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Foreword

Academic publications on accounting research are not always easily acces-
sible for non-academics. This book is an exception and the first reason why
I recommend it is read. It offers, in plain English, a comprehensive over-
view of the literature on the decision usefulness of financial statements, the
issues around convergence of accounting standards, the IAS/IFRS adop-
tion in the European Union, the effect of accounting disclosures on the
cost of capital, and the ongoing fair value discussion.

Furthermore, the publication provides insight into the methodologies
and approaches applied in accounting research, the difficulties encoun-
tered during such work, and the reasons to cautiously treat findings. It
shows how easy it is to ‘jump to conclusions’ and ignore the objectives,
scope and limitations of a particular piece of research. As often forgotten
by practitioners, regulators, and even maybe standard setters, this may help
increase the level of understanding among all stakeholders in the process of
accounting standard setting. This is the second reason why I support the
publication.

And finally, the themes discussed are quite topical. In particular, dis-
cussions about the decision usefulness of financial statements, describing
and comparing the different qualitative characteristics of the IFRS Con-
ceptual Framework, are of relevance, since the IASB will issue a discussion
paper on the revision of this Framework later this year. The potential con-
flict between relevance, reliability, and understandability, and the role of
stewardship are areas, among others, in which EFRAG has been and, will
continue to be active in promoting the international debate. This publica-
tion adds to the available literature. Also, the overview of the findings on
the benefits of revised accounting standards, measured by the cost of capi-
tal, the amount of (voluntary) disclosures and the level of analysts’ atten-
tion provides important input to the standard setters in order to assess
whether the expected benefits of new or amended accounting standards
outweigh the estimated costs.
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Overall, I consider this publication to be a valuable contribution to
the ongoing national and international accounting standard-setting pro-
cess.

Françoise Flores
EFRAG – European Financial Reporting Advisory Group
Chairman

Brussels, 30 January 2013
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Preface

The IAS/IFRS adoption all over Europe enforced by Regulation 1606/
2002 represents one of the most important and controversial events in the
history of accounting.

This research monograph deals with four key issues related to the IAS/
IFRS adoption in Europe. It investigates whether the IAS/IFRS adoption
improves financial reporting quality; whether it increases cross-country
comparability of financial reporting; whether it lowers the cost of capital for
firms; whether fair value accounting effectively contributes to improve finan-
cial reporting quality. Recently, the financial crisis has turned the spotlight
on fair value accounting and led to a major policy debate on it. Understanding
the contribution of IAS/IFRS to financial reporting quality and its usefulness
to investors is therefore of great use to standard setters and policy makers.

This monograph organizes the research on the effects of the IAS/IFRS
adoption in a systematic and comprehensive way so as to contribute to
better understand the longstanding debate on the IAS/IFRS usefulness. It
also provides the theoretical background within which the proposal of man-
dating IAS/IFRS in Europe has been developed. Defining the conceptual
framework for the IAS/IFRS implementation is in fact a prerequisite for
interpreting research results and for determining whether the European
Regulator’s goals have been achieved.

As is well known, the purpose of Regulation 1606/2002 is to improve
financial reporting transparency, to increase cross-countries comparability
and to promote an efficient capital market, that is, a reduction in the cost
of capital for firms. This research monograph takes the Regulator’s point of
view and investigates whether, after the IAS/IFRS adoption, investors are
provided with more useful information for their decision-making process
and firms have access to a more efficient and cost-effective capital market.
In this perspective, it provides updated evidence for evaluating the effects
of the IAS/IFRS adoption in Europe and therefore represents a support for
standard setting and policy making purposes.
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In the end, this monograph shows that academic research is a valuable
resource for standard setters and policy-makers. Financial reporting issues
are often broad, difficult and complex. Academic research can however
provide inputs to their resolution. It can help standard setters and regula-
tors structure their thinking about such issues and provide evidence that
inform the debate on them. From this point of view, this monograph shows
how academic research can be successful in supporting the evaluation of
possible effects of accounting standards and regulations.

Vera Palea
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Chapter 1

The Decision Usefulness Approach to

Financial Reporting and Capital Market Research

1. Introduction

Standard setters, regulators and policy makers all have a vital interest in the
effect of financial reporting on the economy. This interest is due to the
economic consequences associated with financial information. Financial
information influences investors’ behaviour with respect to portfolio selec-
tion, which affects security prices and, therefore, the terms on which a firm
obtains additional financing. This, in turn, affects the firm’s cost of capital
and alters the nature of the projects undertaken.

In a capitalist economy, securities markets are the primary vehicle
whereby capital is raised and allocated to competing investment needs.
Consequently, it is socially desirable that these markets work well, that is,
security prices provide correct values to guide the flow of investment funds.
For example, a firm that has high-expected-value capital projects will be
encouraged to invest in them if it receives a high price for its securities, and
investment should be discouraged in firms that do not have high-expected-
value capital projects. This will happen to the extent that security prices are
close to fundamental value. Of course, this is what society would like, since
investment capital is in scarce supply. Social welfare will be enhanced if
scarce capital goes to the most productive alternatives.

However, security prices do not fully reflect fundamental value in the
presence of inside information. Investors are aware of the estimation risk
resulting from adverse selection and insider trading. Thus, a “lemons” phe-
nomenon comes into play. Investors recognize that the market is not a
“level playing field” and they either withdraw from the market or lower the
amount they are willing to pay for any security. As a result, firms with
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high-quality investment projects will not receive a high price for their secu-
rities, and the market will not work as well as it should. A related problem
arises if too many investors withdraw: the market becomes thin or, in other
words, it loses depth, where depth is the number of shares that investors
can buy or sell without affecting the market price. When depth is low,
potential investors may not be able to buy or sell all they want of a security
at the market price, which further hampers investment.

Empirical research has shown the importance of markets that work
well for efficient capital allocation (Wurgler 2000). Countries with more
firm-specific information incorporated into share prices enjoy in fact greater
capital allocation efficiency. More firm-specific information incorporated
into share prices is simply another way of saying that the market is working
more effectively, or, equivalently, that there is less inside information.

Of course, developed capitalist economies have a variety of mecha-
nisms for promoting the operation of securities markets. One such ap-
proach is accounting regulation. Just as a used car dealer who develops a
reputation for honesty and fair dealing will enjoy higher sales prices, a firm
with a credible policy of full disclosure will enjoy higher share prices and
lower cost of capital. This is because full disclosure reduces investors’ con-
cerns about inside information.

2. Users of financial information

Financial information about firms is useful to many different players: inves-
tors, creditors, customers, suppliers, managers and other employees, regu-
lators and government officials.

Investors, whether present or prospective, generally benefit from learn-
ing about how their investments have been and might be used by the man-
agers of their companies.

One source of such information is the financial report that managers
render to their boards of directors and shareholders. Financial reporting is
the main formal means by which managers convey how they have managed
firm resources over a period and the resultant financial condition of the
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firm at the end of that period. Prospective investors realize that once they
have committed their funds to a firm by purchasing new shares directly or
from an existing shareholder, they usually have little control over how the
firm is managed. Non-controlling shareholders, in particular, have reason
for concern. Consequently, they are usually interested in knowing how
those over whom they have no control have used corporate resources.

Financial reporting also helps to motivate managers to operate their
corporations in the interest of shareholders. Reporting in these areas is
called the “stewardship” function of accounting. Stewardship, defined as
accountability to present shareholders, is important for making decisions
about providing resources to an entity. Information about stewardship is
also important for voting on, or otherwise influencing, management’s ac-
tions.

In addition to a report of stewardship, investors need data that help
them determine the present and possible future economic value of their
investments. If the firm’s shares are actively traded in a market, sharehold-
ers can obtain unbiased estimates of the economic value of their invest-
ments from share prices. However, these prices are based, in part, on the
information provided in financial reports. If this information is not rel-
evant and reliable, its receipt does not change the value given to shares nor
does it provide investors with the insights that they seek. Hence, prospec-
tive investors might have to incur costs to obtain information elsewhere or
discount the amount they are willing to pay for the shares, using the infor-
mation currently available to them. This makes shares worth less to them.
As a result, present shareholders, including those who can exercise some
control over the corporation, also benefit from their managers providing
potential investors with financial reports which the investors find trust-
worthy.

Creditors are willing to know the likelihood that they will be repaid if
they advance funds to the enterprise. They are also well advised to monitor
how the funds are used, that the conditions imposed by loan covenants
have been satisfied, and the extent to which the borrowers’ ability to repay
debt as promised has changed.

Suppliers to the corporation want to be paid for their goods and fi-
nancial statements can provide useful information to this end. Customers
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who purchase products that require replacement or servicing must deter-
mine whether the vendor is likely to continue in business. Therefore, sup-
pliers’ and customers’ interests are similar to those of creditors: they want
assurance that their contractual relationships with the firm will be fulfilled
as promised. Consequently, they tend to be concerned with the possibility
that the firm will not be able to repay its debts or honour its obligations.

Because this ability is affected primarily by the firm’s present and pos-
sible future losses rather than by increases in economic value, creditors and
suppliers generally favour conservative accounting rules, or those where all
expected losses are recorded and gains are delayed until they are almost
certain.

Employees often find financial information useful for determining
the extent to which their employer has prospered as well as the possibility
that they might lose their jobs, or receive a promotion or pay raise. Manag-
ers’ and other employees’ bonuses as well as other benefits are often par-
tially based on the financial performance of their firms, as measured by
financial accounting data. Therefore, their concerns are similar to those of
investors. They may also be compensated with share options that could
become worthless (or considerably less valuable) if their firm’s share prices
drop. As a result, they are concerned with the impact of accounting figures
on the share price performance in the market.

For these reasons, employees and managers tend to worry about the
possibility that their firm has performed badly, resulting in a loss of their
positions, investments in the firm’s shares and retirement plans.

Furthermore, those managers whose bonuses, job security, and pros-
pects are based on financial accounting data, rather than on share prices,
have reason to want financial reports to present numbers that benefit them.
For example, they would like the statements to show that they have done at
least as well as predicted by share analysts and therefore report net earnings
that are sufficient for them to earn bonuses.

Tax authorities in many countries also base tax liabilities on financial
statement data. Consequently, these authorities are concerned about the
validity of the numbers presented in financial statements. Antitrust au-
thorities generally make their decisions on market performance analyses
based on rates of return and market shares constructed from data presented
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in financial reports. Regulatory authorities, such as the Stock Exchange
Commission (SEC) in the United States and the European Securities and
Markets Authority (ESMA), are charged with assuring investors that stock
markets are “fair” and that the financial reports they receive are unbiased
and, if possible, include information that is useful for them or their agents
to assist in determining the value and performance of publicly traded eq-
uity and debt investments. Public policy towards firms, especially industry
regulation, is often based on the profits or losses reported in financial state-
ments. Governments and their agencies have a wide range of interests in
the reporting of an enterprise’s activities: for instance, accounts also serve
as the basis for national income and similar statistics. The general public is
affected by firms in a wide variety of ways, and accounting statements may
help provide relevant information.

Although different users of financial statements require different in-
formation for very different reasons, they do however have one interest in
common: they want numbers that they can trust.

3. The usefulness approach to financial reporting

Both the International Accounting Standard Board (IASB) and Financial
Accounting Standard Board (FASB) recognize the existence of diverse and
pluralistic user groups. However, they focus on what they call primary user
groups, i. e. investors and creditors, who are assumed to be mainly inter-
ested in the amounts, timing, and uncertainties of the firm’s future cash
flows. (IASB 2010)

Existing and potential investors, lenders and other creditors have in
fact the most critical and immediate need for the information in financial
reports and many cannot require the entity to provide the information to
them directly.

According to both the IASB and FASB, the main objective of financial
reporting is to provide information that is useful to present and potential
investors, lenders and other creditors in making decisions about providing
resources to the entity (IASB 2010).
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The term “investors” refers to present and potential equity holders
and their advisers, and the term “creditors” refers to present and potential
lenders and their advisers.

Investors include both individual and institutional shareholders and
the firm’s board of directors, who act on behalf of shareholders. Although
they are not strictly investors per se, equity analysts make extensive use of
financial statements and are an integral part of the investing process.

Creditors are present and potential lenders who need financial infor-
mation about their customers to determine the terms of credit. In a broader
sense, creditors also include tax authorities and other individuals or enti-
ties that have claims on the firm ahead of shareholders.

The terms investors and creditors may therefore comprehend security
analysts and advisors, brokers, lawyers, regulatory agencies, and others who
advise or represent the interests of investors and creditors or who are other-
wise interested in how investors and creditors are faring.

As mentioned, existing and potential shareholders need information
to estimate the value of the firm’s shares and make wealth-enhancing capi-
tal-allocation decisions, which are also beneficial to the economy. The board
of directors has the responsibility for implementing strategies and policies
that create wealth and ensure that management acts in the interests of the
shareholders. In this role, the board needs to be able to evaluate and reward
management’s efforts, abilities, and decisions, particularly management’s
capital-allocation decisions.

Getting paid is certainly a major concern of the holders of interest-
bearing debt, but their concern goes beyond this. While loans from
commercial banks typically have maturities of a few years, corporate
bonds have much longer maturities. The bonds may be sold before they
mature, and changes in the value of the firm affect the market value of
those bonds. Bondholders are therefore concerned with the value of the
entire firm.

The resource allocation decisions of these users include determining
whether to buy, sell, or hold securities and whether to lend funds or call
existing debt issued by the entity.

Therefore, many individuals and entities have a vested interest in un-
derstanding the financial well-being of a firm. When the firm works well,
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securities pricing is correct, the allocation of capital in the economy is
efficient and everyone is better off.

Decisions by existing and potential investors about buying, selling or
holding equity and debt instruments depend on the returns that they ex-
pect from an investment in those instruments, for example dividends, prin-
cipal and interest payments or market price increases. Similarly, decisions
by existing and potential lenders and other creditors about providing or
setting loans and other forms of credit depend on the principal and interest
payments or other returns that they expect.

Investors’, lenders’ and other creditors’ expectations about returns de-
pend on their assessment of the amount, timing and uncertainty of future
net cash inflows to the firm. Consequently, existing and potential inves-
tors, lenders and other creditors need information to help them assess the
prospects for the future net cash inflows of a firm. However, financial re-
ports are not designed to show the value of a firm, but to provide informa-
tion to help existing and potential investors, lenders and other creditors to
estimate the value of the firm. Even though investors and creditors are the
primary users of financial information, financial reports do not and cannot
provide all the information that existing and potential investors, lenders
and other creditors need. Obviously, these users also need to consider per-
tinent information from other sources, for example, general economic condi-
tions and expectations, political events and political climate, and industry
and company outlooks.

4. The qualitative characteristics of accounting information

The qualitative characteristics of accounting information are the attributes
that make the information provided in financial statements useful to users.

In order to be useful, financial information should possess two funda-
mental qualitative characteristics: relevance and faithful representation (IASB
2010).

There are also some enhancing qualitative characteristics, which are
complementary to the fundamental characteristics: comparability, verifi-
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ability, timeliness and understandability. Enhancing qualitative characteris-
tics distinguish more useful information from less useful information. They
enhance the decision-usefulness of financial reporting information that is
relevant and faithfully represented.

Information is relevant when it is capable of making a difference to a
financial statement user’s decisions. Relevant information has predictive
value, i. e. it helps users to evaluate the potential effects of past, present, or
future transactions or other events on future cash flows, and confirmatory
value, i. e. it helps to confirm or correct their previous evaluations. Making
the information available to users before it loses its capacity to influence
their decisions, i.e. timeliness, is another aspect of relevance. Information
should be available to decision makers before it loses its capacity to influ-
ence decisions. Having relevant information available at an early stage can
enhance its capacity to influence decisions and a lack of timeliness can rob
information of its potential usefulness.

An entity-specific aspect of relevance is materiality. Information is
material if its omission or misstatement could influence the resource allo-
cation decisions that users make on the basis of financial information about
a specific reporting entity. In other words, materiality is an entity-specific
aspect of relevance based on the nature, or magnitude, or both, of the items
to which information relates in the context of an individual entity’s finan-
cial report.

Faithful representation means that the information reflects the real-
world economic phenomena that it purports to represent. Real-world
economic phenomena are economic resources and obligations and the
transactions or other events that change them.

To be a perfectly faithful representation, a depiction must be com-
plete, neutral and free from error.

A complete depiction includes all information necessary for users to
understand the phenomenon being depicted.

A neutral depiction is without bias in the selection or presentation of
financial information. A neutral depiction is not slanted, weighted, em-
phasised, de-emphasised or otherwise manipulated to increase the prob-
ability that financial information will be received more favourably or un-
favourably by users. Neutral information does not mean information with
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no purpose or no influence on behaviour. On the contrary, relevant finan-
cial information is, by definition, capable of making a difference in users’
decisions.

Free of errors means that there are no errors or omissions in the de-
scription of the phenomenon, and the process used to produce the reported
information has been selected and applied with no errors in the process.

As mentioned, comparability, verifiability, timeliness and understand-
ability are qualitative characteristics that enhance the usefulness of informa-
tion that is relevant and faithfully represented.

Comparability, which includes consistency, is the quality of informa-
tion that enables users to identify similarities in and differences between
two sets of economic phenomena. As a consequence, it is undesirable if
similar transactions, events, or conditions look different or if different trans-
actions, events, or conditions look alike. Consistency helps achieve com-
parability because it refers to the use of the same accounting policies, either
from period to period within an entity or in a single period across entities.

Verifiability means that different knowledgeable and independent ob-
servers could reach consensus, although not necessarily complete agree-
ment, that a particular depiction is a faithful representation. Quantified
information need not to be a single point estimate to be verifiable. A range
of possible amounts and the related probabilities can also be verified.

Timeliness means having information available to decision-makers in
time to be considered in their decisions. Finally, understandability is the
quality of information that enables users who have reasonable knowledge
of business and economic activities and financial reporting, and who study
the information with reasonable diligence, to comprehend its meaning.
However, when underlying economic phenomena are particularly com-
plex, fewer users may understand the financial information depicting those
phenomena. In these cases, some users may need to seek the aid of an
adviser. Information that is relevant and faithfully represented should not
be excluded from financial reports solely because it may be too complex or
too difficult for some users to understand without assistance.

Qualitative characteristics are subject to the cost constraint. Report-
ing financial information imposes costs, and it is important that those costs
are justified by the benefits of reporting that information. Costs include



26

direct and indirect costs incurred by both preparers and users of financial
information, as well as by auditors and regulators. Assessing whether the
benefits exceed the costs is inherently subjective because it is not possible
to obtain qualitative data on all costs and benefits. However, the requirement
to assess benefits and costs means that standard setters need to consider
practicality as well as concept.

5. Capital market research and standard setting issues

As already mentioned, the decision usefulness approach to financial re-
porting underlies the conceptual framework of both the IASB and FASB.
According to them, the main objective of financial reporting is to provide
information that is useful to investors, creditors and others in making in-
vestment, credit and similar resource allocation decisions. Moreover, the
IASB states that IASB and FASB’s responsibilities require them to focus on
the needs of participants in capital markets (IASB 2010 BC 1.16).

The extent to which research can inform standard setting has been the
subject of debate among academics for many years. As one of the major
uses of accounting data by capital market participants relates to valuation,
accounting research has long been focusing on the relation between ac-
counting amounts and share prices or returns. Capital market research has
therefore been used as a basis for choosing the best accounting policies and
evaluating the economic consequences of alternative accounting policies
on security prices. Accounting policies that most affect security prices have
been considered to be the most useful and with the highest information
content.

The research stream which compares different accounting policies for
standard setting purposes by examining their association with securities
prices is also called “value relevance” research (Holthausen and Watts, 2001).
In the last decades, value relevance research has been the prevalent way to
address accounting standard-setting issues.

Value relevance studies use various valuation models to structure their
tests, and typically use equity market value as the valuation benchmark to
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assess how well particular accounting amounts reflect information used by
investors.

As outlined by Barth et al. (2001), in the accounting literature an
accounting number is defined as value relevant if it has a predicted associa-
tion with equity market values.

The primary purpose for conducting tests of value relevance is to ex-
tend the knowledge regarding the relevance and reliability of accounting
amounts as reflected in equity values. Equity values reflect an accounting
amount if the two are correlated.

Relevance and reliability are the two primary criteria that standard
setters use for choosing among accounting alternatives. As mentioned, an
accounting amount is relevant if it is capable of making a difference to
financial statement users’ decisions, whereas an accounting number is reli-
able if it represents what it purports to represent.

Value relevance as defined in the academic literature is therefore a way
to operationalize the criteria of relevance and reliability (i. e. faithful represen-
tation). In fact, an accounting amount will be value relevant, i. e. it will have
a predicted significant relation with share prices, only if the amount reflects
information relevant to investors in valuing a firm and is measured reliably
enough to be reflected in share prices. Only if an accounting amount is relevant
to a financial statement user, can it make a difference to that user’s decisions.

Value relevance tests are joint tests of relevance and reliability. In fact,
although finding value relevance indicates the accounting amount is rel-
evant and reliable, at least to some degree, it is difficult to attribute the
cause of lack of value relevance to one or the other attribute.

Value relevance research is not the only type of research potentially
relevant to standard setters. In fact, there are a variety of ways researchers
can operationalize relevance and reliability, or the secondary dimensions of
these primary criteria that standard setters consider when making standard
setting decisions. Thus, a variety of research approaches can yield insight
into standard-setting issues. However, in large part because of the develop-
ment of the notion of market efficiency, capital market research in finance
and accounting has been prevalent.

Value relevance studies rely on the hypothesis that markets are effi-
cient with respect to financial information. Market efficiency is a central
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feature of capital market research and deals with how capital markets pro-
cess information in general, and financial reporting information specifi-
cally.

Fama (1970) states 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
behave as if everyone observes the information system.

Fama also delineates 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 the random walk theory of stock prices. The market is efficient in
the semi-strong form if prices 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
inside information. Hence, even having access to private information will
not lead to strategies promising abnormal expected returns.

The implication of assuming that market efficiency exists is particu-
larly important for standard-setting. In fact, market efficiency in the semi-
strong form provides the best climate for mandating disclosure. Motiva-
tion for requiring disclosure is essential to bring private information into
public domain. In a market that is not efficient in a strong form, this is a
potentially substantive issue, as 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 re-
flected in prices. Thus, requiring public disclosure is an effective remedy
(at least in terms of securities price) for any perceived undesirable effects
associated with the presence of non-publicly available data.

However, as outlined by Scott (2009), improved financial reporting
also has a key role under the hypothesis of market inefficiency. In fact,
according to anomalies studies (Lee 2001 for a review), when share prices
are mispriced relative to the prices they would have if markets were fully
efficient, rational investors discover such mispricing over time and take
advantage of it, driving prices towards fundamental values.
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To the extent that securities markets are not fully efficient, this can only
increase the importance of financial reporting. Overall, improved financial
reporting, by giving investors more help in predicting efficient firm value,
speeds up share price response to the full information content of financial
statements. By reducing the costs of rational analysis, better reporting may
reduce the extent of investors’ behavioural biases. Financial reporting there-
fore reduces inefficiencies by making the mispricing area between inefficient
market price of firms and efficient market price as small as possible.

It must also be said that value relevance research for standard setting
has been criticized by some researchers because it focuses only on equity
investors, who are not the only users of financial statements (e. g. Holthausen
and Watts 2001). With a variety of demand for financial reporting from
parties other than stock market investors, value relevance tests may be less
relevant to the goal of standard setters and the objectives of financial re-
porting. This conclusion reflects the fact that accounting standards are es-
sentially a public good and, thus, standard setters develop standards after
making social welfare trade-off.

The IASB and FASB themselves however underline that responsibility
requires them to focus on the needs of participants in capital markets (IASB
2010 BC1.16). Existing and potential investors, lenders and other credi-
tors have the most critical and immediate need for the information in fi-
nancial reports and many cannot require the entity to provide the informa-
tion for them directly.

Furthermore, since investors are providers of risk capital to firms, the
provision of financial statements that meet their needs also meet most of
the needs of other users that financial statements can satisfy. As a result,
investors’ needs can be considered as highly representative of the needs of a
wide range of users.

The IASB also argues that information that meets the needs of the
specified primary users is likely to meet both the needs of users in jurisdic-
tions with a corporate governance model defined in the context of share-
holders and those with a corporate governance model defined in the con-
text of all types of stakeholders (IASB BC 1.16).

Of course, other uses of financial statements exist beyond equity invest-
ment as, for instance, management compensation and debt contracting.
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Thus, research relating directly to management compensation and debt
contracting can also inform standard setting (Watts and Zimmerman
1986). However, as many researchers have highlighted (e. g. Barth et al.
2001), financial statements are not intended to apply directly to manage-
ment compensation contracts. More importantly, the possible contracting
uses of financial statements in no way diminish the importance of value
relevance research and it cannot be construed as a criticism of this kind of
research.

This research monograph is on capital market research on changes
in accounting standards. It focuses on the IAS/IFRS adoption in Europe,
which is one of the most important and controversial events in the history
of accounting. This monograph analyses both accounting theory and em-
pirical research related to such an event by considering accounting litera-
ture published in leading accounting journals and selected working papers
starting from the 1990s.

The monograph is organized as follows. In chapter 2, the history of
the converging process in financial reporting before the IAS/IFRS manda-
tory adoption is traced and a literary review on early evidence about the
effects of changes in accounting standard sets is provided.

As international trade accelerated and capital markets became glo-
balized, the investment community and the accounting profession started
calling for financial reports which could be easily understood and com-
pared irrespective of the country of origin of the company concerned. Given
the increasing integration of capital markets and the resulting debate over
the most appropriate measurement techniques, evidence on the relative
informativeness of different accounting standard sets have been considered
of great importance to standard setters. As a result, capital market research
has long been focused on a comparison among different accounting stand-
ard sets in order to assess their relative informativeness and rank them ac-
cording to their usefulness to investors.

Chapter 3 outlines the theoretical background in which the proposal of
adopting the IAS/IFRS was developed and taken by the European Regulator.
Defining the conceptual framework for Regulation 1606/2002 is a pre-
requisite for determining whether the Regulator’s goals have been achieved.
Chapter 3 also examines the capital market effects of adopting IAS/IFRS
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from the investors’ point of view. As a result, the decision-usefulness of
financial reporting under IAS/IFRS is investigated.

Chapter 4, instead, examines the effects of adopting IAS/IFRS from a
firm’s point of view. The effects of adopting IAS/IFRS on the firm’s cost of
capital are therefore discussed.

Finally, chapter 5 investigates the contribution of fair value account-
ing to financial reporting quality and its usefulness to investors. Fair value
accounting represents the main difference between IAS/IFRS and the Fourth
and Seventh Directives in Europe, which are based on historical cost ac-
counting. Assessing the relevance and reliability of fair value estimates there-
fore provides useful insight into the role that fair value accounting plays in
increasing financial reporting quality.

All these issues are of considerable interest and importance especially
for standard setting purposes and policy making, whose primary aims are
to provide investors with useful information for their decision-making pro-
cess and to allow firms to have access to a more efficient and cost-effective
capital market.
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Chapter 2

The Converging Process in Financial Reporting

1. Introduction

A notable feature of the world economy since the Second World War has
been the globalization of economic activity. This has led to the spreading
round the world not just of goods and services but also of people, tech-
nologies and concepts.

From the point of view of financial reporting, the two most important
aspects of globalization are international trade and foreign direct invest-
ments. At the regional level, economic integration and freer trade have
been encouraged through the European Union and through institutions
such as the North American Free Trade Area (NAFTA). The liberalization
has also been due to the dismantling of trade barriers under the General
Agreement on Tariffs and Trade (GATT) and its successor the World Trade
Organization (WTO).

Moreover, most national currencies in the European Union, with the
notable exception of the pound sterling, were replaced in 1999 by a single
currency, the euro.

At the same time as international trade and foreign direct investments
grew, capital markets became increasingly globalized, as well. This was made
possible by the deregulation of the leading national financial markets, the
speed of financial innovation, the dramatic advances in the electronic techno-
logy of communications and growing links between domestic and world
financial markets.

As international trade speeded up and capital markets became glo-
balized, the investment community and the accounting profession started
calling for financial reports which could be easily understood and com-
pared irrespective of the country of origin of the company concerned. As a
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result, academic research started focusing on a comparison of different ac-
counting standard sets in order to identify the most accurate, useful and
desirable one.

2. Convergence in accounting standards

Nowadays, investors seek investment opportunities all over the world in the
same way as companies seek capital at the lowest price anywhere. Cross-border
mergers and investment transactions have dramatically increased, as well.

The investment community and the accounting profession have there-
fore become quickly aware of the need to develop international accounting
standards and of the benefits of a common global accounting language.
National accounting standards made sense when companies raised money
and investors and lenders looked for investment opportunities in their home
country.

As a result, investors, managers and all the standard setting constituents
have started calling for the development of a global set of comprehensive
high-quality accounting standards which could make it easier to compare
investment options and reduce costs for issuers by no longer requiring them
to prepare financial statements under more than one standard. A common
financial language, if applied consistently, could in fact help investors com-
pare the financial results of companies operating in different jurisdictions
and provide greater opportunity for investment. The removal of differ-
ences in national accounting standards should also reduce information
asymmetries as well as the cost of capital and open new opportunities for
diversification and improved investment returns.

Despite different historical and cultural backgrounds that have led to
differences in national accounting standards, today there is an overwhelm-
ing need for accounting principles to be harmonised worldwide.

As highlighted by Ball (2006), a single set of high quality global ac-
counting standards would provide different advantages.

First of all, it would provide more accurate comprehensive and timely
information, which should in turn lead to more informed valuation in the
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equity markets and, hence, to a lower risk for investors. It would also pro-
vide easier access to foreign capital markets. Reduction of differences in
accounting standards internationally assists to some degree in removing
barriers to cross-border acquisitions and divestitures, which should reward
investors with higher takeover premiums.

A single set of high quality global accounting standards is also ex-
pected to lower the cost of capital for companies both in absolute terms
and in comparison with other firms. By eliminating discrepancies in finan-
cial reporting due to differences in national accounting standards, it should
level the playing field for firms worldwide and make the capital markets
more efficient. Global standards would not require reconciliation to the
accounting standards of other countries, thus improving comparability of
financial data across borders. By eliminating many international differ-
ences in accounting standards, a single set of global accounting standards
would eliminate many of the adjustments analysts historically make in or-
der to make companies’ financial statements comparable internationally.
Reducing the cost of processing financial information should also increase
the efficiency with which the stock market incorporates it in prices.

Beside a greater transparency and a greater understandability due to a
common financial language, other advantages related to global standards
would be reduced national standard-setting costs; easier regulation of secu-
rities markets; uniform training for international audit firms and, there-
fore, better quality of their work on a global basis; portability of knowledge
and education across national boundaries.

One step towards a single set of global accounting standards is repre-
sented by the adoption of the international accounting standards IAS/IFRS1

by many countries worldwide. With Regulation 1606/2002, from 2005
onwards listed companies in the European Union were required to publish
their consolidated financial statements using IAS/IFRS rather than national
generally accepted accounting principles (GAAP). IAS/IFRS or local vari-
ants have also been adopted in countries as diverse as Australia, Canada,

1 IAS were issued by the International Accounting Standard Committee (IASC),
predecessor of the International Accounting Standard Board (IASB) till 2000.
IFRS are issued by the IASB.
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Hong Kong, Central and Eastern Europe, including Russia, parts of the
Middle East and Africa. The next wave of transitioning territories include
India, Japan, China and much of South America. These territories are likely
to adopt IAS/IFRS, at least for part of their economies, in the near future.
The details vary, but the trend towards global standards is clear and strong.
Several other countries have not yet adopted IAS/IFRS, but have estab-
lished convergence projects that are most likely to lead to their acceptance
of IAS/IFRS, in one form or another in the not too distant future. The
appendix reports the current use of IAS/IFRS in the countries of G20.

In 2007, for instance, the Securities and Exchange Commission (SEC)
in the United States of America announced two important initiatives. The
first initiative has been the rule that eliminated reconciliations from IAS/
IFRS to US GAAP required to be given by foreign private companies listed
on US markets. Reconciliations are a cost and burden to companies and
yet the general view is that hardly any use was made of them by investors.
The second initiative has been the announcement that IAS/IFRS would be
permitted in the US markets as an alternative to US GAAP, although the
timescale is in this case lengthy and subject to various conditions.

All these initiatives are very important as they underpin a movement
towards IAS/IFRS as a single set of globally accepted accounting standards.

3. Value relevance studies on different accounting

standard sets: A theoretical background

Given the increasing integration of capital markets and the resulting de-
bate over the most appropriate measurement techniques, evidence on the
relative informativeness of different accounting standard sets has been con-
sidered of great importance to standard setters.

Empirical research has long been focusing on the comparison among
different accounting standard sets in order to assess their relative informative-
ness and rank them according to their usefulness to investors. The leit-
motif in this research area has been the investors’ reaction to differences in
accounting techniques.
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As one of the major uses of accounting data relates to valuation, account-
ing research has focused mostly on the relation between accounting amounts
and share prices or returns. As a result, capital market research has been used
for decades as a basis for choosing the best accounting policies and evaluat-
ing the economic consequences of alternative accounting policies on secu-
rity prices. Accounting policies that most affect security prices have been
considered to be the most useful and to have the most information content.

The research stream which compares different accounting policies for
standard setting purposes by examining their association with securities
prices is called “value relevance” research (Holthausen and Watts, 2001).

As outlined by Barth et al. (2001), in the accounting literature an
accounting number is defined as value relevant if it has a predicted associa-
tion with equity market values.

The primary purpose for conducting tests of value relevance is to ex-
tend knowledge regarding the relevance and reliability (i. e. faithful rep-
resentation) of accounting amounts as reflected in equity values. Equity
values reflect an accounting amount if the two are correlated. As discussed
in chapter 1, relevance and reliability are the two primary criteria the stand-
ard setters use for choosing among accounting alternatives. An accounting
amount is relevant if it is capable of making a difference to financial state-
ment users’ decisions, whereas an accounting number is reliable if it repre-
sents what it purports to represent.

Value relevance as defined in the academic literature is a way to
operationalize the criteria of relevance and reliability. An accounting amount
will be value relevant, that is, with a predicted significant relation with
share prices, only if the amount reflects information relevant to investors
in valuing a firm and is measured reliably enough to be reflected in share
prices. Only if an accounting amount is relevant to a financial statement
user, it is capable of making a difference to that user’s decisions.

Value relevance tests are joint tests of relevance and reliability. In fact,
although finding value relevance indicates the accounting amount is rel-
evant and reliable, at least to some degree, it is difficult to attribute the lack
of value relevance either to one or the other.

Value relevance studies use various valuation models to structure their
tests, and they typically use equity market value as the valuation bench-
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mark to assess how well particular accounting amounts reflect the informa-
tion used by investors. Value relevance studies determine whether an ac-
counting number is useful for valuing the firm by investigating if the ac-
counting number is associated with stock prices.

According to Holthausen and Watts (2001), value relevance studies
can be classified into three categories as follows. The “relative association”
studies compare the association between stock market values (or changes
in values) and alternative bottom line numbers. Some studies, for instance,
examine whether the association of an earnings number, calculated under a
proposed standard, is more highly associated with stock market values or
returns (over long windows) than earnings calculated under the existing
standard. Other studies compare the associations of foreign GAAP and
domestic GAAP earnings with stock market values or returns (over long
windows).

These studies usually test for differences in the R2 of regressions using
different bottom line accounting numbers. The accounting number with
the greater R2 is described as more value relevant.

The “incremental association” studies test the usefulness of individual
financial statement components or disclosure. They usually use regressions
to investigate whether the accounting number of interest is helpful in ex-
plaining value or returns (over long windows) given other specified vari-
ables. That accounting number is typically deemed to be value relevant if
its estimated regression coefficient is significantly different from zero.

Finally, the “marginal information content” studies investigate whether
a particular accounting number adds to the information set available to
investors. They typically use event studies (short window return studies) to
determine if the release of an accounting number (conditional on other
information released) is associated with value changes. In this case, price
reactions are considered to be evidence of value relevance.

Value relevance studies rely basically on two different theories in order
to draw inferences: the “direct valuation” theory and the “inputs-to equity-
valuation” theory.

In the “direct valuation” theory, accounting earnings are intended to
either measure, or be highly associated with, equity market value changes
or levels (via permanent income). The book value of equity under this
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theory is intended to either measure, or be highly associated with, equity
market values. Given direct valuation theory, standard setters would be
interested in the results of a study of the relative stock price associations of
alternative accounting earnings or book value of equity measures.

In the “inputs-to-equity valuation” theory, instead, the role of account-
ing is to provide information on inputs to valuation models that investors
use in valuing firms’ equity. Under an “inputs-to-equity valuation” theory,
the focus is on how investors use an accounting number in their valuation
models. As a result, that inference requires a valuation model and an as-
sumed link between the accounting number and a variable entering into
the valuation model. Value relevance studies relying on an inputs-to-equity
valuation theory generally perform an incremental association study.

In this chapter, the history of the converging process in financial re-
porting before the IAS/IFRS mandatory adoption is traced and a literary
review on early evidence about the effects of changes in accounting stand-
ard sets is provided. As mentioned above, the focus is on accounting litera-
ture published in leading accounting journals and selected working papers
starting from the 1990s.

4. The relative informativeness of different accounting

standard sets: The case of reconciliation Form 20-F

The discussion on the relative informativeness of different accounting stand-
ard sets was opened up by a discussion in the United States over the appro-
priate listing requirements for foreign stocks and aimed at verifying the
usefulness of Form 20-F required to non-US firms listed on the US stock
market. In fact, non-US firms could list their securities in the United States
either by issuing a prospectus and satisfying a panoply of SEC reporting
requirements, or by listing registered American Depository Receipts (ADRs)
and filing an annual Form 20-F and a semi-annual Form 6-K which recon-
ciled earnings based on foreign generally accepted accounting principles
(GAAP) with the corresponding US GAAP numbers. Although these re-
quirements were less extensive than those for US firms, the American Stock
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Exchange (AMEX) and the New York Stock Exchange (NYSE) started lob-
bying the US congress and the US Securities and Exchange Commission
(SEC) to ease these requirements further. The AMEX and NYSE concern
was that the SEC requirements placed them at a competitive disadvantage
in listing foreign firms since many other countries’ Regulators allowed
mutual recognition without restatements.

As a result, the lobbying activities by the AMEX and NYSE triggered
a debate in the United States about global competition for exchange listing.
In this debate, the SEC criticized the quality of the financial reporting
requirements in most other countries throughout the world. SEC’s concern
about non-US accounting standards focused on the vulnerability of re-
ported 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 report-
ing measurement rules and the infrequency and the paucity of disclosure.

Amir, Harris and Venuti (1993) has been the first study on the value
relevance of the reconciliation form 20-F. They examine Form 20-F, which
includes a reconciliation of earnings and book value to US GAAP from
home-country accounting principles, to address two questions. Firstly,
whether differences in US and non-US GAAP, as summarized in the aggre-
gate reconciliations of earnings and book value, are value relevant. That is,
whether the reconciliation of accounting data to US GAAP increase the
associations between accounting measures and price. Secondly, what differ-
ences in accounting practices, still reflected in the components of the recon-
ciliation, are specifically value relevant. The idea is that if reconciliation
data do not result to be value relevant, then it would be harder to argue that
such data were necessary. Amir, Harris and Venuti use regressions of returns
and market-to-book ratios over earnings reported under non-US GAAP
and reconciliation data. Their results suggest that reconciliations of earn-
ings and shareholders’ equity to US GAAP are value relevant, consistently
with US GAAP being more value relevant than non-US-GAAP, and this
result holds both in aggregate and for some specific components, in particu-
lar property revaluations and capitalized goodwill.

Rees and Elgers (1997) use the same methodology as in Amir, Harris
and Venuti, but analyze the value relevance of income and shareholders’
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equity reconciliations in periods prior to their disclosure. Their aim is to
test whether the reconciliation form is itself the source of the information
or whether some of the value relevant information in the SEC-mandated
disclosures is available to the market from other sources. As supposed, they
find that the SEC-mandated disclosures are not the exclusive source of value
relevant information, thus calling into question the necessity of Form 20-F.

Harris and Muller (1999) use Form 20-F in order to evaluate the rela-
tive informativeness of IAS and US GAAP, specifically. The Form 20-F
permits them to directly relate the firm value with both IAS and US GAAP
accounting measures as implemented by foreign firms listed in the US.
Such firms prepared in fact their home country financial statements using
IAS and then reconciled from IAS to US GAAP in their Form 20-F filing.
Harris and Muller use regressions of market value, price-per-shares and
return models on firms’ earnings and book value measured under both IAS
and US GAAP reconciliation amounts and find that the US GAAP earn-
ings reconciliation adjustments are value relevant after controlling for IAS
amounts only for market and returns models. They fail to find a significant
association between reconciliation amounts and price-per-shares. Their tests
of a greater association between market values and either IAS or US GAAP
are also inconclusive. In fact, IAS amounts are more highly associated with
price-per-share than US GAAP amounts, whereas US GAAP are more highly
associated with security returns than IAS amounts.

The mixed results provided by Harris and Muller highlight how meth-
odology issues matter in empirical research.

Bandyopadhyay, Hanna and Richardson (1994) find that the recon-
ciliations do not appear to be value relevant for a set of Canadian firms
listed in the US. They provide two explanations for this result. First, the
reconciliation items might be the result of events that do not have a con-
tinuing effect on a firm’s future cash flows, and therefore they are not im-
pounded in price in the same way as earnings changes of a continuing
nature. Alternatively, financial markets could predict the reconciliation
numbers sufficiently early and prices might impound any value relevant
information prior to its release.

Likewise, Barth and Clinch (1996) investigate US GAAP reconcilia-
tions for a sample of UK, Australian and Canadian firms and find that
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reconciliations reflect information useful to investors for the UK and Aus-
tralian firms and to, a more limited extent, for Canadian firms. Given that
US GAAP and Canadian GAAP are similar for many items, findings sug-
gest that the usefulness of reconciliations to US GAAP decreases as the
foreign GAAP are more closely comparable to US GAAP.

Chan and Seow (1996), instead, find that earnings based on foreign
GAAP are more closely related to contemporaneous stock returns than
earnings reconciled to US GAAP. Earnings based on foreign GAAP seem
therefore to convey information that is lost in the reconciliation to the US
GAAP. They also provide early evidence that such results could be driven by
institutional factors which are specific to foreign markets. By using the
returns correlation of foreign stock indexes and the Standard and Poor 500
index as a surrogate for the closeness of the foreign business environment to
that of the US, Chan and Seow show that the association between stock
returns and earnings based on foreign GAAP is stronger than earnings based
on US GAAP for both high- and low-correlation groups, but within-group
differences are much stronger for the low-correlation group than for the high-
correlation group. This result suggests that foreign GAAP might reflect spe-
cific features relevant to that foreign country such as tax structures, inter-
corporate ownership, industrial relations, type of economy (agriculture-based,
resource-based, manufacturing) and national economic and social policies.

5. The relative informativeness of different accounting

standard sets: Stakeholder versus shareholder models

As greater emphasis has been placed on accounting harmonization world-
wide, knowledge of the relative informativeness of financial statements pre-
pared according to shareholder or stakeholder model has been considered
of great importance in the policy debate.

Alford et al. (1993) have provided early evidence on the importance of
national accounting differences. Their research is based on a comparison
of information content and timeliness of accounting earnings in several
countries and uses the United States as a benchmark.
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By regressing 15-month returns on annual earnings for each of their
sample countries and using the regressions’ R-square as a measure of infor-
mation content, Alford et al. document significant differences in the time-
liness and information content of accounting earnings across the sample
countries. The association between earnings and stock returns is stronger
in countries where capital is traditionally raised in capital markets and there
are weaker links between financial and tax reporting, that is, in Anglo-
Saxon countries. In addition, unconsolidated earnings are not as value rel-
evant as consolidated earnings are.

In particular, earnings from Australia, France, The Netherlands and
the United Kingdom appear to be more informative or timelier than US
accounting earnings, whereas results for Belgium, Canada, Hong Kong,
Ireland, Japan, Norway, South Africa and Switzerland are inconclusive. In
contrast, annual accounting earnings from Denmark, Germany, Italy, Sin-
gapore, and Sweden reflect less timely or less value relevant information
than US accounting earnings. Taken as a whole, these results are in line
with Barth and Clinch (1996).

In the same vein, Ball, Kothari and Robin (2000) examine 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 is that the politicization of
accounting standard setting and the enforcement typical of code-law coun-
tries weakened the demand for timely and conservative accounting income.

In code-law countries, political influence on accounting occurs at na-
tional and firm levels. Governments establish and enforce national account-
ing 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 is to be viewed as a pie to be divided
among groups, as dividends to shareholders, taxes to governments and bo-
nuses to managers and sometimes also to employees. Furthermore, since
these groups’ agents are usually represented in corporate governance, in-
sider communication is considered as a means for solving the information
asymmetry between managers and stakeholders. Demand for accounting
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income under code law is therefore expected to be more influenced by the
payout preferences of agents for labour, capital and government than in
common-law countries. Their preferences are also expected to penalize vola-
tility in payouts and, consequently, in income.

Conversely, under the shareholder governance model – which is typi-
cal of common-law countries – shareholders alone elect members of the
board, payouts are less closely linked to current-period accounting income
and public disclosure is a solution for the information asymmetry prob-
lem. In comparison with the more political process in code-law countries,
the desirable properties of accounting income in common law countries
are expected to be determined primarily in the disclosure market. Those
properties include timeliness in incorporating negative economic income
(i. e. asymmetric conservatism).

Empirical results support these hypotheses by showing that account-
ing income in common-law countries is significantly timelier than in code-
law countries and incorporate economic losses quicker. Considering time-
liness and conservatism together as capturing much of the concept of
financial statement “transparency”, Ball et al. conclude that these results
provide an explanation for the emergence of a largely common-law model
in international accounting and, in particular, for the IASB adoption of a
more common-law approach to disclosure.

Similar results are provided by Ali and Hwang (2000) who investigate
the relation between value relevance and country-specific factors. Their
study documents that value relevance of financial reports is lower for coun-
tries where the financial system is bank-oriented rather than market-
oriented; where private sector bodies are not involved in standard setting
process; where accounting practices follow the Continental model as op-
posed to the British-American model; where tax rules have a greater in-
fluence on financial accounting measurements; and where spending on
auditing services is relatively low.

Taken as a whole, research has therefore documented that financial state-
ments prepared under the shareholder model provide better information than
financial statements prepared under the stakeholder model. However, it has
been unable to disentangle the effects of accounting standards from other
institutional factors such as shareholders’ protection or market development.
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Some studies have focused specifically on a comparison between Ger-
man GAAP, on the one side, and US GAAP or IAS, on the other side, as they
represent relative extremes in their approaches to financial reporting. Ger-
man GAAP traditionally focuses on stakeholders and uses a “prudent” ap-
proach in financial reporting, whereas US GAAP and IAS are more share-
holder-oriented. Germany also has a strong legal system in terms of rule of
law and efficiency in the judicial system which ensures an adequate enforce-
ment of accounting rules (La Porta et al. 1998). This fact was therefore
expected to increase the power of empirical tests based on German samples.

Harris et al. (1994), for instance, compare the relative informativeness
of accounting measures for US and German firms matched on industry
and firm size and find mixed results. On the one hand, the correlation
between returns and annual earnings reported under German GAAP is
similar to that in the United States. Further, the coefficient applied to earn-
ings in Germany is larger than that in the United States, which is consist-
ent with a more conservative measurement approach in Germany.

On the other hand, the regression of price on both earnings and share-
holders’ equity show that the explanatory power of accounting measures for
price is significantly lower in Germany than in the United States. According
to the authors, this could be a result of the perception that the cumulative
effects on shareholders’ equity of conservative accounting practices, applied
over many years, have increased the uncertainty of its relevance.

Differentiating between German firms on the basis of the degrees
of consolidation (parent-only, domestic-only consolidation and full con-
solidation), Harris et al. also document that the association between earn-
ings and returns is stronger for firms that consolidate than for those that
did not, consistent with the notion that consolidation increases value
relevance.

Finally, they compare the explanatory power and information con-
tent of reported earnings with earnings adjusted on a formula used by ana-
lysts to derive a “permanent earnings” number, that is, earnings free of
idiosyncratic economic or accounting transactions. Their findings show
that the relation between returns and adjusted earnings is stronger than
for reported earnings, thus suggesting an incremental informativeness of
the former.
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Bartov et al. (2005) focus only on firms reporting consolidated finan-
cial statements under German GAAP, US GAAP or IAS traded within the
German market so as to hold constant institutional factors such as listing
requirements, other disclosure requirements, regulatory environmental and
other market microstructure factors which could confound results.

In Germany, a relatively large number of German firms adopted IAS al-
ready in the 1990s, which provided researchers with a reasonably large sample
of IAS adopters. German listed firms could in fact prepare their consolidated
financial statements according to internationally accepted accounting stand-
ards instead of German accounting standards. In addition, in 1997 Germa-
ny’s New Market, the European equivalent of the US NASDAQ was launched
to help small high-tech companies to raise equity. All companies listed on the
New Market were required to use either US GAAP or IAS. This allowed re-
searchers to investigate the value relevance of different accounting standard sets
in the German stock market only, thus holding institutional factors constant.

Instead of assessing the value relevance of different accounting meas-
ures by comparing R-squares, Bartov et al. investigate the information con-
tent of earnings by introducing, into the regressions of returns on earnings,
an accounting standard dummy variable and its product with earnings,
which are supposed to reflect the differential effect of reporting earnings
under US GAAP or IAS over German requirements. Results show that both
US GAAP and IAS have superior value relevance in comparison with Ger-
man GAAP. Furthermore, a comparison between value relevance of earnings
produced under US GAAP and IAS generates evidence indicating the supe-
riority of the former.

Gassen and Sellhorn (2006) also analyze the IAS/IFRS adoption by
publicly traded German firms during the period 1998–2004 and docu-
ment significant differences in terms of earnings quality. IAS/IFRS adopters
show more persistent, less predictable and more conditionally conservative
earnings. They also experience a decline in bid-ask spreads even though
stock prices result to be more volatile.

Along the same line, Jermakowicz et al. (2007) find that adopting
either IAS/IFRS or US GAAP or cross-listing on the NYSE significantly
increases the value relevance of earnings for a sample of German firms
listed on the German blue-chip stock-market.
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In contrast, Hung and Subramanyan (2007) provide little evidence
that the IAS/IFRS adoption improves the relative value relevance of ac-
counting data. By regressing stock market prices on book values and net
income, Hung and Subramanayan document that book value and income
are no more value relevant under IAS/IFRS than under German GAAP
and that IAS/IFRS income exhibits greater conditional conservatism than
German GAAP income. Therefore, they conclude that there are no signifi-
cant differences in value relevance between stakeholder-oriented (i. e. Ger-
man GAAP) and shareholder-oriented (i. e. IAS/IFRS) accounting models.
Their results are however consistent with Ball et al. (2000), who show that
institutional factors such as shareholder protection may play a more im-
portant role than accounting standards in explaining cross-country varia-
tion in the valuation properties of accounting data.

In conclusion, research which focuses on German firms applying ei-
ther German GAAP, or IAS, or US GAAP has the advantage that it inves-
tigates the effects of accounting differences under ceteris paribus condition.
Nevertheless, results are controversial. One explanation could be related to
methodological issues. For instance, the regression model by Bartov et al.
does not include the book value of equity. Book value could therefore be
an omitted variable correlated with earnings which biased coefficient on
earnings (Soderstrom and Sun 2007). The inconsistent results could also
arise from the use of different samples. For instance, the sample in Bartov
et al. is larger than in Hung and Subramanyan and includes all firms traded
on German stock exchanges during the 1999–2000 period. The sample in
the Hung and Subramanyan consists, instead, of 80 German industrial
firms adopting IAS for the first time during the 1998–2002 period.

An original analysis on the relative informativeness of domestic GAAP
versus IAS or US GAAP is provided by Ashbaugh and Davis-Friday (2002),
who investigate the association between non-US firms’ financial reporting
in accordance with IAS or US GAAP and the likelihood of such firms
being targets in mergers and acquisitions. Transparent financial information
is a necessary element for economic growth as market participants depend
on informative and useful financial information in making capital alloca-
tion decisions (Rajan and Zingales, 1998). If the role of financial reporting
is to reduce asymmetric information and financial information generated
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under IAS or US GAAP is more informative and more useful in determin-
ing the value of firms’ resources than financial information generated un-
der non-US firms’ domestic accounting standards, then a stronger associa-
tion between firms reporting in accordance with IAS or US GAAP and
their likelihood of being targets in mergers and acquisitions has to be ex-
pected. The association between non-US firms’ reporting of IAS or US
GAAP financial information and the likelihood of firms being targets is
tested for a sample of 186 non-US firms listed on the international Stock
Exchange Automated Quotation System (SEAQ) in London. Ashbaugh
and Davis-Friday document a positive and significant association between
firms reporting IAS or US GAAP financial information and their being
targets in completed mergers and acquisitions. They also find a positive
and significant association between firms’ external monitoring, as proxied
by the firm contracting with a Big-6 auditor, and firms being targets. In
addition, they focus on firms domiciled in countries which are different
from their acquiring firms, that is, on cross-border mergers and acquisi-
tions, in order to investigate whether the role of firms’ financial reporting
is more important when target and acquiring firms operate in differential
information environments. Consistent with their original analysis, results
of the cross-border analysis indicate that non-US firms’ use of IAS or US
GAAP is positively associated with firms being targets in cross-border merg-
ers and acquisitions. Evidence supporting this hypothesis is also consistent
with the theory that firms’ financial reporting strategies have an influence
on the control of corporate resources in the global market.

6. IAS/IFRS versus US GAAP

Many market observers, practitioners, researchers, and regulators have ar-
gued that financial statements prepared under US GAAP provide better
information than IAS/IFRS as the former are more rigorously defined
(Bartov et al. 2005). Several studies have therefore focused on the relative
informativeness of IAS/IFRS and US GAAP in order to assess which of the
them is more useful to investors.
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This is a key issue in the worldwide converging process. European
Regulation 1606/2002 states in fact that

[…] it is important for the competitiveness of capital markets to achieve conver-
gence […] This implies an increasing convergence of accounting standards cur-
rently used internationally with the ultimate objective of achieving a single set of
global accounting standards.

As mentioned above, Harris and Muller (1999) is the first study compar-
ing the relative informativeness of IAS and US GAAP. They use the Form
20-F to directly and specifically compare the association between firm value
and IAS and US GAAP accounting measures as they were implemented by
foreign firms listed in US. They regress market value, price-per-shares and
return models on firms’ earnings and book value measured under IAS and
US GAAP reconciliation amounts and find mixed results. Findings show
in fact that US GAAP earnings reconciliation adjustments are value re-
levant after controlling for IAS amounts for market and returns models,
whereas significant association between reconciliation amounts and price-
per-shares is found. Their tests of a greater association between market
values and either IAS or US GAAP are also inconclusive. In fact, IAS
amounts are more highly associated with price-per-share than US GAAP
amounts, whereas US GAAP are more highly associated with security.

Gordon et al. (2010) and Hughes and Sander (2007) also compare
earnings attributes for earnings based both on IAS/IFRS and on US GAAP-
reconciled amounts. These studies generally find that IAS/IFRS and US
GAAP-reconciled earnings are comparable, although there is some evidence
that US GAAP-reconciled earnings are of higher quality.

Bartov et al. (2005) also make a comparison between value relevance
of earnings produced under US GAAP and IAS/IFRS by firms listed on
the German Neuer Market and find that US GAAP exhibited a superior
value relevance than IAS/IFRS.

Examining the factors associated with 211 firms listed on the London
Stock Exchange in 1993 voluntarily applying IAS/IFRS or US GAAP,
Ashbaugh (2001) shows that firms are more likely to adopt IAS/IFRS when
participating in seasoned equity offerings and when IAS/IFRS are less costly
to implement because they require fewer accounting policy changes from
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domestic GAAP relative to US GAAP. Instead, the adoption of US GAAP
is mainly driven by the SEC filing requirements faced by firms.

More recently, the debate on the relative informativeness of IAS/IFRS
and US GAAP has been revived by possible use of IAS/IFRS by US firms.
Following its 2007 decisions to permit non-US firms cross-listing in the
US to file financial statements based on IAS/IFRS, SEC is presently con-
sidering permitting also US firms to file financial statements based on IFRS.

Using a sample of firms domiciled in 27 countries that adopted IAS/
IFRS between 1995 and 2006 on a matched sample of US firms, Barth et
al. (2011) find that IAS/IFRS firms have significantly greater value relevance
comparability with US firms when they applied IFRS than when they ap-
plied non-US domestic standards. In addition, comparability is signifi-
cantly greater for firms that adopted IAS/IFRS mandatorily, for firm-year
observations after 2005, and for IAS/IFRS firms domiciled in countries with
common law legal origin and with high enforcement. These findings suggest
therefore that effects from converging accounting standards and the increas-
ing mandatory use of IAS/IFRS throughout the world have actually in-
creased comparability of accounting numbers.

Additional findings also indicate that although US firms’ accounting
amounts generally have higher value relevance than those of IAS/IFRS firms,
IAS/IFRS-based accounting amounts are comparable to US GAAP-based
accounting amounts for firms from common law legal origin countries
and from high enforcement countries. IAS/IFRS lead in fact to lower qual-
ity financial numbers when firms outside the US are subject to different
reporting incentives. This provides evidence of the importance of legal sys-
tems and firms’ incentives in the enforcement of accounting rules.

Van der Meulen et al. (2007) focus on German firms listed on Neuer
Market and explore differences between US GAAP and IAS/IFRS by test-
ing two market-based earnings attributes, i. e., value relevance and timeli-
ness, as well as two accounting-based earnings attributes, i. e., predictabil-
ity and accrual quality. Findings show that US GAAP and IAS/IFRS perform
equally well on value relevance, timeliness and accruals quality, whereas US
GAAP are superior with regard to predictive ability. This result also holds
after controlling for differences in firm characteristics, such as size, lever-
age and the audit firm.
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Finally, an original analysis by Ashbaugh and Olsson (2002) provide
insight into differences between IAS/IFRS and US GAAP in terms of their
valuation properties. Using non-US/non UK firms listed on the Interna-
tional Stock Exchange Automated Quotation System (SEAQ) in London,
they show that the earnings capitalization model is the dominant valuation
model when valuing IAS/IFRS firms’ shares. The book value and the re-
sidual income models do not perform as well, as their exploratory power is
weaker and the magnitude of the coefficient indicates model misspecifica-
tion. A possible explanation for such results is that discretionary account-
ing measurement and recognition methods under IAS/IFRS violate the
residual income assumptions (e. g. revaluation of fixed assets). At the same
time, they identify measurement and recognition methods under IAS/IFRS
(e. g. capitalization of development costs) that likely contribute to the domi-
nance of the earnings capitalization model for IAS/IFRS firms. Conversely,
the residual income model results to be the dominant valuation model for
cross-listed firms reporting under US GAAP. The residual income model is
well specified, whereas the estimated parameters of the earnings capitaliza-
tion and book value models indicate misspecification.

7. The harmonization process in the European Union:

The fourth and seventh directives

One of the fundamental objectives of the European Union is the freedom
of establishment for firms and the free movement of capital, which re-
quires a common environment under which firms conduct their business.
Accounting legislation has also been part of the company law harmoniza-
tion program, which provided a framework and a set of minimum require-
ments that member states should implement.

Similarly to the legislation in many other fields, financial markets and
disclosure have normally been regulated by directives. After adoption, which
is the result of a usually lengthy process that involves the European Commis-
sion, the European Parliament, and the Council of Ministers of the member
states, a directive commits member states to incorporate the provisions in
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the directive into national law within a certain period. Another legislative
instrument is a regulation that is directly effective without requiring the
transposition into national law. While it had not been generally used to
regulate financial disclosure, this instrument gained popularity when im-
portant regulatory actions were enacted by regulations, notably the require-
ment in Regulation 1606/2002 that listed corporations use IAS/IFRS in
their consolidated statements.

The Fourth Directive, enacted in 1978, and the Seventh Directive,
enacted in 1983, were the most influential acts in the European Union
relative to financial reporting. The Fourth Directive dealt with the accounts
of limited liability companies, whereas the Seventh Directive contained
rules for consolidated statements. Both Directives propelled significant
changes in company legislation in the European member states.

The Fourth Directive specified “true and fair view” as an overriding
principle of financial reporting and defined the format and measurement
of balance sheets and income statements.

The Seventh Directive addressed issues associated with consolidation.
It set forth requirements for consolidation and applied the true and fair
view to consolidated financial statements.

The Directives addressing financial disclosure generated several major
achievements in harmonization. For example, they achieved some conver-
gence in the objectives of financial reporting (“the true and fair view”) and
auditing in general. Consolidated financial statements were introduced in
several member states that had not previously required them and the
consolidation methods of those states that already required consolidated
statements converged. The Directives also reached a compromise between
the different legal approaches found in the member states, most notably
the legalistic approach, as in Germany, and the common law approach, as
in the United Kingdom.

The objective of the Directives was to harmonize financial disclosure,
that is, to reduce the number of differences in accounting standards, across
the European Union member states. However, harmonization did not re-
quire that the same rules be applied in all member states, but that the
prevailing rules were compatible with those in other member states. The
Directives included in fact optional rules. The Fourth Directive, for in-
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stance, included some 60 and the Seventh Directive some 50 options.
There were dozens of provisions in the Fourth Directive that began with
such expressions as “member states may require or permit companies to…”.
They represent various accounting methods followed in the member states,
such as for valuation bases (cost or fair value) and accounting for good-
will. Even in the area of the disclosure layout, which was a major element
regulated by the Directives, there were various forms for the presenta-
tion of the balance sheet and the income statement. There was no require-
ment to draw up a cash flow statement, and segment reporting required
only the breakdown of sales with respect to business and geographical seg-
ments. Therefore, the enacted accounting rules in the member states con-
tinued to be quite different and the accounting practices were even more
different.

The exact effects of the Fourth and Seventh Directives on a particular
country depended upon the laws passed by national legislatures. Given this
flexibility, the effects of the accounting Directives differed from country to
country.

A comparison of the detailed rules governing financial disclosure across
European countries shows that diversity persisted (d’Arcy and Ordelheide,
2001). A simulation by Simmonds and Aziéres (1989) of a hypothetical
company’s reported income under different countries’ accounting stand-
ards in 1989 shows that the reported net income ranges from some 20 to
200 million ECU (European Currency Unit, a predecessor to the Euro),
with the average around 130 to 150 million ECU.

In the same vein, the study by Bae, Tan and Welker (2008) provides a
clear picture of the differences in accounting standards across European
countries. They identify differences between domestic standards and IAS/
IFRS, which are used as a benchmark, on 21 accounting rules for a sample
of 49 countries. For the European countries, the number of accounting
rules that they find to vary with respect to IFRS range from just one, in the
case of the United Kingdom and Ireland, to 18 for Luxemburg.

In the accounting literature, most of the discussion on the European
Directives has been normative and has focused on the desirability of the
changes (Walton 1992), on alternate approaches to integrating capital market
(Wilson 1991) and on the potential definitions of abstract concepts such
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as “true and fair view” (Alexander 1993, Walton 1993, Ordelheide 1993,
Burlaud 1993, Van Hulle and Leuven 1993). Other studies have empiri-
cally analysed the effects of these Directives, but only in terms of a reduc-
tion in the variability of accounting practices within countries (Walton
1992, Emenyonu and Gray 1992). Empirical research on the capital mar-
ket effects of the European Directives is therefore very scarce.

Joos and Lang (1994) provide the first empirical analysis of the im-
pact of the European Directives on capital markets. They investigate the
market impact of accounting harmonization across France, Germany and
the UK by comparing different financial ratios and stock market valuations
of accounting data in the period before and after the implementation of
the Directives.

The effect of diversity in measurement practices across countries is
evaluated either on the basis of convergence in accounting-based measure
of profitability – return of equity (ROE) – and price multiples – earn-
ings /price ratio (E/P) and book-to-market ratio (B/M) –, or by assessing
the degree of association between accounting data – earnings and book
value – and stock prices. The strength of the association, as measured by
the R-squares, provides insight into the value relevance of the accounting
measures.

Because part of the decision to move EU accounting methods closer to
those for the UK is based on the alleged superior value relevance of the UK
accounting principles, Joos and Lang expect to see stronger association
between earnings and returns for Germany and France in the post-directive
period. Moreover, as the Directives reduced differences across countries,
they expect convergence in the R-squares during the post-directive period,
with Germany and France moving toward the UK.

Results, however, do not provide any evidence that measurement prac-
tices in the UK result in accounting data with a higher association with
share price, which is inconsistent with the arguments underlying the de-
cision to move EU accounting requirements toward those in the UK. Nei-
ther do they find evidence of significant convergence in R-square during
the post-directives period. Given the similarity of the underlying econo-
mies, Joos and Lang attribute this finding to the flexibilities still allowed
by the Directives in adopting different accounting approaches, which left
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substantial differences in accounting among Germany, France and the UK.
As mentioned, while the Directives required those financial statements to
reflect the “true and fair value”, their more specific requirements, particu-
larly on measurement issues, left discretion to member states, thus lead-
ing some commentators (Alexander and Archer 1991; Walton 1992) to
speculate that the changes may have represented more form than substance.

This led Joos and Lang to conclude that, “to the extent that compar-
able measurement of net income and shareholders’ equity is perceived as
important, additional attempts at integration may be merited”.

Ding et al. (2007) also investigate European cross-country differences
in domestic accounting standards by using IAS/IFRS as a benchmark. They
show that dissimilarities vary according to the importance of country eq-
uity markets. In fact, differences are larger in countries with less developed
capital markets, where banks supply most of the capital needs of business
and have direct access to company information. On the contrary, differ-
ences are smaller for countries with more-developed capital markets, where
firms receive most of their financing from small shareholders, who rely on
public information for their decisions.

In conclusion, the research on European cross-country differences in
domestic accounting standards after the Fourth and Seventh Directives
shows that their implementation has been widely affected by the overall
institutional setting, including the legal and political system of the coun-
try. Research has therefore provided useful insight into the difficulties re-
lated to the purpose of the Directives to unify the conceptual framework of
financial reporting in the European Union. An additional attempt in this
direction has been represented by the European Union Regulation No.
1606/2002, which has standardized accounting standards by mandating
IAS/IFRS for all European listed companies from 2005 on.
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Chapter 3

The IAS/IFRS Adoption in the European Union

1. Introduction

One of the main concerns of Regulators is over the “fairness” of capital
markets, which should avoid adversities and inequalities for investors stem-
ming from informational deficiencies. From this perspective, financial re-
porting is expected by regulators to play a fundamental role in reducing
information asymmetries.

Good financial reporting provides a favourable climate for capital
markets because of its effect on the perceived fairness of such markets.
Investors are more willing to invest funds in markets if there is greater
disclosure and less risk of fraud or misrepresentation about the productive
opportunities of the firm issuing securities. The subsequent marketability
of securities is also a function of the perceived fairness of capital markets. If
capital markets are efficient with respect to a rich, comprehensive informa-
tion system, investors are less concerned about information asymmetries at
the time they buy and sell their securities and are more willing to invest.

On the contrary, information asymmetries negatively affect capital mar-
kets with damages for economic growth, job creation and personal wealth.

Good accounting, in which markets have confidence, is a fundamen-
tal 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 the underlying economic reality.

Worldwide disparities in accounting requirements 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 state-
ments when setting national accounting standards. As mentioned previ-
ously, some countries, such as the US, have developed accounting require-
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ments that focus more on shareholders and are based on fair value account-
ing. Conversely, in Europe, the Fourth and Seventh Directives have pro-
vided an accounting system that focuses more on debt holders and places
greater emphasis on creditor protection. Under such Directives, account-
ing relies upon the historical recoverable cost criterion and mandates that
prudence prevails over accrual. Furthermore, since the member states kept
substantial flexibility in adopting provisions complying with the Direc-
tives into national law, a variety of domestic factors, such as tax-based in-
centives for accounting method choice, the desire to reduce trade unions’
demands for higher wages, or shareholder demands for higher dividends,
have influenced accounting method choices.

Although the purpose of the European Directives was to unify the
framework of financial reporting in the European Union, research has shown
that they did not achieve such a goal. As a consequence, many commenta-
tors questioned the real harmonising effect of the Directives on measure-
ment practices and called for further integration in financial reporting.

2. European Regulation 1606/2002

One important step in the modernization process of the accounting model
in Europe is represented by the European Parliament and Council Regula-
tion No. 1606, 19 July 2002 (in appendix).

According to this Regulation, the Fourth and Seventh European Direc-
tives, on which domestic GAAP are based in Europe,

[…] cannot ensure the high level of transparency and comparability of financial
reporting from all publicly traded Community companies which is a necessary
condition for building an integrated capital market which operates effectively,
smoothly and efficiently. It is therefore necessary to supplement the legal frame-
work applicable to publicly traded companies.

For this reason, “publicly traded companies must be required to apply a
single set of high quality international accounting standards for the prepa-
ration of their consolidated financial statements”.
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As a consequence of Regulation 1606/2002, for each financial year
starting on or after 1 January 2005, companies governed by the law of a
member state must 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 on a
regulated market of any member state. The Regulator has also provided an
option for member states to permit or require the application of interna-
tional accounting standards in the preparation of annual accounts and to
permit or require their application by unlisted companies.

The appendix reports the state of IAS/IFRS implementation by the
European Union member states at the date of February 2012.

The international accounting standards which the Regulation 1606/
2002 refers to are the International Accounting Standards IAS/IFRS. Art. 2
states that

[…] for the purpose of this Regulation “international accounting standards” shall
mean International Accounting Standards (IAS), International Financial Report-
ing Standards (IFRS) and related Interpretations (SIC-IFRIC interpretations),
subsequent amendments to those standards and related interpretations, future
standards and related interpretations issued or adopted by the International Ac-
counting Standards Board (IASB).

IAS were issued by the International Accounting Standard Committee
(IASC), predecessor of the International Accounting Standard Board (IASB)
until 2000, while IFRS are issued by the IASB.

As the explicit purpose of Regulation 1606/2012 is to ensure a high
degree of transparency and comparability of financial statements, requir-
ing IAS/IFRS for financial reporting involves that such standards are deemed
to both provide a high degree of transparency in financial statements and
to ensure a high degree of comparability among financial statements of
firms from different countries that previously used domestic GAAP based
on the European Directives. Quality and comparability of financial report-
ing are therefore expected to improve after the IAS/IFRS adoption.

As stated by Regulation 1606/2002, the final goal of adopting IAS/
IFRS in the European Union is to ensure an effective and efficient func-
tioning of the capital market. A higher level of transparency in financial
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reporting should lower the estimation risk premium which arises from in-
formation asymmetries and, as a result, the firm’s cost of capital. By en-
hancing comparability, the IAS/IFRS adoption at the European level should
also reduce cross-country differences in the cost of capital and, therefore,
foster an equal footing competition for financial resources among firms.

The IASB’s approach to financial reporting is much closer to the US
regulation than to the Fourth and Seventh Directives. The IASB focuses
more on equity investors and conceives financial reporting in a more dyna-
mic way, whereas the Directives have been concerned with the protection
of debt holders and mandated more conservative evaluation methods. Under
the Directives, prudence prevails over accrual and historical cost is the ba-
sic criterion for financial reporting.

As Mr. Tweedie clarified,

[…] the IASB and partner standard setters are tackling some of the fundamental
challenges facing accounting today in order to make the accounting model rel-
evant. For too long, earnings have been smoothed in an effort to show investors a
steady upward trajectory of profits. While this approach provides a simple and
understandable model, it simply is not consistent with reality. Publicly traded
companies are complex entities, engaged in a wide range of activities and subject
to different market pressures and fluctuations. Accounting should reflect these
fluctuations and risks. The focus on providing a steady stream of earnings only
distorts the picture and encourages practices that run counter to the aims of pro-
viding 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 therefore may become more volatile. However, hiding the truth from in-
vestors will only make the shocks that markets receive more severe.

The implication of this transformation in accounting is great. Assets and liabili-
ties, 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 liabili-
ties from balance sheets through transactions that may obscure the economic sub-
stance of the company’s financial position. 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. Companies 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.
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The IASB’s “Conceptual Framework for Financial Reporting” explains that

[…] information about a reporting entity’s financial performance helps users to
understand the return that the entity has produced on its economic resources.
Information about the return the entity has produced provides an indication of
how well management has discharged its responsibilities to make efficient and
effective use of the reporting entity’s resources. Information about the variability
and components of that return also is important, especially in assessing the un-
certainty of future cash flows. Information about a reporting entity’s past finan-
cial performance and how its management discharged its responsibilities usually
is helpful in predicting the entity’s future returns on its economic resources (IASB
OB 16).

Moreover, the Framework states that

[…] information about a reporting entity’s financial performance during a period,
reflected by changes in its economic resources and claims other than by obtaining
additional resources directly from investors and creditors, is useful in assessing the
entity’s past and future ability to generate net cash inflows. That information
indicates the extent to which the reporting entity has increased its available eco-
nomic resources, and thus its capacity for generating net cash inflows through its
operations rather than by obtaining additional resources directly from investors
and creditors (IASB OB 18).

Information about a reporting entity’s financial performance during a period also
may indicate the extent to which events such as changes in market prices or inter-
est rates have increased or decreased the entity’s economic resources and claims,
thereby affecting the entity’s ability to generate net cash inflows (IASB OB 19).

Information about a reporting entity’s cash flows during a period also helps users
to assess the entity’s ability to generate future net cash inflows. It indicates how
the reporting entity obtains and spends cash, including information about its
borrowing and repayment of debt, cash dividends or other cash distributions to
investors, and other factors that may affect the entity’s liquidity or solvency. Infor-
mation about cash flows helps users understand a reporting entity’s operations,
evaluate its financing and investing activities, assess its liquidity or solvency, and
interpret other information about financial performance (IASB OB 20).

In order to meet such commitments, the IASB requires a fuller disclosure
than the European Directives. The IASB has in fact adopted the approach
of forcing to write and explain everything or, as Mr. Tweede stated, “to tell
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it like it is”. The entire liability, for instance, has to be on the balance sheet;
all the companies controlled, even when they carry out different activities,
have 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, while domestic GAAP are char-
acterized by income smoothing through its delayed and gradual recogni-
tion, IAS/IFRS are likely to reflect the effects of economic events in a more
timely, even though volatile, manner.

The choice of fair value accounting by the IASB must also be consid-
ered in this perspective. Fair value accounting is expected to provide inves-
tors with useful information to predict the capacity of firms to generate
cash flow from the existing resource base. Fair value should therefore play a
key role in reducing the informative asymmetry between firms and inves-
tors, thus leading to a lower cost of capital for firms.

By adopting fair value accounting, the concept of income changes
from income produced to mixed income, which also includes potential
revenues. The concept of net capital is divested of its strictly juridical con-
notation and takes a more economic meaning. The introduction of fair
value in fact makes net capital converge toward its market value.

Fuller accounting policies and explanatory notes are also expected to
play a key role in reducing information asymmetries and improving firm
value. For instance, IAS 36 “Impairment of assets” includes, among the
information to be provided for each class of assets, the amount of impair-
ment losses recognised or reversed, the recoverable amounts, the values in
use and the discounting rate used in their estimation. In any case, financial
statement users have to be provided with information concerning the evalu-
ation models being used, which are otherwise handled within the company
and kept strictly confidential. 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 uncer-
tainties about the amount or timing of the resulting outflows. The dis-
closure required by IFRS 7 “Financial instruments: disclosures” with re-
gard to the financial instruments appears to be even more detailed. It consists
of a considerable supply of information which ranges from basic issues
such as the amount, the nature and general conditions of each financial
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instrument, up to information fair value and on risk management policies,
especially with regard to interest rate and credit risk. IAS 14 “Segment
reporting” establishes principles for reporting financial information by seg-
ment, i. e. information about the different types of products 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
previously used exclusively for management control purposes must now be
given to the market in order to reduce information asymmetries.

3. The IAS/IFRS endorsement process in the European Union

With the adoption of IAS/IFRS for (at least) all listed firms, the European
Union has in substance delegated the development of accounting stand-
ards to an international private standard setter over which it has no con-
trol. This is a remarkable move because it contrasts with the previous pat-
tern of accounting standard setting, whose domain was that of political
interest groups that did not want to lose influence. As outlined by Benston
et al. (2006), a loss of control of accounting standard setting seems una-
voidable if internationally developed standards are desired. Nevertheless,
many critics were concerned about the loss of power of setting accounting
standards and also questioned whether the delegation of standard setting
to the IASB was lawful under the European Union’s Treaties.

To address these concerns, Regulation 1606/2002 contains an endorse-
ment mechanism that would guarantee that IAS/IFRS are adopted only
provided that they conform with the “true and fair view” that is dominant
in the European Directives, they are conducive to the European public
good (which is not however elaborated on), and they meet the criteria of
understandability, relevance, reliability, and comparability. All the IAS/IFRS
must be evaluated along these lines before they are endorsed. Art. 3 of
Regulation 1606/2002 states in fact that
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[…] the Commission shall decide on the applicability within the Community of
international accounting standards. The international accounting standards can
only be adopted 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
conducive to the European public good and they meet the criteria of understand-
ability, relevance, reliability and comparability required of the financial information
needed for making economic decisions and assessing the stewardship of manage-
ment.

The endorsement process involves many institutions and committees at
the European level. Figure 1 describes the IAS/IFRS endorsement process
in the European Union.

Figure 1: The IAS/IFRS endorsement process in the European Union.

 
 

IASB 

EFRAG 

Interest groups 

 
European 

Commission 

ARC 
Accounting 
Regulatory 
Committee 

 
European 
Parliament 

 
Council 

The IASB (The International Accounting Standards Board) issues a standard.
The European Financial Advisory Group (EFRAG) and the Account-

ing Regulatory Committee (ARC) have been established to help the Com-
mission make the endorsement decision. EFRAG is a technical expert com-
mittee designed to provide technical assessment of IAS/IFRS in the European
context and contribute to the work of the IASB on a proactive basis.

EFRAG holds consultations with interest groups and then delivers its
advice to the Commission on whether the standard meets the criteria of
endorsement. EFRAG also prepares in cooperation with the Commission
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a study on the potential economic effects of a given standard’s application
in the European Union.

Based on the advice of EFRAG, the Commission prepares a draft en-
dorsement Regulation. The adoption of the Regulation follows a regulatory
comitology procedure with scrutiny. First of all, ARC votes on the Com-
mission proposal. ARC is composed of representatives from member states,
hence it represents the political level in the endorsement process. It makes
decisions on a qualified majority rule.

If the ARC’s vote is favourable, which is the case for the vast majority
of the standards to be endorsed, the European Parliament and the Council
of the European Union have 3 months to oppose the adoption of the draft
Regulation by the Commission. If the European Parliament and the Council
give their favourable opinion on the adoption or the 3 months elapse with-
out opposition from their side, the Commission adopts the draft Regula-
tion. After adoption, it is published in the Official Journal and enters into
force on the day defined in the Regulation itself.

4. The effects of the IAS/IFRS adoption on accounting quality

As discussed above, previous research has documented the persistence of a
wide range of cross-country differences in domestic accounting standards
under the Fourth and Seventh Directives. An additional attempt at inte-
gration has therefore been represented by the European Union Regulation
No. 1606/2002, which has mandated IAS/IFRS for all European compa-
nies listed on European markets from 2005 onwards.

According to Regulation 1606/2002, the IAS/IFRS adoption should
ensure a high degree of transparency in financial reporting.

Several studies have provided early evidence supporting this expectation.
Barth et al. (2008), for instance, compare domestic standards and IAS/IFRS
across 21 countries and document that firms applying IAS/IFRS exhibit less
earnings management, more timely loss recognition, and more value relevant
accounting measures. Similar results are reported by Bartov et al. (2005)
and Gassen and Sellhorn (2006) for a single country: Germany. Bartov et al.
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(2005) show that IAS/IFRS earnings are more value relevant than domestic
GAAP, while Gassen and Sellhorn (2006) find that IAS/IFRS earnings are
more persistent and conditionally conservative.

Ashbaugh and Pincus (2001) also document a reduction in analysts’
forecast errors after the IAS/IFRS adoption, which is attributed to IAS/
IFRS providing more predictable measures. Along the same line, Daske
and Gebhardt (2006) show an increase in disclosure quality under IAS/
IFRS in Austria, Germany, and Switzerland in the period prior to the man-
datory adoption in 2005.

When interpreting the results of the above-mentioned studies it must,
however, be taken into account that they refer to voluntary adoption of
IAS/IFRS, which might be the result of corporate incentives to increase
transparency.

Ashbaugh (2001), for instance, documents that the decision to report
under IAS/IFRS is positively related to corporate size, the number of for-
eign equity markets on which the firm’s shares are traded, and the addi-
tional issuance of equity shares. Similar findings are reported by Cuijpers
and Buijink (2005) and Gassen and Sellhorn (2006). For a sample of Euro-
pean non-financial firms voluntarily adopting IAS/IFRS, Cuijpers and
Buijink (2005) document that foreign listing and geographical dispersion
of operations are important drivers. Gassen and Sellhorn (2006) also show
that size, international exposure, dispersion of ownership and IPOs are
important determinants of voluntary IAS/IFRS adoption by publicly traded
German firms.

Overall, these studies suggest that companies voluntarily shifting to
IAS/IFRS have had incentives to improve transparency and the quality of
financial reporting. Along the same line, Covrig, Defond, and Hung (2007)
document that foreign mutual fund ownership is significantly higher among
IAS/IFRS adopters, which suggest a voluntary switch to IAS/IFRS aimed
at attracting foreign investors by providing them with both more informa-
tion and information that is more familiar to them.

Since the same incentives are not likely to be found when IAS/IFRS
adoption is mandatory, results referring to voluntary shifts may not extra-
polate to mandatory adoption cases. Christensen et al. (2008), for instance,
provide evidence consistent with this view. They investigate voluntary and
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mandatory shifts to IAS/IFRS in Germany, where firms were allowed to
switch to IAS/IFRS prior to 2005, and find that voluntary adoption is
associated with an increase in accounting quality, whereas such an improve-
ment is not observed in the case of mandatory shifts. Their findings there-
fore suggest that high quality accounting standards such as IAS/IFRS do
not necessarily lead to higher quality accounting, at least when firms do
not perceive net benefits from IAS/IFRS adoption.

This evidence is in line with Daske et al. (2012) who also find that
changes in firms’ reporting incentives play a significant role in the commit-
ment to increased disclosure for firms voluntarily adopting IAS/IFRS. Daske
et al. consider differences between entities which are “serious” IAS/IFRS
adopters versus those which only seek to use the IAS/IFRS “label”, where
seriousness is defined in terms of commitment to financial reporting trans-
parency. They find that serious adopters experience significantly stronger,
i. e. favourable, effects on the cost of capital and market liquidity than label
adopters.

Such findings have brought many researchers and observers to the
conclusion that the IAS/IFRS adoption per se would not necessarily im-
prove financial reporting and to question the effectiveness of the manda-
tory IAS/IFRS adoption on financial reporting quality.

The IAS/IFRS adoption by European companies required by Regula-
tion 1606/2002 has therefore represented an extraordinary event for empi-
rical research, which could investigate the effects of the mandatory IAS/
IFRS adoption in Europe.

Early evidence on stock market perception of the economic conse-
quences of the IAS/IFRS mandatory adoption in Europe shows that equity
investors perceived the benefits of their adoption.

Comprix et al. (2003), for instance, identify 11 dates between 2000 and
2002 that signal the likelihood or the timing of the IAS/IFRS adoption in
the European Union and find that the stock market reacted positively to
news that increased the likelihood of the IAS/IFRS adoption. Armstrong et
al. (2010) also investigate the European stock market reactions to 16 events
associated with the adoption of IAS/IFRS in Europe, such as the European
Parliament Resolution requiring all EU listed companies to use IAS/IFRS,
or the endorsement of all IAS/IFRS except for IAS 32 and 39, or the IAS 39
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endorsement with carved out provisions. They find that the stock market
reaction was significantly positive (negative) in reaction to events that in-
creased (decreased) the likelihood of the adoption, and that the reaction was
stronger for firms that did not cross-list in the United States.

In contrast to the three-day window test in Armstrong et al., Pae et al.
(2008) focus on the reduction of Tobin’s Q associated with agency costs in
a long-window test over the period when the European Union moved to
IAS/IFRS. They find that from 1999 to 2003 Tobin’s Q increased more
for European firms that were not listed in the United States, were family-
controlled and had low analyst following. Pae et al. attribute these findings
to the announcements of IAS/IFRS adoption in the European Union, which
lead to expectations of reduced future agency costs.

Several studies have focused on the effects of mandating IAS/IFRS in
different countries contemporarily.

Aubert and Grudnitski (2011), for instance, investigate the IAS/IFRS
impact on the European Union by considering 13 countries and 20 indus-
tries at the same time, but fail to document a statistically significant in-
crease in the value relevance of accounting information after the IAS/IFRS
adoption.

Other studies have highlighted the role of the firm environment in
determining the impact of mandatory IAS/IFRS adoption. Daske et al.
(2008), for instance, examine the mandatory IAS/IFRS adoption not only
in Europe, but worldwide. They analyse the effects of adopting IAS/IFRS
in 26 countries on market liquidity, cost of capital and Tobin’s Q and find
an increase in market liquidity around the time of the IAS/IFRS adop-
tion. They also document a decrease in firms’ cost of equity and an in-
crease in equity valuation, but only if prior effects to the adoption date
are accounted for. Taken as a whole, their evidence suggests modest, but
economically significant capital market benefits around the IAS/IFRS man-
datory adoption. Such market benefits occurred, however, only in coun-
tries where firms had incentives to be transparent and where legal enforce-
ment was strong, thus suggesting that enforcement regimes and firms’
reporting incentives play a major role in capital market benefits from the
IAS/IFRS adoption. In the other countries, market liquidity and value in-
stead remained largely unchanged in the year of the mandatory adoption.
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In addition, capital market effects of the IAS/IFRS adoption were larger
for firms in countries with domestic standards of lower quality and dif-
fering more from IAS/IFRS.

Aharony et al. (2010) compare the value relevance of accounting in-
formation in 14 European countries in the year prior to and the year of the
mandatory adoption of the IAS/IFRS. They focus on three accounting
information items for which measurements under IAS/IFRS are likely to
differ considerably from measurements under domestic GAAP: goodwill,
research and development expenses (R & D), and asset revaluation. By us-
ing valuation models that include these three variables in addition to book
value of equity and earnings, Aharony et al. show that adopting IAS/IFRS
increases their value relevance to investors. They also report additional evi-
dence of cross-country differences in the incremental value relevance of
IAS/IFRS as investors benefited most from implementing IAS/IFRS for
such items in the European Union countries where local standards devi-
ated more from IAS/IFRS.

These results are in line with Byard et al. (2011) and Horton et al.
(2012), who also document the important roles of enforcement regimes
and firm-level reporting incentives in determining the impact of manda-
tory IAS/IFRS adoption. Byard et al. (2011) report a decrease in analysts’
absolute forecast errors and forecast dispersion, relative to a control sample
which voluntarily adopted IAS/IFRS at least two years prior to the manda-
tory adoption date, only for those mandatory adopters domiciled in coun-
tries with both strong enforcement regimes and domestic accounting stand-
ards that differ significantly from IAS/IFRS. Furthermore, for mandatory
adopters domiciled in countries with both weak enforcement regimes and
domestic accounting standards that differ significantly from IAS/IFRS, they
find that forecast errors and dispersion decreased more for firms with
stronger incentives for transparent financial reporting. Horton et al. (2012)
also find that after the mandatory IAS/IFRS adoption, consensus forecast
errors decreased for firms that mandatorily adopted IAS/IFRS relative to
forecast errors of other firms, even though the magnitude of the forecast
errors was associated with firm-specific differences between domestic GAAP
and IAS/IFRS.
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Beuselinck et al. (2010) also find that the mandatory IAS/IFRS adop-
tion had a significant and positive effect on information processing by
financial analysts, but this did not occur homogeneously across them.
Beuselinck et al. examine whether the mandatory IAS/IFRS adoption in
Europe reduced firm opacity and contributed to stock price informativeness.
Their findings document a V-shaped pattern in stock return synchronicity
around IAS/IFRS adoption, which is consistent with IAS/IFRS disclosures
revealing new firm-specific information in the adoption period (i. e. a re-
duction of synchronicity) and subsequently lowering the surprise of future
disclosures (i. e. an increase in synchronicity). Furthermore, findings show
that the mandatory IAS/IFRS adoption increased analyst ability to incor-
porate industry-level information into stock prices and reduced private
information advantage enjoyed by institutional owners. These effects were,
however, driven by firms domiciled in strong enforcement countries, which
suggests the importance of enforcement quality for the transparency effects
of IAS/IFRS.

Likewise, Barth et al. (2012) report that the adjustments to net in-
come resulting from the mandatory IAS/IFRS adoption in Europe are value
relevant, even though such value relevance is affected by differences in
institutional factors or domestic standards. Kvaal and Nobes (2010) find
significant evidence that pre-IAS/IFRS national practices continue where
this is allowed within IAS/IFRS, thus documenting the existence of na-
tional patterns of accounting within IAS/IFRS.

Finally, Macias and Muiño (2011) document that countries requiring
the use of local standards in separate financial statements exhibit a signifi-
cantly lower level of accounting quality, both prior to and following the
IFRS adoption, which suggests that these countries have domestic stand-
ards more oriented towards the satisfaction of regulatory needs rather than
towards those of investors.

Taken as a whole, these studies suggest that if, on the one hand, there
are arguments to support an improvement in accounting quality under IAS/
IFRS, on the other hand, there are also reasons to think that mandatory adop-
tion by itself is not sufficient to increase the quality of financial reporting.

Some studies have investigated the mandatory IAS/IFRS adoption in
individual countries, with the important advantage of reducing the omit-
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ted variables problem. These studies have however provided controversial
results. Some of them find that IAS/IFRS are more value relevant than
domestic GAAP, others find them to be otherwise, still others find no sig-
nificant difference between IAS/IFRS and domestic GAAP. As discussed
hereafter, such mixed results can be attributable to different levels of legal
enforcement and firm incentives in adopting IAS/IFRS.

Callao et al. (2007), for instance, examine the effect of adopting IAS/
IFRS on the usefulness of financial reporting in Spain by looking at two
of the key characteristics of usefulness, comparability and value relevance
of financial reporting. They test for differences in financial figures and
ratios calculated under both domestic GAAP and IFRS and find that value
relevance of financial reporting did not improve, whereas comparability
even worsened after the IAS/IFRS implementation.

Along the same line, Navarro–Garcia and Bastida (2010) surveyed
the financial statement preparers of Spanish listed firms to determine their
perception of the appropriateness of IAS/IFRS for decision making. Their
results confirm those of Callao et al., that is, IAS/IFRS are not considered
to be more appropriate than Spanish accounting standards. IAS/IFRS are
perceived to be of high quality, but complex and too flexible. In addition,
costs of compliance with the new standards outweigh the perceived bene-
fits, including enhanced international comparisons.

Horton and Serafeim (2010) examine the market reaction to and the
value relevance of IAS/IFRS reconciliation forms for firms listed on the
UK stock market. Findings show that consensus forecast errors are lower
for firms that mandatorily adopted IFRS compared to forecast errors of
other firms and that the improvement in the information environment is
driven both by information and comparability effects. Christensen et al.
(2007) investigate a similar setting, but focus on the effect of the IAS/IFRS
adoption on debt contracting. Using abnormal returns, they find signi-
ficant market reactions to IAS/IFRS reconciliation announcements, which
are more pronounced among firms facing greater likelihood and costs of
covenant violation. They also show that market reactions to reconciliation
forms are weaker for later announcements, consistently with the contractual
implication of technical changes to earnings which investors quickly learn
to predict.
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Gjerde et al. (2008) focus on IAS/IFRS restatements for firms listed
on the Oslo Stock Exchange and find mixed results. On the one hand,
their analysis provides little evidence of increased value relevance for IAS/
IFRS numbers when comparing and evaluating the two accounting sets
unconditionally. On the other hand, when evaluating the change in ac-
counting figures, the reconciliation adjustments are IAS/IFRS marginally
value relevant.

Iatridis and Rouvolis (2010) evaluate the value relevance of IAS/IFRS
financial statements for Greek listed firms documenting that IFRS-based
financial statement measures have higher value relevance than those pre-
pared under Greek GAAP. Their study also determines that firm size and
level of financing are positively associated with the provision of voluntary
disclosures.

Zeghal et al. (2012) focus on French companies and find that the
mandatory IAS/IFRS adoption is associated with a reduction in the earn-
ings management level. Moreover, the independence and the efficiency of
the board of directors, the existence of an independent audit committee,
the existence of block shareholders, the quality of the external audit and
the listing on foreign financial markets are important factors for IAS/IFRS
enforcement. In fact, the mandatory adoption of IAS/IFRS decreases the
earnings management level especially for companies with good corporate
governance and those depending on foreign financial markets.

Barth et al. (2008) argue that one explanation for such mixed findings
in individual country research is that firms adopting IAS/IFRS most likely
transitioned gradually, modifying accounting amounts based on domestic
standards in order to be closer to those based on IAS/IFRS. For example,
Hung and Subramanyan (2007) find few reconciling items related to earn-
ings management, such as hidden reserves, which is surprising because the
existence of such earnings management items has always been a common
concern with the application of German standards.

Clarkson et al. (2011) also highlight that some of the mixed results
could be driven by methodological issues, such as measurement errors in-
troduced by accounting standards.

Another explanation is that these studies differ in the effectiveness of
controls for incentives associated with a firm’s use of a particular set of
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accounting standards and effects of the economic environment. Several
studies have in fact shown that enforcement regimes and firms’ reporting
incentives play a major role for capital market benefits from the IAS/IFRS
adoption. As discussed above, Daske et al. (2008), Beuselinck et al. (2010),
Aharoni et al. (2010), Kvaal and Nobes (2010), Byard et al. (2011), Barth
et al. (2012) and Horton et al. (2012) show that accounting quality under
IAS/IFRS differs according to the enforcement regime. Atanassova (2008)
and Verriest (2010) also find that disclosure under IAS/IFRS is of higher
quality when firms have strong corporate governance, thus showing that
the firm-level corporate governance context can be an important determi-
nant of financial reporting quality.

As outlined by Soderstrom and Sun (2007), research shows that, in
general, accounting quality after the IAS/IFRS adoption is the result of
three factors: the quality of accounting standards, the country’s legal and
political system, and financial reporting incentives which, in turn, are ac-
tually driven by financial market development, capital structure, owner-
ship structure and tax system.

5. The effects of the IAS/IFRS adoption on comparability

of financial reporting

Comparability, together with relevance and reliability is a key qualitative
characteristic of accounting information. Comparable financial statements
are believed to facilitate investors’ resource allocation and investment de-
cisions.

As mentioned, the explicit purpose of Regulation 1606/2002 man-
dating IAS/IFRS in the European Union is to ensure a high degree of trans-
parency and comparability of financial statements and, hence, an efficient
functioning of capital markets. According to this regulation, the adoption
of IAS/IFRS within the community should provide not only a high degree
of transparency of financial statements per se, but also a high degree of
comparability of financial statements among different countries previously
using different accounting standards. In this sense, accounting standardiza-
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tion is expected to reduce possible errors in the market evaluation of Euro-
pean companies due to different accounting systems. The adoption of the
same accounting standard set within the European Union should improve
comparability and, in this way, eliminate accounting measurement errors
in pricing firms.

On the one hand, extant research has documented that spontaneous
harmonization within European “global players” was already in process
before the mandatory IAS/IFRS adoption. Companies competing in inter-
national markets had in fact entered a process of harmonization since the
1980s (Thorell and Whittington, 1994, Cañibano and Mora, 2000) inde-
pendently of the formal political process. Land and Lang (2003), for in-
stance, document an increase in comparability over time of accounting
data of firms from Australia, Canada, France, Germany, Japan, the United
Kingdom, and the United States.

On the other hand, research has pointed out that full convergence in
accounting is difficult to achieve, due to a number of both firm-specific
and country-specific factors ( Jaafar and McLeay, 2007). Several studies
have in fact shown that accounting quality depends not only on account-
ing standards, but also on firms’ incentives to issue high-quality financial
statements and on the level of legal enforcement.

The IAS/IFRS adoption in Europe has eliminated cross-country dif-
ferences in one of these elements, that is, accounting standards. In the
preparation of their consolidated financial statements, European listed
companies apply the same set of accounting standards. However, the same
degree of uniformity does not exist regarding countries’ institutional frame-
works and, as a consequence, regarding firms’ incentives to issue high-quality
financial reporting. Extant research has in fact provided evidence on the
differences between European countries in their level of protection of share-
holders’ rights, the strength of the system of legal enforcement, the level of
ownership concentration, the degree of financial and tax alignment, or the
importance of the equity market (e. g., Hung, 2001; La Porta et al. 2006,
La Porta et al. 1998). Moreover, it has documented the key role played by
these institutional characteristics in shaping accounting quality (e. g., Ali
and Hwang, 2000; Ball, Kothari, and Robin, 2000; Burgstahler, Hail, and
Leuz, 2006; Bushman and Piotroski, 2006).
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An attempt to investigate the capital market consequences of the IAS/
IFRS adoption in terms of financial statement comparability has been car-
ried out by DeFond et al. (2011). The idea behind their work is that if IAS/
IFRS increase comparability and reduce the cost of comparing financial
statements prepared under different GAAP, this should positively affect
US mutual fund holdings in foreign firms. DeFond et al. use two input-
based measures that look at the accounting standards adopted: the “GAAP
heterogeneity measure”, which captures the decrease in accounting stand-
ard heterogeneity in a given industry as a result of IAS/IFRS adoption, and
the “GAAP peer measure”, which is computed as the ratio of the number
of firms in a given industry using IAS/IFRS subsequent to their adoption
to the number of firms in the same industry applying local GAAP prior to
IAS/IFRS introduction. The authors find that the benefit of increased com-
parability, in terms of size of mutual fund investments, is higher for volun-
tary than for mandatory adopters. Furthermore, for the latter, discernible
effects of improved comparability only obtain in countries with serious
implementation processes.

Horton et al. (2012) find that consensus forecast errors decrease for
firms that mandatorily adopt IAS/IFRS and that the improvement in the
information environment is driven both by information and comparabil-
ity effects. They also show that the magnitude of the forecast errors de-
crease is associated with firm-specific differences between domestic GAAP
and IFRS.

Using a sample of 17 European countries and three proxies to measure
comparability (i. e., the similarity of accounting functions that translate
economic events into accounting data, the degree of information transfer,
and the similarity of the information content of earnings and book value),
Yip and Young (2012) also provide evidence of increased accounting com-
parability following IAS/IFRS adoption.

Based on a sample of UK firms, which already had domestic standards
similar to IAS/IFRS, Brochet et al. (2012) document a decrease in infor-
mation asymmetries, as measured by abnormal returns, following the in-
troduction of IAS/IFRS. They link this positive capital market consequence
to firm-level changes in comparability and interpret it as evidence for an
increase in accounting comparability. Likewise, Wang (2011) finds that
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mandatory adopters experience a significant increase in market reactions
to earnings announcements compared to pre-mandatory adoption. Since
this increase is not observed for non-adopters, they interpret it as indica-
tive of IAS/IFRS increasing comparability.

Liao et al. (2012) focus on cross-country comparability of IAS/IFRS
financial reporting by investigating the valuation usefulness of earnings and
book values in France and Germany after the IAS/IFRS mandatory adop-
tion. To assess comparability they use accounting-based valuation models as
under the efficient hypothesis that a dollar of reported book value and
earning should be priced equivalently by investors if the accounting measure
reflects the same underlying economic value. Their study focuses on France
and Germany because they represent the European Union’s major econo-
mies and largest capital markets, suggesting therefore efficient equity mar-
kets. Moreover, they have similar social-economic institutions, which, as
prior research indicates, affect a firm’s accounting measures (Alford et al.
1993, Ball et al. 2000). Findings document that French and German IAS/
IFRS earnings and book values are comparable in the year subsequent to
IAS/IFRS adoption, but become less comparable in the years that follow as
over time managers tend to implement IAS/IFRS differently.

De Franco et al. (2011) propose a measure of financial statement
comparability which reflects the idea that, if the same economic events are
accounted for homogeneously by two firms, the two firms should have
comparable accounting systems. Empirically, the authors proxy for eco-
nomic events and the output of financial statements using stock returns
and earnings, respectively: the more similar the mapping between earnings
and returns across firms, the more comparable the accounting systems.
Findings show that their measure is positively related to analyst following
and forecast accuracy and negatively related to analysts’ dispersion in earn-
ings forecasts, which suggests that financial statement comparability low-
ers the cost of acquiring information and increases the overall quantity and
quality of information available to analysts.

Several studies have used measures based on de Franco et al. in order
to test the effect of the mandatory IAS/IFRS adoption on comparability
(Lang et al. 2010, André et al. 2012, Barth et al. 2012, Cascino and Gassen
2012). These studies have provided mixed results, but all have suggested
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that, as seen for accounting quality, the effect of mandatory IAS/IFRS adop-
tion on financial statement comparability is affected by legal enforcement
and firm incentives.

Cascino and Gassen (2012), for instance, have focused on cross-country
comparability and find that the overall effect of mandating IAS/IFRS is
marginal. Findings show in fact that firm-, region-, and country-level incen-
tives systematically shape accounting compliance and that only firms with
high compliance incentives experience substantial increases in comparability.
Likewise, Lang et al. (2010) examine comparability in a cross-country
setting, with many country-level legal and institutional control variables,
and find that the mandatory adoption of IAS/IFRS increases earnings co-
movement, but does not increase true cross-country comparability.

André et al. (2012) focus on cross-industry comparability and find
significant convergence in firms’ accounting practices in Europe following
the IAS/IFRS adoption, even though comparability do not improve with
IAS/IFRS familiarity. Furthermore, they find that analysts’ forecasts errors
decline as comparability increases, thus suggesting that comparability in-
creases the usefulness of accounting information and facilitates investors in
valuing firms more accurately.

Barth et al. (2012) investigate, instead, whether the adoption of IAS/
IFRS by non-US firms increases the comparability of accounting informa-
tion with respect to US firms applying US GAAP and find that, after the
IAS/IFRS adoption, IAS/IFRS and US GAAP firms exhibited higher value
relevance comparability, although some differences still persisted.

Finally, Kim et al. (2012) develop an empirical measure of compara-
bility, designed to capture comparability benefits from the perspective of
debt holders, based on the within-industry variability of Moody’s adjust-
ments to firms’ reported accounting numbers, and report benefits of com-
parability to debt market participants.

In conclusion, the literature on the effects of the mandatory IAS/IFRS
adoption on comparability has shown that the switch to IAS/IFRS is not
a condition per se to improve comparability across firms as legal enforce-
ment and firm incentives play a key role. Therefore, as accounting qual-
ity is a function of the firms’ overall institutional settings, including the
legal and the political system of the country in which firms reside, cross-
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country differences in accounting quality are likely to remain even after
accounting standardization through the IAS/IFRS adoption in all the Euro-
pean countries.
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Chapter 4

The Effect of Accounting Disclosure

on the Firm’s Cost of Capital

1.  Introduction

The link between accounting information and the firm’s cost of capital is
one of the most fundamental issues in accounting and standard setters and
regulators often refer to it.

Art. 1 of Regulation 1606/2002 states that its objective is “the adop-
tion of international accounting standards with the view to […] ensure
a high degree of transparency and comparability of financial statements
and hence an efficient functioning of the […] capital market”. As a re-
sult, one of the expected effects of the IAS/IFRS implementation in
Europe is a reduction in the firm’s cost of capital. A higher level of trans-
parency in financial reporting should lower the estimation risk premium
which arises in case of information asymmetries and, therefore, the firm’s
cost of capital.

As claimed by Neel Foster (2003), former member of the Financial
Accounting Standards Board (FASB), “more information always equates to
less uncertainty. In the context of financial information, the end result is
that better disclosure results in a lower cost of capital”.

The IAS/IFRS adoption in the European Union is also expected,
through accounting standardization, to reduce possible errors in cross-coun-
try comparison of European companies due to different accounting sys-
tems. The adoption of the same accounting standard set within the Euro-
pean Union should improve comparability and, in this way, eliminate
accounting measurement errors in pricing firms. As a result, the IAS/IFRS
adoption at the European level is also expected to reduce cross-country
differences in the cost of capital. If this is the case, the Regulator’s intent of
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fostering an equal footing competition for financial resources among firms
can be considered as reached.

Several studies have investigated the link between disclosure and the
firm’s cost of capital. Different from research which focuses on the useful-
ness of financial information to investors, these studies investigate the di-
rect effects of accounting changes on firms.

2. Cost of capital and accounting information

While the claim that better disclosure results in lower cost of capital has
intuitive appeal, there is little theoretical work on the hypothesized link.

In general, the economic theory underlying empirical studies on the
relationship between accounting information and the cost of capital can be
outlined as follows. Information asymmetries create costs by introducing
adverse selection into transactions between buyers and sellers of firm shares.
In real institutional settings, adverse selection typically manifests in reduced
levels of liquidity for firm shares (Copeland and Galai 1983, Kyle 1985,
Glosten and Milgrom 1985). To overcome the reluctance of potential in-
vestors to hold firm shares in illiquid markets, firms must issue capital at a
discount. Discounting results in fewer proceeds to the firm and, hence, in
a higher cost of capital.

A commitment to an increased level of disclosure reduces the possibil-
ity of information asymmetries arising either between the firm and its share-
holders or among potential buyers and sellers of firm shares. This, in turn,
should reduce the discount at which firm shares are sold, thus lowering
the cost of issuing capital (Diamond and Verrecchia 1991, Baiman and
Verrecchia 1996).

With regard to the notion of “increased levels of disclosure”, the theory
is sufficiently broad so as to allow either an increase in the quantity of
disclosure or an increase in the quality of disclosure, or both. In addition,
the theory makes no distinction as to how the information asymmetries
arise (e.g. between a firm and its shareholders, among potential buyers and
sellers of firm shares). The only requirement is that information asymmetries
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manifest themselves as a higher premium in the price at which trades are
executed.

Different studies have provided theoretical links between accounting
information and the cost of capital arising from information asymmetry.

Some of them suggest an indirect link between disclosure and firms’
cost of capital based on market liquidity and adverse selection in the sec-
ondary market. Grossman and Stiglitz (1980), for instance, provide a model
of information acquisition for risky investments, where an uninformed
investor will buy information as long as the marginal benefit of doing so
equals the marginal cost. Because investors demand a higher cost of capital
to compensate for costly information acquisition, cost of capital will be
lower if there is information about firm value available at little or no cost.
Since accounting information is universally available at little or no cost,
the Grossman and Stiglitz model suggests that the more informative ac-
counting information is, the lower the cost of information acquisition will
be. As a result, there will be more informed traders, less information asym-
metry and lower cost of capital.

Easley and O’Hara (2004) develop an asset pricing model in which both
public and private information affect asset returns. In their model, private
information about a firm’s future cash flows increases the risk to uninformed
investors of holding a firm’s stock because informed investors are better able
to shift their portfolio weights to incorporate new information. Through
their trades, the uninformed traders charge a risk premium to reflect their
information disadvantage. Thus, the equilibrium price is lower if informa-
tion asymmetry between the informed and uninformed traders is higher.

Some other studies explain the link between accounting information
and cost of capital in terms of risk associated with mis-estimation of firms’
return distribution parameters (Klein and Bawa 1976, Barry and Brown
1985, Coles and Loewenstein 1988, Clarkson and Thompson 1990, Handa
and Linn 1993, Jorgensen and Kirschenheiter 2007). A common feature of
these models is that the estimation risk associated with a firm’s payoff dis-
tribution is priced by investors. Therefore, higher accounting information
can lower a firm’s cost of capital if it reduces such an estimation risk.

Lambert et al. (2007) have generalized and extended prior works on
the estimation risk by examining whether and in what way accounting
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information about a firm manifests in its cost of capital. Their findings are
particularly important as they suggest that a firm’s beta factor is a function
of its information quality and disclosures.

Lambert et al. develop a model which is consistent with the Capital
Asset Pricing Model and demonstrate that the quality of accounting infor-
mation can influence the cost of capital, both directly and indirectly.

The direct effect occurs because higher quality accounting informa-
tion affects the market participants’ assessments of the distribution of fu-
ture cash flows. An indirect effect occurs because higher quality account-
ing information affects a firm’s real decisions, which – in turn – influences
its expected value and co-variances of firm cash flows.

In the direct effect category, Lambert et al. show that higher quality
information reduces both the assessed variance of a firm’s cash flows and
their covariance with other firms’ cash flows. This result builds on and
extends prior works on “estimation risk” in finance (Brown 1979, Barry
and Brown 1984 and 1985, Coles and Loewenstein 1988, and Coles et al.
1995). In this literature, information typically arises from a historical time
series of return observations. Barry and Brown and Coles et al., for in-
stance, compare two information environments, one with the same amount
of information (e. g., the same number of historical time series observa-
tions) available for all firms in the economy, and the other with more ob-
servations available just for one group of firms, showing that the betas of
the “high information” securities are lower than they would be in the equal
information case.

In the indirect effect category, Lambert et al. show that the quality of
accounting information influences the cost of capital through its effect on
a firm’s real decisions. Many papers in agency theory have suggested that
better financial reporting and/or corporate governance increases firm value
by reducing the amount that managers appropriate for themselves (e. g.,
La Porta et al., 1997; Lambert, 2001). Lambert et al. demonstrate that if
better information reduces the amount of firm cash flows that managers
appropriate for themselves, the improvements in disclosure not only in-
crease firm price, but also reduce firm cost of capital. Furthermore, they
demonstrate that information quality changes a firm’s real decisions, which
is likely to change the ratio of the expected future cash flows to the covariance
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of these cash flows with the sum of all the cash flows in the market, thus
influencing the firm’s cost of capital.

Finally, Lambert et al. show that increasing the quality of mandated
disclosures should in general move the cost of capital closer to the risk-free
rate for all firms in the economy. In addition to the effect of an individual
firm’s disclosures, there is also an externality from the disclosures of other
firms, which may provide a rationale for disclosure regulation.

Some studies have specifically focused on the relation between cost of
capital and conditional conservatism in accounting. Conditional conserva-
tism imposes stronger verification requirements for the recognition of eco-
nomic gains than economic losses, thus resulting in earnings that reflect
losses faster than gains. This is referred to the asymmetric timeliness of
earnings (Basu 1997).

Recent analytical work by Guay and Verrecchia (2007) and Suijs (2008)
demonstrates that asymmetric reporting can affect a firm’s market value
and its cost of equity capital. More accurate bad news reporting reduces
the discount that investors apply to firm value in the presence of uncer-
tainty as well as the volatility of future stock prices which, in turn, lower
the shareholders’ investment risk.

Guay and Verrecchia (2007) articulate the mechanism underlying the
predicted relation between conditional conservatism and cost of capital. In
their model, uncertainty about the information structure leads to the appear-
ance of risk premiums as investors place less weight on imprecise information
signals, whereas fuller disclosure reduces the uncertainty about expected
future cash flows and, therefore, lowers the cost of capital. Fuller disclosure
is achieved via timely recognition of difficult-to-verify losses in the audited
financial statements combined with voluntary strategic disclosure of good
news through various other information channels, which are expected to
flourish in the presence of conservative reporting (LaFond and Watts 2008).

Suijs (2008) suggests an alternative link between firm reporting policy
and cost of capital. In his model, overlapping generations of shareholders
invest in a firm with a life cycle that exceeds shareholders’ investment hori-
zons. In such a setting, more informative disclosure of bad news leads to a
more efficient risk sharing across generations of investors which, in turn,
lowers the cost of capital and increases the firm value.
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3. Empirical literature on the link between accounting

information and firms’ cost of capital

As already discussed, there is extensive literature linking various character-
istics of accounting information to proxies for the cost of capital. While
the theory that relates the level of disclosure to the firm’s cost of capital is
compelling, so far the empirical results have been mixed.

Leuz and Verrecchia (2000) note that one potential explanation for the
mixed results, aside from the difficulties of measuring the cost of capital
directly and estimating this relation, is that most of the studies use data from
firms publicly registered in the United States, where the disclosure environ-
ment under U. S. GAAP was already rich. Consequently, commitments to
increased levels of disclosure were largely incremental, thereby leading to
economic consequences that are difficult to substantiate empirically.

Botosan (1997) has investigated the relation between voluntary ac-
counting information and the cost of capital. The cost of equity is derived
from the accounting-based valuation formulae developed by Edwards and
Bell (1961), Ohlson (1995) and Feltham and Ohlson (1995) and is then
regressed on market beta, firm size and a self-constructed index of disclo-
sure level. The index of disclosure level includes five categories of volun-
tary information identified by investors and financial analysts as useful in
investment decision making: background information, summary of his-
torical results, key non-financial statistics, projected information and man-
agement discussion and analysis. The regression involves US firms in the
machinery industry and documents a significant relation between the dis-
closure level index and the firm’s cost of capital, but only for firms with low
analyst following.

Using a similar index for foreign firms trading in US equity markets,
Botosan and Frost (1998) repeat Botosan’s previous analysis and find a
significant association between liquidity and timeliness, but not level of
disclosure.

Botosan and Plumlee (2002) extend the results of Botosan (1997) to
include larger, more heavily followed firms, across a diverse group of in-
dustries, over a number of years. They examine the association between the
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expected cost of equity capital and three types of disclosure: annual report,
quarterly and other published reports and investor relations. They use four
alternative estimates for the expected cost of equity capital and find that
the cost of equity capital decreases in annual report disclosure level. The
size of the difference in the cost of equity capital between the most and
least forthcoming firms consists in approximately one-half to one percent-
age point, after controlling for market beta and firm size. Contrary to their
expectations, findings document a positive association between the cost of
equity capital and the level of more timely disclosures, such as the quarterly
report. In this case, the size of the difference in cost of equity capital be-
tween the most and least forthcoming firms is approximately one to two
percentage points, after controlling for market beta and firm size. This
result, though contrary to that predicted by theory, is however consistent
with managers’ claims that more timely disclosures increase the cost of
equity capital, possibly through increased stock price volatility. Finally, no
association is found between the cost of equity capital and the level of
investor relation activities.

Botosan and Plumlee (2005) examine the relation between the cost of
equity capital and the information attributes posited by Easley and O’Hara
(2004). In the Easley and O’Hara’s model, the cost of equity capital is
affected by the following attributes of information: the proportion of the
information set that is private versus public (composition); the fraction of
investors who are informed (dissemination); the overall precision of the
information set (precision); the existence of information (existence). Easley
and O’Hara demonstrate that the cost of equity capital is increasing in the
composition of the information set and decreasing in its dissemination
and precision. Botosan and Plumlee document results consistent with the
predictions of Easley and O’Hara as all the proxies for cost of equity capital
increase in composition and decrease in dissemination and precision.

Some studies have focused on the relation between the cost of equity
and a variety of proxies for earnings quality. Bhattacharya et al. (2003), for
instance, find a link between three earnings quality measures (earnings ag-
gressiveness, loss avoidance and earnings smoothing) and a proxy for the
expected cost of equity in country-level tests. Francis et al. (2004) relate
seven measures of earnings quality to a proxy for the expected cost of equity
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implied by Value Line analyst estimates of target share price and dividend
growth. Four of the measures are accounting-based (accrual quality, earnings
persistence, predictability and smoothness) and three market-based (relevance,
timeliness and conservatism). Evidence reports that higher earnings quality
is associated with lower implied expected costs of capital, with the greatest
effects being associated with lower accounting-based proxies.

In contrast, Cohen (2003) does not find any association between earn-
ings quality and the cost of equity in tests that take into account the
endogeneity of accounting choice.

Finally, Barth et al. (2011) provide evidence that firms with more trans-
parent earnings enjoy a lower cost of capital. By using an earnings transpar-
ency measure that permits cross-sectional and inter-temporal variation to
the extent in which earnings and change in earnings co-vary contempora-
neously with stock returns, they show that firms with more transparent
earnings have lower cost of capital as reflected in subsequent returns and
portfolio mean returns, after controlling for the Fama-French and momen-
tum factors. They also report that more transparent earnings are signifi-
cantly negatively associated with the expected cost of capital.

To the extent that IAS/IFRS is deemed to represent a set of high-
quality accounting standards, their results provide evidence consistent with
high quality financial reporting lowering the cost of equity capital.

A stream of empirical research has focused on conditional conserva-
tism showing that conditional conservatism is associated with positive eco-
nomic outcomes (Bushman, Piotroski, and Smith 2007, Ahmed and
Duellman 2008, LaFond and Watts 2008, Francis and Martin 2010, Lara
et al. 2011). As mentioned above, conditional conservatism imposes stronger
verification requirements for the recognition of economic gains than eco-
nomic losses, thus resulting in earnings that reflect losses faster than gains.
This is referred to the asymmetric timeliness of earnings (Basu 1997).

Lara et al. (2011), for instance, test the association between conditional
conservatism and the firm cost of equity capital for a large sample of US firms
during the period 1975 to 2003. They use a firm-specific measure of con-
servatism based on the work of Callen, Segal and Hope (2010) and document
a robust negative association between conditional conservatism and cost of
capital, consistently with Guay and Verrecchia (2007) and Suijs (2008).
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Several studies have focused on the relation between disclosure and
different market variables posited to be associated with the cost of capital
such as bid-ask spreads, trading volume in firm shares, and share price
volatility. As previously discussed, the relation between these proxies and
the firm’s cost of capital is well established in theory and several studies
have also provided evidence that information asymmetry and illiquidity
are reflected in stock returns.

The bid-ask spread is commonly thought to measure information asym-
metry explicitly. The reason for this is that the bid-ask spread addresses the
adverse selection problem that arises from firm shares transaction occur-
ring in the presence of asymmetrically informed investors. Less informa-
tion asymmetry implies less adverse selection, which, in turn, implies a
smaller bid-ask spread.

An alternative, and perhaps less explicit proxy for adverse selection is
trading volume in firm shares. Trading volume has been used as a measure
of liquidity in that it captures the willingness of some investors who hold
firm shares to sell and the willingness of others to buy (Easley 1996 and
Grammig, Scjiereck and Theissen 2001). This willingness to transact in
firm shares should be inversely related to the existence of information
asymmetries. Trading volume, however, can be influenced by a host of other
factors unrelated to information, such as portfolio rebalancing, liquidity
shock and changes in risk preference. Consequently, trading volume may
not exclusively capture information asymmetry among investors.

Finally, the use of share price volatility as a proxy for information
asymmetry involves that smooth transitions in share prices, hence low levels
of volatility, suggest the absence of information asymmetries between the
firm and shareholders or among investors (Lang and Lundholm 1993). As
with trading volume, however, volatility is influenced by many factors un-
related to information asymmetry.

Healy, Hutton and Palepu (1999), for instance, show that firms with
sustained increases in disclosure ratings exhibit improvement in a number
of variables, including the bid-ask spread. Greenstein and Sami (1994),
Boone (1998) and Piotroski (1999), use bid-ask spread to assess the impact
of specific mandated reporting changes on the cost of equity. Greenstein
and Sami (1994) focus on the impact of the SEC’s segment disclosure re-
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quirements and provide limited evidence that segment disclosure regula-
tion had an impact on the market microstructure as represented by bid-ask
spreads. Piotroski (1999) also focuses on segment reporting and finds that
expanded segment disclosures are associated with analysts’ positive forecast
revisions and with an increase in the earnings’ capitalization rate, while
there are no significant changes in liquidity.

Boone (1998) compares bid-ask spreads on common stocks traded on
the NASDAQ market before and after a fair value measure of oil and gas
reserves was released by oil and gas firms and finds that the size of the
spread declined significantly in the year following the disclosure of reserve
values. Furthermore, the amount of such a decline was statistically associated
with the absolute value of the difference between the book value of oil
reserves and the discounted present value of oil reserves, which is used as a
proxy for the degree of information asymmetry.

Bartov and Bodnar (1996) focus on trade volume and examine whether
differences in information asymmetry explain more informative accounting
choices. They focus on SFAS No. 52 (Foreign Currency Translation) and
show that managers wishing to maximize the value of their firms have incen-
tive to reduce the degree of information asymmetry by switching to newly
available accounting techniques which make financial statements more in-
formative to investors. Tests on the choice of functional currency among US
multinational firms support these predictions after controlling for variables
such as the debt-to-equity ratio, interest coverage, size, and the relative size
of the foreign currency adjustment in the financial statements.

Bushee and Noe (2000) demonstrate that the effect of disclosure on
volatility is complex and may depend on the type of investors attracted to
the firm. Firms with a higher disclosure ranking have greater institutional
ownership and yearly improvements in the disclosure ranking are associ-
ated with increases in ownership primarily by “transient” institutions, which
are characterized by aggressive trading based on short-term strategies. In
addition, firms with disclosure ranking improvements resulting in higher
transient ownership are found to experience subsequent increases in stock
return volatility.

Finally, some studies have explored the link between the quality of
accounting information and proxies for the cost of debt. Because of data
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availability, these studies are limited to firms with available debt cost or
bond rating data. Welker (1995) and Sengupta (1998), for instance, use
analyst ratings of the firm’s overall disclosure policy and report that firms
with higher disclosure ratings have, on average, lower bid-ask spreads and a
lower cost of debt at the time of issue, respectively. For a sample of 120
firms, Beatty et al. (2002) find that the debt cost of capital is lower if the
loan agreement contains debt covenants that exclude voluntary accounting
changes. Based on a broader sample of firms, Francis et al. (2005) also find
that firms with higher earnings quality have higher bond ratings and lower
ex post debt interest costs.

4. Research on the effects of IAS/IFRS adoption

on the cost of capital

Empirical research relating the cost of capital to commitment to higher
financial reporting quality has typically focused on a firm’s commitment to
apply a set of accounting standards or on a firm’s decision to cross-list its
shares on a foreign stock exchange (Leuz and Verrecchia, 2000; Leuz, 2003;
Daske et al., 2008).

In the first research stream, some studies have focused on a compari-
son between IAS/IFRS or US GAAP, on the one hand, and domestic GAAP
on the other hand. Auer (1996), for instance, investigates changes in share
price volatility for Swiss firms that switched from Swiss GAAP to Euro-
pean Directives or IAS. Results show a significant change in the variance of
abnormal returns for firms which switched to the European Directives or
IAS but no statistically significant differences in the variance of abnormal
returns for earnings based on European Directives or IAS, thus suggesting
that IAS-based earnings do not convey higher information than European
Directives to investors.

Leuz and Verrecchia (2000) focus on German firms that switched from
German GAAP to IAS or US GAAP. They find that bid-ask spreads are
lower and trading volumes higher for firms employing international stand-
ards, but fail to detect less share volatility around the switch.
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Motivated by the debate about globally uniform accounting stand-
ards, Leuz (2003) also investigates whether firms using US GAAP vis-à-vis
IAS exhibit differences in several proxies for information asymmetry. He
focuses on German firms producing financial statements in accordance
with either IAS or US GAAP by virtue of their listing on the “New Mar-
ket”, a German market segment for growth firms in emerging industries.
Findings show that the choice between IAS and US GAAP has no measur-
able consequences on the proxies used for the information asymmetry com-
ponent of the cost of equity – namely, the bid-ask spreads and trading
volume – of these firms. At least for New Market firms, the choice between
IAS and US GAAP appears to be of little consequence for information
asymmetry and market liquidity. Subsequent analyses of analysts’ forecast
dispersion, initial public offering under-pricing, and firms’ standard choices
corroborate these findings. These findings do not therefore provide sup-
port to the widespread claims that US GAAP produce financial statements
of higher informational quality than IAS/IFRS.

Building on Leuz and Verrecchia (2000), Daske (2006) uses a set of
German firms that adopted IAS/IFRS or US GAAP standards and investi-
gates the potential economic benefits of this reporting strategy by analys-
ing their cost of equity capital through the use and customisation of avail-
able implied estimation methods. Evidence from the 1993–2002 period
fails, however, to document a lower expected cost of equity capital for firms
applying international standards. In fact, during the transition period the
expected cost of equity capital appears, rather, to have increased under
non-local accounting standards.

Cuijpers and Buijink (2005) examine the determinants and conse-
quences of voluntary adoption of IAS/IFRS and US GAAP by firms listed
and domiciled in the European Union on three proxies for information
asymmetry: analyst following, cost of equity capital, and uncertainty among
analysts and investors as measured by forecast dispersion and shock return
volatility. They document a positive effect of non-local GAAP adoption on
analyst following, but fail to provide evidence of a lower cost of capital for
non-local GAAP adopters. Contrary to expectations, uncertainty among
analysts and investors appears to be higher for firms using IAS/IFRS or US
GAAP than for firms using local GAAP. However, by comparing early and
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late adopters, they find some evidence that suggests that benefits take some
time to fully materialize.

Kim and Shi (2010) also investigate the implied cost of equity capital
effect of voluntary IAS/IFRS adoption, and whether and how this effect is
associated with the efficacy of a country’s institutional infrastructure around
the world from 1998 to 2004. Findings show that voluntary IAS/IFRS
adoption firms significantly lower the cost of equity capital irrespective of
a country’s institutional infrastructure, even though the capital-reducing
effect is greater in countries with stronger institutional infrastructures.

Empirical research has generally focused on the average effects around
IAS/IFRS adoption. Daske et al. (2012) focus, instead, on firm-level het-
erogeneity in the effects around the IAS/IFRS adoption recognizing that
firms have considerable discretion in how they implement IAS/IFRS. Some
firms may make very few changes and adopt IAS/IFRS more in name, while
for others the change in standards could be part of a strategy to increase their
commitment to transparency. They classify firms into ‘label’ and ‘serious’
adopters by using firm-level changes in reporting incentives, actual report-
ing behaviour, and the external reporting environment around the switch to
IAS/IFRS and then analyze whether capital-market effects are different across
‘serious’ and ‘label’ adoptions. While capital-market effects around volun-
tary IAS/IFRS adoptions are on average often insignificant, they find
considerable heterogeneity in the effects. ‘Serious’ adoptions are in fact
associated with an increase in liquidity and a decline in cost of capital,
which is not the case for ‘label’ adoptions. Similar results are obtained
around the mandatory IAS/IFRS adoption. These findings therefore sug-
gest caution when interpreting capital-market effects around the IAS/IFRS
adoption, as they may reflect changes in reporting incentives or broader
changes in firms’ reporting strategies, and not just in the standards.

Kim, Tsui and Yi (2011) also investigate the effect of voluntary adop-
tion of IAS/IFRS, but focus on loan contracting around the world provid-
ing evidence that banks consider the quality of financial reporting when
assessing credit risk. Using a sample of non-US borrowers from 40 coun-
tries during 1997 through 2005, they investigate the effect of the voluntary
adoption of IAS/IFRS on price and non-price terms of loan contracts as
well as on loan ownership structure in the international loan market. Their
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results reveal that banks charge lower loan rates to IAS/IFRS adopters than
to non-adopters. The difference in loan rates in excess of a benchmark rate
between the two groups is about 20 basis points for all loans and nearly
31 basis points for London Interbank Offered Rate (LIBOR)-based loans.
Moreover, banks impose more favourable non-price terms on IAS/IFRS
adopters, that is, less restrictive covenants. They also provide evidence sug-
gesting that banks are more willing to extend credit to IAS/IFRS adopters
through larger loans and longer maturities. Finally, IAS/IFRS adopters are
found to attract significantly more foreign lenders participating in loan
syndicates than non-adopters.

5. Research on the effects of the mandatory

IAS/IFRS adoption on the cost of capital

As perhaps one of the most significant financial reporting reforms in recent
years, the mandatory IAS/IFRS adoption in the EU has given rise to sub-
stantial controversy.

On one hand, skeptics of the mandatory IAS/IFRS adoption argue
that given the importance of institutional arrangements on the effective-
ness of new accounting rules (e. g., Ball et al. 2000; Burgstahler et al. 2006),
and the substantial variation in institutional arrangements across the Euro-
pean Union countries, the potential benefits of the mandatory IAS/IFRS
adoption are likely to vary depending on whether the new rules are effec-
tively enforced. Consistent with this argument, standard setters recognized
that a sound financial reporting infrastructure must be built on “an en-
forcement or oversight mechanism that ensures that the principles as laid
out by the accounting and auditing standards are followed” (Tweedie and
Seidenstein 2005). In addition, some observers have questioned whether a
uniform set of standards adequately accommodates the economic and po-
litical differences across countries (e. g. Sunder 2007).

On the other hand, prior research has suggested that, given proper
implementation and enforcement, the mandatory IAS/IFRS adoption are
likely to reduce the cost of equity capital through at least two mechanisms.
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The first mechanism is increased financial disclosure. IAS/IFRS typically
requires greater disclosure than local accounting standards. The informa-
tion asymmetry literature suggests that greater disclosure mitigates the ad-
verse selection problem and enhances liquidity, thereby reducing the cost
of equity through lower transaction costs and/or stronger demand for a
firm’s securities (Amihud and Mendelson 1986, Diamond and Verrecchia
1991, Easley and O’Hara 2004). The estimation risk literature also pre-
dicts that firms with greater information disclosure have lower forward-
looking betas, which leads to a lower cost of equity (Barry and Brown
1985, Lambert et al. 2007). These theoretical predictions find support in
several empirical studies, including Botosan (1997) and Francis et al. (2005).

As mentioned above, adverse selection refers to a market process in
which investors recognize that the market is not a “level playing field” and
they either withdraw from the market or lower the amount they are willing
to pay for any security, thus increasing the firms’ cost of capital.

The second mechanism through which the mandatory IAS/IFRS adop-
tion could reduce the cost of equity is enhanced information comparabil-
ity. A uniform set of accounting standards can result in enhanced compara-
bility of financial information across firms, especially for firms located in
different countries. Enhanced information comparability can reduce the
costs associated with investors using information and, in turn, reduce in-
formation asymmetry and/or estimation risk, leading to a lower cost of
equity. Barth et al. (1999) develop a similar argument by showing that
international accounting harmonization is likely to reduce the expertise
acquisition costs incurred when foreign investors interpret financial state-
ments prepared under domestic accounting standards. Furthermore, the
enhanced comparability effects of IAS/IFRS convergence may also bring
about positive information externalities. As the value of one firm is corre-
lated with that of another firm, the information disclosed by firms in one
country becomes more comparable and, hence, more useful in valuing firms
in another country if both countries adopt IAS/IFRS, thus reducing esti-
mation risk and the cost of equity capital.

Such externalities are magnified as the number of countries converging
to IAS/IFRS increases. These effects of improved comparability are con-
sistent with Covrig et al. (2007), who found that average foreign mutual
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fund ownership is higher among voluntary IAS/IFRS adopters as they pro-
vide more information or information in a more familiar form to foreign
investors. Similarly, Amiram (2009) documents that foreign equity invest-
ment increases after the IAS/IFRS adoption, particularly for countries with
low corruption and strong investor protection. This result is consistent
with Khurana and Michas (2011) and Shima and Gordon (2011). Chen et
al. (2009) and Màrquez-Ramos (2011) show that foreign direct invest-
ment also increases following the IAS/IFRS mandatory adoption and that
the size of this effect depends on country institutions.

Prior research on the relation between disclosure and the cost of capi-
tal has largely been based on voluntary adoption of IAS/IFRS. The distinc-
tion between commitment and voluntary disclosure is quite relevant for
studies on the cost of equity since the former is independent of the content
of the information, whereas the latter is a decision taken by the firm.

While providing useful insights, the findings on voluntary IAS/IFRS
adoption cannot therefore be generalized in the case of the mandatory IAS/
IFRS adoption. This is because voluntary adopters self-select to follow IAS/
IFRS after considering the related costs and benefits, with the cost of capi-
tal effects being only one of them, whereas mandatory adopters in the Euro-
pean Union switched to IAS/IFRS because this was required by Regulation
1606/2002. As a result, whether or not the mandatory IAS/IFRS adoption
reduces the cost of capital for mandatory adopters has become an empiri-
cal question.

One of the first studies on the effects of the mandatory IAS/IFRS
adoption in Europe is provided by Palea (2007), who focuses on the bank
industry showing that in the period immediately subsequent to the IAS/
IFRS mandatory adoption banks experienced a reduction in their cost of
equity.

Li (2010) explores the cost of equity effects of the mandatory IAS/
IFRS adoption in the EU by deriving the cost of equity from the models by
Claus and Thomas (2001), Gerbhardt et al. (2001), Gode and Mohanram
(2003) and Easton (2004), finding that in 2005, on average, mandatory
adopters experienced a significant reduction in the cost of equity of 47
basis points. Additional analysis suggests, however, that mandating IAS/
IFRS has a significant cost of equity impact only in countries with strong
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enforcement mechanisms, consistent with the quality of legal enforcement
being an important factor for effective accounting changes. While manda-
tory adoption significantly lowers the firms’ cost of equity on average, the
effects depend however on the strength of the countries’ legal enforcement.
Furthermore, Li provides further insight into whether the effects on cost of
equity are due to increased disclosure and/or enhanced comparability. She
uses the number of additional disclosures required by IAS/IFRS relative to
local standards as a measure of increased disclosure and the number of
inconsistencies between IAS/IFRS and local standards as a measure of en-
hanced comparability and finds evidence consistent with both increased
disclosure and enhanced comparability influencing the cost of equity ef-
fects of the mandatory IAS/IFRS adoption.

Similarly, Daske et al. (2008) examine the effect of the mandatory
IAS/IFRS adoption on market liquidity, cost of capital and Tobin’s. They
analyse the effects of adopting IAS/IFRS in 26 countries, both in Europe
and worldwide, and document an increase in market liquidity around the
time of the IAS/IFRS adoption. They also find a decrease in firms’ cost of
equity and an increase in equity valuation, but only if prior effects to the
adoption date are accounted for. Taken as a whole, their evidence suggests
modest, but economically significant capital market benefits around the
IAS/IFRS mandatory adoption. However, such market benefits occur only
in countries where firms have incentives to be transparent and where legal
enforcement is strong, suggesting once more that enforcement regimes and
firms’ reporting incentives play a major role in achieving capital market
benefits from the IAS/IFRS adoption. Capital market effects of IAS/IFRS
adoption are also found to be larger for firms in countries with lower qual-
ity domestic standards and that differ more from IAS/IFRS. This result is
in line with Armstrong et al. (2010) who find that the positive reaction to
IAS/IFRS adoption is larger for firms with lower levels of information quality
prior to IAS/IFRS implementation and higher pre-adoption information
asymmetry.

Landsman et al. (2012) focus on countries adopting IAS/IFRS not
only in Europe, but worldwide and examine whether the information con-
tent of earnings announcements, measured by abnormal return volatility
and abnormal trading volume, increase following the mandatory IAS/IFRS
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adoption, as well as the conditions and mechanisms through which in-
creases occur. Findings suggest that information content of earnings an-
nouncements increased in 16 countries that mandated IAS/IFRS relative
to 11 that maintained domestic accounting standards, although the effect
of the mandatory adoption depended on the strength of legal enforcement
in the adopting country. Their findings also provide evidence that the IAS/
IFRS adoption increased information content through reducing reporting
lag, increasing analyst following and increasing foreign investment.

Finally, Florou and Kosi (2011) investigate the effects of the man-
datory IAS/IFRS adoption on the cost of corporate debt. Using a global
sample of public and private debt issues completed during 2000–2007,
they find that mandatory IAS/IFRS adopters are more likely to issue pub-
lic bonds than to borrow privately. Moreover, IAS/IFRS adopters pay lower
bond yield spreads, whereas no significant effect on the cost of private
loans is found. They document that the mandatory IAS/IFRS adopters are
more likely to raise debt from a larger pool of capital at a lower cost. Fur-
thermore, the mandatory IAS/IFRS adoption is beneficial primarily for
bond investors, who rely more on financial statements and have much less
monitoring and renegotiating privileges compared to private lenders. The
positive consequences of IAS/IFRS for debt financing are however present
only in countries with stricter rule enforcement, higher control of corrup-
tion and lower financial risk, thus providing once more evidence that man-
datory financial reporting under IAS/IFRS has beneficial effects only when
the country institutions are strong.

Viewed together, evidence on the effects of IAS/IFRS financial report-
ing on the cost of capital suggests overall beneficial effects from their man-
datory adoption.

Empirical research supports, in general, the notion that adopting IAS/
IFRS increases market liquidity, decreases transaction costs for investors,
lowers cost of capital, and facilitates international capital formation and
flows. However, research has also shown that these effects differ according
to the level of legal regulatory enforcement and firms’ incentives. Adoption of
IFRS is not the only factor which affects the cost of capital. Many studies
have cited a range of other factors that might also outweigh any beneficial
effects of the IAS/IFRS adoption. Ball (2006), as well as Soderstrom and
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Sun (2007), note that such variables include: extent and nature of govern-
ment involvement in the economy; government involvement in financial
reporting practices such as political influence of managers, corporations,
labour unions, and banks; legal systems such as common law versus code
law and shareholder litigation rules; securities regulation and regulatory
bodies; depth of financial markets; financial market structure, such as close-
ness of the relationship between banks and clients; the roles of the press,
financial analysts, and ratings agencies; size of the corporate sector; struc-
ture of corporate governance such as relative roles of labour, management,
and capital; extent of private versus public ownership of corporations, of
family-controlled businesses and of corporate membership in related com-
pany groups; extent of financial intermediation; role of small shareholders
versus institutions and corporate insiders; use of financial statement infor-
mation, including earnings, in management compensation; status, inde-
pendence, training, and compensation of auditors.

Empirical research has confirmed that such variables play a key role in
determining capital market effects of adopting IAS/IFRS and have actually
led to an application of IAS/IFRS which is not uniform across Europe,
with consequences on accounting quality both in absolute and relative terms.
Since accounting quality is a function of the firm’s overall institutional
setting, including the legal and political system of the country in which
the firms reside, there is in fact enough evidence suggesting that cross-
country differences in accounting are likely to remain also after the IAS/
IFRS adoption.
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Chapter 5

Fair Value Accounting and Financial Reporting Quality

1. Introduction

Standard setters and extensive academic literature believe that fair value ac-
counting provides the most relevant information for financial statement
users (e. g. Barth, Beaver and Landsman, 2001). Fair value accounting should
ensure a higher degree of transparency of financial statements, which should
lead to a higher value-relevance of accounting data and a better capability
of financial markets to reflect the actual value of a firm. An extensive use of
fair value accounting should increase the quantity of private information
brought into public domain, thus leading to a more efficient resource allo-
cation and capital formation.

Both the FASB and IASB have issued several standards that mandate
disclosure or recognition of accounting amounts using fair values. Among
the most significant are those standards that explicitly relate to financial
instruments. Under both US GAAP and IAS/IFRS, fair values are in fact
most frequently used for financial assets and liabilities.

The recent financial crisis has turned the spotlight on fair value ac-
counting and has led to a major policy debate involving among others
the US Congress and the European Commission as well as banking and
accounting regulators around the world. Critics argue that fair value ac-
counting has significantly contributed to the financial crisis and exacer-
bated its severity for financial institutions all around the world. Oppo-
nents claim that fair value is not relevant and it is potentially misleading
for assets that are held for a long period and, in particular, to maturity;
that prices could be distorted by market inefficiencies, investor irration-
ality or liquidity problems; that fair values based on models are not re-
liable; and that fair value accounting contributes to the pro-cyclicality
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of the financial system (Barth 2004, Penman 2007, Benston 2008, and
Ryan 2008).

On the other extreme, proponents of the fair value accounting have
argued that it merely played the role of the proverbial messenger that is
now being shot (e. g. Turner, 2008; Veron, 2008). Proponents have in fact
argued that fair values for assets or liabilities reflect current market condi-
tions and hence provide timely information, thereby increasing transparency
and encouraging prompt corrective actions.

A few dispute that transparency is important, but the controversy rests
on whether fair value accounting is indeed helpful in providing transparency
or whether it leads undesirable actions on the part of banks and firms. As a
result, fair value accounting has been subject to intense debate among prac-
titioners and academics.

The purpose of this chapter is not that of discussing the role of fair value
in the recent market crises, which is still largely unexplored in empirical
research. Its goal is, instead, to investigate the contribution of fair value
accounting to financial reporting quality and its usefulness to investors.

Fair value accounting represents the main difference between IAS/IFRS
and the European Directives, which are based on the historical cost ac-
counting. Assessing the relevance and reliability of fair value estimates pro-
vides therefore useful insight into the role that fair value accounting plays
in increasing financial reporting quality.

This chapter discusses fair value accounting with a specific focus on
financial instruments for three main reasons. First of all, since both US
GAAP and IAS/IFRS are most frequently used for financial assets and li-
ability, capital market research has mainly investigated the relevance and
reliability of fair value for financial instruments. Empirical research on the
value relevance of fair value estimates for financial instruments is indeed
quite rich. Secondly, the fair value accounting for financial instruments is
under deep scrutiny for banks because of the effects it can produce on the
credit cycle and real economy financing.

Finally, the IASB has already issued the new international accounting
standards IFRS 9, Financial Instruments, which extends the use of fair
value and should come soon into force in the European Union. Moreover,
in 2011 the IASB issued IFRS 13, Fair Value Measurement, which pro-
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vides a single framework for measuring fair value and comprehensive evi-
dence on “how” to measure fair value. IFRS 13 is the result of a joint
project conducted by the IASB together with the FASB, whose purpose is
to harmonize US GAAP and IFRS. Fair value reliability for financial in-
struments therefore deserves careful analysis.

2. Fair value measurement under IFRS 13

As mentioned, in 2011 the IASB issued IFRS 13, Fair Value Measurement,
which is the result of a joint project conducted by the IASB together with
FASB.

IFRS 13 has increased the convergence between IFRS and US GAAP
through the same definition of fair value as well as an alignment of meas-
urement and disclosure requirements to FAS 157.

According to IFRS 13, fair value is the price that would be received to
sell an asset in an orderly transaction between market participants at the
measurement date. The definition of fair value in IFRS 13 reflects an exit
price notion, that is the market price from the perspective of a market
participant who holds the asset.

IFRS 13 points out that fair value must be market-based, not an entity-
specific, measurement. Therefore, the firm’s intention to hold an asset is com-
pletely irrelevant. For instance, the application of a blockage factor to a large
position of identical financial assets is prohibited given that a decision to sell
at a less advantageous price because an entire holding, rather than each instru-
ment individually, is sold represents a factor which is specific to the firm.

If observable market transactions or market information are not di-
rectly observable, the objective of fair value measurement still remains the
same, that is to estimate an exit price for the asset, and the firm shall use
valuation techniques.

Valuation techniques shall be consistent with the market approach,
income approach or cost approach. The market approach uses prices and
other relevant information generated by market transactions involving iden-
tical or comparable assets. The income approach uses valuation techniques
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to convert future amounts (e. g. cash flows or income and expenses) to a
single present amount. According to IFRS 13, such valuation techniques
include present value techniques, option pricing models – such as the Black-
Scholes-Merton formula and the binomial model – and the multi-period
excess earnings method. The cost approach, instead, reflects the current
replacement cost, that is the amount that would currently be required to
replace the service capacity of an asset.

IFRS 13 categorizes inputs to valuation techniques into a fair value
hierarchy which gives the highest priority to quoted prices (unadjusted) in
active markets for identical assets (Level 1 inputs) and the lowest priority
to unobservable inputs (Level 3 inputs). IFRS 13 makes similar distinc-
tions among inputs as FAS 157.

Level 1 inputs are quoted prices (unadjusted) in active markets for iden-
tical assets that the firm can access at the measurement date. With Level 1
inputs information asymmetry between management and investors is very low.
Hence, quoted prices in active markets must be used whenever available.

Level 2 inputs are inputs, other than quoted prices, that are observable
– either directly or indirectly – for the asset. Level 2 inputs include quoted
prices for similar assets in active markets; quoted prices for identical or
similar assets in markets that are not active; inputs other than quoted prices
that are observable for the asset, such as interest rates and yield curves
observable at commonly quoted intervals, volatilities, prepayment speeds,
loss severities, credit risks, default rates; inputs that are derived principally
from or corroborated by observable market data by correlation or other
means. Level 2 inputs should have great reliability as they are corroborated
by observable market data. As such, IFRS 13 require maximum use of
observable inputs in determining fair value.

Adjustments to Level 2 inputs that are significant to the entire measure-
ment result in a fair value measurement categorised within Level 3. Level 3
inputs are unobservable inputs for an asset fair value measurement. Un-
observable inputs are inputs for which market data are not available and,
therefore, need to be developed on the basis of the best information avail-
able about the assumptions that market participants would use when pric-
ing the asset. Level 3 inputs are subject to the highest degree of information
asymmetry between preparers and users.
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3. Theoretical background for fair value definition

as an exit price

According to IFRS 13, fair value is an exit value, that is, a market price
from the perspective of market participants at the measurement date.

Exit price accounting is a system of accounting which uses market
selling prices to measure the firm’s financial position and financial per-
formance. It departs from conventional historical cost accounting for two
main reasons. Firstly, asset values are adjusted to changes in market selling
prices and such adjustments are included in income. Moreover, inflation,
that is, changes in the general purchasing power of money, is taken into
consideration when measuring income and capital. The income state-
ment represents profits and losses from operations as well as the inflation-
adjusted gains from holding assets. Hence, profit is measured under a “com-
prehensive” concept which measures the total change in the asset value.

Exit price accounting is associated mainly with the works of Raymond
Chambers, Robert Sterling, and Kenneth MacNeal.

Chambers (1975) makes an important distinction between measure-
ment and valuation. Measurement is obtaining prices objectively and in-
dependently from the measurer, i.e. the accountant, whereas valuation is
concerned with expectations of future benefits that could be generated by
the underlying asset. Therefore, the distinction is made between the past
(historical costs), the future (valuation) and the present measurement (exit
prices).

Chambers bases his proposal for exit price accounting on a notion of
adaptive behaviour of a firm. He sees the firm as an adaptive entity en-
gaged in buying and selling goods and services. The firm is governed by the
decisions of its managers who represent the owners’ objectives and the owners
consider the firm to be an instrument by which they hope to increase their
real financial wealth. The notion of adaptive behaviour implies a continual
attempt of the firm to adjust to the competitive business environment for
the sake of survival. The firm survives and continues operations by having
the ability to go into the market place with cash to take advantage of op-
portunities as they arrive. The business world is dynamic and business must
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adapt to survive. The survival of the firm depends on the amount of cash it
can command and investors are interested in personal cash receipts from
their association with the firm. Therefore, all major parties are interested in
cash equivalents.

The concept of adaptive behaviour sees the firm as always being ready
to dispose of an asset if this action is in its best interest. For instance, the
firm keeps a non-current asset only if the present value of the future net
cash flow from the use of the asset is greater than the present value of the
expected net cash flow from an alternative investment of the exit value of
the asset. At all times, the firm must consider whether an alternative op-
portunity for greater returns exists for its assets if they were sold and the
proceeds invested. This is an opportunity cost concept, which uses the exit
price as a measurement base.

Adaptive behaviour calls therefore for knowledge of the cash and cur-
rent cash equivalents of the firm’s net assets. The selling price reveals the
firm’s ability to go into the market for the purpose of adapting itself to
present conditions.

Chambers also considers the question of additivity to be a key factor
in support of exit price accounting.

The main products of accounting are the balance sheet and income
statement. If different measurement scales are used for the different items,
they cannot logically be added together, and no practical or commercial
meaning can be deduced from the aggregate. According to Chambers, the
use of either historical cost for some assets, of replacement cost for others,
or present value for other ones or cash do not lead to a meaningful balance
sheet. Nor can a jumble of historical costs based on different dates lead to
a meaningful calculation of net assets.

MacNeal (1970) claims that the historical cost accounting is based on
conditions which have largely ceased to exist. Towards the end of the nine-
teenth century firms grew larger and many became companies with a mul-
titude of shareholders and hired managers. In the twentieth century, firms
were generally owned by numerous shareholders who relied on financial
statements and the media for their information about the company they
owned. As a result, accounting has become more and more important for
shareholders.
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MacNeal argues that conventional accounting principles based on his-
torical cost provides potentially false and misleading financial statements
that do not serve decision-oriented shareholders. Shareholders cannot learn
the current values of the company assets from a balance sheet based on
historical cost accounting and they are also at a disadvantage compared
with insiders who have this information. The ideal solution is therefore
to report all profits and losses and values as determined in competitive
markets.

Sterling (1970) uses a simple model – a wheat trader in a perfect mar-
ket with a stable price level – to show that exit price is better than all other
accounting measurements. He defines profit as the difference between capital
at two points in time exclusive of additional investments by and distribu-
tions to owners. Sterling assumes that the wheat trader wishes to maximise
utility, the sources of which are consumption of goods and services and
command over goods and services. The criterion to decide which valuation
method is the best to determine profit is, therefore, a valuation method
that yields more information than others.

To be relevant, information must be useful in the decision models of
accounting report users. The decision models, in turn, enable users to de-
cide which course of action to take among several alternatives. For the
wheat trader, three decision problems are: the decision to enter and stay in
the market, the decision to hold either cash or wheat and the evaluation of
past decisions.

The information relevant to the above decisions is: the expected fu-
ture price of wheat, the expected future price of alternatives, the present
selling price of wheat, the present buying price of alternatives, the price at
the last evaluation, the quantity of wheat and money at the last evaluation
and the present quantities. The present selling price of wheat is, however,
the only item of information that is relevant to all decisions. The others are
relevant to one or more, but not to all, decisions. Even when the assump-
tion of perfect competition and stable prices is relaxed, the exit price is still
superior.

Exit price accounting involves references to real-world examples
because, it is argued, every figure refers to an actual market price. Some
research studies suggest that market process is relatively quite objective.



132

Parker (1975) focuses on the relative comparability and objectivity of exit
price and historical cost carrying amounts. Objectivity is defined as a con-
sensus among valuers, whereas comparability is defined as a consensus in
measurements. Using 148 business firms, Parker shows that for measures
of objectivity and comparability, exit values reveal less dispersion than carry-
ing amounts. The major cause of the lack of objectivity of carrying amounts
is the dispersion of accounting estimates on useful life and residual value.
McKeown (1971) focuses on a medium-sized road construction company
and concluded by statistical analysis that the methods used to determine
exit prices were more objective, i. e., verifiable, than others. In another study,
McKeown (1973) compares four models with methods under GAAP for
their objectivity (verifiability) and concludes that the exit price model is
the most objective.

Finally, exit prices and changes in exit prices are considered a good
proxy for the financial risk of purchasing an asset. For example, if a firm
purchases an asset and its exit value differs significantly from its entry price,
then the asset is a risky proposition. This financial information indicates
that the purchase of such an asset should be a long-term proposition whereby
economic value is recovered by value in use. Conversely, if exit prices rise
dramatically, the opportunity cost of return increases and it must be oper-
ated more efficiently.

4. Exit price versus value in use

As mentioned, according to IFRS 13 fair value is an exit value, that is a
market price from the perspective of market participants at the measure-
ment date. The reference to a market, rather than a transaction between
parties, emphasizes the requirement that the measure be non entity-
specific, which means that it shall be based on a hypothetical best market
price rather than on what would actually be obtained by the firm.

As mentioned, the firm’s intention to hold an asset is completely ir-
relevant. For instance, the application of blockage factors is explicitly pro-
hibited by IFRS 13 on the basis that a decision to sell at a less advantageous
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price because an entire holding, rather than each instrument individually,
is sold represents a factor which is entity-specific.

Just as fair value accounting is not a new concept, it is also not new to
controversy. Several academicians and practitioners have in fact raised sev-
eral issues on the fair value definition as an exit price.

Some critics claim that if certain assets are purchased with a plan of
operation in mind, then that plan, those operations, indeed those people
who have developed that plan must first be evaluated before alternatives
about the future can be considered, and it’s the accountant’s task to provide
the data for that evaluation. Once this evaluation is made, the firm can
decide whether to continue to use the assets for the purpose they were
acquired or to sell them and use their proceeds otherwise. A meaningful
concept of profit is the measurement of performance in terms of what was
originally intended.

Barth and Landsman (1995) have however pointed out that fair value
accounting based on value-in-use is the most difficult to implement be-
cause estimating value-in-use involves incorporating firm-specific and po-
tentially private information.

Exit price measurement requires a concept of profit where the plan is
always to maximise the cash equivalent of the net assets over successive
short-term periods.

Bell (1951), for instance, believes that for a company other than one
which deals in the simplest trading operation, such as that examined by
Sterling, “such a view of the enterprise, its objectives, and its mode of
thought, would just not seem to be applicable”.

Adam Smith was the first to make a distinction between value in use
and value in exchange. Solomons (1966) claims that value to the firm is the
relevant perspective. An asset that is held rather than sold must be worth
more to its owner than its exit price, otherwise it would be sold and not
selling does not directly cause its owner to suffer in economic terms after a
price falls. This is especially the case of non-marketable fixed assets. Such
assets are usually highly specific to a particular business and may in fact be
excellent investments for the firm. Because no alternative use exists for the
assets outside the business their resale value may effectively be zero. Cham-
bers would require the firm to record a loss because of the zero resale value



134

and according to Solomons this leads to an “absurdity and a flagrant failure
to measure up to the criterion of correspondence with the economic events
which are being recorded”.

Weston (1970) further argues that exit price accounting provides
relevant information only if the company plans to liquidate its assets.
If the company plans to continue in business, the information is not
relevant. It may be that in a world of perfect markets, managers must
decide to liquidate at year-end. However, in the real world, it is unrealistic
to assume that such a decision is faced by management on a continual
basis. Moreover, critics point out that Chamber’s current cash equivalent
of assets is determined on the assumption of a gradual and orderly liqui-
dation. This implies that future events must be assumed when the current
cash equivalent is recorded on the balance date. Therefore, if anticipations
cannot be avoided in ascertaining current cash equivalent, then the exit
price model itself violates the principle of exclusion of anticipatory calcu-
lations.

Larson and Schattke (1966) also point out that the cash equivalents of
individual assets sold separately and the same assets sold as a package may
be quite different. For example, the specialised assets of a factory may have
little resale value, but when the factory is sold together with the assets, they
may command a high price. The concept of current cash equivalent, with
its emphasis on separability of assets, does not recognise the possibility of
selling assets as one package. As assets are combined in different sets, the
current cash equivalent of the different sets may be greater or less than the
sum of the assets if sold individually. Thus, Larson and Schattke conclude
that current cash equivalents are themselves not additive, and exit theory
does not recognise the ability of the firm to adapt in terms of combinations
of assets.

Finally, Benston (2008) points out that fair value expressed as exit
value is useful primarily to creditors and shareholders of companies that
face likely liquidation. For stockholders of and potential investors in going
concerns the relevant asset values for investment decisions are values in use,
that is, the present value of the net cash flows which the assets are expected
to generate within the firm. Exit values clearly are not relevant to these
parties, except in those instances where the assets are to be sold soon. Ryan
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(2007) highlights that market-based fair values misrepresent management
intent to hold an asset. Koonce et al. (2011) document that investors are
aware of that and, therefore, they are reluctant to embrace fair values for
items not to be sold soon. By conducting multiple experiments, Koonce
et al. (2011) investigate whether and how investors’ judgement of fair
value relevance for financial assets is sensitive to whether management in-
tends to sell soon versus hold to maturity. Their results show that investors
judge fair value as more relevant when the company anticipates selling the
financial instrument in the near-term, as compared to holding the item to
maturity.

Many academicians (e. g. Benston 2008; Whittington 2008) claim that
fair value should therefore reflect the opportunities related to the invest-
ment actually available to the reporting entity, that is its value in use, and
entity-specific assumptions should be made. Value in use requires includ-
ing future cash flows that the entity expects to receive, discounted at a rate
that reflects the firm’s cost of capital. Hence, value in use includes also cash
inflow or outflow expected by the entity that could not be expected by
other market participants.

The above discussion highlights the fact that an asset can have two
important components – value in use, which emphasises a long-term ap-
proach, and value in exchange, which concentrates on a short-term ap-
proach to valuation. They reflect two different perspectives on the purpose
of financial accounting which are based on two broad schools of thought,
or world views.

According to Whittington (2008), the first one – which is called the
“fair value view” – is characterized by the following main features: the use-
fulness of the financial statements for current and prospective investors
and creditors is the sole objective of financial reporting; relevance is the
primary characteristic required in financial statements, whereas reliability
is less important; accounting information needs ideally to reflect the fu-
ture, not the past, so past transactions and events are only peripherally
relevant; markets are generally sufficiently complete and efficient to pro-
vide evidence for representationally faithful measurement.

The implications of the “fair value view” are that stewardship is not a
distinct objective of financial statements, although its needs may be met
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incidentally to others; present shareholders have no special status amongst
investors as users of financial statements; past transactions and events are
relevant only insofar as they can assist in predicting future cash flows; pru-
dence is a distortion of accounting measurement, violating faithful re-
presentation; cost (entry value) is an inappropriate measurement basis be-
cause it relates to a past event (acquisition) whereas future cash flow will
result from future exit, measured by fair value; fair value, defined as market
selling (exit) price, as in IFRS 13, should be the measurement objective;
the balance sheet is the fundamental financial statement, especially if it
is fair valued; comprehensive income is an essential element of the in-
come statement as it is consistent with changes in net assets reported in the
balance sheet.

The “fair value view” emphasizes the role of financial reporting in
serving investors in capital markets. It seeks accounting information that
has a forward-looking content, thus impounding future cash flows from a
non entity specific market perspective.

The “alternative view” is more difficult to articulate than the “fair value
view” because it is drawn from a wide range of constituents of the standard-
setting process who are typically commenting on particular issues from a
practical perspective.

As outlined by Whittington (2008), the main features of the “alter-
native view” are the following: stewardship, defined as accountability to
present shareholders, is a distinct objective, ranking equally with decision
usefulness; present shareholders of the holding company have a special sta-
tus as users of financial statements; future cash flows may be endogenous,
that is feedback from shareholders (and markets) in response to account-
ing reports may influence management decisions; financial reporting re-
lieves information asymmetry in an uncertain world, so reliability is an
essential characteristic; past transactions and events are important both
for stewardship and as inputs to the prediction of future cash flows (as
indirect rather than direct measurement); the economic environment is
one of imperfect and incomplete markets in which market opportunities
will be entity-specific.

The implications of the “alternative view” are that the information
needs of present shareholders, including stewardship requirements, must
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be met; past transactions and events are relevant information and, together
with reliability of measurement and probability of existence, are critical
requirements for the recognition of elements of accounts in order to achieve
reliability; prudence can enhance reliability; cost (historic or current) can
be a relevant measurement basis, for example as an input to the prediction
of future cash flows, as well as for stewardship purposes; the financial state-
ments should reflect the financial performance and position of a specific
entity, and entity specific assumptions should be made when these reflect
the real opportunities available to the entity; performance statements and
earnings measures can be more important than balance sheets in some cir-
cumstances.

Whittington highlights that the “alternative view” also seeks to serve
investors, broadly defined, but it gives priority to existing shareholders and
regards stewardship as an important and distinct function of financial re-
porting. It also seeks accounting information that is relevant to forecasting
future cash flows, but it assumes that this will often be achieved by provid-
ing information that is useful input to investors’ valuation models, rather
than direct valuation of future cash flows. Such information may be entity
specific.

Both the IASB and FASB share the “fair value view”.
Some constituencies of the standard-setting process, instead, support

the “alternative view”. For instance, in its July 2010 Report to G20 Lead-
ers, the Financial Stability Board claims that

[…] while reaffirming the framework of fair value accounting, we have agreed
that the accounting standards setters should improve standards for the valua-
tion of financial instruments based on their liquidity and investor’s holding
horizons.

The Basel Committee (2001) seems to share the “alternative view”, too. In
its banking supervision regulation, the Basel Committee allows banks which
use an internal rating based approach to use an alternative method for
regulatory capital calculation, called PD/LGD (Probability of Default/Loss
Given Default), for equity investments – even if public – that are part of a
long-term customer relationship in which returns on investment are based
on regular and periodic cash flows not derived from capital gains and where
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there is no expectation of realising any future capital gain2. This implies
that private equities held with a strategic intent are considered closer to
subordinated credits than to equity.

A value-in–use approach uses a production-oriented entity as the rel-
evant benchmark. Instead, exit price takes the viewpoint of a manager or
an investor who has to make decisions related to the liquidity of the firm
and current spending power, which means that the short-term perform-
ance of the firm is more important. Therefore, as highlighted by Barth and
Landsman (1995), differences between value-in-use and exit price reflect
entity specific factors, such as management skill and exploiting synergies
among assets. As a result, value-in-use captures the total firm value associ-
ated with an asset and is consistent with the going concern tenet of the
IASB Framework. Value-in-use should be the focus of fair value account-
ing, unless the objective of financial statements is to reflect information
from other than a going concern perspective, e. g., that of liquidation. If
this were the case, exit value should be the focus. As underlined by Barth
and Landsman, fair value accounting based on value-in-use is however the
most difficult to implement because estimating value-in-use involves in-
corporating firm-specific and potentially private information. Moreover,
selectively revealing their information, managers can strategically affect gains
and losses recognized under fair value accounting.

2 The Basel Committee, in its Working Paper on Risk Sensitive Approach for Equi-
ty Exposure in the Banking Book for IRB Banks (2001), details a definition of
private equities held with strategic intent which includes the following:
(a) Direct Holdings – Holdings in securities, and other financial assets whose

principal values are directly related to the value of ownership interests in a
commercial endeavour, whether voting or non-voting, that convey a residual
interest in the assets and income of the enterprise.

(b) Indirect Holdings and Fund Investments – Holdings in a corporation, part-
nership, limited liability company or other type of enterprise (including any
form of special purpose vehicle) that issues ownership interests and is engaged
in the business of investing in the instruments defined above.

(c) Residual Interests – Holdings in residual ownership interests of commercial
enterprises that allow the enterprise to waive or defer interest or other contrac-
tual remuneration to the holder, such as perpetual preferred shares.

(d) Any security (other than convertible bonds) that ranks pari passu in liquida-
tion with any element included in (a), (b) or (c) above.
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5. Fair value accounting and mark-to-market models

Estimating exit value for assets and liabilities is relatively easy if they are
actively traded in liquid markets. The problems become more complicated
if active markets do not exist.

For assets which do not have a directly observable exit price, valuation
techniques must be used to measure their fair value. Valuation techniques
use Level 2 or Level 3 inputs of the IFRS 13 fair value hierarchy.

Many constituencies of the standard setting process have raised the
issue that sometimes it could be very difficult, or even impossible, to meas-
ure fair value without making subjective judgements. As a result, fair value
would not be reliable and, therefore, decision-useful. Furthermore, cost
of gathering information and estimating fair value could not exceed bene-
fits. The IASB has agreed that requiring fair value for some investments
imposes additional costs on preparers, however “these costs are justified
by improved decision-usefulness information” (IFRS 9 Exposure Draft,
July 2009).

The debate on fair value measurement using valuation techniques has
been ongoing for decades. In particular, critics argue that fair value based
on valuation techniques is less verifiable by investors, subject to greater
estimation errors by management and prone to greater managerial ma-
nipulation. These shortcomings create information asymmetry between
investors and managers and can be a serious threat to the reliability of fair
value. Moreover, valuation techniques introduce estimation errors and make
financial reporting more volatile. (Watts 2003a; Watts 2003b; Landsman
2007; Penman 2007).

Barth (2004) points out that, in a semi-strong form of market effi-
ciency, volatility from period-to-period in fair values and, therefore, in fi-
nancial statements derives from two sources. One is the firm’s activity dur-
ing the period and changes in economic conditions. This volatility, called
inherent volatility, derives from economic, not accounting forces. Inherent
volatility is the volatility of the asset itself.

However, there is another source of volatility, which is called estima-
tion error volatility. Estimation error volatility is related to the fact that
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accountants usually do not observe the fair value of an asset and need to
estimate it. Fair values obtained by valuation techniques entail estimation
errors and the resulting asset volatility is attributable not only to inherent
changes in economic conditions, but also to measurement errors. As pointed
out by Barth (2004), to see these sources of volatility, consider an asset to
be measured at fair value. x is the fair value of the asset. The mean of x is x–

and the variance of x is . At any point time, the realization of x is drawn
from a distribution. The variance of x, , is its inherent volatility. Usually,
accountants do not observe x and need to estimate it. Hence, the amount
recognized in the financial statements is X = x + , where  is the estimation
error, which has a variance of ε . Assuming X and x are uncorrelated,

22
x

2
X += . Therefore, the volatility of the recognized amount, X, is

greater than the volatility of the underlying amount, x.
Inherent volatility is the volatility of x itself, that is, . The higher the

variance of x is, the more likely it is that next period’s x will differ from this
period’s x. That difference creates volatility in financial statements, but it is
economic volatility.

When deep and liquid markets do not exist, fair values must be esti-
mated because future cash flows are unknown and estimation error is a
natural and unavoidable product of the estimation process. For fair values
obtained through estimation, estimation error volatility reflects the preci-
sion of the estimates. If the estimation error is highly volatile, recognizing
in financial statements a measure of the realization of x at a particular point
in time has the potential to mislead financial statement users. Inherent
volatility relates to relevance, which is an information notion, whereas esti-
mation error volatility relates to reliability.

Relevance and reliability are two fundamental characteristics of finan-
cial statement information. In financial accounting, relevance means that
the information is capable of making a difference to users’ decisions by
helping users form predictions about the outcomes of past, present, or
future events and to confirm or correct expectations. Hence, relevance is
an information notion. Accountants seek to measure items that are rel-
evant to users’ economic decisions. Reliability is the extent to which the
measure of the item represents what it purports to represent. Hence, reli-
ability is a measurement notion.
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An accounting amount is reliable if it is verifiable, representationally
faithful, and neutral. Verifiability is the extent to which different measurers
would get the same amount. This assumes, as above, that there is an under-
lying amount, x, which accountants need to measure. Standard-setters refer
to this amount as the measurement objective. In the notation used above, one
measure estimates x as X1 = x + 1, another estimates it as X2 = x + 2, etc.,
where i are the realizations of . The variance of  captures verifiability, an im-
portant element of reliability: the lower 

ε
, the greater the reliability of X.

Since volatility is expected to become greater as fair value inputs be-
come less observable, the reliability of Level 2 and Level 3 inputs to fair
value measurement is a key issue for standard setting purposes.

6. Empirical evidence on fair value relevance to investors

When assessing the quality of fair value information, a natural question to
ask is whether fair value information is useful to investors. Assessing the
usefulness of fair value accounting has intensified in recent years as fair
values have become a pervasive component of accounting regulation. In
particular, the reliability of Level 2 and Level 3 inputs to fair value meas-
urement is a key issue for standard setting purposes.

6.1 Fair value relevance for financial assets

As the IAS/IFRS adoption in Europe is relatively recent, empirical research
on the fair value relevance for European firms is scarce. On the contrary,
research on fair value for US firms is quite rich as fair value accounting in
the US has long been used.

Furthermore, much of the research which investigates the relevance
and reliability of fair value information focuses on banks as they are largely
comprised of financial assets and liabilities measured at fair value.

Barth (1994), for instance, focuses on a sample of US banks with data
from 1971–1990 and finds that investment securities’ fair values are incre-
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mentally associated with bank share prices after controlling for their book
values. However, when examined in an annual return context, results pro-
vide mixed evidence on whether unrecognised gains and losses provide
incremental explanatory power relative to other components of income.
One leading candidate for ambiguous finding is that the securities’ gains
and losses estimates contain too much measurement error relative to the
true underlying changes in their market values. Using essentially the same
database, Barth et al. (1995) confirms the Barth (1994) findings and lends
support to the measurement error explanation by showing that fair value-
based measures of net income are more volatile than historical cost-based
measures, but incremental volatility is not reflected in bank share prices.

Several studies show that fair value relevance varies according to the
source of information. Petroni and Wahlen (1995), for instance, find that
fair values of equities and Treasury securities are value-relevant, whereas
fair values of municipal and corporate bonds are not, thus suggesting that
fair values of securities actively traded in the market are considered as more
reliable. Nelson (1996) documents that fair value of bank loans, deposits
and long-term debt are not value-relevant. In contrast, Barth et al. (1996)
find that fair values of loans are value-relevant, whereas Eccher et al. (1996)
find the value relevance of loans only in limited settings. Finally, Venkata-
chalan (1996) examines the value relevance of derivative fair values and
finds that such fair values are positively associated with equity market value.

All these studies come before the FAS 157, Fair Value Measurement,
issuance in the US. Prior to FAS 157, fair value was not clearly defined as
exit value, nor was the procedure for estimating fair values in the absence
of active markets clearly laid-out. Therefore, studies examining the value
relevance of fair value information are not necessarily based on exit prices
as defined in FAS 157. Moreover, firms were not required to categorize
valuation inputs into the three Levels of the fair value hierarchy.

After FAS 157, research could focus directly on the fair value relevance
of the three Level inputs in the fair value hierarchy.

Several studies show that investors are aware of estimation errors and,
therefore, value the three levels of the fair value hierarchy differently. Kolev
(2009), for instance, shows that investors decrease the weight they place on
less reliable fair-value measurements.
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Using a sample of large financial institutions, he documents a signifi-
cant positive association between stock prices and fair values of net assets
measured using unadjusted market prices (Level 1), other observable in-
puts (Level 2), and unobservable inputs (Level 3). However, the coeffi-
cients on mark-to-model estimates are consistently lower than those on the
mark-to-market fair values (Level 1), even though the difference is signifi-
cant only for Level 3 net assets.

Goh et al. (2009) observe significant variation in the pricing of different
levels of fair value assets, with the pricing being less for mark-to-model
assets, i. e. assets with lower liquidity and greater information risk, than for
mark-to-market assets. They also find that the pricing of mark-to-model
assets declined over the course of 2008, consistent with increasing market
concerns about illiquidity and information risk associated with these assets.

Using a sample of quarterly reports by banking firms, Song et al. (2010)
find evidence that fair value measurements of Level 1, Level 2, and Level 3
inputs are all value-relevant. However, Level 3 assets are valued less than
Level 1 and Level 2 assets. In addition, coefficients on Level 3 fair values
are less than 1, which suggests that investors perceive reliability concerns
for Level 3 assets. As for Kolev, the lower valuation of Level 3 assets is
consistent with investors decreasing the weight they place on less reliable
fair value measurements.

A typical case of potential measurement errors which stem from valua-
tion techniques is provided by private equity valuation. Since private equi-
ties do not have directly observable exit prices, valuation techniques must
be used to assess their fair value. According to IFRS 13, Level 2 inputs – such
as transaction and market multiples – must have the highest priority in
valuation techniques as they are corroborated by observable market data.
Applying market multiples to private equity valuation implies using a set
of comparable companies traded in an active market.

A certain number of studies show that the performance of private equi-
ties is relatively different from that of publicly traded companies. Quigley
and Woodward (2002) and Moskowitz and Vissing-Jorgensen (2002), for
instance, report lower returns for private than for public equity. Cochrane
(2005) also documents an extraordinary skewness of returns since most
returns are modest, but there is a long right tail of extraordinary good
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returns. In contrast, Liungqvist and Richardson (2003) document that pri-
vate equity generates excess returns on the order of five to eight percent per
year relative to the aggregate public equity market.

Kim and Ritter (1999) examine the predictive ability of market multi-
ples for private equity valuation and test price-to-earnings, price-to-sales,
enterprise value-to-sales and enterprise value-to-operating cash flow ratios,
which are widely recommended by academics and commonly used by prac-
titioners. Their findings show that ratios based on historical numbers do a
relatively poor job and that relevant adjustments for differences in growth
and profitability should be necessary, given the wide variation of such ra-
tios within an industry. Along the same line, Maino and Palea (2012) find
that transaction and market multiples tend to overestimate exit values. Trans-
action multiples are in fact cases of ‘revealed preferences’, i.e. they refer
only to successful transactions and incorporate synergy expectations as well
as other positive factors which increase transaction prices, while market
multiples tend to elide the idiosyncratic component of risk. Findings
also show that transaction and market multiples lead to highly volatile fair
values, thus proving that market-based techniques are largely affected by
the economic cycle as well as by market trends, which amplify effects and
value appraisals.

Finally, Fiechter and Novotny-Farkas (2011) provide evidence that
value relevance of fair value estimates varies cross-sectionally and across
time. Using an international sample of banks from IAS/IFRS adopting
countries, they demonstrate that fair values are generally value relevant.
However, valuation coefficients vary with institutional and firm-specific
factors. Optionally fair valued assets appear to experience a discount in
countries with low regulatory quality. Furthermore, they show that signifi-
cant exposures to subprime investments results in substantially lower value
relevance for financial assets at fair value. They also find that the value
relevance of fair value assets has decreased as the financial crisis worsened.
Taken as a whole, their findings raise concerns about the reliability of fair
values and lend some support to arguments provided by opponents to fair
value accounting.
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6.2 Fair value relevance for non-financial assets

Because Australian, UK and US GAAP have long permitted upward as-
set revaluation for non-financial assets, empirical research has examined
the dimensions of value relevance of revaluations in these countries. Most
studies, including Easton et al. (1993), Barth and Clinch (1996), Barth
and Clinch (1998) and Muller and Riedl (2002), focus on tangible fixed
revaluations. Such assets fall into Level 3 category in the fair value measure-
ment hierarchy and are therefore subject to a greater amount of manage-
ment discretion.

Using a sample of Australian firms with data from 1984–1990, Easton
et al. (1993) estimate annual return regressions and find that asset revalua-
tions of tangible long-lived assets have incremental explanatory power rela-
tive to earnings and changes in earnings. Also using a sample of Australian
firms but from a later period, 1991–1995, Barth and Clinch (1998) esti-
mate annual stock price regressions to determine if financial, tangible, and
intangible asset revaluations have incremental explanatory power relative
to operating earnings and equity book value less the book value of revalued
assets. Consistent with US-based research, Barth and Clinch (1998) find
revalued investments are incrementally priced. Contrary to the view that
intangible asset revaluations are likely to be noisy and uninformative, the
study finds a positive association between such revaluations and share
prices. However, with the exception of mining firms, they fail to find a
significantly positive association between share prices and property, plant
and equipment revaluations. Their study also finds little evidence indicat-
ing that independent appraiser-based revaluations are more relevant than
director-based estimates. In contrast to Barth and Clinch (1998), Muller
and Riedl (2002) provide evidence that the market finds asset revaluations
estimates made by external appraisers more informative than those made
by internal appraisers. Muller and Riedl (2002) interpret this as evidence
that the market finds asset revaluation estimates based on external appraisals
to be more reliable.

One potential explanation for the difference in findings between the
two studies is that the Muller and Riedl (2002) research design is more
powerful that the Barth and Clinch (1998) research design. However, this
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conclusion must be made with caution because the Muller and Riedl (2002)
sample of firms is limited to a specialised industry, investment property
firms, where external appraisals are an institutional feature.

Cotter and Richardson (2002) also find that external appraisals are
more reliable than those made by directors for a sample of Australian firms
from 1981–1994. However, Cotter and Richardson also find that inde-
pendent appraisers are more likely to be used for revaluations of land and
buildings and directors are more likely for investments, plant and equip-
ment and identifiable intangibles. This suggests that firms rely on direc-
tors’ superior knowledge of asset values for assets that are more specialised
and difficult for outside appraisers to value.

Aboody et al. (1999) examine the performance prediction and pric-
ing implications of fixed asset revaluations for a sample of UK firms from
1983–1995. Moreover, the study finds that upward revaluations are sig-
nificantly positively related to changes in future performance, measured by
operating income and cash from operations. The study finds that current
year revaluations are significantly positively related to annual stock returns,
and current year asset revaluation balances are significantly positively re-
lated to annual stock prices. However, regarding the effects of managerial
incentives to manipulate asset revaluation amounts, the study finds that
relations between revaluations and future performance and prices are weaker
for higher debt-to-equity ratio firms. This suggests that managerial ma-
nipulation affects the usefulness of asset revaluations made by managers of
firms facing the pressure of financial distress.

7. Fair value accounting, stewardship and

a dual measurement and reporting model

In general, empirical research shows that fair value relevance varies accord-
ing to the source of information. Several studies document that investors
are aware of estimation errors and therefore value the three Level inputs in
the fair value hierarchy differently. Furthermore, evidence shows that the
pricing of mark-to-market fair values declines during financial market crises,
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thus suggesting market concerns about illiquidity and information risk as-
sociated with fair value accounting.

Benston (2008), Whittingon (2008) and Abdel-Khalik (2011) claim
that fair value alone cannot help investors to properly evaluate steward-
ship, that is, the careful and responsible management of funds. In fact,
investors would not know how much resources the management has sacri-
ficed to obtain that fair value.

On the other hand, historical costs do not normally provide measures
of value that are useful for investment decisions. However, these numbers
are useful for stewardship and control decisions made by investors and
their agents, corporate officers and directors, since the numbers track the
amount paid for resources and their disposition.

At the time of acquisition in an open market, fair value and historical
cost are in most cases equal, but they do normally diverge in subsequent
periods. Following acquisition, historical cost accounting and fair value
accounting provide different information and serve different purposes.

Knowledge of expected benefits (i. e. future net cash inflows) is re-
quired for ranking and sorting out competing investment alternatives.
Therefore, reporting to the owners how much the entity invested to ac-
quire an asset is not, by itself, fully informative because it does not offer
any insights about the quality of that investment. In order to assess that
quality, users also need to know what this investment will bring in the
future – that is, the present value.

By the same token, reporting fair value alone would not inform in-
vestors of the cost of obtaining the estimated future benefits embodied in
these values. Given that fair value is measured by reference to market prices,
a given asset owned by two different entities will have the same fair value
at any given time, but reporting only fair value does not inform investors
that one entity has, for example, paid for the same asset twice as much as
the other did. In order to effectively evaluate stewardship, knowledge of
what that investment is expected to bring, i. e., its fair value, is not enough.
External users also need to know the cost of the investment, i. e., its his-
torical cost.

For these two roles, some academicians have claimed that a dual measure-
ment and reporting model should be implemented as an alternative to a pure
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historical cost accounting or fair value accounting model (e. g. Abdel-Khalik
2011). According to this view, historical cost and fair value are neither
competitors, nor substitutes for each other and both of them should be
provided. An attempt to choose either one would in fact deprive investors
of access to complete and useful information.

A dual measurement and reporting model could in fact be more effec-
tive for assessing the success of an investment. As highlighted by Ronen (2008),

[…] the comparison of expected events with past events generates information
that improve the ability of investors and managers to assess the reliability of future
forecasts, as well as to evaluate past performance (thus fulfilling the stewardship
objective) and predict future performance (thus fulfilling the informativeness ob-
jective).
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Conclusions

Standard setters, regulators and policy makers all have vital interest in the
effect of financial reporting on the economy. This interest is due to the
economic consequences associated with financial information. Financial
information influences investors’ behaviour with respect to portfolio selec-
tion, which affects security prices and, therefore, the terms on which a firm
obtains additional financing. This, in turn, affects the firm’s cost of capital
and alters the nature of the projects undertaken.

In a capitalist economy, securities markets are the primary vehicle
whereby capital is raised and allocated to competing investment needs.
Consequently, it is socially desirable that these markets work well. From
this perspective, regulators expect financial reporting to play a fundamen-
tal role in reducing information asymmetries.

Good financial reporting provides favourable climate for capital mar-
kets because of its effect on the perceived fairness of such markets. Inves-
tors are more willing to invest funds in markets if there is greater disclosure
and less risk of fraud or misrepresentation about the productive opportu-
nities of the firm issuing securities. The subsequent marketability of secu-
rities is also a function of the perceived fairness of capital markets. If capi-
tal markets are efficient with respect to a rich, comprehensive information
system, investors are less concerned about information asymmetries at the
time they buy and sell their securities and they are more willing to invest.
On the contrary, information asymmetries negatively affect capital mar-
kets with damages for economic growth, job creation and personal wealth.

One important step in the modernization process of the accounting
model in Europe is represented by Regulation 1606/2002. According to
this Regulation, for each financial year starting on or after 1 January 2005,
companies governed by the law of a member state must prepare their con-
solidated accounts in conformity with IAS/IFRS if, on their balance sheet
date, their securities are admitted to trading on a regulated market of any
member state. Regulation 1606/2002 also provides an option for member
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states to permit or require the application of international accounting stand-
ards in the preparation of annual accounts and to permit or require their
application by unlisted companies.

As the explicit purpose of Regulation 1606/2012 is to ensure a high
degree of transparency and comparability of financial statements, requir-
ing IAS/IFRS for financial reporting involves that such standards are deemed
both to provide a high degree of transparency in financial statements and
to ensure a high degree of comparability among financial statements of
firms from different countries which previously used domestic GAAP based
on the European Directives. Quality and comparability of financial report-
ing are therefore expected to improve after the IAS/IFRS adoption.

As stated by Regulation 1606/2002, the final goal of adopting IAS/
IFRS in the European Union is to ensure the effective and efficient func-
tioning of the capital market. A higher level of transparency in financial
reporting should lower the estimation risk premium which arises from in-
formation asymmetries and, therefore, the firm’s cost of capital. By en-
hancing comparability, the IAS/IFRS adoption at the European level should
also reduce cross-country differences in the cost of capital, thus fostering
an equal footing competition for financial resources among firms.

Empirical research provides evidence supporting the expectation that
the IAS/IFRS adoption improve financial reporting quality. However, it
also shows that financial reporting quality is determined not only by the
quality of accounting standards, but also by the legal and political system
of the country in which firms reside as well as by financial reporting in-
centives.

Similarly, the mandatory IAS/IFRS adoption is not a condition per se
to improve cross-country comparability in financial reporting. As account-
ing quality is a function of the overall institutional setting, research con-
cludes that, in general, some cross-country differences in accounting qual-
ity are likely to remain even after accounting standardization through the
IAS/IFRS adoption in Europe.

The link between accounting information and the firm’s cost of capi-
tal is another key issue in accounting regulation. Regulation 1606/2002
states in fact that one of the expected effects of the IAS/IFRS implementation
in Europe is a reduction in the firms’ cost of capital.
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Taken as a whole, empirical research supports the notion that adopt-
ing IAS/IFRS increases market liquidity, decreases transaction costs for in-
vestors, lowers cost of capital, and facilitates international capital forma-
tion and flows. However, research shows that also in this case effects differ
according to the level of regulatory enforcement and firms’ incentives. Many
studies cite a wide range of other factors that can outweigh any beneficial
effects of the IAS/IFRS adoption, such as extent and nature of government
involvement in the economy; government involvement in financial report-
ing practices such as political influence of managers, corporations, labour
unions, and banks; legal systems such as common law versus code law and
shareholder litigation rules; securities regulation and regulatory bodies; depth
of financial markets; financial market structure, such as closeness of the
relationship between banks and clients; the roles of the press, financial
analysts, and ratings agencies; size of the corporate sector; structure of cor-
porate governance such as relative roles of labour, management, and capi-
tal; extent of private versus public ownership of corporations, of family-
controlled businesses and of corporate membership in related company
groups; extent of financial intermediation; role of small shareholders ver-
sus institutions and corporate insiders; use of financial statement informa-
tion, including earnings, in management compensation; status, independ-
ence, training, and compensation of auditors. Empirical research documents
in fact that such variables have led to an application of IAS/IFRS which is
not uniform across Europe.

Fair value is one of the most important innovations in accounting in
Europe, where financial reporting has always been based on historical cost
accounting.

Fair value accounting is expected to ensure a higher degree of trans-
parency of financial statements, to lead to a higher value-relevance of ac-
counting data and to improve the capability of financial markets to re-
flect the actual value of a firm. An extensive use of fair value accounting
should increase the quantity of private information brought into public
domain, thus leading to a more efficient resource allocation and capital
formation.

The recent financial crisis has turned the spotlight on fair value ac-
counting and has led to a major policy debate involving among others the
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US Congress and the European Commission as well as banking and ac-
counting regulators around the world.

Critics argue that fair value accounting has significantly contributed
to the financial crisis and exacerbated its severity for financial institutions
all around the world. Opponents claim that fair value is not relevant and it
is potentially misleading for assets that are held for a long period and, in
particular, to maturity; that prices could be distorted by market inefficien-
cies, investor irrationality or liquidity problems; that fair values based on
models are not reliable; and that fair value accounting contributes to the
pro-cyclicality of the financial system. On the other extreme, proponents
of the fair value accounting have argued that it merely played the role of
the proverbial messenger that is now being shot. Proponents have in fact
argued that fair values for assets or liabilities reflect current market condi-
tions and hence provide timely information, thereby increasing transparency
and encouraging prompt corrective actions. As a result, fair value accounting
has been subject to intense debate among practitioners and academicians.

When assessing the quality of fair value information, a natural ques-
tion to ask is whether fair value information is useful to investors. Assess-
ing the usefulness of fair value accounting has intensified in recent years as
fair values have become a pervasive component of accounting regulation.

In general, empirical research shows that fair value relevance varies
according to the source of information. Several studies document that in-
vestors are aware of estimation errors and therefore value the three Level
inputs in the fair value hierarchy differently. Investors decrease in fact the
weight they place on less reliable fair-value measurements. Furthermore,
evidence shows that the pricing of mark-to-market fair values declines dur-
ing financial market crises, thus suggesting market concerns about illiquidity
and information risk associated with fair value accounting.

Several academicians also claim that fair value alone cannot help in-
vestors to properly evaluate stewardship, that is, the careful and responsible
management of funds. In fact, investors would not know how much re-
sources the management has sacrificed to obtain that fair value. On the
other hand, historical costs do not normally provide measures of value
which are useful for investment decisions. Historical cost and fair value
should not be considered as substitutes for one another and an attempt to
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choose either one would deprive investors of access to complete and useful
information. For this reason, some academicians have come to the conclu-
sion that a dual measurement and reporting model should be implemented.
In this view, a dual measurement and reporting model could be more effec-
tive for assessing investment success.

Overall, this monograph shows that academic research is a valuable
resource for standard setting and policy-making purposes. Financial re-
porting issues are often broad, difficult and complex. Academic research
can however provide inputs to their resolution. It can help standard setters
and regulators structure their thinking about such issues and provide evi-
dence that inform the debate on them. From this point of view, this mono-
graph shows that academic research can be successful in supporting the
evaluation of possible effects of accounting standards and regulations.
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Appendices

Appendix 1

Current use of IAS/IFRS in the countries of G20

Country Status for listed companies as of December 2011

Argentina Required for fiscal years beginning on or after 1 January 2012
Australia Required for all private sector reporting entities and as the basis for public

sector reporting since 2005
Brazil Required for consolidated financial statements of banks and listed com-

panies from 31 December 2010 and for individual company accounts
progressively since January 2008

Canada Required from 1 January 2011 for all listed entities and permitted for
private sector entities including not-for-profit organisations

China Substantially converged national standards
European Union All member states of the EU are required to use IFRS as adopted by the

EU for listed companies since 2005
France Required via EU adoption and implementation process since 2005
Germany Required via EU adoption and implementation process since 2005
India India is converging with IFRS at a date to be confirmed.
Indonesia Convergence process ongoing; a decision about a target date for full com-

pliance with IFRS is expected to be made in 2012
Italy Required via EU adoption and implementation process since 2005
Japan Permitted from 2010 for a number of international companies; decision

about mandatory adoption by 2016 expected around 2012
Mexico Required from 2012
Republic of Korea Required from 2011
Russia Required from 2012
Saudi Arabia Required for banking and insurance companies; full convergence with

IFRS currently under consideration
South Africa Required for listed entities since 2005
Turkey Required for listed entities since 2005
United Kingdom Required via EU adoption and implementation process since 2005
United States Allowed for foreign issuers in the US since 2007; US SEC committed to

global accounting standards and IFRS best placed to meet that need in
the US, awaiting decision regarding use of IFRS for domestic companies

Source: <www.ifrs.org>, accessed January, 2013.
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Appendix 2

Regulation (EC) No 1606/2002 of the European Parliament

and of the Council of 19 July 2002 on the application

of international accounting standards

Official Journal L 243, 11/09/2002 P. 0001–0004

THE EUROPEAN PARLIAMENT AND THE COUNCIL OF THE EUROPEAN

UNION,

Having regard to the Treaty establishing the European Community, and in
particular Article 95(1) thereof,
Having regard to the proposal from the Commission(1),
Having regard to the opinion of the Economic and Social Committee(2),
Acting in accordance with the procedure laid down in Article 251 of the
Treaty(3),

Whereas:

(1) The Lisbon European Council of 23 and 24 March 2000 emphasised
the need to accelerate completion of the internal market for financial serv-
ices, set the deadline of 2005 to implement the Commission’s Financial
Services Action Plan and urged that steps be taken to enhance the compa-
rability of financial statements prepared by publicly traded companies.

(2) In order to contribute to a better functioning of the internal market,
publicly traded companies must be required to apply a single set of high
quality international accounting standards for the preparation of their con-
solidated financial statements. Furthermore, it is important that the finan-
cial reporting standards applied by Community companies participating
in financial markets are accepted internationally and are truly global stand-
ards. This implies an increasing convergence of accounting standards cur-
rently used internationally with the ultimate objective of achieving a single
set of global accounting standards.

(3) Council Directive 78/660/EEC of 25 July 1978 on the annual accounts
of certain types of companies (4), Council Directive 83/349/EEC of 13
June 1983 on consolidated accounts (5), Council Directive 86/635/EEC
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of 8 December 1986 on the annual accounts and consolidated accounts of
banks and other financial institutions (6) and Council Directive 91/674/
EEC of 19 December 1991 on the annual accounts and consolidated ac-
counts of insurance companies (7) are also addressed to publicly traded
Community companies. The reporting requirements set out in these Di-
rectives cannot ensure the high level of transparency and comparability of
financial reporting from all publicly traded Community companies which
is a necessary condition for building an integrated capital market which
operates effectively, smoothly and efficiently. It is therefore necessary to
supplement the legal framework applicable to publicly traded companies.

(4) This Regulation aims at contributing to the efficient and cost-effective
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 internal market in this area. This Regula-
tion reinforces the freedom of movement of capital in the internal market
and helps to enable Community companies to compete on an equal foot-
ing for financial resources available in the Community capital markets, as
well as in world capital markets.

(5) It is important for the competitiveness of Community capital markets
to achieve convergence of the standards used in Europe for preparing fi-
nancial statements, with international accounting standards that can be
used globally, for cross-border transactions or listing anywhere in the world.

(6) On 13 June 2000, the Commission published its Communication on
“EU Financial Reporting Strategy: the way forward” in which it was pro-
posed that all publicly traded Community companies prepare their con-
solidated financial statements in accordance with one single set of account-
ing standards, namely International Accounting Standards (IAS), at the
latest by 2005.

(7) International Accounting Standards (IASs) are developed by the Inter-
national Accounting Standards Committee (IASC), whose purpose is to
develop a single set of global accounting standards. Further to the restruc-
turing of the IASC, the new Board on 1 April 2001, as one of its first
decisions, renamed the IASC as the International Accounting Standards
Board (IASB) and, as far as future international accounting standards are
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concerned, renamed IAS as International Financial Reporting Standards
(IFRS). These standards should, wherever possible and provided that they
ensure a high degree of transparency and comparability for financial re-
porting in the Community, be made obligatory for use by all publicly traded
Community companies.

(8) The measures necessary for the implementation of this Regulation should
be adopted in accordance with Council Decision 1999/468/EC of 28 June
1999 laying down the procedures for the exercise of implementing powers
conferred on the Commission(8) and with due regard to the declaration
made by the Commission in the European Parliament on 5 February 2002
concerning the implementation of financial services legislation.

(9) To adopt an international accounting standard for application in the
Community, it is necessary firstly that it meets the basic requirement of the
aforementioned Council Directives, that is to say that its application re-
sults in a true and fair view of the financial position and performance of an
enterprise – this principle being considered in the light of the said Council
Directives without implying a strict conformity with each and every provi-
sion of those Directives; secondly that, in accordance with the conclusions
of the Council of 17 July 2000, it is conducive to the European public
good and lastly that it meets basic criteria as to the quality of information
required for financial statements to be useful to users.

(10) An accounting technical committee should provide support and expertise
to the Commission in the assessment of international accounting standards.

(11) The endorsement mechanism should act expeditiously on proposed
international accounting standards and also be a means to deliberate, reflect
and exchange information on international accounting standards among
the main parties concerned, in particular national accounting standard set-
ters, supervisors in the fields of securities, banking and insurance, central
banks including the ECB, the accounting profession and users and preparers
of accounts. The mechanism should be a means to foster common under-
standing of adopted international accounting standards in the Community.

(12) In accordance with the principle of proportionality, the measures pro-
vided for in this Regulation, in requiring that a single set of international



163

accounting standards be applied to publicly traded companies, are neces-
sary to achieve the objective of contributing to the efficient and cost-effec-
tive functioning of Community capital markets and thereby to the com-
pletion of the internal market.

(13) In accordance with the same principle, it is necessary, as regards an-
nual accounts, to leave to Member States the option to permit or require
publicly traded companies to prepare them in conformity with interna-
tional accounting standards adopted in accordance with the procedure laid
down in this Regulation. Member States may decide as well to extend this
permission or this requirement to other companies as regards the prepara-
tion of their consolidated accounts and/or their annual accounts.

(14) In order to facilitate an exchange of views and to allow Member States
to coordinate their positions, the Commission should periodically inform
the accounting regulatory committee about active projects, discussion pa-
pers, point outlines and exposure drafts issued by the IASB and about the
consequential technical work of the accounting technical committee. It is
also important that the accounting regulatory committee is informed at an
early stage if the Commission intends not to propose to adopt an interna-
tional accounting standard.

(15) In its deliberations on and in elaborating positions to be taken on
documents and papers issued by the IASB in the process of developing
international accounting standards (IFRS and SIC-IFRIC), the Commis-
sion should take into account the importance of avoiding competitive dis-
advantages for European companies operating in the global marketplace,
and, to the maximum possible extent, the views expressed by the delega-
tions in the Accounting Regulatory Committee. The Commission will be
represented in constituent bodies of the IASB.

(16) A proper and rigorous enforcement regime is key to underpinning
investors’ confidence in financial markets. Member States, by virtue of
Article 10 of the Treaty, are required to take appropriate measures to ensure
compliance with international accounting standards. The Commission in-
tends to liaise with Member States, notably through the Committee of
European Securities Regulators (CESR), to develop a common approach
to enforcement.
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(17) Further, it is necessary to allow Member States to defer the application
of certain provisions until 2007 for those companies publicly traded both
in the Community and on a regulated third-country market which are
already applying another set of internationally accepted standards as the
primary basis for their consolidated accounts as well as for companies which
have only publicly traded debt securities. It is nonetheless crucial that by
2007 at the latest a single set of global international accounting standards,
the IAS, apply to all Community companies publicly traded on a Commu-
nity regulated market.

(18) In order to allow Member States and companies to carry out the nec-
essary adaptations to make the application of international accounting stand-
ards possible, it is necessary to apply certain provisions only in 2005. Ap-
propriate provisions should be put in place for the first-time application of
IAS by companies as a result of the entry into force of the present regula-
tion. Such provisions should be drawn up at international level in order to
ensure international recognition of the solutions adopted,

HAVE ADOPTED THIS REGULATION:

Article 1
Aim
This Regulation has as its objective the adoption and use of international
accounting standards in the Community with a view to harmonising the
financial information presented by the companies referred to in Article 4
in order to ensure a high degree of transparency and comparability of fi-
nancial statements and hence an efficient functioning of the Community
capital market and of the Internal Market.

Article 2
Definitions
For the purpose of this Regulation, “international accounting standards”
shall mean International Accounting Standards (IAS), International Finan-
cial Reporting Standards (IFRS) and related Interpretations (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 (IASB).
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Article 3
Adoption and use of international accounting standards
1. In accordance with the procedure laid down in Article 6(2), the Com-
mission shall decide on the applicability within the Community of inter-
national accounting standards.
2. The international accounting standards can only be adopted 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 con-
ducive to the European public good and,
– they meet the criteria of understandability, relevance, reliability and com-
parability required of the financial information needed for making eco-
nomic decisions and assessing the stewardship of management.
3. At the latest by 31 December 2002, the Commission shall, in accord-
ance with the procedure laid down in Article 6(2), decide on the applica-
bility within the Community of the international accounting standards in
existence upon entry into force of this Regulation.
4. Adopted international accounting standards shall be published in full
in each of the official languages of the Community, as a Commission Regu-
lation, in the Official Journal of the European Communities.

Article 4
Consolidated accounts of publicly traded companies
For each financial year starting on or after 1 January 2005, companies
governed by the law of a Member State shall prepare their consolidated
accounts in conformity with the international accounting standards adopted
in accordance with the procedure laid down in Article 6(2) if, at their balance
sheet date, their securities are admitted to trading on a regulated market of
any Member State within the meaning of Article 1(13) of Council Directive
93/22/EEC of 10 May 1993 on investment services in the securities field(9).

Article 5
Options in respect of annual accounts and of non publicly-traded companies
Member States may permit or require:
(a) the companies referred to in Article 4 to prepare their annual accounts,
(b) companies other than those referred to in Article 4 to prepare their
consolidated accounts and/or their annual accounts,



166

in conformity with the international accounting standards adopted in ac-
cordance with the procedure laid down in Article 6(2).

Article 6
Committee procedure
1. The Commission shall be assisted by an accounting regulatory com-
mittee hereinafter referred to as “the Committee”.
2. Where reference is made to this paragraph, Articles 5 and 7 of Decision
1999/468/EC shall apply, having regard to the provisions of Article 8 thereof.
The period laid down in Article 5(6) of Decision 1999/468/EC shall be set
at three months.
3. The Committee shall adopt its rules of procedure.

Article 7
Reporting and coordination
1. The Commission shall liaise on a regular basis with the Committee
about the status of active IASB projects and any related documents issued
by the IASB in order to coordinate positions and to facilitate discussions
concerning the adoption of standards that might result from these projects
and documents.
2. The Commission shall duly report to the Committee in a timely man-
ner if it intends not to propose the adoption of a standard.

Article 8
Notification
Where Member States take measures by virtue of Article 5, they shall im-
mediately communicate these to the Commission and to other Member
States.

Article 9
Transitional provisions
By way of derogation from Article 4, Member States may provide that the
requirements of Article 4 shall only apply for each financial year starting
on or after January 2007 to those companies:
(a) whose debt securities only are admitted on a regulated market of any Mem-
ber State within the meaning of Article 1(13) of Directive 93/22/EEC; or
(b) whose securities are admitted to public trading in a non-member State
and which, for that purpose, have been using internationally accepted stand-
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ards since a financial year that started prior to the publication of this Regu-
lation in the Official Journal of the European Communities.

Article 10
Information and review
The Commission shall review the operation of this Regulation and report
thereon to the European Parliament and to the Council by 1 July 2007 at
the latest.

Article 11
Entry into force
This Regulation shall enter into force on the third day following that of its
publication in the Official Journal of the European Communities.
This Regulation shall be binding in its entirety and directly applicable in
all Member States.
Done at Brussels, 19 July 2002.
For the European Parliament
The President
P. Cox
For the Council
The President
T. Pedersen
(1) OJ C 154 E, 29.5.2001, p. 285.
(2) OJ C 260, 17.9.2001, p. 86.
(3) Opinion of the European Parliament of 12 March 2002 (not yet pub-
lished in the Official Journal) and Decision of the Council of 7 June 2002.
(4) OJ L 222, 14.8.1978, p. 11. Directive as last amended by European
Parliament and Council Directive 2001/65/EC (OJ L 283, 27.10.2001, p. 28).
(5) OJ L 193, 18.7.1983, p. 1. Directive as last amended by European
Parliament and Council Directive 2001/65/EC.
(6) OJ L 372, 31.12.1986, p. 1. Directive as last amended by European
Parliament and Council Directive 2001/65/EC.
(7) OJ L 374, 31.12.1991, p. 7.
(8) OJ L 184, 17.7.1999, p. 23.
(9) OJ L 141, 11.6.1993, p. 27. Directive as last amended by European Par-
liament and Council Directive 2000/64/EC (OJ L 290, 17.11.2000, p. 27).
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Implementation of the IAS Regulation (1606/2002) in the EU and EEA (published for information purposes only) Date: 07/02/2012 page: 1 

European Commission Austria Belgium Bulgaria Cyprus Czech Rep. Denmark 

Status of the implementation of IAS/IFRS Final law Final law Final law Final law Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? 

No No No No No 

Fin. entities: Yes  

Other entities: Yes, for annual 

accounts for listed companies 

which do prepare consolidated 

accounts. 

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 

No 
Yes, for real estate investment 

companies (SICAFI/BEVAK) 
Yes Yes Yes 

Fin. entities: No  

Other entities:  Yes for annual 

accounts for listed companies 

which do not prepare 

consolidated accounts. 

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, all companies Yes, all companies Yes, for SMEs
1
 No

Yes

All types of companies 
Yes, all types 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 
No 

Yes, for credit institutions, 

and investment firms 

Yes, for all other types of 

companies, except SMEs and 

entities in liquidation and 

insolvency 

Yes, all companies No No 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

No No Yes, for SMEs No No Yes, all types 

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 
No No 

Yes, for all other types of 

companies, except SMEs and 

entities in liquidation and 

insolvency 

Yes, all companies No No 

Article 9 of the IAS Regulation 

(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

Yes Yes No No No 
Fin. entities: No  

Other entities: Yes 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

Yes Yes No No No No 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 
Yes, consolidated accounts 

since 1998 

Yes, cons. accounts for all 

companies 

a) Yes, mandatory for listed 

companies, banks, insurance 

and investment undertakings 

from 1.01.2003 

b) Other companies - 

voluntary application from 

01.01.2003 

Yes

(a) Requirement of the 

Institute of Certified Public 

Accountants of Cyprus for all 

companies since 1981 

(b) Requirement of the Stock 

Exchange legislation for listed 

companies since 2003 

Yes all types of companies 

Yes for 2004. The annual and 

consolidated accounts for all 

companies except for financial 

companies. 

1 Bulgarian SMEs must use the same accounting framework (IAS or national GAAP) for both annual and consolidated accounts.
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European Commission Estonia Finland France Germany Greece Hungary Ireland 

Status of the implementation of IAS/IFRS Final law Final law Final law Final law Final law Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? 

No Yes
2
 No 

No, but additionally to 

still required local GAAP 
No 

No, but additionally to 

still required local GAAP 
Yes

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 
Yes No No No Yes No No 

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes All types 

other than below 
Yes

3
, all types Yes Yes, all types Yes, some companies

3
Yes, all types of 

companies within the 

scope of Accounting Act 

Yes, all types 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes. Credit institutions, 

insurance undertakings, 

financial holding 

companies, mixed 

financial holding 

companies, investment 

firms 

No No 
Yes, companies, which 

have filed for a listing 

Yes, banks, and other  

financial institutions 
No No 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, all types 

other than below 
Yes2,3 No 

No, but additionally to 

still required local GAAP 
Yes, some companies3 No, but additionally to 

still required local GAAP 

Yes, all bar companies 

not trading for gain 

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes. Credit institutions, 

insurance undertakings, 

financial holding 

companies, mixed 

financial holding 

companies, investment 

firms 

No No No 
Yes, banks, and other  

financial institutions 
No No 

Article 9 of the IAS Regulation 

(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

No Yes Yes Yes No Yes Yes 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

No No N/A Yes No No No 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 
Yes All types 

01.01.2003 

1. Listed companies 

consolidated accounts 

30.9.2003 

2. Other companies (not 

insurance companies):  

all accounts 2004 

No 

Yes, cons. acc. 

option for listed 

companies (as from 

1998) and for unlisted 

comps from 2003 

31.12.2004 

Yes, some companies
3

No, but additionally to 

still required local GAAP 
No 

2 Finland: Not insurance companies.
3 Finland and Greece: Companies, which are audited by certified auditors.
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European Commission Italy Latvia Lithuania Luxemburg Malta Netherlands 

Status of the implementation of IAS/IFRS 
Final law Final law Final law 

Final law
4

Law proposal 
Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? 

No, even for 

insurance companies 
No No Yes No Yes 

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 

Yes
5
, except for insurance 

companies 
Yes Yes No Yes No 

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, except for small 

enterprises and required 

companies 

Yes, all types (except for 

banks, insurance commercial 

companies and other 

supervised financial 

institutions) 

Yes, all types, except banks 

and other credit institutions, 

insurance companies 

Yes, all types 
Yes, all other than those listed 

below 
Yes, all types 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 
Yes, for some companies

6

Yes, banks, insurance  

commercial companies and 

other supervised financial 

institutions 

Yes, for banks and other credit 

institutions 
No 

Yes, for banks, insurance 

companies, certain other 

supervised financial 

institutions and larger 

companies deemed significant 

in the local economy 

No 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, except for insurance, 

small enterprises and required 

companies 

No 

Yes, all types, except banks 

and other credit institutions, 

insurance companies 

Yes, all types 
Yes, all other than those listed 

below 
Yes, all types 

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 
Yes, some companies7

Yes, banks, insurance 

commercial companies  and 

other supervised financial  

institutions 

Yes, for banks and other credit 

institutions 
No 

Yes, for banks, insurance 

companies, certain other 

supervised financial 

institutions and larger 

companies deemed significant 

in the local economy 

No 

Article 9 of the IAS Regulation 
(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

No No No Yes No No 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

No No No Yes No No 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 

No 

Yes, banks, insurance 

companies, other supervised 

financial institutions had to 

use IAS before 2005 

Yes, for banks and other credit 

institutions since 1997 

Derogations on an individual 

basis 
Yes all types of companies No 

4 Luxembourg: final law for banks and insurance companies; law proposal for common law companies.
5 Italy: Listed insurance enterprises must comply with IASs only if they do not draw up consolidated accounts.
6 Italy: Supervised financial companies; companies with financial instruments widely distributed among the public; insurance companies.
7 Italy: Supervised financial companies; companies with financial instruments widely distributed among the public.
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European Commission Poland Portugal Romania Slovakia 

Status of the implementation of IAS/IFRS Final law Final Law Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? Yes Yes 

No, but for purposes of information only. Annual 

financial statements that are in line with the Accounting 

Regulations conform to the Fourth Directive are required 

in the relation with the Government authorities. 

Yes, if not companies of public 

interest
8

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 

No 

Yes if the statutory accounts are the only 

accounts that they published to the market. Also 

credit institutions, other financial institutions 

and insurance undertakings applying  local 

GAAP (which is consistent with IAS/IFRS), 

have to provide additional disclosures on the 

changes and impacts that would result from 

applying IAS/IFRS.  

Yes, for credit institutions Yes, companies of public interest
8

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, 1) companies having filed for admission to 

public trading; 2) any parent comp. being a 

subsidiary of another parent undertaking 

preparing its consolidated accounts in line with 

IAS 

Yes,

all types 

Yes. According to the Order of the minister of public 

finance no. 3055/2009 in force, the entities applying 

the Accounting Regulations conform to the European 

Directives, excepting the credit institutions and the 

entities whose securities are admitted to trading on a 

regulated market, and which have the obligation to 

draw up consolidated financial statements, may apply 

in this regard either IFRS or Accounting Regulations 

conform to the Seventh Directive.

No 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, banks 
Yes, for credit institutions and other financial 

institutions in 2006 
Yes, for credit institutions. Yes, any type of companies 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, 1) companies having filed for admission to 

public trading; 2) companies whose parent 

undertaking prepares its consolidated accounts 

in line with IAS 

Yes,

companies within the scope of consolidation of 

an entity who applies IAS/IFRS and also 

insurance undertakings not within a scope of 

consolidation. Credit institutions and other 

financial institutions are excluded 

No, but for purposes of information only. Financial 

statements that are in line with the Accounting 

Regulations conform to the Fourth Directive are 

required in the relation with the Government 

authorities.

Yes, for those listed companies and 

merchants with securities except 

banks, which are not those of public 

interest
8

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

No No Yes, for credit institutions 
Yes, for all companies of public 

interest8

Article 9 of the IAS Regulation 

(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

Yes No 
Yes (starting with the financial statements for 2007 

financial year) 
No 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

No No 
Yes (starting with the financial statements for 2007 

financial year) 
No 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 

No Derogations on an individual basis 
Yes (starting with the financial statements for 2001 

financial year), but for purposes of information only. 
No 

8 Companies of public interest mean the banks, Export- Import Bank of Slovak Republic, insurance companies excepting health insurance companies, stock
exchange, Office of Slovak Assurors, Slovak Railroads, reinsurance companies, asset management companies and the companies, that at least in two consecutive
reporting years fulfil at least two from following three preconditions: gross amount of asset over 5 billions of Slovak Crowns (approximately 149.000.000,– EUR),
net turnover over 5 billions of Slovak Crowns and average number of employees over 2000.



Implementation of the IAS Regulation (1606/2002) in the EU and EEA (published for information purposes only) Date: 07/02/2012 page: 5 

European Commission Slovenia Spain Sweden UK

Status of the implementation of IAS/IFRS Final Law Final law Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? Yes No No Yes 

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 
No No No No 

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, for companies, other 

than banks and insurance 

companies,  if so decided by 

the assembly of the 

company, but for the 

minimum period of  5 years 

Yes, all types Yes, all types 

Yes,

all types of companies except 

for the charity sector 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, for banks and insurance 

companies 

Yes, for groups in which 

there is a listed company. 
No No 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, for companies, other 

than banks and insurance 

companies,  if so decided by 

the assembly of the 

company, but for the 

minimum period of  5 years 

No No 

Yes,

all types of companies except 

for the charity sector 

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, for banks and  insurance 

companies 
No No No 

Article 9 of the IAS Regulation 
(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

Yes
Yes, except for banking 

sector companies 
Yes No 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

No No No No 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 

No No No No 
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European Commission Iceland Liechtenstein Norway 

Status of the implementation of IAS/IFRS Final law Final law Final law 

Article 5(a) of the IAS Regulation 

LISTED COMPANIES

1. Does your MS use the option to permit IAS in 

the annual accounts for listed companies? 

Yes, for the years 2005 and 

2006 
Yes Yes 

2. Does your MS use the option to require IAS in 

the annual accounts for listed companies? 

Yes, from 2007 No 

No. Required for listed 

companies that do not 

prepare consolidated 

accounts from the financial 

year starting after 1. January 

2011. 

Article 5(b) of the IAS Regulation 

OTHER COMPANIES

1. Does your MS use the option to permit IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

Yes, for medium sized and 

big companies 
Yes, all types Yes, all types 

2. Does your MS use the option to require IAS in 

the consolidated accounts for other companies? 

If yes, what type of companies? 

No No No 

3. Does your MS use the option to permit IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

Yes, for medium sized and 

big companies from 2005 
Yes, all types Yes, all types 

4. Does your MS use the option to require IAS in 

the annual accounts for other companies? 

If yes, what type of companies? 

No. If the consolidated 

groups are permitted to use 

IAS in their consolidated 

accounts(according to 

question 1 in 5(b)), the 

annual accounts of each 

subsidiary are required to 

use IAS from 2007 

No No 

Article 9 of the IAS Regulation 

(a) Did your MS use the option to defer the 

application of IAS until 2007 for companies

whose debt securities only were admitted on a 

regulated market of any MS? 

Yes No Yes 

(b) Did your MS use the option to defer the 

application of IAS until 2007 for companies 

whose securities were admitted to public trading in 

a non-member State and which, for that purpose, 

had been using internationally accepted standards 

since a financial year that started prior to the 

publication of the IAS Regulation in the OJ? 

Yes No Yes 

Miscellaneous 

Was earlier adoption (before 2005) of IAS 

allowed? If yes, for what type of companies/ from 

when? 

No 
31.12.2002 

Yes, all types 
No 
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