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THE EFFECTS OF THE IAS/IFRS ADOPTION IN THE EUROPEAN
UNION ON THE COST OF EQUITY: FIRST EVIDENCE FROM THE
BANK INDUSTRY

Abstract

The effect of disclosure level on the cost of equity is a matter of considerable interest
and importance to the financial reporting commum;}[r{. : :
In this research, [ examined the etfects of the IAS/IFRS adoption in Europe on the cost

- of equity capital relative to the bank industry.

Previous research has shown that the adoption of the IAS/IERS reduces information
asymmetry between investors and firms. Economic theory claims that a commitment
to‘increased level of disclosure reduces the cost of capital component that arises from
information asymmetries.

This study shows empirically that the increase in the level of disclosure provided by
the IAS/I}YRS leads ef ectivei{y to a lower cost of capital. From a practical point of view,
these findings provide evidence that the Regulator's purpose of fostering a cost-
effident functioning of the capital market for firms could be considered as reached.
Furthermore, they point out that firms which implemented the IAS/IFRS have gained a
comparative advantage on the e;guity market relatively to tirms still adopting
accounting standards based on the IV and VII European Directives.

This research also examined whether accounting standardization at a European level
had reduced cross-country differences in the cost of equity. The ad(c)Ftion ol the same
accounting standard sét within the Community was expecied to improve
comparability, eliminate accounting measurement errors in pricing firms and, in such
a way, reduce cross-country differences in the cost of eq}t:ity. This hypothesis did not
find emtﬁirical suplﬁort and alternate explanations for such a result wére provided. The
first is that flexibility still allowed by the TAS/IFRS with regard to some accounting

" treatments could hamper a perfect comparability among firms. The second one is that

conver% nce in the cost of equity may require'more time than that covered by this
research. The third one is that while, on the one hand, accounting standardization has
eliminated measurement errors in assessinﬁ firms” risk reducing differences in their
cost of equity, on the other hand, the IAS/IFRS adoption has exer%ed an opposite effect
on the cost of equity improving firms’ level of disclosure, allowing investors to better
differentiate among firms’ risk, hence increasing cost of capital variability.

Key Words: Mandatory accounting changes, Cost of equity capital, International accounting
standards
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1. INTRODUCTION

This research aims at investigating the effect of the international
accounting standards IAS/IFRS adoption in Europe on the capital
market.

This study takes into consideration the explicit goal that the European
Regulator intended to achieve by introducing the IAS/IFRS in the
European Union and then tests empirically whether it has succeeded in
reaching its purpose.

Since the explicit aim of the Regulator is that of “contributing to the
efficient and cost-effective functioning of the capital market”, the hypotheses
developed in this research directly relate accounting changes to the cost
of capital and, in particular, to the cost of equity. This approach permits
an immediate comprehension of costs or benefits of the new regulation
for firms which have been required to apply it.

The effect of accounting changes on market behaviour is of direct
interest to accounting policy makers for evaluating the usefulness of the
changes required in financial reporting, comparing costs and benefits of
the new regulation and make informed tradeoffs between value-added
disclosures and costs associated with their production and
dissemination.

However, the relationship between the level of disclosure and the cost
of capital is also one of the major topics in contemporary accounting

thought, according to which a firm’s greater commitment to disclosure

Vera Palea
Ph. D. in Business Administration and Management
Universita Commerciale Luigi Bocconi — Milano



The Effects of the [AS/IFRS Adoption in the European Union on the Cost of Equity:
First Evidence from the Bank|Industry

reduces the specific component of the cost of capital that arises from
information asymmetries. This study also aims at contributing to the

development of such a thought with empirical evidence.

Two hypotheses are developed in this reseaych.
The first one claims that the IAS/IFRS adoption leads to a reduction in
the cost of equity because of the higher level of disclosure they require.
The second one states that accounting standardization at a European
level leads to a reduction of cross-country differences in the cost of
equity. Regulation No. 1606/2002 has as itl-s objective to ensure a high
degree of comparability among Community companies enabling them
to compete on an equal footing for financial resources available in the
. capital markets. In this sense, accounting standardization is expected to
reduce measurement errors in pricing firms|attributable to differences in
domestic accounting sets.
Since the accounting standardization provided by the European
Regulator and involving all the European Union member states
represents a new and extraordinary event, there is no previous research
on this specific topic. As a consequence, the methodology employed to
test the research hypotheses is the result of a wide literary review in
different research streams, some of which have.detected the market
impact of accounting changes by using either a valuation approach or

the CAPM theory, others have focused on|the relative informativeness
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of different accounting standard sets, others again have focﬁsed on the
relationship between information asymmetry and the cost of capital.
The cost of equity is estimated by using jthe Gordon growth model
approach with growth in earnings and the research methodology is
based either on univariate analysis or multi\iariate regression.

" The empirical analysis is carried out with reference to the bank industry,
which has long been at the centre of a livelyjdebate over the advisability
for banks of adopting the IAS/IFRS and| the fair value accounting
specifically. Therefore, focusing on the bank industry permits to test the
effects of the IAS/IFRS implementation wifh specific regard to a sector
for which, so far, related benefits have long been questioned. More over,
differently from most of research in this field, this study is able to test
value-relevance differences between different accounting sets with
regard to the same sample. This circumstance should ease attribute

differences found in the cost of equity to the IAS/IFRS implementation.

; The remainder of this paper is organized as. follows. Section 2 provides a
motivation for research, while Section 3' is relative to the research
hypotheses development. In Section 4 a literary review is presented.
Section 5 explains the research methodology, wherea.s Section 6 presents
the results of univariate analysis and multivariate regressions. In the last

section a summary of results is provided and conclusions are drawn.
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2. MOTIVATION FOR RESEARCH

Each of the major constituencies has a vital interest in prices of a firm's
securities and the effect of information on prices: investors, regulators,
'management, auditors and inforimatior1 intermediaries. This interest
arises because of the economic consequences associated with security
prices. Information influences investor’s behaviour with respect to
portfolio selection. Changes in prices of a security affect the terms on
which the firm obtains additional financing. This, in turn, can affect the
cost of capital and alter the nature of the projects undertaken.
The primary concern of financial reporting regulators is investors,
‘broadly defined to include creditors. The investors’ orientation is
partially motivated by concern over the welfare of the investors and the
“fairness” of the security markets in which they trade. Perceived
adversities and inequalities may happen to investors because of
informational deficiencies.
However, financial reporting regulators also share a concern over the
effects of information on resource allocation and capital formation.
Fuller disclosure is considered to lead to a more efficient allocation of
resources because investors are in a more informed position to judge
where they funds can be used most productively and profitably, given
the risk involved. !
Some also argue that fuller disclosure provides a more favourable

climate for capital formation because of its effect on a perceived fairness
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of the market. Investors are said to be more willing to invest funds in
the market if there is greater disclosure and less risk of fraud or
misrepresentation about the productive opportunities of the firm
issuing the securities. The subsequent marketability of the securities is a
function of the perceived fairness of the exchange markets. If the
exchange market is efficient with respect to a rich, comprehensive
information system, investors have less concern over the information
asymmetries at the time they buy and sell their shares and are more
willing to invest in the market. In this perspective, financial reporting is
expected by regulators to play a fundamental role in reducing
information asymmetries.

Actually, prominent corporate and accounting disasters, focused in the
United States but apparent elsewhere, has demonstrated the devastating
effects that diminished investor confidence can have on economies. A
sustained period of diminished confidence in capital markets proves
damaging in terms of economic growth, job creation and personal
wealth. Values of pension funds, heavily invested in the equity markets,
fall and place retirement savings at risk. Questions can rise regarding
the solvency of banks that have investments in capital and property
markets and corporations find it more difficult and costlier to go to the
markets for capital. With economic performance weak, governments
reduce tax basé and face budget constraints to pursue fiscal priorities in

E

a climate when demands on public services are growing. Corporate
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scandals are not the sole cause of the economic slowdown, but it is also
clear that good accounting, in which markets have confidence, is a

fundamental building block for successful capital markets.

Good accounting rests on standards that are consistent, comprehensive
‘and based on clear principles which enable financial reports to reflect
underlying economic reality. Unfortunately, accounting regulations
throughout the world have shown to be i:_ncomplete or insufficient to
‘address the complexities of the modern market. For example, currently
- there is no national standard in Europe that addresses accounting for
financial instruments in a comprehensive fashion, even as the use of
derivatives proliferates among all corporate sectors.

As technology advances, business practic:;es change, and lessons are
learned from experience, accounting standards must evolve in the hope
of providing investors with more accurate and useful financial
information. Nevertheless, in recent years, accounting has failed to keep
up with the pace of change of the global economy. Some argues that this
has partly been due to the fact that accounting has only gradually
moved away from the traditional cost-based model developed for the
economy of the post-industrial revolution era to one relying more on
: real-time, market values, more appropriate for a modern service-based
economy. *

Capital flowing freely across borders also calls for modernization in the

accounting systems. Up to now, financial statements from different
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countries have not been immediately comparable because of the
diversity of national accounting requirements and financial analysts
have often relied on broad “rules of thumb” in comparing financial
statements and a great deal of professional judgement. In a recent report
on accounting policies adopted by the world’s major airlines, KPMG
. expressed concern that “the degree of divergl_!’nce in accounting policies and
levels of disclosure complicates analyses and may lead to incorrect
interpretations and conclusions” (KPMG Report 2001). As a result,
international capital markets demand ﬁrllancial statements that can
readily be understood and compared irr’espective of the country of
origin of the companies concerned. |

Differences in national accounting requirernents have been caused by a
variety of social, economic and legal circumstances and by different
countries keeping in mind the needs of different users of financial
“statements when setting national accounting standards. Some countries,
like the U.5., have developed accounting requirements that focus more
“on shareholders and mandate fair value accounting. Conversely, in
Europe, the IV and VII Directives have pr(.:vided an accounting system
that focuses on debt holders and placed a greater emphasis on creditor
protection. So far, the European accounting system has relied upon
historical recoverable cost criterion and mandated that prudence
prevails over accrual. Furthermore, the IV:' and VII directives specified

E
minimum reporting requirements and allowable options. Since the
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member states has kept substantial flexibility in enacting provisions
complying with the directives into national law, a variety of domestic
factors, such as tax-based incentives for accounting method choice or the

desire to reduce union demands for higher wages or shareholder

" demands for higher dividends has influenced accounting method

choices. As a consequence, many commentators have questioned the

i

real harmonising effect of the directives on measurement practice.

i
2.1. Regulation No. 1606, 19 July 2002, of t]}e European Parliament and
of the Council on the application of international accounting

i
standards

One important step in the modernization process of the existing
!
accounting model in Europe is represented by the European Parliament

and Council’'s Regulation No. 1606, 19 July 2002, on the application of

. i
international accounting standards (hereinafter also IAS/IFRS).

As recognised by the Regulator itself, ”di:r'ective 78/660/EEC of 25 July
1978 on the annual accounts of certain types of companies, Council Directive

83/349/EEC of 13 June 1983 on consolidated accounts, Council Directive

!
86/635/EEC of 8 December 1986 on the annual accounts and consolidated

accounts of banks and other financial institutions and Council Directive
91/674/EEC of 19 December 1991 on the annual accounts and consolidated
accounts of insurance companies cannot ensurig the high level of transparency

and comparability of financial reporting from all publicly traded Community

© companies which 1s a necessary condition for building an integrated capital
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market which operates effectively, smoothly and efficiently. It is therefore

necessary to supplement the Iegdl framework applicable to publicly traded
companies”.

In order to contribute to a better functioning of the internal market,

Regulation No. 1606/2002 “has as its objective the adoption and use of

 international accounting standards in the "Community'with a view to
harmonising the financial information presente& by the companies referred to in
Article 4 [companies governed by the law of a member state with

securities admitted to trading on a regulated market of any member

financial statemenis” .

In its preface, the regulator specifies that its aim is that of “contributing to
the efficient ;m_d cost-effeciive functioning of the capital market. The protection
of investors and the maintenance of confidence.in the financial markets is also
an important aspect of the completion of the initernal market in this area. This
Regulation reinforces the freedom of movement of capital in the internal market
and helps to enable Community companies to compete on an equal footing for
financial resources available in the Communitly capital markets, as well as in
world capital markets”. '

In order to reach these purposes, “publicly traded companies must be
required to apply a single set of high quality international accounting standards

: : : !,
for the preparation of their consolidated financial statements”. Therefore, for

- each financial year starting on or after Fl January 2005, companies
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governed by the law of a member state have to prepare their
consolidated accounts in conformity with the international accounting
standards adopted within the Community if, on their balance sheet date,
their securities are admitted to trading or a regulated market of any
Imember state. The regulator has also provided an option for member
states to permit or require the application of international accounting
standards in the preparation of annual accounts and to permit or require
their application by unlisted companies; (see Appendix 1 for [AS
implementation in annual accounts by EU member states).

As already mentioned, the explicit purpose that the regulator wants to
achieve by introducing the IAS/IFRS ac{:ounting systems is that of
ensuring a high ;iegree of transparency arEd comparability of financial
statements and, hence, an efficient funcztioning of the Community
- capital market and of the Internal Market.f Therefore, according to this
regulation, the adoption of international ziiccounting standards within
the community should provide both a high degree of transparency of
financial statements per se and a high degree of comparability of
financial statements among different (Eountries previously using
different accounting standards. .
The international accounting standards which the Regulator refers to are
 the International Accounting Standards IAS/IFRS. Art. 2 states that “for
the purpose of this Regulation ‘international ac.:counting standards’ shall mean

International Accounting Standards (IAS), In;?emational Financial Reporting
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Standards (IFRS) and related Interprefatiom; (SIC-IFRIC interpretations),
subsequent amendments to those standards and related interpretations, future
standards and related interpretations issued or adopted by the International
Accounting Standards Board (IASBY’. \
The European Commission must approve the IAS/IFRS adopted within
the Community. Art. 3, relative to the adoption and use of international
accounting standards, states that “the Cojmmiséion shall decide on the
applicability within the Community of internati;onal accounting standards. The
international accounting standards can only be:fadopted if they are not contrary
to the principle set out in Article 2(3) of Directive 78/660/EEC and in Article
16(3) of Directive 83/349/EEC and are conduc;;'ve to the European public good
" and they meet the criteria of understandabi:lity, relevance, reliability and
comparability required of the financial informatrion needed for making economic
decisions and assessing the stewardship of management”. In September 2003,
the Commission issued Regulation No. 1725/2003 which adopted all the
[AS in existence except for IAS 32, “Financial instruments: disclosure and
presentation”, IAS 39 “Financial instruments:’recognition and measurement”
and a small number of interpretations rel."a,ted to these standards. The
main opposition to the adoption of the IAS32 and 39 came from banks,
which were afraid of an increase in volatility in their financial report
results and of the consequences in terms of capital requirements
provided by the Basel Accord. Finally; l the European Commission
endorsed the [IAS 39 in November 2004, even with some “carved out”
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sections relative to the full fair value option and of certain hedge

accounting provisions, and the IAS 32 in December 2004.

2.2, The International Accounting Standards

" The TAS/IFRS are issued by the International Accounting Standards

Board (“IASB”).

In the preface to its “Framework for the preparation and presentation of

: ]
fmancial statements”, the IASB states that [‘although financial statements

may appear similar from country to country, there are differences which have
probably been caused by a variety of social, economic and legal circumstances-
and by different countries having in mind the need of different users of financial
statements while setting national requirements. These different circumstances

have led to the use of a variety of definitions Pf the elements of the financial

. statements: that is, for example, assets, Izabzlztu;s, equity, income and expenses.

They have also resulted in the use of different criteria for the recognition of
items in the financial statements and in a preference for different bases of
measurement. The scope of the financial statements and the disclosure made in

them have also been affected”. Taking into consideration these facts, “the

. International Accounting Standards Board is’committed to narrowing these

i
differences by seeking to harmonise regulations, accounting standards and

procedures relating to the preparation and presentation of financial
1

statements”. t

Therefore, one of the main aims of the IASB is that of narrowing cross-

country differences among financial statements by issuing standards
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and procedures relating to the financial statement preparation and
presentation that can be adopted at an international level. As pointed
out by Sir David Tweedie, Chairman in the International Accounting
Standards Board, “through this convergence project, the IASB and national
‘standard setters will reduce many relatively mitor differences in standards that
- may lead to rather different financial results for similar economic transactions”
“(White paper “German Capital Market: Achievemenis and Challenges”,
Deutsche Bourse, 2005).
In the effort to realize such a convergence project, the IASB underlines
 that “financial statements are most commonly };repared in accordance with the
accounting model based on recoverable hislorical costs and the nominal
financial capital maintenance concept”. Howe‘:rer, “other models and concepts
may be more appropriate in order to meet the objective of providing information
 that is useful for making economic decisions” .
As cleared up by Sir Tweedie, “the IASB and partner standard setters are
tackling some of the fundamental challenges facing accounting today in order to
make the accounting model relevant. For too Ion;g, earnings have been smoofhed
~ in an effort to show investors a steady upward. trajectory of profits. While this
approach provides a simple and understan:}able model, it simply is not
consistent with reality. Publicly traded cmlnpanies are complex entities,
engaged in a wide range of activities and subje.t-lct to different market pressures
and fluctuations. Accounting should reflect t};ese fluctuations and risks. The
.

focus on providing a steady stream of earnings only distorts the picture and
|

Vera Palea
Ph. D. in Business Administration and Management
Universita Commerciale Luigi Bocconi — Milano
15



The Effects of the IAS/IFRS Adoption in the Europzan Union on the Cost of Equity:
First Evidence from the Bank Industry

encourages practices that run counter to the aims of providing investors with
accurate information.
The current direction we are taking will be, what I like to call, “tell it like it is”
~ accounting. This means an increasing reliance on fair values, when these values
can be determined accurately. Financial results thereforé may become more
volatile. However, hiding the truth from investors will only make the shocks
that markets receive more severe.
The implication of this transformation in accounting is great. Assets and
labilities, when obligations exist, will be brought back on the balance sheet. The
last 20 years have seen a number of attempts by companies to remove assets and
liabilities from balance sheets through transactions that may obscure the
econontic substance of the company’s financial pos:tzon This is particularly the
| case in four areas that warrant mention, each of which has the potential to hide
the extent of a company’s financial position. C.‘ompanies can use all or any of
the following: leases, securitizations, unconsolidated entities (special purpose
entities), and pensions. These all represent legitimate operating practices, but it
 is also the case that in most cases the risk entailed is not recognized fully on the
* balance sheet of the company. When an obligation then must be met, investors
can be caught by surprise”. ; \
Actually, the TASB’s approach to financial reporting is much closer to
the U.S. regulation than to the European IV.and VII directives. The IASB
focuses more on equity investors and conceives financial reporting in a

more dynamic way. Conversely, the IV and VII directives have been
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concerned with the protection of debt holders and, as a consequence,
mandated more conservative evaluatiox% methods. Prudence has
prevailed over accrual and historical cost has been the basic criterion for
financial reporting. It must however be mentioned that these directives
‘have been recently modified by directivesé: No. 2001/65 and 2003/51 in
order to allow member states to permit cor‘inpanies, or certain classes of
‘Icompanies, to evaluate specified catego'ries of assets at amounts

determined by reference to fair value.

‘Paragraph 28 of the “Framework for the Prep%zmtion and Presentation of the
~ Financial Statements” explains that “information on the financial position
' and the past performance is frequently used as a basis for the forecast of the

future financial position and perf;)rmance and other matters in which users are

directly interested, such as dividends, security price movements and the ability
of the enterprise to meet its commitments as they fall due. To have a predictive
value, information need not be presented in the ;Form of an explicit forecast. The
ability to make predictions from financial smter:ﬁents is enhanced, however, by

the manner in which information on past transczétion and events is displayed” .
. Paragraph 17 specifies that “information about the performance of an
enterprise (...) is required in order to assess potential changes in the economic
resources that it is likely to control in t}:':e future. Information about

i
performance is useful in predicting the capacity of the enterprise to generate

- !
cash flows from the existing resource base.’lt is also useful in forming
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judgements about the effectiveness with which the enterprise might employ
additional resources”.

" In order to meet such commitments, the IAS/IFRS require a fuller
disclosure than the IV and VII directives. The IAS/IFRS have adopted
the approach of forcing to write.and explain everything or, as defined
by Mr. Tweede, “to tell like it is”. The entir:a liability, for instance, has to
: be on the balance sheet; all the companies I'being controlled, even when
; they carry out different activities, hav.e to be fitted within the
consolidated area and have to be consolidated line by line; assets must
'or can be written at their fair value, when this value can be determined
accurately. As a result, companies are forced by the IAS/IFRS to restore
clearer economic meaning to the ﬁnanc;ial statements that the old
" accounting principles have widely dimmed and to fully disclose the risk
entailed in their operations. i

The choice of the fair value accountingzby the TASB must also be
- considered in this perspective. The fair va];ue accounting is expected to
_ provide investors with information useljul in order to predict the
capacity of firms to generate cash flow fro:fn the existing resource base.
Fair value is defined as “the amount for which an asset could be exchanged,
or 4 liability settles, between knowledgeable, willing parties in an arm’s length
transaction”. '

. By adopting the fair value accounting, the; concept of income changes

!
from an income produced to that of a‘mixed income which also
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includes potential revenues. The concept of net capital is divested of its
strictly juridical connotation and takes a more economic meaning. The
introduction of the fair value makes net capital converge toward its
current value. On the one hand, commodity assets must or can be written
at their market value, being them goods which will be assigned. On the
other hand, strategic assets (e.g. brands, patents and other intangible
acquisitions), whose value is determined by the competitive benefit
‘which they confer on the company, have tol be assessed at their value in
- use. Such a concept of net capital, unlike the one currently in use,
should get close to stock exchange capitali:zation and, therefore, to its
" market value.
This shift from the historical cost to the fair value accounting has been
. pushed by different factors. Firstly, the irflternational competition on
capital markets, which has made financial information more and more
. important for communicating firms’ economic results and financial
| position. Secondly, the increased import'ahce of intangibles within the
firm’s assets, which has pushed for an accmimting representation able to
highlight their contribution to the competitive advantage. Lastly, the
fall in Europe of inflation risks which, tlziroughout the XX century,
. brought into being a number of rules — :Encluded the historical cost
criterion - with the purpose of eliminaij.ng accounting distortions
caused by the monetary illusion. In this iperspective, the use of fair

i
value is expected to play a key role in reducing the informative
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asymmetry between firms and investors annl:l, hence, in lowering a risky
- factor for the latter. {
Fuller accounting policies and explanatorjf notes are also expected to
play a key role in reducing information asymmetries and improving
. firm value. For instance, the IAS 36 “Impairment of assets” includes,
among the information to be provided for each class of assets, the
+ amount of impairmént losses recognised or reversed, the recoverable
: amounts, the values in use and the discounting rate used in their
estimation. In any case, users of fina.ricial s:tatement has to be provided
with information concerning the evaluatior:i models being used, which -
. up to now - have been currently handled within the company and
' strictly in confidence. The IAS 37 “Provisions, contingent liabilities and
contingent assets” requires detailed information about contingent
liabilities such as the estimate of their financial effects as well as the
~ uncertainties about the amount or timing cif the resulting outflows. The
disclosure required by the IAS 32 "Financia__i instruments: disclosure and
presentation” with regard to the financial instruments appears to be
even more detailed. It consists of a considerable supply of information
~ which ra'nges from basic issues as the amltaunt, the nature and general
- conditions of each financial instrument, up to information on the fair
value and on risk management policies, elspecially with regard to the
interest rate and credit risk. The IAS 14 “Segment reporting” establishes

' principles for reporting financial information by segment, ie.
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information about different types of prcducts and services a firm
produces and the different areas in which it operates.

The explicit objectives of such detailed information are, once more, “to
. help users of financial statements to better understand the firm’s past
performance, to better assess its risk and returns and make more informed
judgements about the firm as a whole” (IAS 14). As a consequence, part of
the information that has previously been used for management control
* purposes exclusively has now to be give::;l to the market in order to

reduce information asymmetries. )

,
3. RESEARCH HYPOTHESES
* The relationship between changes in accouinting standards and market
behaviour is of direct interest to accounting policy makers for
- evaluating the usefulness of the changes required in financial reporting,
comparing costs and benefits of the new regulation and make informed
. tradeoffs between value-added disclosures and costs associated with
_. their production and dissemination. r
Aim of this research is to test the effects of 1L;_he IAS/IERS adoption on the
~ capital market investigating whether th‘e European Regulator has
reached its purposes. E

Considering that the explicit purpose of the Regul:ator is that of

i
“contributing to_ the efficient and cost-effective functioning of the capital

market”, the effects of the IAS/IFRS implementation on financial markets

[
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are directly related to the cost of capital and, in particular, to the cost of

equity. Hence, the perspective here adopted is that of focusing on the
‘effects of the IAS/IFRS adoption on firms. It must however be
' mentioned that Regulation No. 1606/2002 specifies that “the protection of

. investors is also an important aspect of the completion of the internal market”.

As outlined previously, scopes of European Regulator are that of
ensuring both a higher degree of transpai?ency of financial statements

and comparability of information for European listed companies.

The first article of Regulation No. 1606/2002 states that it “has as its

objective the adoption and the use of international accounting standards (...) in

| order to ensure a high degree of iransparency (...) and hence an efficient and
' ]

cost-effective functioning of the capital market”. The choice of adopting the

“accounting standards issued by the IASB must be placed in this

perspective. Thus, the first hypothesis tested in this research is
i formulated as follows:

HP. 1: “The adoption of the IAS/IFRS leads to a reduction in the cost of
| equity”.
| Should any significant evidence in favour,%of this hypothesis be found,
then the Regulator’s purpose of fostering a cost-efficient functioning of
" the capital market for firms could be considered as reached.

Actually, one of the major links bem;reen economic theory and

g

contemporary accounting though is thei' idea that a firm’s greater

: disclosure leads to a reduction of the cost 1'of capital since it reduces the
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specific component of the cost of capital that arises from information
asymmetries. According to this perspective, information asymmetries
create costs by introducing adverse selection into transéction between
buyers and sellers of firm shares. In real institutional settings, adverse
selection is typically manifest in reduced levels of liquidity for firm
shares (Copeland and Galai 1983, Kyle 1985, Glosten and Mﬂgrom
f 1985). In order to overcome the reluctance of potential investors to hold
firm shares in illiquid markets, firms mus;t issue capital at a discount
:which results in fewer proceeds to the firm and, hence, a higher cost of
~capital. A commitment to increased level of disclosure reduces the
possibility of information asymmetries arising either between the firm
~and its shareholders or among potential; buyers and sellers of firm
shares and reduces the discount at which firm shares are sold, thus
lowering the cost of issuing capital (Dia:smond and Verrecchia 1991,
Baiman and Verrecchia 1996). Regulation No. 1606/2002 has set goals
which clearly imply this perspective.

- However, this issue has not been develop;ed rigorously and empirical
evidence of the effect of disclosure on cost of capital has provided mixed
result. Increased disclosure, for instance, r.ﬁay not necessarily lead to a
reduction of the cost of capital because a fuller disclosure may, on the
contrary, lead investors to reduce their e:&pectations regarding future
. returns or to increase their assessment of ri!sk. As a result, cost of capital
may be higher than it would have been had more information not been
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'provided. This study aims at giving an empirical contribution to this

_research area.

i
- One important issue for this hypothesis clevelopment is whether the

IAS/IFRS in fact imply an increase in the level and/or quality of
;;disclosure. Verrecchia and Leuz (2000) rlia_ported anecdotal evidence
from the financial press that is consistent with this conjecture. Similarly,
" German firms that switched to either IAS <:)r U.S. GAAP in the nineties
claimed that they were satisfying investors’ demand for greater
_transparency and international comparability. Surveys by Forschle,
| ‘Glaum and Mandler (1995 and 1998) reported that a majority of German
| . managers and academics shared the view ‘;hat that the U.S. GAAP and
IAS provided more information than domestic GAAP statement. In the
accounting literature — reported in secticzn 4 - [AS were found to
increase the amount of financial disclosu::'re (e.g. Ballwieser 1997 and
:-Ashbaugh 1999). More over, Harris anc; Muller (1999} found that
reconciliation amounts from foreign GAAP to IAS were value-relevant.
~ In addition to the arguments and evidence:: presented above, Leuz and
" Verrecchia (2000) also checked whether injternational reports obtained
ithigher disclosure ratings than German GAAP reports. Results
.supported this conjecture leading to the conclusion that a switch from

. the European directives’ system to international reporting represents a

substantial increase in a firm’s commitment to disclosure.
]
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In particular, the IAS/IFRS adoption can be supposed to improve capital
market’s transparency in two different ways. On the one hand, a system
of fuller disclosure - such as the one provided by the IAS/IFRS in

| ;comparison to the IV and VI directives - should bring private
; sinformation into public domain and force the market, in such a way, to a
stronger form of efficiency. Hence, an improvement of market efficiency

| interms of universal access to information s.;hould occur and produce its
: effects on resource allocation and capital formation. On the other hand,
- the adoption of the IAS/IFRS - and fair value accounting in particular -
| should lead to a higher value-relevance of accounting data. If, as stated
by the IASB, “financial statements are most commonly prepared in accordance
with the accounting model based on recoverable historical costs and the nominal

| financial capital maintenance concept. However other models and concepts may
be more appropriate in order to meet the objective of providing information that
is useful for making economic decisions”, then the use of fair value is
expected to increase the usefulness of accounting data and the

' transparency of financial statements. Therefore, the adoption of fair
value accounting should force the market, to become more efficient in
 terms of its capability to reflect the real vah’le of a firm. In this case, there
: would be an improvement of the so called “fundamental efficiency” of

' the market.

— e —r——

Further, Regulation No. 1606/2002 states "that it “has as its objective the

adoption and use of international accounting s;tandards (...) in order to ensure
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a_high degree of comparability and hence an efficient functioning of the

"Community capital market”. In particular, accounting standardization

:'same accounting standard set within the

should “enable Community companies to compete on an equal footing for

financial resources available in the Community capital markets”.

'In this sense, accounting standardization is expected to reduce possible

errors in the market evaluation of European companies due to

differences existing in domestic accounting systems. The adoption of the
!

{
improve comparability and, in such a ilway, eliminate accounting

Community should in fact

measurement errors in pricing firms.

. Consequently, the second hypothesis is formulated as follows:

HP. 2: “Accounting standardization at a European level leads to a

reduction of cross-country differences in the cost of equity”.

. Should any significant evidence in favour of this hypothesis be found,

then the Regulator’s purpose of fostering an equal footing competition

' for financial resources among firms could be considered as reached.

- More over, some important implications could be drawn for further

$
integrating policies at a European level.

f b
In order to delineate the theoretical context for this research, it must be

+

: considered that testing whether the Regulator has reached its purposes

of improving an efficient and cost-effective functioning of the market

- implies that efficiency is expected to bejthe condition in which the

market works.
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Market efficiency is a central feature of capital markets and deals with

'the relation between security prices and information. It deals with how

capital markets process information in general, and financial reporting

information specifically.

 Fama (1970) stated that a securities market is efficient if security prices

“fully” reflect all the information available. The market is efficient with

‘respect to some specified information system if, and only if, security

prices act as if everyone observes the information system.
; I

Fama also delineated three major forms of market efficiency: weak,
semi-strong and strong. The market is efficient in the weak form if
prices fully reflect information regarding the past sequence of prices.
This form of market efficiency has obvious implications for technical

analysis and it includes random walk theory of stock prices. The market

is efficient in the semi-strong form if pril:es fully reflect all publicly

:available information, including financial statement data. Trading

strategies based on published financial statement data will not lead to

~ abnormal returns. The market is efficient in the strong form if prices

- fully reflect all information, including insi1de information. Hence, even

having access to private information 1:fvill not lead to strategies

' promising abnormal expected returns.

The implication of assuming that market e.:fficiency exists is particularly
t
important for financial reporting Regulators. In particular, market

~ efficiency in the semi-strong form provides the best climate for
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‘mandating disclosure. In fact, the motivation for requiring disclosure is
essentially to bring private information into public domain. In a market
that is not efficient in a strong form, this is a potentially substantive
issue, because privately held information is not reflected in prices. Once
. data are placed in the public domain, semi-strong form market
efficiency provides the assurance that such data will be fully reflected in
. prices. Thus, requiring public disclosure is an effective remedy (at least
~in terms of prices security) for any perceived undesirable effects
| associated with the presencé of non—publicljr available data.
Finally, some hypotheses can be advanced on the mechanisms by which
| the equity market incorporates the new information provided by the
I"TAS/IFRS. First of all, the fuller accounting policies and explanatory
‘notes prescribed by the IAS/IFRS are expected to play a key role in
| assessing firms’ level of risk and defining their stock prices. In
| particular, if accounting policies and explanatory notes presented
according to the IAS/IFRS contribute effectively to reduce the specific
component of the cost of equity related to information asymmetries,
. then - all else being equal - an increase in ﬁrEm values should occur.
* Furthermore, the adoption of the IAS/IFRS is retroactive and requires
accounting adjustments to be debited or credited directly to equity. The
' IFRS 1 “Net profit and loss for the period, fundamental errors and

changes in accounting policies” states that “the first report issued in

-accordance to the new requlation must be presented as if the new accounting

Vera Palea
' Ph. D. in Business Administration a;:td Management
Universita Commerciale Luigi Bocconi — Milano

28




The Effects of the IAS/IFRS Adoption in the European Union on the Cost of Equity:
' First Evidence from the Bank: Industry

" policy had always been in use. The amount of adjustment relating to periods
| prior to those included in the financial statement is adjusted against the
retained earnings of the earliest period”. As a consequence, the new
- accounting system is expected to have a great impact on book leverage
" within the first year of its application. In addition, fair value accounting
‘brings assets” values closer to their current value and makes book value

converge to its real value.

"These circumstances are expected to affect investors’ capability of
~assessing the firm-specific level of risk related to financial leverage and
| influence the risk premium required accordingly. Recent research has in
" fact shown that book leverage exhibits a significant positive correlation
with the cost of capital (Gebhardt, Lee and Swaminathan 2001). As a
] result, some effects of the IAS/IFRS adoption on the equity market could
'talso originate from price adjustments related to the risk perceived by
investors in relation to the new book leverage.
| Lastly, the effect of the IAS/IFRS adoption on the equity market could
|- pass through expected earnings. On the ‘one hand, some accounting
treatments provided by the IAS/IFRS impr;iave transparency and lead to
a better representation of the economic undferlying.
1. The choice of adopting and extending fair _Sfalue accounting as much as
possible, for instance, must be placed in this pérspective. The fair value
' criterion is expected to enhance forecasting capabilities, therefore stock

| prices should better reflect firms’ actual performances. On the other
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'hand, from a comparative point of view, if accounting standardization
:‘;improves comparability by eliminating cross-country differences in
accounting measurements, then - all else being equal - a decreased
variability in earnings forecasts should occur after the IAS
implementation. Considering that previous research has shown that

- earning capitalization is the dominant valuation model for firms which

‘report either under the IAS/IFRS (Ashbaugh and Olsson, 2002) or the
dirty surplus accounting (Ohlson 1995) prescribed by the EU directives,
" the effects of the IAS/IFRS implementation on prices may also pass

* through expected earnings.

4. LITERATURE REVIEW

‘The shift from a certain accounting standard set to a completely
~ different one which is mandatory and involves different countries
simultaneously, such as the one provided by the European Regulation

‘No. 1606/2002, represents a new and extraordinary event for empirical

4

- research. Therefore, there is no prior specifilg research on it.

The research methodology used in this sijudy is the result of a wide
literary review in different research streiams, some of which have
:,detected the market impact of single acco;'.mting changes, others have
- focused on cross-country differences in accc;unting standards and others

again have focused on the relationship between the cost of equity and

accounting disclosure. Consequently, the following literary review is
!
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divided into paragraphs according to the different topics which have
been examined in order to build the research methodology described in

the next section.

The relationship between accounting standards and stock prices has
been the subject of many studies and has been empirically analysed
both at individual and market levels.
' The first experimental studies to examine investor’s behaviour on an
. individual level were conducted by Jensen 1(1966) and Dyckman E1966),
that designed experimental field studie1s of stock evaluation by

i professional security analysts by supplying them with data generatéd :

from different accounting procedures. This approach in accounting

research did not have great success for reasons associated with

experimental setting such as subject selection and experimental

learning,.

Studies of investors’ behaviour with respect to accounting changes at
. 'the market level have basically used two aoproaches, one based on the
| valuation theory and the other on the capital market equilibrium theory.
. Studies by O’Donnell, Summers, Mlynarcz‘yk and Gonedes opened up
_ the way to the valuation-theory approach to accounting changes, while
i:Fama, Fisher, Jensen, Roll, Kaplan, Ball anﬁ Brown, Archibald, Beaver

and Dukes opened up the way to the 1|CAPM-theory approach to

studying stock price reactions to alternative accounting methods.
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Studies based on the valuation approach have been long criticized
because they considered the relationship between accounting events
and stock prices as an isolated event and ignored the cross sectional
association that is known to exist among stock price changes. More over,
~valuation models have often been formulated in terms of level of
_earnings or other variables and dominated by the scale factor.

; Accounting research based on the capital market equilibrium model

obtained its impetus from major developme;nt in financial theory during
the late 1950s and early 1960s. Fama, Fisheri Jensen and Roll first used it
in their study (1969) on the relationship between stock splits and stock
prices, whereas Gonedes (1972) and .Beaver (1972) first gave
representative expositions of the implications of the efficient market
hypothesis for accounting issues. The capital-market-equilibrium
Siapproach to the study of accounting changes has also shown some
| weaknesses: the validity of the market moclel has long been questioned
" and controversy over the efficiency of capital markets is still going on.
[n particular, one of the most important critiques to the market model

research design has been relative to the assumption that the risk of firms
’ 1

, Is stable over time. )
A third and completely different perspective in assessing market effects
of accounting changes was introduced by Lawrence Brown (1983), who
suggested evaluating alternative accounting methods in terms of their

ability to predict events of interest to decision makers. For the first time
1
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l'changes in accounting principles were directly related to the ability of
“‘financial statement users, ie. the security analysts, to assess future
earnings numbers of the affected firms. The market impact of
accounting changes was in this way explicitly related to who makes the

‘market.

4.1. Research on the relative informativeness of different accounting

standard sets

' "Most of the studies in financial accounﬁng;have focused on the market
impact of single accounting changes. This is essentially due to the fact
that the adoption of a complete accounting standard set has never been

.as frequent as changes in single accounting standards.

. Some previous studies, however, have focused on a comparison among

}
different accounting standard sets in order to assess their relative

informativeness. The lait-motive in this research area has been investors’
reaction to differences in accounting techniiques, whereas the expected
direction and magnitude of reaction has teen rarely specified 4 priori.
'Most of the studies just aimed at rank;ing alternative information
| systems according to their usefulness to invfestors.

Evidence on the effect of these differences I:has been considered of great
-importance, given the increasing integratiogn of capital markets and the
resulting debate over the most appropriate measurement techniques.

The most important studies.reviewed hereafter are grouped according

' to their specific research purpose.
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;iResearch on the value-relevance of Form 20-F

:‘Research stream on the relative informativeness of different accounting
standard sets was opened up by a discussion in the United States over
the appropriate listing requirements for foreign stocks and aimed at
verifying the usefulness of Form 20-F required to non-U.S. firms listed

on the U.S. stock market. In fact, non-U.S. ftfrms could list their securities

m the United States by either issuing a prospectus and satisfying a

| panoply of SEC reporting requirements (ingzluding quarterly Form 10-Q
reports and an annual Form 10-K repoE-t), or by listing registered

.American Depository Receipts (ADRs) and filing an annual Form 20-F

and a semi-annual Form 6-K which reconciL_'éd earnings based on foreign

generally accepted accounting princi,'ples (GAAP) with the

L.corresponding U.5. GAAP number. Althou".gh these requirements were
. less extensive than those for U.S. firms, thg American Stock Exchange
(AMEX) and the New York Stock Exchange (NYSE) started lobbying the
U.S. congress and the U.S. securities and Exchange Commission (SEC)

to ease these requirements further. The AM}ZX and NYSE’s concern was
1

ithat the SEC requirements placed them at a:competitive disadvantage in

ilisting foreign firms since many other co;;mtries’ Regulators allowed
“mutual recognition without restatement. f

The lobbying activities by the AMEX and NYSE triggered a debate in
the United States about global competition for exchange listing. In this

i debate, the SEC criticized the quality {of the financial reporting
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-requirements in most other countries throughout the world. Regulators’

‘concern about non-U.S. accounting standards focused on the

vulnerability of reported earnings to earnings management, as well as

the potential lack of informativeness and timeliness of reported

: accounting numbers — primarily accounting income -, undue reliance on

tax regulations for financial reporting measurement rules, the
infrequency and the paucity of disclosure.

In this context, Amir, Harris and Venuti (]i993) examined Form 20-F —
which includes a reconciliation of earninlgs and book value to U.S.
GAAP from home-country accounting principles — in order to evaluate
the relative informativeness of Non-U.S. and U.S. GAAP directly. The

“reconciliation form was used in order to adgdress two questions. Firstly,

~ whether differences in U.S. and non-U.5. CAAP, as summarized in the

-laggregate reconciliations of earnings and book value, were value-

' relevant. That is, whether the reconciliation of accounting data to U.S.

GAAP increased the associations between accounting measures and

price. Secondly, which differences in accounting practices, still reflected

r

" in the components of the reconciliation, wel;e specifically value-relevant.
The idea was that if reconciliation data did not result to be value-
E

relevant, then it would have been harder t5 argue that such data were

necessary. Amir, Harris and Venuti used]regressions of returns and

: market-to-book ratio over earnings reporte;j under non-U.S. GAAP and

reconciliation data. Their results suggested that reconciliations of
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.jearnings and shareholders’ equity to U.S. GAAP were value-relevant
?and this result held both in aggregate and for some specific components,
in particularly property revaluations and capitalized goodwill.
Rees and Elgers (1997) extended Amir, Harris and Venuti’s investigation
using the same methodology but analyzing income and shareholders’

‘equity reconciliations in periods prior to their disclosure. Their aim was

‘that of testing whether reconciliation form was itself the source of the
information or some of the value-relevant information in the SEC-
mandated disclosures was available to the market from other sources.
.As supposed, they found that the SEC-mandated disclosures were not
'the exclusive source of the value-relevant. information and, therefore,
' called into question the necessity of the FOI‘IjII 20-F disclosures.

Harris and Muller (1999) also used Form 2_:!0-F in order to evaluate the

; relative informativeness of IAS and U.S. CEAAP. Once more, the Form

| .20-F permitted them to directly and specifically compare the association

‘between firm value and IAS and U.S. GAAP accounting measures as

'
|
|

i

they were implemented by foreign firms listed in the U.S. which
prepared their home country financial state_irnents using IASB standards
and reconciled from IAS to U.5. GAAP in ltheir Form 20-F filing. They
‘used regressions of market value, price-per—:shares and return models on
. firms’ earnings and book value measured: under IAS and U.S. GAAP
" reconciliation amounts. Evidence showed that the U.S5. GAAP earnings

reconciliation adjustments were value-relevant even if US. GAAP
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amounts were valued differently for market value and return models
but not for a price-per-share model.

Conversely, Bandyopadhyay, Hanna and Richardson (1994) found that
the reconciliations did not appear to be value-relevant for a set of
‘Canadian firms listed on US. stock exchanges even though the
:magnitude of the GAAP differences was somewhat large relative to a
~firm’s earnings or its market value of equity. They argued that one
;iexplanation for this result could be that th:: reconciliation items might

: '|be the result of events that did not have a ::ontinuing effect on a firm’'s
o !

'ifuture cash flows and, therefore, were not impounded in price in the
f|same way of earnings changes of a continuing nature. Alternatively,
Eéthey argued that financial markets could have predicted the
: iéreconciliation numbers sufficiently earl): and prices might have
; impounded any value-relevant information prior to the return windows
used in their study.
Chan and Seow (1996) also found that earnings based on foreign GAAP
~were more closely related to contemporaneous stock returns than
earning reconciled to U.S. GAAP. They also found evidence that such
. results could be driven by institutional factors which were specific to
foreign markets. Based on previous research in international stock
| markets, they used the returns correlation b?tween a foreign stock index
| and the Standard and Poor 500 index as a s:urrogate for the closeness of
;j'gthe foreign business environment to that olf' the U.S. Observations were
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partitioned into high- and low-correlation group. The association
between stock returns and earnings based on foreign GAAP was
stronger than earnings based on U.S. GAAP for both the high- and the
low- correlation groups, but within-group d~ifference was much stronger
for 'the low-correlation group than- for the high-correlation group. This
l result was considered as consistent with the notion that foreign GAAP
" rules might reflect specific institutional features relevant to that foreign
country. Among the institutional differences advanced by the authors
were those relating to tax structures, l intercorporate ownership,
industrial relations, type of economy (agriculture-based, resourse-based,
}-?manufacturing) and national economic and social policies. On the basis
|

of their results, earnings based on foreign GAAP seemed to convey

information that could be lost in the reconci':l_iation to the U.S. GAAP.

i
Research on the relative informativeness of financial statements prepared under

‘shareholder or stakeholder model

- As greater emphasis has been placed on accounting harmonization

worldwide, knowledge of the relative informativeness of financial
]

statements prepared according to shareholder or stakeholder model has

‘been considered of great importance in the policy debate.

In this context, some studies focused spiecifically on a comparison
- between Germany GAAP and U.S5. GAAP or IAS, since they represented

relative extremes in their approaches jto financial reporting. In

. particular, market observers, researchers and Regulators argued that
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'financial statements prepared under the shareholder model, suchas U.S.

IGAAP or IAS; provided better informaticn than financial statements

i

;prepared under stakeholders model, such as German GAAP.

| :EHarris, Lang, and Moeller (1994), for instance, compared the relative

iinformativeness of accounting measures for U.S. and German firms

‘matched on industry and firm size and also tested the incremental value

relevance of earnings adjusted on the basis of a formula proposed by

analysts. They found that the correlation between 18-month returns and

i :armual earnings reported under German GAAP was generally similar to
i;that in the United States. Further, the results indicated that the
;;coefﬁcient applied to earnings in Germany* was larger than that in the
i.United States, consistent with a more [conservative measurement

| approach in Germany.

Ileferentlatmg between German firms on the basis the degrees of
‘consolidation (parent-only, domestic- on]y consolidation and full
‘consolidation), the results also showed that, consistent with the notion
;:fthat consolidation increases value relevance, the association between
-earnings and returns was stronger for firms which consolidated than for

| .
i}those which did not. Further, they tested the relation between price and

both earnings and shareholders’ equity. In contrast to the returns

‘analysis, the explanatory power of accounting measures for price was

significantly lower in Germany than in the|United States. According to

i the authors, this primarily was a result of pei-rception that the cumulative
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- effects on shareholders’ equity of conservative accounting practices,
applied over many years, had increased the uncertainty about its
relevance. Lastly, they compared the explanatory power and
information content of reported earnings with earnings adjusted on a

I;forrhula proposed by analysts with the aim to derive “permanent

:eamings” number, free of idiosyncratic economic or accounting

| transactions. They found that the relation between returns and adjusted

.. earnings was stronger than for reported earnings, therefore suggesting

| an incremental informativeness of the forme,ir.

t

- Bartov, Goldberg, Kim (2002) focused only on German firms reporting

'_consolidated financial statements under German GAAP, U.S. GAAP or
{ IAS traded within the German markeié so as to hold constant
» institutional factors such as listing reqlilirements, other disclosure
requirements, regulatory environmenig;al and other market

microstructure factors that could confound results. More over, instead
[}

. " - l -
of assessing the value relevance of different accounting measures by
t

icomparing r-squares, they investigated information content of earnings

. ! . - . - . - -
' by intreducing in the regressions an interaction term of the accounting
i }

standard dummy variable and earnings, W]t’lich was supposed to reflect
the differential effect of reporting earnings under U.S. GAAP or IAS
over German requirements. Results showed that both U.S. GAAP and
' IAS had superior value relevance in comparison to German GAAP.
E[5F1.1rtherr1_nore, a comparison between value-relevance of earnings
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produced under U.S. GAAP and [AS generated evidence indicating the
superiority of the former for firms listed on Neuer Markt and small
firms.

In order to provide evidence on the importance of national accounting
;differences, Alford, Jones, Leftwich and Zmijewski (1993} compared the
_information content and timeliness of accounting earnings in several
f'countries: using the United States as a benchmark. They used pooled
"regressions to estimate the relation between annual earnings and 15-
émonth returns for each of their sample countries separately.

| |According to their measure of information content - a comparison of the
¥

iiregressions’ r-squares - they found significant differences in the

:itimeliness and information content of accounting earnings across the

tisample countries. The association between. earnings and stock returns
t

| resulted to be stronger in countries where capital was traditionally
raised in capital markets and there were weaker links between financial
~and tax reporting, ie. Anglo-Saxonl countries. More over,
:unconsolidated earnings were not as val:ue-relevant as consolidated

earnings. In particular, earnings fronil Australia, France, The
. Netherlands and the United Kingdom Jvere more informative or
. timelier than U.S. accounting earnings, whereas results for Belgium,

Canada, Hong Kong, Ireland, Japan, Norway, South Africa and

Switzerland were inconclusive. In contrast,’annual accounting earnings
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from Denmark, Germany, Italy, Singapore, and Sweden reflected less

"timely or less value-relevant information than U.S. accounting earnings.

.:Ball, Kothari and Robin (2000) examined the effects of institutional
- factors on properties of accounting earnings by focusing on timeliness
‘and conservatism of earnings reported by firms in common-law
countries and code-law countries. Their idea was that politicization of
‘;:accounting standard setting and enforcement typical of code-law

B

| 'countries, weakened the demand for - timely and conservative
k S . : .

i -accounting income and conversely increased the demand for an income

I
i

, Evariable with low volatility.

In code-law countries, political influence on accounting occurs at

| national and firm levels. Governments est;'ablish and enforce national
accounting standards, typically with representation from major political

: groups such as labour unions, banks and business associations. At the
firm level, politicization typically leads to a stakeholder governance
model, involving agents from major groups contracting with the firm.
As a consequence, current-period accounting income tends to be viewed

as the pie to be divided among groups, as dividends to shareholders,

| - .
itaxes to governments and bonuses to managers and sometimes also to
|

i|employees. Therefore, when compared to common-law countries, Ball,
' |
' Kothari and Robin expected the demand for accounting income under

i

rcode law to be influenced more by the payout preferences of agents for

labour, capital and government. Furthermore, since these groups’ agents
4
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i
i : : o
‘are  usually represented in corporate governance, insider

l[ communication could solve the 1nformat10n asymmetry between
managers and stakeholders. Therefore, thEJ'I' preferences were expected
i ' to penalize volatility in payouts and, thus, in income.
' Conversely, under the “shareholder” governance model - that is typical
~of common-law countries - shareholders alone elect members of the
" board, payouts are less closely linked to cui‘rent—period accounting
- income and public disclosure is a more solution for the information
~asymmetry problem. In comparison with the more political process in
' code-law countries, the desirable propertiés of accounting income in
common law countries were expected to be determined primarily in the
disclosure market. Those properties includ:e timeliness in incorporating
negative economic income (i.e. asymmetric a::onservatism).
Empirical results supported these hyplotheses by showing that
accounting income (measured by changes in market value) in common-
law countries was significantly timelier than in code-law countries and
" incorporated economic losses (incorn"e conservatism) quicker.
Considering timeliness and conservatism together as capturing much of
the concept of financial statement ”transéarency”, Bali, Kothari and
Robin concluded that these results could prbvide an explanation for the
emergence of a largely common-law mode! in international transacting
and in particular for the IASB adoption of a more common-law

approach to disclosure.
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;Frost and Pownall (2000) investigated disclosures of firms cross-listed in
both U.S. and UK. markets. They found that firms did not disclose the
same information simultaneously in both markets. Further, they found
little evidence of U.S. or UK. price response to disclosures released only
,in the other country. They concluded that direct and simultaneous
| disclosure in each market was necessary to ensure equal access to

information for these cross-listed firms.
Research on the relative informativeness of IAS fznd U.S. GAAP

‘As outlined by the European Regulator in its preface to Regulation
‘1606/2002, “it is important for the competiliveness of Community capital
, markets to achieve convergence of the standards used in Europe for preparing
financial statements, with international accouniing standards that can be used
globally, for cross-border transactions or listing anywhere in the world. This
"implies an increasing convergence of accouniing standards currently used
internationally with the ultimate objective of achieving a single set of global
accounting standards”. In this perspective, 'rsome studies have recently
begun to focus on the relative informativeness of the IAS/IFRS and U.S.
GAAP. i

An original analysis of the different value re;levance of the IAS/IFRS and
.U.S. GAAP was provided by Ashaugh anid Davis-Friday (2002), who
investigated the association between 'non-I!JS firms” financial reporting

in accordance with IAS or U.S. GAAP and . the likelihood of such firms

being targets in mergers and acquisitions.
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Transparent financial information is a necessary element for economic
growth as market participants depend upon informative and useful
financial information in making capital allocation decisions. One capital
allocation option is to engage in mergers and acquisitions, which result
in the target firm relinquishing the control of corporate resources.

According to Ashbaugh and Davis-Friday, if a role of financial reporting

.is to reduce asymmetric information and financial information
generated under IAS or U.S. GAAP is more informative and more useful
in determining the value of firms’ resources than financial information

- generated under non-U.S. firms” domestic accounting standards, then a

| istronger association between firms reporting in accordance with IAS or

'U.S. GAAP and their likelihood of being targets in completed mergers
and acquisitions had to be found. The association between non-U.S.

; firms’ reporting of IAS or U.S. GAAP financial information and the

' ;likelihood of firms being targets was tested on a sample of 186 non-U.S.

firms listed on the Stock Exchange Automated Quotation System

(SEAQ) International. Ashbaugh and Davis-Friday found a positive and
significant association between firms reporting IAS or US. GAAP
financial information and their being targets in completed mergers and

i }acquisitions. They also found a positive and significant association

i ibetween firms” external monitoring, as proxied by the firm contracting
with a Big-6 auditor, and firms being targeis. In addition, they focused

‘on firms domiciled in countries which [were  different from their
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;?acquiring firms, i.e. cross-border mergers and acquisitions, in order to
" investigate whether the role of firms' financial reporting was more
important when target and acquiring firms operated in differential
'.information environments. Consistent with their original analysis,
’.:results of the cross-border analysis indicated that non-U.S. firms” use of
?5IAS or U.5. GAAP were positively associated with firms being targets in
|§cross-border mergers and acquisitions. Evidence supporting this

%:hypothesis resulted consistent with the '-éheory that firms’ financial
i

|

{ireporting strategies have an influence on the control of corporate
!iresources in the global market.

!EAshbaugh and Olsson (2002) examined differences between [AS and
I U.S. GAAP in terms of their valuation properties. Using non-U.5./non
iU.K. firms listed on the International Stock Exc}{ange Automated
:' .Quotation system in London, the earnings capitalization model resulted
to be the dominanf valuation model wher} valuing IAS firms’ shares.
: The book value and the residual income mc:dels did not perform as well
as the capitalization model in that the explc?ratory power of the former
models were weaker and the magnitude of the coefficient indicated
model misspecification. They also identified discretionary accounting
measurement and recognition methods 1ilnder IAS that violate the
residual income assumptions (e.g. revalua}ion of fixed assets). At the

same time, they identified measurement ancl recognition methods under

IAS (e.g. capitalization of development costs) that likely contributed to
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the dominance of earnings capitalization model for IAS firms. In
contrast, they found the residual income model to be the dominant
“valuation model for cross-listed firms reporting under U.S. GAAP. The
residual income model appeared well specified, whereas the estimated
parameters of the earnings capitalization and book value models
indicated misspecification.

Research on accounting harmonization among European Union’s countries

A
The only study that investigated the market impact of cross-country

accounting harmonization in Europe wastthe one by Joos and Lang
1(1994) relative to the introduction of the directives IV and VIL The IV
and VII directives were intended to facilitz;ite creation of an integrated
European capital market by establishing' a basic level of financial
transparency and comparability so that investors could interpret and
compare financial statements from other countries as easily as their
“own. Their aim was to develop a consensus-based set of accounting
directives to be implemented by member states and to serve as
~ standards for cross-listing in the EU. I
" Most of the discussion on the need for and on the effects of the EU’s
directives was normative and focused on the desirability of the changes
(Walton 1992), on alternate approaches tc#i integrating capital market
{Wilson 1991) and on the potential definitions of abstract concepts like
“true and fair view” (European Accounting Review, May 1993). Other

studies empirically analysed the effects of ithese directives but only in
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‘terms of a reduction in the variability of accounting practices within
; 1

i:icou'ntries (Walton 1992, Emenyonu and Gray 1992). Conversely, Joos
.%.and Lang empirically investigated the market impact of the European
' .directives across France, Germany and the U.K. by comparing different
~ financial ratios and stock market valuations of accounting data in the
period before and after the implementation of these directives. They
. research aimed at providing evidence, from a capital market
perspective, on the effects of the EU, directives on accounting
| !measurement differences.

i

N o . .
i!The effect of diversity in measurement practices across countries was

‘evaluated either on the basis of convergence in accounting-based

. 'measure of profitability — return of equity (ﬁ;ROE) - and price multiples -
!
- earnings/price ratio (E/P) and book-to-market ratio (B/M) -, or assessing

: the degree of association between accountiji"lg data - earnings and book

i;value - and stock prices. The strength of the association, as measured by
the r-squares, provided insight into the value relevance of the

:accounting measures. f

. Because part of the decision to move EU accounting methods closer to
those for the U.K. was based on the alleged superior value relevance of
the U.K. accounting principles, Joos and Lang expected to see stronger
association between earnings and returns for Germany and France in

the post-directive period. More over, if the directives reduced

’differences across countries, they expected convergence in the r-squares

|
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‘ iduring the post-directive period, with Germany and France moving
|

f‘,toward the U.K. Results, however, did not provide any evidence that

;-‘imeasurement practices in the UK. resulted in accounting data with a
fihigher association with share price, inconsiétent with the arguments
T_underly'mg the decision to move EU accounting requirements toward
ffthose in the UK. Neither did they find evidence of significant
;_convergence in r-square during the post-directives period. Given the
;_’sirnilarity of the underlying' g—:coﬁomies, }o’ss and Lang attributed this
finding to the flexibilities still allowed by the directives in adopting
- different accounting approaches, which left substantial differences in
| accounting among Germany, France and;the UK. In fact, while the
, directives required that financial statements reflect the “true and fair
f value”, their more specific requirements, p'articularly on measurement
issues, left discretion to member states, l:aading some commentators
!'(Alexandef and Archer 1991 and Walton) t;_o speculate that the changes

! :
. may have represented more form than substance.
, :

. t
* Therefore, as they concluded, “to the extent tnat comparable measurement of
|

"niet income and shareholders’ equity is perceived as important, additional
Efattempts at integration may be merited”. This additional attempt is
- represented by the accounting standardi;::ation provided by the EU
, Regulation No. 1606/2002, which has came itnto force for European listed

companies from 2005 on.
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Research on the effects of accounting changes over analysts’ forecasting

capabilities

‘A completely differe