cash flows

(1) (2) (3)
Independent Variables Abnormal Abnormal Abnormal cash
production costs discretionary costs flows
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA -.3659 .0441 -.3560
-11.27*** 1.57 -11.57%**
SIZE .015 .0055 .0084
3.66*** 1.77* 6.23***
LEV -.0002 .0001 -.0002
-0.86 0.50 -1.44
GROWTH 0124 -.0434 .0194
1.61 -4 59%** 4.51%**
SHARES -.0129 -.0091 -.0040
-3.68*** S2.77** -2.25%**
MS .00007 .00003 .00004
2.84*** 2.19** 2.59**
Constant -.0144 .0047 -.0138
-1.65* 0.78 -2.64**
Observations 16328 16328 16328
Adj. R? 0.058 0.010 0.1922

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table VI. Abnormal cash flows are the residuals from egumatl)
multiplied by negative one. Abnormal production teoare the residuals from equation (3).
Abnormal discretionary expenses are the residual® fequation (4) after multiplying it by
negative one. ROA is return on assets, definecasoome divided by total assets. SIZE is the
natural logarithm of total assets for firm i in yda LEV is the end of year total liabilities
divided by end of year equity book Value for firnini year t. GROWTH is the sales growth
rate, defined as the sales in year t minus salegean t-1 and scaled by sales in year t-1.
SHARES is the natural logarithm of outstanding ekdor firm i in year t. MS is the market
capitalisation of listed companies (% of GDP) frdme World Bank (2007-2010), defined as
the share price times the number of shares ouisgand
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Appendix 1 Table VII Protection of minority shareholders’ rights and earnings management

(1) (2) ()
Independent Variables DAAC RM1 Rm2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA .2638 -.274 -.333
25.17*** -7.87%** -13.67***
SIZE -.0052 .0118 .0106
-4 .46%** 2.30** 3.06**
LEV .0003 -.0003 -.0001
2.10** -0.66 -0.33
GROWTH -.0011 -.0281 -.0222
-0.50 -4.,04*** -3.79%**
SHARES -.0023 -.0113 -.005
-4 .17%** -2.66** -1.97**
MIN -.00167 .0112 .007
-1.72* 1.84* 1.74*
.0198 -.0454 -.0400
Constant 3.08** -1.46 -1.90*
Observations 16328 16328 16328
Adj. R? 0.238 0.0169 0.0488

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table VIt DACCR is the level of abnormal accruals. Abndrma
accruals are estimated using modified DD; RM1 is first measure of real earnings
management computed by adding abnormal productimts o the abnormal discretionary
expenses after multiplying it by negative one. Rid2he second measure of real earnings
management, which is the aggregation of both ababcash flow and abnormal discretionary
expenses after multiplying them by negative one AR® return on assets, defined as net
income divided by total assets. SIZE is the natlagédrithm of total assets for firm i in year t.
LEV is the end of year total liabilities divided leynd of year equity book Value for firm i in
year t. GROWTH is the sales growth rate, definethassales in year t minus sales in year t-1
and scaled by sales in year t-1. SHARES is theraldiogarithm of outstanding shares for firm

i in year t. MIN is the protection of minority skdwolders interest scores from the World
Economic Forum (2008-2011).
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Appendix 1 Table VIII Anti-self dealing and earnings management

1) (2) )
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA .230 -.2760 -.334
27.38*** -8.00*** -13.90***
SIZE -.005 .007 .008
-4.88*** 1.67* 2.89**
LEV .0002 -.0002 -.000
1.93* -0.38 -0.08
GROWTH -.00171 -.0286 -.0223
-0.77 -4,.84*** -4 25%**
SHARES No No No
Anti-Self -.005 .0201 .012
-3.61*** 1.65* 1.74*
Constant .011 -.0100 -.0164
2.95** -0.80 -1.92*
Observations 16328 16328 16328
Adj. R? 0.2204 0.0161 0.0484

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table VIIl: DACCR is the level of abnormal accruals. Abnormal
accruals are estimated using modified DD; RM1 is first measure of real earnings
management computed by adding abnormal produciists d¢o the abnormal discretionary
expenses after multiplying it by negative one. RM2he second measure of real earnings
management, which is the aggregation of both abalbcash flow and abnormal discretionary
expenses after multiplying them by negative one AR® return on assets, defined as net
income divided by total assets. SIZE is the natlagdrithm of total assets for firm i in year t.
LEV is the end of year total liabilities divided leynd of year equity book value for firm i in
year t. GROWTH is the sales growth rate, definethassales in year t minus sales in year t-1
and scaled by sales in year t-1. SHARES is therallingarithm of outstanding shares for firm

i in year t. Anti-self is anti-self-dealing inder Djankov et al. (2008) ranging from O (low
protection) to 1(high protection). We dropped shaire this model because of it is highly
correlated with Anti-Self (0.53).
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Appendix 1 Table IX Investor protection and strengh of capital market

1) (2) 3)
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA 231 -.282 -.3402
28.73*** -8.23*** -14.04***
SIZE -.005 .0161 .0143
-5.48*** 2.90** 3.76***
LEV .0002 -.0003 -.0000
1.96* -0.63 -0.21
GROWTH -.0010 -.0297 -.0233
-0.50 -4.60*** -4.15%**
SHARES 9.87e-06 -.0212 -.0140
0.01 -3.81*** -3.50***
INV -.0009 .008 .0045
-2.28** 2.61* 2.14**
MS -.0000 .000 .0000
-3.34** 3.04** 3.36**
Constant .011 .0078 -.0079
2.88** 0.67 -0.96
Observations 16328 16328 16328
Adj. R? 0.222 0.0184 0.0509

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table IX DACCR is the level of abnormal accruals. Abnadratruals
are estimated using modified DD; RML1 is the firseasure of real earnings management
computed by adding abnormal production costs toattreormal discretionary expenses after
multiplying it by negative one. RM2 is the secondasure of real earnings management, which
is the aggregation of both abnormal cash flow abhdoemal discretionary expenses after
multiplying them by negative one. ROA is return assets, defined as net income divided by
total assets. SIZE is the natural logarithm ofltatsets for firm i in year t. LEV is the end of
year total liabilities divided by end of year equitook Value for firm i in year t. GROWTH is
the sales growth rate, defined as the sales intymarus sales in year t-1 and scaled by sales in
year t-1. SHARES is the natural logarithm of outdiag shares for firm i in year t. INV the
investor protection is computed by component ppiecianalysis of five variables. These
variables are: BIND is the board independence scooen the World Economic Forum (2008-
2011). SEC is the enforcement of securities lawwescfrom the World Economic Forum
(2008-2011). MIN is the protection of minority shholders interest scores from the World
Economic Forum (2008-2011). ENF is the enforcenwnéccounting & auditing standards
scores from the World Economic Forum (2008-201WP Js the judicial independence scores
from the World Economic Forum (2008-2011). MS i® tmarket capitalisation of listed
companies (% of GDP) from the World Bank (2007-20t@fined as the share price times the
number of shares outstanding.
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Appendix 1 Table X Securities regulation and strenth of capital market

1) (2) )
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA 231 -.281 -.3403
28.89*** -8.29%** -14.07***
SIZE -.005 .0155 .0140
-5.52%** 2.83** 3.77%**
LEV .000 -.0003 -.0000
2.00** -0.56 -0.19
GROWTH -.0006 -.0301 -.0240
-0.34 -4.,28*** -3.99%**
SHARES -.0000 -.0201 -.0135
-0.09 -3.71%** -3.50%**
SEC -.0026 .0114 .008
-2.73* 2.14** 2.21**
MS -.0000 .0000 .000
-2.82** 2.33** 2.80**
.0249 -.0511 -.0499
Constant 3.42** -1.76** -2.35*
Observations 16328 16328 16328
Adj. R? 0.2223 0.0181 0.0509

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table X DACCR is the level of abnormal accruals. Abndraxecruals
are estimated using modified DD; RML1 is the firseasure of real earnings management
computed by adding abnormal production costs toatti@ormal discretionary expenses after
multiplying the latter by negative one. RM2 is tlsecond measure of real earnings
management, which is the aggregation of both abalbcash flow and abnormal discretionary
expenses after multiplying them by negative one AR® return on assets, defined as net
income divided by total assets. SIZE is the natiogérithm of total assets for firm | in year t.
LEV is the end of year total liabilities divided leyd of year equity book Value for firm | in
year t. GROWTH is the sales growth rate, definethassales in year t minus sales in year t-1
and scaled by sales in year t-1. SHARES is theraldiogarithm of outstanding shares for firm

| in year t. SEC is the enforcement of securiteesd scores from the World Economic Forum
(2008-2011). MS is the market capitalisation afeliscompanies (% of GDP) from the World
Bank (2007-2010), defined as the share price timesiumber of shares outstanding.
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Appendix 1 Table XI Investor protection (two factors)

Panel A principal-component factors

Retained factors = 2

Rotation: orthogonal varimax (Kaise off)

Factor Variance Difference Proportion Cumulative
Factorl 4.30653 3.27801 0.7178 0.7178
Factor2 1.02852 . 0.1714 0.8892
LR test: independent vs. saturated: chi2(15) = 1.1e+05 Prob>chi2 = 0.0000
Panel B: Rotated factor loadings (pattern matrix) aad unique variances

Variable Factorl Factor2 Unigueness
BIND 0.9083 -0.3202 0.0725

SEC 0.9056 0.0849 0.1727

MIN 0.9228 -0.1967 0.1098

ACC 0.9772 0.0930 0.0364

JuD 0.8565 -0.0239 0.2658

MS 0.3483 0.9332 0.0078
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Appendix 1 Table XII Investor protection (two factors) and earnings management

(1) (2) )
Independent Variables DACCR RM1 RM2
Coefficient Coefficient Coefficient
t-value t-value t-value
ROA 231 -.280 -.338
28.77*** -8.20*** -14.11%**
SIZE -.005 .0152 .0137
-5.43*** 2.80** 3.71%**
LEV .000 -.000 -.000
1.91** -0.56 -0.14
GROWTH -.0011 -.029 -.0231
-0.53 -4 50*** -4.10%**
SHARES -.000 -.0196 -.0129
-0.36 -3.64*** -3.37**
F1 -.000 .0079 .0044
-1.83* 2.54** 2.25%*
F2 -.002 .0122 0111
-2.92** 2.68** 3.11**
Constant .008 .0200 .003
2.17** 1.75** 0.36
Observations 16328 16328 16328
Adj. R? 0.2217 0.0180 0.0505

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 1 Table XIII:

DACCR is the level of abnormal accruals. Abnormedraals are estimated using modified
DD; RM1 is the first measure of real earnings managnt computed by adding abnormal
production costs to the abnormal discretionary agpe after multiplying it by negative one.
RM2 is the second measure of real earnings managenviich is the aggregation of both
abnormal cash flow and abnormal discretionary egeerafter multiplying them by negative
one. ROA is return on assets, defined as net inativiged by total assets. SIZE is the natural
logarithm of total assets for firm i in year t. LEY the end of year total liabilities divided by
end of year equity book Value for firm i in yeaROWTH is the sales growth rate, defined as
the sales in year t minus sales in year t-1 anl@édday sales in year t-1. SHARES is the natural
logarithm of outstanding shares for firm i in ygaF1 and F2 are the rotated two factors to
measure investor protection, computed by compomentiple analysis of six variables. These
variables are: BIND is the board independence scooen the World Economic Forum (2008-
2011). SEC is the enforcement of securities lawwescfrom the World Economic Forum
(2008-2011). MIN is the protection of minority sbholders interest scores from the World
Economic Forum (2008-2011). ENF is the enforcen@naccounting & auditing standards
scores from the World Economic Forum (2008-201WP Js the judicial independence scores
from the World Economic Forum (2008-2011). MS i® tmarket capitalisation of listed
companies (% of GDP) from the World Bank (2007-20t@fined as the share price times the
number of shares outstanding.
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Appendix 1 Table XIlI DAACR & RM1

EM;; = Bo + B1ROA;; + B,SIZE;; + B3LEV; + f4,GROWTH;, + BsSHARES;;

+ B.RM1 +£ (5)
1)
Independent Variables DACCR
Coefficient
t-value
ROA B1 2333
26.58***
SIZE B> -.00495
-4 57+
LEV B3 .00026
1.98 **
GROWTH Ba -.00119
-0.54
SHARES Bs -.001955
-3.57 ***
RM1 Be .0126
4.88***
Constant Bo 0.010
2.47**
Observations 16,328
Adj. R? 0.224

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 6-8:DACCR is the level of abnormal accruals. Abnornagkcruals are
estimated using modified DD; RML1 is the first maasof real earnings management computed
by adding abnormal production costs to the abnodrsretionary expenses after multiplying
the latter by negative one. ROA is return on assfined as net income divided by total
assets. SIZE is the natural logarithm of total &ss&& firm i in year t. LEV is the end of year
total liabilities divided by end of year equity hovalue for firm i in year t. GROWTH is the
sales growth rate, defined as the sales in yedantisrsales in year t-1 and scaled by sales in
year t-1. SHARES is the natural logarithm of outdiag shares for firm i in year t.
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Appendix 1 Table XIV DAACR & RM2

EM;, = Bo + B1ROA;, + B,SIZE;, + B3LEV;, + B4GROWTH,, + BsSHARES;,

+ B,RM?2 + &
(1)
Independent Variables DACCR
Coefficient
t-value
ROA B1 .2469
25.83 ***
SIZE B2 -.00533
-4 .57*%*
LEV B3 .00026
2.04 **
GROWTH Bs -.00044
-0.20
SHARES Bs -.00183
-3.47 ***
RM2 Be .05118
10.72 ***
Constant Bo 0.010
2.44**
Observations 16,328
Adj. R? 0.247

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Table 6-8:DACCR is the level of abnormal accruals. Abnornaacruals are
estimated using modified DD. RM2 is the second mesasf real earnings management, which
is the aggregation of both abnormal cash flow ahdoemal discretionary expenses after
multiplying them by negative one. ROA is return assets, defined as net income divided by
total assets. SIZE is the natural logarithm ofltassets for firm i in year t. LEV is the end of
year total liabilities divided by end of year equitook Value for firm i in year t. GROWTH is
the sales growth rate, defined as the sales intyaarus sales in year t-1 and scaled by sales in
year t-1. SHARES is the natural logarithm of outdiag shares for firm i in year t.
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Appendix 2 Table | The pooled regression of conseatism

ACCiy = Bo + B1DCFO;¢ + B,CFO;¢ + B3DCFO; *x CFO; + €

Bo By B> B3 Adj. R? Obs.
Coefficient -.0127 .0268 -.337 327 % 15.05 16328
(t-statistic) -1.49 4 Q5*** -29.10%** 6.75%**

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 2 Table 1

ACC is total accruals in year t lagged by the tatdets at the beginning of year t. CFO is cash
flow from operations for firm it in year t. DCFO &sDummy variable set equal to 1 if CFO <0
and O otherwise.

Appendix 2 Table Il Anti-self-dealing and conservéism

ACCi¢ = Bo + B1DCFO;¢ + B,CFO;¢ + B3DCFO;¢ * CFO; + B4SD + BsDCFO; ¢ * SD +
BsCFO; * SD + B;DCFO;¢ * CFO;¢ *SD + ¢ (7

Bo B B2 B3 Ba Bs Be B

Coefficient .0054 .0145 -.372 .188 .0189 .0176 .0180 .293
(t-statistic) ~ 1.95 1.97% -11.33*** 197 3.98"** 164 0.42 2.5

Adj. R? %15.64

Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 2 Table It

ACC is total accruals in year t lagged by the takdets at the beginning of year t. CFO is cash
flow from operations for firm it in year t. DCFO ssDummy variable set equal to 1 if CFO <0
and O otherwise. SD is anti-self-dealing index iarikov et al. (2008) ranging from 0 (low
protection) to 1(high protection).
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Appendix 2 Table Il Anti-self-dealing and value relevance

MV;; = B¢ + B1 BVPS;; + B, EPS;¢ + B3SD + B4SD * BVPS;; + B5SD * EPS;;

+ € (8)
Bo B B2 Bs Bs Bs
Coefficient ~ 4.380 .866 3.994 -2.767 .0658 -2.392
(t-statistic) ~ 6.59*** 16.58***  3.98**  -3.17*** 0.95 -1.34*
Adj. R? 76.05%
Obs. 16328

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 2 Table Ik

MV;, is market value per share three months after Hvalfiyear endBVPS;; is book value per
share of firm i in year EEPS;; is earnings per share of firm | in year t. SDangi-self-dealing
index in Djankov et al. (2008) ranging from 0 (Ipwotection) to 1(high protection).
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Appendix 2 Table IV The effect of investor protedbn on conservatism including control variables

Independent variables Coefficient
t-value
DCFO B. -.0025
-0.28
CFO B, -.3037
-14.46%+*
DCFO*CFO B3 336
5.35%**
INV B, .0021
0.90
DCFO*INV Bs .0042
3.97%*
CFO*INV Bs 0222
2.81**
DCFO* CFO*INV B, .0970
B.47***
LEV Bs -.0008
-2.01%*
LEV* DCFO Bo -.0002
-0.45
LEV* CFO B1o .0005
0.27
LEV* DCFO*CFO B11 -.0046
-1.99*
SIZE B12 .0054
2.74%*
SIZE*DCFO B13 .0108
4.60%+*
SIZE* CFO P14 -.0341
-2.96**
SIZE* DCFO*CFO B1s -.0588
-0.88
GROWTH B1s .0539
3.73%*
GROWTH*DCFO B17 -.0024
-0.15
GROWTH?* CFO B1s -.0640
-1.67*
GROWTH*DCFO*CFO B1o 0478
0.85
Constant Bo -.0248
-2.38**
Observations 16328
Adj. R? % 22.62

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.
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Notes to Appendix 2 Table NACC is total accruals in year t lagged by the tatdets at the
beginning of year t. CFO is cash flow from openasidor firm it in year t. DCFO is a Dummy
variable set equal to 1 if CFO <0 and 0 otherw&ee is the natural logarithm of total assets
for firm i in year t. Lev is the end of year totabilities divided by end of year equity book
Value for firm i in year t. Growth is the sales gtb rate, defined as the sales in year t minus
sales in year t-1 and scaled by sales in yearlN¥. is the investor protection computed by
component principle analysis of six variables. Ehesriables are: BIND is the board
independence scores from the World Economic Fo2008-2011). SEC is the enforcement of
securities laws scores from the World Economic Fof2008-2011). MIN is the protection of
minority shareholders interest scores from the W&donomic Forum (2008-2011). ENF is the
enforcement of accounting & auditing standards exdrom the World Economic Forum
(2008-2011). JUD is the judicial independence scém@m the World Economic Forum (2008-
2011). MS is the market capitalisation of listeanpanies (% of GDP) from the World Bank
(2007-2010), defined as the share price times tineber of shares outstanding.
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Appendix 2 Table V The effect of enforcement on emervatism including control variables

Independent variables Coefficient
t-value
DCFO B. -.1004
-3.45%*
CFO B, -.6798
-4,02%**
DCFO*CFO B3 -2.015
-4.69%**
ENF B, .0048
1.10
DCFO*ENF Bs 0176
3.87%*
CFO*ENF Bs 0671
2.19%*
DCFO* CFO*ENF B, 4173
B.17***
LEV Bs -.0008
-2.00**
LEV* DCFO Bo -.0002
-0.46
LEV* CFO B1o .0008
0.40
LEV* DCFO*CFO B11 -.0044
-1.99*
SIZE B12 .0056
2,77+
SIZE*DCFO B13 .0102
4.01%+*
SIZE* CFO P14 -.0361
-3.05**
SIZE* DCFO*CFO B1s -.0653
-1.06
GROWTH B1s .0539
3.74%%x
GROWTH*DCFO B17 -.00218
-0.13
GROWTH?* CFO O -.06127
-1.60
GROWTH*DCFO*CFO B1g .05410
0.95
Constant Bo -.0531
-3.00**
Observations 16328
Adj. R? % 22.57

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.
Notes to Appendix 2 Table V: ACC is total accruias/ear t lagged by the total assets at the
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beginning of year t. CFO is cash flow from openagidor firm it in year t. DCFO is a Dummy
variable set equal to 1 if CFO <0 and 0 otherw&ee is the natural logarithm of total assets
for firm i in year t. Lev is the end of year totalbilities divided by end of year equity book
Value for firm i in year t. Growth is the sales gtb rate, defined as the sales in year t minus
sales in year t-1 and scaled by sales in yearBNF is the enforcement of accounting &
auditing standards scores from the World Econorareif (2008-2011).

244



Appendixes

Appendix 2 Table VI The effect of capital market @ conservatism including control variables

Independent variables Coefficient
t-value
DCFO B1 .00119
0.11
CFO B, -.2972
-14.16%***
DCFO*CFO Bs 4513
5.14%**
MS B4 .00003
1.37
DCFO*MS Bs .00006
2.12**
CFO*MS Be .00009
1.87*
DCFO*CFO*MS B, .000:
0.53
LEV Bs -.0008
-1.73*
LEV* DCFO Bo -.00011
-0.20
LEV* CFO B1o .00133
0.63
LEV* DCFO*CFO B11 -.00332
-1.61
SIZE Biz .00609
3.27**
SIZE*DCFO Bis .00509
2.23**
SIZE* CFO B1a -.0388
-3.30**
SIZE* DCFO*CFO Bis -.1255
-1.46
GROWTH Bie .0533
3.73***
GROWTH*DCFO B17 -.00072
-0.04
GROWTH*CFO Bis -.05911
-1.66*
GROWTH?* DCFO*CFO B1o 07104
1.13
Constant Bo -.0322
-3.22**
Observations 16328
Adj. R? % 21.33

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.
Notes to Appendix 2 Table VI. ACC is total accruiayear t lagged by the total assets at the
beginning of year t. CFO is cash flow from openasgidor firm it in year t. DCFO is a Dummy
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variable set equal to 1 if CFO <0 and 0 otherwd2E is the natural logarithm of total assets
for firmiin year t. Lev is the end of year totalbilities divided by end of year equity book
Value for firm i in year t. GROWTH is the sales gtb rate, defined as the sales in year t
minus sales in year t-1 and scaled by sales intygaMS is the market capitalisation of listed
companies (% of GDP) from the World Bank (2007-20#@fined as is the share price times
the number of shares outstanding.

Appendix 2 Table VII The pooled regression of vale relevance

Bo B B2
Coefficient 2.503 .909 2.916
(t-statistic) 13.20*** 33.20*** 4.37***
Observations 16328
Adj. R? %75.88

Clustered by firm and year. *** p<0.01, ** p<0.05p<0.1.

Notes to Appendix 2 Table VIMV;; is market value per share three months after fvalfiyear
end.BVPS;; is book value per share of firm i in yeaERS;; is earnings per share of firm i in
year t.
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