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Abstract

Many researchers have tried to compare the vallevarece of accounting
information under national GAAP with that of thewlg implemented IFRS in EU
countries. However, due to the unavailability otad#hey limited their studies to
either analysing reconciliations from national GA&APIFRS or examining firms that
voluntarily adopted IFRS before th& January 2005.

The novelty of this research is that it comparesuahaccounts of firms for the pre
and post IFRS period and examines the change inale relevance of accounting
information. The theoretical framework of the reggion model comes from Ohlson
(1995). The data consists of 50 firms in each otegkrcountry (i.e. the UK, the
Netherlands, Germany, and France) that are testexd4 year period (2003-2006).
The results of this study are intriguing. Thereamsobserved overall increase in the
value relevance of accounting information. Howetee magnitude of the change is
not the same for all countries. Countries likenf€ég which were initially sceptical to
the idea of applying international standards, iat#id higher levels of value relevance
of accounting information than the UK and the Nddrmds. Germany was the
country with the highest number of early IAS adogpteAlthough such firms were
excluded from the sample, Germany emphatically ne@taone of the countries with
the highest level of value relevance of accouniigrmation. On the other hand, the
UK and the Netherlands were the countries withhiglest positive change in value
relevance between the pre and post IFRS periodsurd-research will tell whether
the observed overall increase, during the tramsiIFRS period, in the value
relevance of accounting information will become andg-term trend for these

countries.
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CHAPTER 1 - OVERVIEW OF THE STUDY

1.1. Introduction

Accounting culture and legislation developed inudtegdistinct way around Europe.
This fact obliged users of the accounts that ne¢d@xXamine financial statements in
another country to have to be educated about davatianal GAAPS. In many cases
investors found it extremely demanding and difficid make judgements about a
foreign firm’s financial reporting or even make ssecountry firm comparisons.

As international trade increased and multinatioaeaterprises started to expand
around the globe, the need to harmonise accoumtiagtices started to emerge.
International companies with subsidiaries in maoyrdries also found it expensive to
prepare financial reports in each country. In addijt accounting legislation was
different, making it very difficult for MNE’s compaes to cope with transforming
their subsidiary’s accounts each time to matcledffit accounting practices.
International Financial Reporting Standards wergoduced in all EU countries’
consolidated accounts from th€' January 2005, as an attempt to harmonise
accounting practices and add value to the Europeamergence. The aim of this
research is to shed light on whether IFRS are magdg increase value relevance of
accounting information in some major European coesit

First attempts to harmonise accounting practices te quite “weak” forms of
harmonisation. In the early stages EU leaders wsreptical of the idea of
harmonisation as countries were not willing to dngpional legislation and practices
in favour of adopting international standards. Aligh EU Directives first established

the basis for harmonising accounting, many cousitigégluced their importance using



a policy of exemptions and constraints. But thiscice was not only followed in the
EU. IASC also faced problems at the beginning®€itistence as many companies in
European countries started to use a “regulatoryrgipecking” policy towards the
adoption of the standards, which led to the devakaqt of “IAS-lite” and the revision
of IAS 1. Companies that comply with IFRS shouldvadays make an explicit and
unreserved statement in the notes to that effdaizhwhighlights their compliance to
the full set of international accounting standaiss might have been unintentional,
i.e. by not having adequate information or educatio implementing IAS. On the
other hand, a number of companies intentionallyieggsome of the standards and
declared compliance with IFRSs when this was ratyr¢éhe case.

Nevertheless, over that period countries startedirtderstand the importance of
harmonising accounting practices. Two importantitinsons have taken the lead in
this, i.e. IASB in Europe and FASB in the US. Theus of this study will be on the
changes IFRS introduced into the EU from tiieJanuary 2005 in four selected
countries — the UK, the Netherlands, Germany aadde.

These changes in financial reporting across thec&lihtries are expected to affect
not only the users of the accounts like investacgountants, auditors, governments
but also other institutions like stock exchangeshasic aim of this study will be to
examine the effects of the value relevance of aumog information after the
introduction of IFRS. More specifically, it will $& whether after the implementation
of those standards, the association between thedatpanies’ stock price and their
financial reporting will increase. If this happetisen IASB will have accomplished
one of the main purposes of its existence; to lielancial statement users make

investment decisions based on a fair presentafionrapanies’ accounts.



The research question of this study, which is basethe aforementioned argument,

is:

“Are International Financial Reporting Standards meo value-relevant than

European national GAAPs?”

1.2. Objectives of the study

Therefore, the main objective of the study is tnitify changes in the value relevance
of accounting information from the transition framational GAAPs to IFRS in EU
countries. More specifically, the study will camyt an in-depth examination of the
following issues:

(1) Compare the degree of change in the value relevahcaccounting
information before and after the introduction oR for the observed EU
countries.

(i) Examine the value relevance in investor orientedoacting systems
under IFRS compared to that of creditor orientembanting systems.

(i)  Analyse the effects of value relevance on smalldioma and large
capitalisation firms before and after IFRS.

(iv)  Examine the suggested increase in the value ratevahbook values as

compared with earnings in the observed EU countries



1.3. Importance of the study

Many studies have argued that it is very importanexamine the effects of the
transition, from national GAAPs into IFRS, in th& EThis study adds value to the
literature that studies the implementation of natennational standards focusing on
the change in the value relevance of accountirgyimtion.

The globalisation of capital markets leaded investoe far more careful in the
investment choices they make asking for certaimaniaes upon the financial “well-

being” of foreign companies. The introduction ofnmeaonly applied international

accounting standards fills investors’ need forvatee, reliability and comparability

of financial reporting across the EU.

The examination of IFRS is important as it chanfgesncial reporting in EU. It can

be suggested that IFRS are a huge step towardstegration. A lot of papers argue
that as the same accounting practices will be contyrapplied in the EU, the volume
of trade within the EU will increase (investors maronfident in investing in other

countries as they can more easily comprehend forfigns’ accounts; comparability

is seen as the long-term target) and the cost pitatefor firms will decrease (as

companies with cross-listings will not have to ad#peir accounts to each EU
country’s national GAAP).

However, the IASB will have to demonstrate that fealue accounting will make

financial reporting more reliable and transparentrider to justify the transition from

national GAAPs to IFRS. Moreover, the IASB shougldble to demonstrate that it
can improve relevance and to an extent the valegaece of accounting information,

i.e. the association between financial reporting atock market price. Only when



these issues are realised, will investors in the HeUable to make well-founded
judgements about the companies they want to inmest

In addition, there is an added aspect in making@aats relevant. In 2001, companies
like Enron collapsed. These companies were trymgive a false image of their
financial situation. Although they seem to haveudebts disclosed in their balance
sheet in order to show a “healthier” financial pret, certain accounting standards
promoted by FASB permitted many of their activitike that which permitted the
parent company to keep the finances of the patiet its books for as little as 3
percent equity investment). IASB believes that falue accounting is the only way
such examples will diminish (rules vs. principlesbd accounting). Both accounting
standard setting bodies have taken action in doderake companies reflect their true
economic risk in their accounts. The urge for falue accounting and fair accounts’
representation relates to high value relevance amounting information. More
specifically, if a firm’s stock market performanisea close reflection of its financial
situation and vice versa, international standardks have achieved relevance and
reliability. Consequently, it will be important examine whether IFRS are capable of
increasing the value relevance of accounting in&drom into the observed countries.
Furthermore, except for general economic and fimdreonditions that make this
study significant, it can be suggested that theteng literature has not yet managed
to address the question of whether IFRS are moheeveelevant than national
GAAPs. As already stated, value relevance was lestted by Ohlson (1995).
Afterwards, many studies examined the value relexasf accounting information
within or across different countries (like Penma&@98, Collins et al. 1999, White
1999, Ali and Hwang 2000, Bakshi and Ju 2001, Aucé Mora 2002, Ashbaugh and

Olsson 2002). Some researchers also used a “bafi@rean event” approach to



assess the value relevance of accounting informa@me research (Joos and Land
1994) was measuring the value relevance of acamgntiformation “before and
after” the introduction of EU Directives in seveEalropean countries (Joos and Lang
1994). During the last few years and as the anreprts under IFRS were not yet
available for research (mandatory use took effeomfthe ' January 2005),
researcher were examining differences betweenmadt®AAP and IFRS using firms
that either voluntarily adopted IAS/IFRS beford January 2005 or even used
reconciliation from national GAAP to IFRS reports ineasure the change in the
value relevance of accounting information (Hung &ubremanyam 2004, Lin and
Paananen 2007, Schiebel 2007).

This study’s aim is to compare annual financialorépg data under national GAAP
(accounts year ending 2003 and 2004) with finanogglorting data under IFRS
(accounts year ending 2005 and 2006) for the sample of listed firms within four
observed countries i.e. the UK, the Netherlandsim@ay, and France. Therefore, it is
interesting to observe the transition in this newvaf available data and analyse the

results.

1.4. Limitations of the study

Every research has some limitations to the extkat eéxamines the effects of a
particular phenomenon. These limitations result oaty from the scarcity of
resources, such as time and funds available toegearcher, but also from logistical
problems associated with a large study.

One, a limitation of this study is that four couesr were selected i.e.: the UK, the

Netherlands, Germany, and France. Due to time andirig limitations this research



could not possibly be expanded to cover all thedBUntries that adopted IAS by' 1
January 2005. The size of data required would exs@ed the purpose of this study.
Therefore these results cannot be generalisechéowhole of the EU. However, the
selected countries have firms that concentrate nmbe: 75% of the market
capitalisation inside the European Union.

Furthermore, the sampling technique had some limoita. The research could not
include all listed companies in each EU countryimglae to time constraints and the
size of the sample data, and certain industries toade excluded (intangible-
intensive) to avoid distorting the credibility dfi$ study. Therefore, it cannot be
suggested that these firms are representativeeofotial population of firms in these
countries. Random sampling was used in order ferrdsearch not to be biased.

In addition, the time lag was decided to be fouargeexamining the value relevance
of firms two years before the introduction of IFRZ®03-04) and two years after the
introduction of IFRS (2005-06). The researcher doubt extend at this stage the
study to cover more years (backwards and forwardsg to time and funding
limitations. However, further research is planneaider to observe future changes in
the value relevance of accounting information.

Moreover, the research depends on the assumptidhe cegression model that deals
with the value relevance of accounting informati@mlson’s (1995) linear regression
model refers to three basic assumptions. First, ti@ present value of expected
dividends determines the market value. Second,abebunting data and dividends
satisfy the clean surplus relation, and divideretfuce book value without affecting
current earnings. Third, a linear model framesdioehastic time-series behaviour of
abnormal earnings. Ohlson argued that this modebased on an important

implication; dividends reduce book value but leaugrent earnings unchanged. Many



other factors captured by the standard error catainly play a role in the value
relevance of accounting information and are notwapl by this specific model.

In addition to that, there are some limitationsareling price regression. Kothari and
Zimmerman (1995) did extensive research comparinge rersus return regression
models used in the value relevance of accountifgrrmation literature. Although
they found price regressions less biased on theedlearnings coefficients), they did
identify some problems in White’s (1980) heterossitity. Their suggestion was
that both models should be treated with care gthanhthere are certain econometric
limitations.

It should be also considered that value relevamststusing stock prices as a
benchmark could be presented as imposing a namowsfon how information is
reflected in stock market investors’ expectationlthusen and Watts (2001) suggest
that with a variety of demands for financial repaytfrom parties, other than stock
market investors, value relevance tests may thusede relevant to the goal of
standard setters and the objectives of financipbnteng. Moreover, Morck et al.
(2000) argue that stock prices may incorporatermétion in a different manner
across countries.

Additionally, there was a variety in the propor@bmse of international accounting
standards before the introduction of IAS in theesedd countries (early adoption). For
example, Germany was the country with the higheshber of firms voluntarily
following IAS before 2005 (early adopters) or apptyUS GAAP. Given that for the
two-year period before IFRS only firms followingtimmal GAAP were selected, the
sample of German firms following national GAAP wsmmaller compared to other

countries. However this was the only way to measure the ahcsifect of the

! For more see Table 4 pp.109



transition to IFRS; to juxtapose pre-IFRS firms'cagnts (under national GAAP)
with the post-IFRS results. For the same reasbnan be regarded as limitation that
ADRs were also excluded.

Last but not least, the results for the third hipesis depend on the distinction made
between large, medium, and small capitalisatiomdir The categorisation of firms
according to market capitalisation (top 30% largpit@lisation firms, middle 40%
medium capitalisation firms, bottom 30% small calsgtion firms) was chosen after
considering all other available options analysedcbapter 5. However, it does not
take into account differences in market capitalsatcross these four countries as
well as capitalisation indices that do exist angsthan be presented as a limitation of

this study.

1.5. Framework of the study

The logic behind the analysis of the chaptersesofiowing.

The first chapter provides the reader with someoductory information about this
research. It most importantly analyses the objestias well as the limitations of this
study.

In the second chapter, a partial the history oérmational accounting is presented.
The study then analyses the international diffeeeraes well as the way the demand
for international accounting started to developbstaguently, the researcher refers to
the main players that promoted the harmonisatiea,iflocusing especially on IASB.
Then, key studies about the transition from nali@@aAP to IFRS in EU countries

are examined. The purpose of this chapter isatoiliarise the reader with the



development of the relevant accounting history geddifferent stages that led to the
current accounting scene.

In the third chapter, background information abitwt selected countries is provided.
More specifically, there is a reference to eachntgyts accounting history and an
analysis of the transition to IFRS. This chapteused as a connection between the
theoretical background and what actually took piadhe four observed countries.
The fourth chapter is more specific. An extensivalgsis of the value relevance
literature and some of the most important artidleat drove this research are
highlighted. Various regression models are preskatal the justification behind the
chosen ones is provided. The researcher also egamome possible factors that can
affect value relevance. Then, the hypotheses tesied are presented along with the
reasons that led the hypothesis development. Inesoases, the hypotheses are
divided into sub-hypotheses corresponding to the dbbserved countries.

In the fifth chapter the researcher analyses theptad methodology. More
specifically the regression model that will help asere the value relevance of
accounting information before and after the inttchn of IFRS is explained. The
way the model is decomposed to test the last hgsihis also analysed. The
collection of data as well as the basic steps ef sampling process is illustrated.
Some restrictions and limitations during this psscare identified.

The sixth chapter is divided into two parts. Thestfipart presents the results for
individual countries’ hypotheses while in the setpart there is an analysis about the
results corresponding to group hypotheses. Thiptehands by reviewing the most
important findings of the research.

The last chapter sums up the findings and presamte concluding remarks as well

as some areas for future research.
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CHAPTER 2 — BACKGROUND OF THE STUDY

2.1. Introduction

Accounting has a long history in European countaed can be seen as a major
convergence factor inside the European Union. Tiogrpss over many centuries
from simple local records to internationalisatidraocounting policies has been slow,
but the major influences can be indentified. Adyeas 1970, the American Institute

of Certified Public Accountants (AICPA) defined aocating as:

“... a service activity. Its function is to provideantitative information, primarily financial
in nature, about economic entities that is intentietde useful in making economic decisions,

in making resolved choices among alternative cauddeaction”.

AICPA offered an important insight into what willebregarded as a top priority
among international organisations later on; theuasf preparing financial
information in order to help users of those acceumake wise investment decisions.
It is interesting to observe historically how soroeuntries contributed to the
formulation of today’s accounting. The Romans fastreloped some form of book
keeping and the calculation of profit. In the feemth and fifteenth century the
commercial world paved the way for the accountingfgssion in Italian city states.
The Italian method of double entry bookkeepingtsthto spread around Europe and
gradually to the whole world.

During the nineteenth century, Britain took thedea accounting matters and in the

twentieth century the US followed. Therefore, Eslglibecame established as the
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world’s language of accounting. Various accountiechniques and concepts started

to be imported and exported around the world.

2.2. Causes of international accounting differences

As was briefly stated earlier, accounting systenesewdeveloped quite differently
around the world. This diversity was caused by mlmer of factors that deriv