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Abstract

For a period of 26 years, Australian reporting requirements for equity accounting were out of ssep
with international accounting practice, requiring edquity accounting 1o be reported in a note 1o the
accounts and the cost methed to be employed in the statutory financial statements. This paper utilises
the uniqueness of the Australian regulatory setting to investigate whether equity accounting has greater
value relevimce than the cost method and whether it provides information incremental to the cost
method durﬁing the “note disclosure period”. The results of both the valuation and refurns models
provide evi:deﬂca that equity accounting has value relevance that is incremental to the cost method.
Direct comparison of the two methods of accounting provides less conclusive evidence. Equity ac-
counting is found to have statistically greater value relevance than the cost method for the valuation
models, but not for the returss models, Differential reporting practices during the period of this study
allow an exiension of the study to consider two related issues. The first issue looks at the use of supple-
mentary finiancial statements to report equity accounting as i signal by managemeat of the relevance
and / or reliability of equity accounted values, The results indicate that supplementary financial state-
ments do nét convey additional relevance or reliability to the market for equity accounted figures, The
second extension of the study considers the effect of market value disclosure on the value relevance of
equity accounting for companies with investments in publicly traded associates, The results indicate
that although market value has incremental value relevance to the cost method equity, accounting has
incremental value relevance to market value. © City University of Hong Kong.
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1. Introduction

ITests of v:}lue relevance have proved fertile ground for
review of capital markets research
and Howieson (1998) identify a nu

rove, - gro accounting researchers, In g
agd its contribution to the regulatory process, Brown
mber of areas for future research ing i
e s '8) ide mt esearch, One accounting issue
uniguenegs asf f;ovxdlgg an opportu.mty for research in Australia is equity accountingg The
o anCit_ ;)f t‘adAustrahan Teporting requirements for equity accounting until 199é and
g ogi Eyg " evvlder;l{l:e I;)f the value relevance of equity accounting under different report
8 provide the basis for this opinion. In parti i \
: : . - I particular, they list the pricing implicati
of e losime ity e s : ful , tney list the pricing implications
‘ 5 unting by way of a footnote rather i the finan:
cial statements as a key area for research, wherhan n the body ofthe ina

Historically, equi ing fori
§ » equity accounting for investm in ¢ iat ntiti
lematic issue o g ents 1n associated entities has been a prob-

e 18 exposruiugt‘;sﬁlan accounting reglulal:.ors.1 Following the release of the first
eonmiing oo 4% dc;n equity accounting in 1971, objection to the use of equity
the concoms ot a e” bmancml stateryepts was raised on the grounds that it extended
(Vie), This ot Iﬁe?ili eyflmd that def}ne(j' by section 162 of the Companies Act 1961
recognition of equity accgllzctliul‘:gu"rlli;o;ggl?nzg !13n Stﬂt“tc_’g}é ﬁ? bt yeements v
oo o of : 1997 For a peribd o eight years, from 1989 unti]
s ;?nhig ni;;?;ﬁinﬁi'gef required to Prowde Bitly footnote disclosure of equity
in dsociosed Connes Cl 1 AASBL016 Dt.?c[{)sure of Information about Investments
comtine vataes ..k on,sequent[y, Aust'rahan companies reported two seis of ac-
omin {,methOd o therrtl)z(l)rd et oifO: f:n\;flfstrne‘nts in associated companies - values based on
cou;ﬁ?g disclosed in the nobies to ;elgggglllzll]]t:.tatemems o volues based on equity ac-
ot ml;tﬁige;igv\i{ﬁﬁs;es' Whethfer equity acco.unti‘ng has greater value relevance than the
the “toge g 8 er.r Ici”prc;\rlde\? mformatlc?n Incrementaj to the cost method during
ecomting ot éreateg v-l(; of equity accounting regulation. In testing whether equity
e comE L .ag altemaﬁ ue re;e\.rance than the .COSt method, the two accounting methods
oot took ploce in o a:sas,d thS type of test Is congruent with the regulatory changes
sccounting vepalottns, ]F:I ‘ resses the question of whether the decision by Australian
decmion S 1€ Oﬂhe\ . o‘rep ace the cost method with equity accounting is a value relevant
o i T a; - i:}ndc'remental va]ut? relevance of equity accounting are more pertinent

e dlk‘ ¥ indicate whether mvestors gain additional information from equit
o g mcl.osures beyond that supplied by the cost method, "
e :;p{)!e?:itln?lz g]:;; c?.q‘uuy ac%-ounting has 'value relevance in excess of the cost method
associated with prices an:iornettslirzir?)lf;ctahifs:ctliLilifti)iiénzthOd o s o ore Ny
aosocs ‘ turns nd payments, and thus cost method in-
com cofrie;;;; ires?t m;cessa{ﬂy related to the periodic changes in economic fundangtilllls
- Second, equity accounting may contain new information for the market

is a

'As ociated tities are %) W e o8
55 entit i > anjes investo S 8 H ce by t contro
] il companies here the in tor has .'!gl]iﬁ& n{ influence t not c L

®In 1997, a new i iri
Financial s V:f::srlgll; o‘f SABS !{)E(w requiring companies o recognise equity sccounting in statutor
voluntary saty adgp[jg;l e u?;cst pi:]ndmg c.hangt?s. to the Corporations Law. Accounting reguiators al]oweﬁ
o andard which officially became effective for financial years starting 1 July

N .
l'am grateful 1o S. P, Kothari for highlighting this issue.

about the earnings” ssociates. Differences in the reporting dates of the investor and the
associate of investi....its comprising largely privately held associates may result in equity
accountingproviding new information to the market that would be reflected in share prices
and returng. Third, contracting theory suggests that equity accounting is an efficient ac-
counting p;olicy choice as it removes the potential for management to inflate earnings
through the receipt of excessive dividends and gains on non-arms length transactions.
Thus, equily accounting would again be expected to be more closely associated with price
and returns than the cost methed.

Tests of the prediction of value relevance are conducted using both accounting based
valuation and returns models. Data is pooled for a sample of firms over the period 1991
to 1996. Overall, the difference between earnings and book values calculated under the
equity and costs methods is small. Even so, the results of both the valuation and returns
model provide statistically significant evidence that equity accounting has value relevance
that is incremental to the cost method. This result persists for the pooled sample even
after controlling for correlated residuals. However, less conclusive evidence is found of
equity accé_ounting having greater value relevance than the cost method when the two
methods are compared directly. Both the valuation and returns models have higher ad-
Jjusted R’q when equity accounted values are used in the models than when cost method
values are used. The adjusted R?increases by 0.01 in both the valuation and returns model
under equity accounting. However, a Wald test of the difference between the equity ac-
counted model and the cost method model is significant for the valuation models, but not
for the returns models.

Differential reporting practices of companies in relation to their investiient in associ-
ates allow the study to be extended in order to consider the effect of supplementary equity
accounted financial statements and the disclosure of market values for listed associates.
The use of equity accounted supplementary {inancial statenents, although not required by
AASB1016, was not precluded by the standard and a number of companies reported these
financial statements largely in multicolumn format or in the notes to the accounts. As the
construction of equity accounted financial statements from the AASB1016 note is a low
cost exeréise, the provision of supplementary financial statements by sorme companies is
viewed a§ a signal of the relevance and / or reliability of equity accounted values.* Disclo-
sure of market values for listed associates was also common during the sample period.
Prior 1'eséarch ¢inds that fair value has greater value relevance than historical cost for
equity investments {Petroni and Wahien (1995), Barth (1994)). This raises the question of
whether equity accounting has additional relevance to market value disclosures.

The findings indicate that the disclosure of equity accounting in supplementary finan-
cial stateéments does not enhance the value relevance of equity accounting. In fact,
incremental equity accounted components are noi statistically significant for companies

+ Prior research indicutes that the markel appears to discount information that is disclosed as compared to
recognised in financial statements (Aboody (1996), Imhoff, Lipe and Wright (1995)). Bernard and Schipper
(1994} provide two explanations for the differential treatment of informaticn on she basis of the method of
; the cost of interpreting informatien disclosed in footnotes may be high or,

reporting. ‘They suggest that
; is disclosed may be viewed as less relevant and / or reliable than information

alternatively, information that
fhat is recognised in financial statements,




providing equity supplementary financial statements. Using a subset of companies with
investments in only listed associates, the incremental value relevance of equity accounting
is tested when market value disclosures are provided. Consistent with prior research, mar-
ket values are found to have incremental value relevance to the cost method of accounting.
However, equity accounting has incremental value relevance to market value for compa-
nies with investments solely in listed associates.

The remainder of the paper is structured as follows. Section 2 provides an overview of
equity accounting research in the lead up to the development of a hiypothesis of the value
relevance of equity accounting. Sample selection procedure and the research method are
described in section 3, The resuits of hypothesis testing are presented and discussed in
section 4, Finally, section 5 concludes the paper by summarising the inferences that can be
drawn from the results and providing direction for future research.

2. Theory and Hypothesis Development

Equity accounting provides an alternative to the cclgp;xmethod for measuring earnings
and net assets. The two methods are diverse in the timing of revenue recognition for the
investor-company and conceptually in terms of what is measured at the point of revenue
recognition. Application of the equity method brings the investment to account initially at
cost (or carrying amount) and then adjusts the carrying amount of the investment to reflect
the investor’s share of post-acquisition profits (losses) after tax and extraordinary items
and post-acquisition increases or decreases in reserves. The investment is also adjusted
annually for goodwill amortisation, Counter adjustments are made fo group profit and
reserve accounts. Dividends received by the investor from the associate are offset against
the carrying amount of the investment as are gains or losses on inter-entity transactions. In
contrast, under the cost method, the investment is reported at cost and dividends received
by the group from the associate are reported as revenue in the group accounts. During the
period of the study, the carrying amount of the investment may also be revalued to reflect
increments or decrements in the value of the investment in accordance with AASB1010
Accounting for the Revaluation of Non-current Assets.

The assumption underlying this study is that company value can be measured as the
present value of expected future cash flows (dividends). In advancing an expectation that
equity accounting has greater or additional value relevance to the cost method, there is an
underlying belief that equity accounting provides information that is relevant for develop-
ing expectations about future dividends. Although current dividends, as reported by the
cost method, represent the cash flow actually received by shareholders, the distribution of
dividends is an arbitrary decision made by management that may not reflect the creation
of future wealth. Equity accounting reports earnings generated by associates rather than
dividends and adjusts the book value of the investment to reflect historical earnings re-
tained by associates,

Capital markets research provides evidence of an association between equity account-
ing and company value. McKinnon and Halvorsen (1993) consider equity accounting as
an alternative valuation method to the cost method and net market vafue. They conclude
that over a 10-year period, equity accounting is a superior valuation method based on its
matching to economic income. Using event study methodology, Harrison (1977) and Ricks

and Hugheé (1985’, snsider the information content of equity aclcounting on the 'lIltl“(lJ-
duction of APB Opinion No, 18 The Equity Method of Accounting for Inves{men.ts in
Common Sfock, the equity accounting standard in the United ‘States. These studlles find a
significant f}ositive relation between abnormal return_s z}nd eqi_nty accounted earinmgs from
which they:infer that equity accounting brings new mi‘.or;.natlon to the market.”

The abave discussion overlooks the potential association betw?en the cost method and
price or returns. It is possible that the cost method may have equivalent or greate[.' value
relevance than eguity accounting in various circumstances. Ur'kderAASB fOlO, the mve.St_
ment in associated entities may be revalued to reflect changes in value, This means th.at the
carrying amount of the associate under the cost m'ethod may be at ]e&istlélls }ntormat:;fe:‘as
the equity accounted carrying amount if the asset is .rev.alued o thfz equity dccognte fc.(;:‘-
rying amount. Where a company holds investments in hstf:d. associates, revaluation of t g
investment may be made to market value. Furthermore, it is hke!y that the cost metho
would be more informative than the equity method when the associate earns'loss:es_. Unde;
equity accounting, losses earned by the associate are offset against the carryl‘ng arnm-m? o
the investment. Where the investor’s share of accumulated losses exceeds the carrying
amount ofithe investment, the carrying amount is replorted as zero. If the losses Ere not
expected to persist in the future, then the value of the mv‘estment.reported under.t e C?ts
method may be more informative about future economic benefits than the zero equity

. e
accf;l;fl?e?gaz}fgrfmem for the expectation that equity accm.mting is value releva?t coTr‘l-
pared to the cost method is that it brings information to the rparket that.may not ot 1erv¥-1‘.se
be available. Associates may be public or private companies, The-re is some Atéstra 1:1-r1
evidence that more associates are privately held than publlicly he‘lc! {Zimmer, 1994): Whefe
an associai;e is a publicly listed company, there are a variety of sources of [.)Pt?hc mfm]r{md-
tion availaéle to shareholders about the associate. Under the gssumpﬂon of efhc:erlmlt mar et§,
share prices should reflect all publicly availablf: informatlon.lWherel an assocz;:te 1sb1§:
vately held, information about the associate w111'n01' be readfly available to t ihpl:wisé
Thus, equity accounting has the potential to provide information that may not othe
il market. . .

e al\lila;l;ri;l: Zzsu;:. equity financial statements are prepared using. llll‘ﬂudlttl:d accountlrt:g
information from associates, where the balance date doesl not cou?mde with that of 1 e
investor. Again, equity accounting may bring to the market mfo:.‘mauon that 'hlas nolt pfenvclf;
ously beerf publicly available. This possibility is ;x%ccted to contribute to the value releva

i ; of accounting over the cost method. '
o tEngl:rztci:lt?r?g theory provigdes another facet to the is'sue of the \:'a!ut:: relevance 0}1: equity
accountiné. This body of literature suggests that eqult)f allccounung 1:? a value en tznsz::)%
accounting policy because it maximises contractual efficiency. Under the cost metho,

3 Czernimweki and Loftus (1997) provide evidence of the value relevance of equity uc;uunt‘:gg, :lz;:tg
tum: i 3 FOLF & -
aggregate réturns models in the pre-regulatory period. They aggregate relurns over one, lwo, fol
year windows and find that the value relevance declines in the longest returns window.

s Zimmer (1994) finds that in a sample of 302 Ausiralian associated companies in 1990, only 23% were
public entities,




accounting, there is the opportunity for management to manipulate income streams from
associates by influencing the flow of dividends from associates and entering into non-arms
length transactions with associates (Ferris and Taylor (1983}, Zimmer (1994)). These oppor-
tunistic actions have the potential to transfer wealth from shareholders to managers through
earnings based compensation packages. Fquity accounting reduces the chance that manag-
ers will act opportunistically by removing income and expenses that arise from dealings with
associated entities.” The results of prior research imply that where there is increased oppor-
tunity for manipulation, companies are more likely to provide additional equity accounted
financial statements, thus signalling to shareholders management’s intentions to minimise
contracting costs (Mazay, Wilkins and Zimmer (1993), Zimmer (1994)),

The preceding discussion leads to the expectation that (i) equity accounting has greater
value relevance than the cost method and (ii) equity accounting provides information in-
cremental to the cost method. These expectations form the basic hypotheses of this study.

During the period of this study, companies report equity accountad data in & number of
formats. These include AASB 1016 note disclosure, multicolumn financial statements and
equity supplementary financial statements provided in the notes to the accounts. The pro-
vision of multicolumn and equity supplementary!financial statements is beyond the
requirements of AASB1016. The use of multicolumtiand supplementary financial state-
ments effectively recognises equity accounting on behalf of the users of financial statements.
The level of note disclosure required by AASB1016 was sufficient for the users of finan-
cial statements to construct equity accounted financial statements from the statutory balance
sheet and profit and loss account.

Bernard and Schipper (1994), in their analysis of the apparent difference in the pricing
of information that is disclosed in footnotes as compared to recognised in financial state-
ments, provide two potential explanations for the observed discount on information that is
disclosed. The first is that the cost of interpreting information that is disclosed is high; and
the second is that information that is recognised is perceived as having greater relevance
and / or reliability. In the case of equity accounting, the cost of constructing equity ac-
counted financial statements from the disclosure in the AASB 1016 note is low. Thus, the
voluntary provision of multicolumn and supplementary financial statements s viewed as a
signal by management of the relevance and / or reliability of the equity accounted values.
Signalling reliable and relevant information to the market avoids the costs that arise for
managers when a company is over or under valued {Healy, Palepu and Sweeney, 1995).

The existence of alternative measures for the investment in associates gives rise to
another factor that relates to the investigation of the value relevance of equity accounting.
For companies with investments in publicly listed associates, a third value measure exists
~ market value, Prior research provides evidence that the fair value of equity investments
has greater value relevance than historical cost (Petroni and Wahlen (1995), Barth (1994)).
Since market value not only reflects current expectations about future earnings and past

7 Aligning compensation with equity accounted earnings will also overcome the potential for manipulation
using the cost method of accounting. Zimmer (1994) provides statistical evidence that suggests equity accounting,
may be used in determining the compensation of the investor's most highly paid executives.

historical earnif.,  Jut also captures information from sources other than accounting data,
the analysis is extended to investigate whether equity accounting provides additional in-
formation where companies provide disclosure of market value in the notes to the accounts.

3.Research method

3.1 Sample selectioh

Thisf study is conducted over a period of six years (1991-1996) duri.n‘g whilch ‘Lime‘
equity accounting was reported as note disciosure under the? Pre—rec.og.n{uon criteria of
AASB1016.% Choice of the sample period ensures comparability by lsmvltlng the study to
a time when regulatory requirements for equity accounting were consistent and legally
enforceable. ' -

Annual reports of the 500 companies recorded on the Australian Graduate School of
Managément (AGSM) microfiche and CD-ROM for each of tht“T years 1.991 to 1994 are
examined to identify those companies that have an investment in associated companies
and provide disclosure of equity accounting for their investme.nt. The annual reports of the
500 companies listed on the Connect 4 database are also rcylewed for 1995 apd l99§ to
identify companies with associates and equity accounting disclosures. In making the ini-
tial sample selection, property trusts and investment funds are excluded as well as compar}les
incorporated in countries other than Australia and company 1'epcfrt§ prepared overa pf:nod
greatcrfor less than 12 months. The basis for these exclusions is incomparability O.t data
due to differences in accounting regulations or the time period used for the preparation of
the findncial statements. ‘ . .

Three hundred and three companies are identified as holding an investment in associ-
ated ccﬁnpanies in at least one year within the sample period. Of.these 3(')3 companies, 1.21
companies never use equity accounting within the sample 'pc3‘1ocl, while 182 companies
provide equity accounting disclosures in at least one year within the san}ple pEI‘lOd.. Com-
panies for which there is no difference between the cost method and equity at?countmg are
eliminated from the sample. Of the 182 companies that used equity accounting, iny 154
companies had years that could be used in this study. From these 154 companies, 476

ny years are included in the sample.
COH}IPI?EET{:atest incidence of equity accounting in this‘ sample 15 generated in 199? (91
compa?nies), whilst the smallest is in 1994 (67 companles).lEqmty supplementary finan-
cial statements are provided for 126 company years included in the sample, In {11 company
years, bompanies with investments in listed associates disclose the market value of these

investments.

¥ Tl;w model used contains a lagged variable to ensuse data availability the first year of the sample period
is 1991; since AASB 1016 was effective only from 30 June 1939,

o Fé)r a number of companies, there wus no difference between equity accoumin.g and the cost method
because the whole of the share of associates’ earnings was paid as a dividend to the investor-company each
year anﬁ the carrying amount of the asset was revalued to the equity accounted amount.
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3.2 Method

Tests of value relevance employ price based valuation and returns models. Criticisms
of these models have arisen, largely due to dependencies between the error term of the
regression and the independent variables (Christie, 1987). These dependencies may be
due to errors in variables, correlated omitted variables or variation in coefficients across
observations (Christie, 1987). This study employs both valuation and returng models in
order to minimise the econometric limitations arising from the use of these models (Christie
(1987), Kothari and Zimmerman (1995)).

Kothari and Zimmerman (1995), assuming that earnings follow a random walk and
that prices lead earnings, argue that the returns model is subject to an error-in-variable
problem leading to bias in the slope coefficient, while the price-earnings model is free of
this problem. The error-in-variable problem in the returns model arises because earnings
contain both stale and new information components. Since returns are associated with
only the new information component of earnings, the stale component feads to the inde-
pendent variable being measured with error. This problem results in a downward bias on
the coefficient on earnings. o

Collins, Pincus and Xie (1999) argue that valuafion models incorporating both earn-
ings and book value do not suffer from this type of bias. However, inferences from valuation
models can be limited due to heteroscedasticity and other forms of scale effects. The effect
of heteroscedasticity is generally mitigated by the use of White's (1980) adjusted standard

ing the model by scale factors induces spurious correlations between the dependent and
independent variables, This position is furthered in FEaston and Sommers (2000) where it
is argued that scale is proxied by share price or market value and that the scale effect in
valuation based regressions induces non-linearity between the dependent and independent
variables. The outcome of this non-linearity is that the results of regression analysis are
driven by a small number of firms, Where valuation models are used, Easton and Sommers
(2000} promote deflation of the mode] and replacement of the intercept with the inverse of
the deflator.

use valuation based models rather than a proxy for scale. They define scale ag arising from
factors other than the variables of interest to the research question that may induce spuri-
ous correlations. In selecting the appropriate form of the valuation model for this study,
this paper adopts the view of Barth and Clinch (2001),

The valuation model employed in this study is derived from the fundamental valuation
model of Ohlson (1995) by Collins, Pincus and Xie (1999). The basic form of the model is
presented as equation (1). Equation (1) is used to test the relative value relevance of the

pir+d:‘:=ai+a2xi.~+a3 bv:‘.‘tu!1+eir {1)
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p+d = Bl -+ B, xc+ B, diffx + B, bve, , + B diffov, | +e, (2)

= closing share price of company / taken on the third month post balance date;

S“ : = annual dividend per share for company / earnefi.m vear f; .

X r = operating profit after tax per shzllre of company [‘for yearf, i

b{:? = book value of shareholders equity per s‘hare for company t‘d.‘s - t s
xcm_” = operating profit after tax and abnormal items (and net of minority in

“ and preference shares) at year-end as determined b.y the cost method of
| accounting divided by the number of shares outstanding three months after

balance date; ‘ )
diffx = difference between the equity accounted profit and profit under the cost
L

ethod for the year ended; ‘ -
= ?ook value of net assets at the beginning of the year using the cost method

ift-F}

e of accounting divided by the number of shares outstanding three months
| after balance date; and | . .
diffov, , = diference between the equity accounted net assets and net assets under the

cost method at the beginning of the year.

To [Illﬁgate the [)Otel!ual econometric pIOblen]S ass UClath W‘th lhe pl 1ce lnode], lest-
Ulg 1‘5 a]so CDIlduCtEd Using l]le returns IllOdcl. C()Ilnlstellt res ults [IOIH tlle refurns model
. : - l . E I E o 1 f 0 ] .

| 3
RH = bI +b2 yr:+ b3 A yu+ u:‘:

| i i (4
R, =7, +%ye, + T,Ayc, + Vdiffy, + v diffA, +v,

VRV;her& = annual return for company 7 based on monthly price relatives starting three
! ) for the year -1,
: ths post balance date for the y
: oporating it after tax and abnormal items at year-end;
y: = pperating profit after : : e operating profi
Afy = unexpected earnings at time + measured as the chang
Jir . ]
: between time ¢ and +—1; ‘ N -
yd = operating profit after tax and abnormal items at year-end as determined by
: it R .
: the cost method of accounting; . )
Ayce unexpected earnings at time t measured as the change in reported operating
¥e& o = : .
5 rofit between time ¢ and /1 . , N
diiffy = gifference between equity accounted earnings and cost method earning
H it
: time #; and . | . N
diéffA = difference between the unexpected equity accounted earnings and
ir

ected cost method earnings at time ¢. o
Ff)\ll independent variables are deflated by the market value of the firm three

months after the beginning of the financial year.

. 3 thl
Nionthly share prices and annual dividend data are coliecteq from t;;a As:'gl ég:);lbasyé
price relative file from the Centre for Research in Australia (CRIF). §




contains information for all stocks listed an the
period December 1973 to December 1998, Co
closing price for the month, three months after
dividends paid to the same date,
Monthly price relatives of the sam
price relative file from the CRIF. An

Australian Stock Exchange during the
mpary share prices are collected as the
balance date. Dividends comprise annual

ple companies are collected from the AGSM monthly

nual returns are calculated using monthly price rela-
tives."” Price relatives include dividends and are diluted for any capitalisation changes. To

improve the association between returns and accounting earnings figures, a market adjusted
return is used in the regression analysis. The market adjusted return is cafculated as the differ-
ence between the company’s annual return and the value weighted market return for the financial
lance date), Value weighted market returns are calcu-
lated from AGSM monthly value weighted market price relatives from the CRIF,

Earnings are measured as total operating profit after tax, minority interests and prefer-
ence shares. Earnings and book value of equity are divided by the number of ordinary

shares outstanding thiee months after balance date; this is one form of the model that is
useful for minimising scale effects.!

Y

4, Results

4.1 Descriptive statistics

Descriptive statistics for the pooled sample are presented in Table ] 12
identified at the univariate and multivariate levels. Univariate outliers are ide
graphical procedures and extreme values are winsorised (Tabachnik and Fidell, 1996),
The values of less than | per cent of sample observations are changed in this process,
Multivariate outliers are identified from standardised residuals of the regressions. Obser-
vations with a standardised residual of more than three standard deviations from the mean
are excluded from the sample resulting in a total sample of 458 company years for both the

Outliers are
ntified using

il
'® Anpoal return = { H Pr)-1.
t

p
PR, is the price relative for the fourth month
returns in this mancer has the effect of com

purpose of caleulating the unnual return,

" Barth and Clinch (2001} find that de
scale effects in these models. An alternative
an independent variable (Barth and Kallapu

flating by number of shares is an effective mea
approach 1o deflation has been to include s
T (1996), Barth and Clinch (2001)).

on an annuat basis, but not reported in the paper. Annual statistics
cost and equity methods of accounting are lower i the years 1991
e period. Median equity accounted earnings are smaller than earnings
991 and 1992, hut this changes in 1993 with median equity accounted

a5 of mitigating
ize in the regression as

** Summary statisics are also calcolated
indicate that median earnings (under bosh the
and 1992 than in the Juter years of the sampi
under the cost methed for the years t

equity accounted esrnings is also greater in this period, The difference in
bock value resuiting from using equity accounting appears minimal with the median value of the difference
being 0.000in ali years except for 1991, when the value is (0.008, The dependent variable price plas dividend per
share show an increasing trend for the first four years of the sample after which time it appears to stabilige,

A fie LN Rple 0 0 £ RpEERD & RN T

: Peri 946
,[r)’ahle '} :t‘ Statistics of Pooled Cross-sectional and Temporal Data from the Period 1991 to 1996
escriptive statis

Pclnen'Ai' Viluation Model Variables (Deflated by Number of Shires)

: xe xe, diffx, bve, . bve, diffby,
N=458 : P it i
: 0.167
5 3.663 0.166 0.170 0.004 2146 2.313
e 1.945 0.101 0.100 0.000 1.443 1.473 0.000
o ' - 9,053
o o 38.500 1,949 2,185 1415 21.630 28.337 .
s . . 1 ~1.32
o 0015 0874 -L043 0492 005 0.00
S 5,207 0.337 0.385 0416 2847 3407 0.940
51d Dey kR e
Key:

s - . inanciat yoar.
i ice three months after balance date plus dividends puid during the financial y
= Share price 5

h.{M = Qperatin rofil after ADNOrAG HIg § = i y the eos thod of
i £ H as determinad b the cost me
: i aby mal items at ye end as f i
: i 2 P : tax anl
a : P
){ef | = . . iy ; (8 e il 1 itens as determined b equil at.couming,
i i % tax and abpormal iten § Y Y
0perutm5 P Hfit after

. lc’. = ok value 0 H 5 2 ing of the year using the cost 1 ethed of accounti 2.
bl i B y k ilr f net assets at the b ginn' g f Y sSIng E ‘
bvi | = ok \,:-a 55 sinning ear using e ui y accounung.

VB‘“ ’ BO lue of net assets il the bc;,i mag of ihe ¥ ng eq

(8] S5 t

diffbv; , =bve, , —bve, .

ity it1-14

1 . his af jane
All mdepende 1t variables are divided by the number of shares outstanding three mon after balance date.
1 B ts ng ths after balance

Pmre.f: B: Returns Modet Variables

ity i e
: adj ret ¥ye, Aye, ¥e, Avye, difty,  diffAye,
N=458 it
~0.003
' 0.054 0.000 0.032 -0.013 0.027 -0.013 0
; . i} 0.000
e 0.004 0.059 0.005 0061 0004 0.000 st
Mcdu:m 727 ! 505 4000 1.863 6.030 0.337 2-020
aximum ‘ : -0837 -
Maximur _0.904 o0 -2420 -2570 -2.750 0 o
Mmu?mlm 0402 0313 0.581 0.345 0.619 0.084 .
Std Dev e T
Key:;

= sal market ad ﬂl‘ﬁﬁd reulrn calculated three months after balance date
Annua

i cost method of
jre i ar-end as ned by the cost metho
adirets O i brormal items at year-end as determi
- ati rofit after tax and abn
" perdm}g : i fit between time
;10]‘30“”““8' i i t measured as the change in reported operating prosi
Aye = ccted earnings at time ! £
yc.? ] ) ::j[:_] | & as determined using equity accounting.
: : i itemns at year-end as : i ¢
: ati after tax and abnormal item . s ceter e hetween
Ve, ! = Operating profi y at lim‘ e tmeasured as the change in equity accounted operating p
Aye =Unexpected earnings Y

time t and ~1.
diffy;n =Ye, - ¥,
diffAye, = Aye, - Ayc,
All independent variabies are deflate
financial year.

eginning of the
d by the market value of the firm three months ufter the beginning o
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valuation and returns models.

P rovides isti
o ;;;Zl ,{f\ cilfl;[‘able E provides the summary statistics for the variables used in the valua-
fion mox : sar e ;, m;:dmr: \(f)ail(l)els for earnings under the cost and equity methods as presented
umilar at 0.101 and 0.100 respectively. The hi ings fi i
- ( . . . ghest earnings figure is due
;Zrﬂ;z;?g]g? élslzthotc:l of accounting as is the lowest, reflecting the larger fangg of values
s er the equity method of accounting than und
: . ; er the cost method, Equi
accounting results in a slightly higher mediz o oo
an value for the book value of equity ¢
the cost method. Again the ran i OO A
. ge of values is larger under equi i
e cost methos: Again | ‘ - quity accounting than under
gh not as extreme as for earnings. Overall, the | '
of equity accounting on both earni  ears to be rlattvar e etfect
ings and book value appears to be relati
counting on attvely small,
The’II‘If:Z ;itamst}i{.s pe:jtdmmg: to t}'le returns model variables are contained in Panel 13; of Table 1
the me andc 4nge In earnings is positive under both the cost and equity methods of account-
f. t 1;1 indicates that folr the pooled data, earnings on average increased slightly from one
y aer e next. The m'edum market adjusted return of the pooled sample is 0,004
N men;zzi:éz (:C thelllqea1' relation between the variables used in the models is provided
: orrelation matrices presented in Table 2. P i
" ihe n correlation ‘ . Panel A of Table 2 indicates
Z ;:ztf?léy.mgmﬁcant n'eldtlon between price plus divié,nds and the indepf:nd\‘:1'1ta\:z:;—i£.i
comﬂaézn anthe valuatl‘on model. There is also high, Efatistically significant positive
cone ) ween Fhe 1r'1depenc[ent variables used in the valuation models providin
nce of multicollinearity. Multicollinearity increases the variance and standard error%

Table 2

Pears Correlation Matrices Testing fo Line; Y ween Variables Used in the Valuation and
st
L)) g 1or arity bet n 5

P . g T Sidters i
anel A: Correlation Coefflcients for Variables Used in the Valuation Models

N=458

B, Xc, bve, diftx,  diffbv, xe, bve
i ite-1})
b
“ 1.000 0.834:%* 0.909+* 0.400+= 0.335%*  0.850%* (007
X |
: N - 1.000 0,777 0.27d%* 0,363+ N/A N/A
Ve,
d-ff’“"” - - 1000 0.305%F (49w N/A N/A
iffx -
diﬁ_b\': - - 1000 0.509 N/A N/A
- - - - - - 1.000 NiA N/A
it
- 1.000 0.775%:*
=14
- L.000
Key:
NiA = not applicable.
Pa = Share price three months after balance ivi i
3 —Opoing ot afc alance date plus dividends paid during the financial year.
e = nd abnormal itemns at year-end as determined by the cost method of i
¥,y = Book value of net assets at the beginning of th i S
S e {' £ e year using the cost method of accounting.
diffby, .= bve, ,-bve, ,
xeu

= Operati it & i
= Bgoka::;ﬁ prc;fn after tax and abnormal items as determined by equity accounting
Inc[;ijgndem o, :rodngt assets at the beginning of the year using equisy accounting,. .
_ s are deflated by the number of ordinary shares outstanding three months post balance date

bve

Ireng Tutiicet £ ASIA-FACIficC JOUFRAL Cf ACCAEHELE G SOTiiies Z i etiae) slsme - e b

Fable 2 (cont.)
Pearson Correlation Matrices Testing for Linearity between Variables Used in the Valuation and

Returns Models

Panel B: Correlation Cogffictents for Variables Used in the Returns Models

N=458 | adj ret, ye, Aye, diffy, diffAy, ye, Aye,
adj ret, : 1.000 0.235%* 0.066* 0.173%* 04029 0.254%* 0.054*
ye, i - 1006 D.216%F  0.275% -0.110 N/A N/A
Aye, : - - 1.000 0.047 0.097 N/A N/A
dgifty, - - - 1000 0459 NIA N/A
diffAy, - - - - £000 N/A N/A
ve, : 000 0216+
Aye, - 1.000
Key: :

#4 e 0.01:

* p< 0,05

adj ret, = Annual market adjusted return calculated three months after balance date.

ye, =Operating profit after tax and abnormal items at year-end as determined by the cost method of accounting,
Avye, = Unexpected earnings at time t measured as the change in reported operating profii between lime ¢

Cand 1.
difty,, = Difference between equity accounted cperating profit after tax and cperating profit alter tax

¢ determined by the cost methed.
diffAye, = The change in the difference in operating peofit afier tax as determined by the two accounting

© methods between time t and i-1.
ye, = Opezating profit after rax and abnormal items at year-end as determined using equity accounting.
Aye, & Unexpected earnings at time tmeasured as the change in equity accounted operating profii between

¢ time tand -1,
All independent variables are deflated by market value three months alter the beginning of the financial year.

of ordinary least squares estimators. This may be reflected in a high R2, but insignificant t
ratios for the regression equation. Panel B of Table 2 shows the correlation between vari-
ables used in the returns model, These variables display a much lower correlation between
the independent variables indicating that multicollinearity will have less influence on the
results of the returns models,

4.2 Ana?ysis

The results of testing the value relevance of equity accounting relative to the cost method
are documented in Table 3. Hquity accounting is compared with the cost method by running
two regressions using equation (1). The first regression incorporates accounting numbers
determined by the cost method while the second regression is based on equity accounted
values. Pane] A of this table indicates that the coefficients on both earnings and book value
are positive and significant in the two regressions. The coefficient on the earnings variable is
4.987 for the cost method model and 4.983 for the equity model. These values are consistent
with the theoretical expectation of earnings coefficients, The coefficient on book value is




higher than the expected value of 1 at 1.204 for the cost method and 0,950 for the equity
method, The cost method model results in an adjusted R? of 86.8 per cent while the equity
accounted model has an adjusted R?of 87.7 per cent. This suggests that the equity accounted
medel has greater explanatory power relative to the cost method. The finding is statistically
supported by the results of Biddle, Seow and Siegel’s (BSS) (1995) Wald test, which tests for
a difference between competing non-nested models. A significant Wald statistic of 5.120 i
achieved with p=0.016,

Panel B of Table 3 reports the results of the returns model. The regression results are
consistent with those of the valuation model. Coefficients on the earnings variables are
significant in both the equity and cost method models, The adjusted R? of the modeis is
small but significant (5.1 per cent for the cost method and 6.1 per cent for equity account-
ing)." Again there is greater explanatory power when the equity accounted model is

Table 3

Analysis of the Relative Value Relevance of the

Cost and Equity Accounting Methods Using OLS
Regression for Pooled Company Years

Ve

7

@
Panel A: Viluation Model { Per Share) - (With White's Consistent Standard Errors)

All company years {1991 o 1996) N = 458 company years

P, = d,+ atcxc"+azcbvc”w+ e,
Intercept Xc, bve, Adj. R?
Cost method 0.250 4.987 1.204 0.868
{p-value) (0.062) (0.000) (0.000) {0.000)
Py= gt a xe +a, bve, | +e
Iniercept xe, bve, Adj. R?
Equity method 0.616 4.983 0.950 0877
(p-value) (0.000) 0.000 (0.000} (00003
Coamparison of the twe models
Wald statistic (BSS 1995} 5.120
{p-value) (0.016)
Key:
P, = Share price three months after balance date plus dividends paid during the financial year.
c,, =Operating profit after tax and abrormal items at year-end as determined by the cost method of aceounting.
xe, = Operating profit afier tax and abnormal items as determined by equity accounting.
bve, , = Book value of net assets at the beginning of the year using the cost method of accounting.
bve, ,  =DBook value of net assets at the beginning of the year using equity accounting.

All independent variables are divided by the number of shares outstanding three months after balance date,

" Reviews of capital markets research have noted the low

explanatory power of the returns model (Ley
(198%), Brown (1994), Kothari (2001y).

cgont. ‘ ) ‘ )
iﬁ:lt;]l(;:is( of th)e Relative Value Relevance of the Cost and Equity Accounting Methods Using OLS

Regression for Pooled Company Yeurs

Panel B: érzmms Model

Al company years {1991 to 1996) N = 458 company years
adjret,=b +by ye, by Aye, iy,

. : g Adj. R*
Cost Method Intercept ¥e, Aye, il
Coefficier:u ¢.054 0.297 0.011t 0051
( | e): (0.003) (0,000 ((,733) (0.000)
pevalue}: I

adj ret, =fbLC +b, ye, b, Aye, +u,

Adj. R*

Equity Method Intercept ¥e, Aye, §

Coefﬁcie;m 0.058 0.257 0.000 0.061
(p-val e)i (0.002) (0.000) {0,990} {0.000)
p-value);

C ampcu‘i:son of the two models ) 161

Wald statistic (BSS 1995) o

(p-value) )

Key:

: B o v L) n lC.
i : r adj safculated three months after balance da ) )
adj ret, ; = Annual market d;ljusted rzwl;”:(:’rm,d items at year-end us detenmined by the cost method of accounting,
i =QOpesating profit after tax and al 4 s

.( =1 ected ea {ime f meas ured as the change in FEpPOT ted (Jpeidllll L ofil
: nings at tny asin il £ hetweern time t
A ¥ : nexpect
ye = 0pera g prolit ter tax and abnormal ilems at year-e 1d as determined using equity accounling.
i : > ¥ £ Y « &
Ave = Unexpected eargings at time 1 measy ed a =] nge inequity accou 1ted operating pl'()f]l betweer
Y : i s the chi il i
it : &

time t and t-1. . o il vear.
All ind p ndent variables are defiated by market value three months after the beginning of the (inancial ye:
indepe a

compa:red to the cost method model; however, the BSS (1995) Wald tes{' stanst:ic ?f 2.161
is insignificant indicating no significant difference be-tween the con?petmg mf} ‘e{ T: .
Additional comparison of the methods of accounting can be achleve'd by 1estdt{ng o
regression equation to consider the incremental value rclevance.of equity dggOLln mgunk
ingcquations (2) and (4)). For the valuation model, this is the dlfferencia bet;veen. :q FO);
: : [ i H : Uiy,
] ] 3 lues for earnings and the book value of eq i
ccounted values and cost method va \ ook ‘ For
?he retﬁms model, the difference arises in relation to current ca‘mmgs =m4d changes in earn
ings variables. The results of the regressions are dlocumented in Tablfé; ¢ o e cam.
Pailel A of Table 4 indicates that in the valuation model, }t}he coe 1(,!1’; re.diued A
i ari i ar itive and greater than one as :
s variables xc, and diffx, are both positive and g ne 8 p the
1tﬁiore:tical modelr The magr;'itude of the coefficients is also very similar for the t\:vic:3 ;fta;; )
. . ™
ables. Both are significantly different from zero at p<0.001, from Whu:l; wde ec?::l iln o
equiktszE accounted earnings are incrementally value relevant to c?;;t 1}1f:t 10 i‘mde gb ‘.lt e
' i ! i differ in magn R
coefficients on the book value variables bve, ; and diffov,_,,
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Table 4

for Pooled Years

Panel A: Viluation Model

P =By o+ By xe,+ B, diffx, + B bve, i+ B, diffty wer, T E
fre= it
All company years (1991 10 1996)

Sample = 458 company years
With White’s consistent standard errors

inter cep i 1 Ex.fr hve ifi~1) iffh ety \

-val
(p-value) (p-value) {p-vaiue) (p-vaiue) (p-value) {p-value)
-value
0421 4911 4.027 1.087 (458 0.88
{0.000 ' o
) (0.000) {0.000 ) (0.000) (0.601) (0.000)
Key:

P = Share price three manths ; balance date plus d vidends P4 during the f nancisal year
After i
N P 1 nds id mng manc
XC = Opewung profit after tx and abn rmil ltems at )’e&l—éi]d a8 dC[ei’I]ill’]Ed by the cost method of

difs _
bltfxﬂ =Xe,-Xe,
ve = Book vaiue of assets ¢ i
itets Of net assets at the beginning of i
k [ 1) R 3
o M 4 & of the year using the cost method of accounting.

ire=y it=f}

Independent variables ivi
iables are divided by the number of shares outstanding theee months afier balance dat
s ate.
Panel B: Retrrns Model

adjret, =7y, + y,yc « T HAYe, + Y diffy 4 TditfA +e
1 h i it

All company years (1991 to 1996)

Sample = 455 company years
Intercept : A R
ye, Aye, di
o P iffy diff, j
p-vaiue) (p-value) (p-value) (p-vah:e) (p-lvali:) (:?f‘].l z)
~value

0.0570

0.332 0.044 0.822 -0.302 6.070

(0.002)
(0.000) (0.258) 0.005) 0.0723 (0.000)
Kew:
adjret, =A ! ms adj {
o u ; O?)J;:;irzlr;;l:;{:dﬁsle;l [‘Ctill;;l tor compuny /i ealenlated three months after balance date
a after tax and ab al j 4 i .
! rormul items at year-end as determined by the cost method of
Aye,  =Unexpected earnin i
3 ES al time t measured g i i
o e asured as the change in reported operating profit between time ?
diffly, = Difference be i
X tween equity accounted operati it aff i
L determined by e AW Peraling profit after tax and operating profit after tax
1HfAy, = The ch i i i i
ange in the difference in Operating profit after tax as determined by the two accauntin
£

g | methods between time ¢ and r—J.
ndependent vari § 4
p variables are deflated by market value three months after the beginning of the year

frene Tutticei / Asia-Pacific Journal of Accounting & Economics 9 (2002) 209-233 225

positive and statistically significant at p<0.01. Consistent with the theoretical model, the
coefficient on diffbv, | is less than one {but greater than zero). The coefficient on bv, .,
however, is slightly greater than one. The coefficient on the equity accounting increment is
approximately half the size of the coefficient on the book value of the group’s equity. The
conclusion from the valuation model is that equity accounted earnings and book values are
associatéd with market value incremental to that of the cost method.
The results of the regression on the returns model are given in Panel B of Table 4, The
cost earnings variables ye, and diffy_ are both positive and statistically significant. The
statistical significance of diffy, implies that the incremental value of current equity ac-
counted earnings is associated with returns {or the percentage change in share price). The
coefficient for the incremental equity accounted earnings is 0.822 while the coefficient on
cost method earnings for the group is only 0.332. This difference is likely explained by the
new information contained in the equity accounted increment. This variable captures the
investor’s incremental share of associates’ earnings {i.e. the difference between the inves-
tor’s share of the associates’ earnings and the dividend paid to the investor) that is earned
from investment in both public and private companies. While earnings information about
publicly: listed associates is available to the market, information about the earnings of
privately held associates is less likely to be readily available.” Change in earnings, Ayc,,
which proxies for unexpected earnings, does not explain changes in returns at a significant
level, However, the coefficient on the change in the difference between equity accounted
earnings and cost method earnings from one year to the next, diffAy,, is statistically sig-
nificant with a t-statistic of —1.804. The negative value on the coefficient suggests that if
the difference between eguity accounted earnings and cost method earnings increases from
last year, then the rate of change in share price would decline by 30 per cent. The results
from the returns model provide further evidence of the value relevance of equity account-
ing, thus providing support for hypothesis one.

These tests have relied on pooled data. To overcome the problem of making incorrect
inferences from the results of the pooled OLS regression, the robustness of the results are
tested. Regressions are rerun on an annual basis and the average coefficient caleulated for
each independent variable. The significance of these coefficients is then assessed using
three different methods. The first employs the method of Abarbanell and Bernard (2000)
who recognise that the residuals of pooled cross-sectional and temporal OLS are likely to
be dependent. Consequently, they rely on time-series based standard errors of mean coef-
ficients; which are adjusted assuming the serial correlation of annual coefficients is
first-order autoregressive.'® Additionally, Aboody and Lev (1998) Z-statistics are calcu-

14 Fof 368 sample vears, companies had more than 50 per cent of the book value of their investment in

associates in unlisted companies.
15 Standard errors are caleutated for the distribution of annual coefficients for the sample period and are
then adjusted for serial correlation using the adjustment factor employed by Abarbanell and Bernard (2000).

The adjustment is cajculated as: dro_ M
5 (L—-¢) a(l-gy

whete ¢ is ihe first-order autocorrefation estimated from the series of yearly coefficients and n is the
number of years in the sample. No adjustment is made to the standard error where the estimated autocorrelation
is less thdn zero. The adjusted standard error is then used 1o calculate a t-statistic for the mean coefficient.
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lated to test the robustness of the t-statistics from the pooled regression, The Z-statistics
are calculated using the standard deviation of the annual coefficients. Adjustments are
then made such that the first Z-statistic assumes residual independence, while the second
accounts for cross-sectional and temporal residual dependence.

The results of cross-sectional QLS regressions using the valuation model for each of
the years 1991 to 1996 are presented in Table 5. Cross-sectional regressions are not con-
ducted for the returns model due to the small sample size in each year, The coefficients
from the annual regressions are used to calculate mean coefficients for the period. The
results of the annual regression indicate variability in the results across time. The annual
coefficients on book value (bv,, ,) show the least variability in magnitude and statistical
significance. Of the incremental equity accounted components in the maodel, the coeffi-
cient on incremental equity accounted earnings is significant (at p<0.10) in only two of the
sample period years (1994 and 1996). The incremental eguity accounted book value
(difﬂ)vmv”) variable is significant in four of the six years (1991, 1992, 1993 and 1993),

The mean coefficients are similar to those of the pooled regression in Panel A of Table
5 except on the variable measuring the incremental contribution
ings which is smaller (2.903) than that of the coeffigjént in the pooled regression 4.027).
The mean coefficients are all statistically significant using the methedology of both
Abarbanell and Bernard (2000) and Aboody and Lev ( 1998).

of equity accounted earn-

4.3 Supplementary equity accounting disclosure

To investigate the influence the method of reporting has on the value relevance of
equity accounting, a dummy variable is included in both the valuation and returns model,
The dummy variable measures the method of disclosure and takes a value of one in com-
pany years when supplementary equity accounted financial statements are provided. The
regression is run twice. The first time, the dummy variable captures all forms of supple-
mentary equily financial statements, either in the accounts or in the notes to the accounts.
In the second regression, the dummy variable is re-specitied taking a value of one only for
supplementary financial statements that arc reported “up-front™ - either as a third column
OF On a separate page before the statutory financial statemen(s,

The results in Table 6 indicate that incremental equity accoutited cormponents of earn-
ings and book value are not value relevant when supplementary equity accounted financial
statements are provided. The dummy variable is statistically significant only when supple-
mentary financial statements are provided “upfront”. However, neither of the interaction
variables are significant in the regressions. There is an overall lack of result in the returns
model as well.

In order to identify if there are any systematic differences between companies that
provide supplementary equity financial statements and those that provide only AASB1016
note disclosure, chi square tests of differences are conducted. The sample is split be-
tween companies that provide supplementary financial statements “upfront”, those that
provide supplementary financial statements in the notes to the accounts, and those that
disclose equity accounting in AASB10I6 format only. The results are presented in
Table 7, '

Zimmer (1994) infers from the reporting practices of companies using third col-
umn equity accounted financial statements that companies use equity supplementary

;i::fi; of OLS Regression on an Annual Basis for All Company Years

p.=PB, + B, xe+ B diffx, & B, bvc,, ,+ B diffbv, , +E,

Panel A: Annual Regressions

99 19496
1991 1992 1993 1994 1995 h
Variable
77
65 70
Sample Size 87 7 23 o o -
' 0,395 0.003 0.355 0820 1248 e
Ime"‘f“'i?‘ 1.864 0.021 2.351 . 0125 oot
ey (0.066) {0983} ©021)  (0.000) )
e 5'744 3.968 6.763 3.032 2?:13 ?ET}'Z
: ' ‘ 1.6 .
boaistic 5.542 4.154 4023 1114 S i
il (0.000) (0.000) {0.000) 0.039) } o
- . A
b 0.583 2.033 4,281 4,034 é)gzl;g o
e 0286 0.946 1.223 2027 086 o
P (f() :?75) (0.348) 0.22%) (0.047 (0.2 S
P 1416 1,292 1.039 0,533 éé;g Qj-,l()(,
e 7970 7.461 6.933 6.725 oo 276
P {0.(]00} (0.000} {0.000) (0.000) ) .
N | ‘ ' ).35
. 0.394 0.335 0.590 (}(2}3: ;?Ti e
o 3194 2241 2731 Lost e oue
T (0.002) (©.028) ©00%)  {0278) . y
. . 26 0.935 0942 0919 ().?3‘())3) (?]‘?](}0)
. 0o ' 00) (. .
- 000) ©000) (00
0.00(h (0,
(p-value) (
: : (
Panel B: Mean Coefficient Estimates for the Period 1991 1o 1996
. e, diffx , bve,, ., difthv,,
{.585
. 4.238 2.903 1.1682 .
Mean coefficient p ;
Number of coefficients >0 ;i ; 4 ' 4 ;6‘
Number of -statistics >1.65 . . - 5013 46
Abarbanell and Bernard (2000} t-stutistic 7.584‘ 2082 I 5,()58_
o (Abﬂdd)‘ e 1998)?’ 4'(}19‘ 2.976° 7327 3.907
1y : 98)'" |
72 (Aboady and Lev, 19
Key u |
| i i ing ancial year,
* p<0.01 ice three months after balance date plus dividends paid (h:rm% ll:ie;;n:;;m;o:: A od of
o o PHC (it after tax and aboormal items at year-end as dalcrml‘ne e
o e ins divide shares outstanding three months afier bala

accounting divided by the number of

ifx, | =xe,-xc, o ,
e, C = Bot:k valrzle of net assets at the beginning of the y ISR e e e
. by the number of shares outstanding three months afte

diffbv, ;= bve, ;= bve,

ear using the cost method of accounting divided
Cm-n

| i ber of years, t is the &
wz] = (1A x S{ATk (k2] where n is the aum

degrees of freedom. N f
1# ZZ = (mean t-statistic)/[standard deviation o

statistic for year i and k, js the

t-qtzuisticsN(n—l)] where 1 is the number of years.
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Results o i 5
i Pooled OLS R(.‘gl €5510n0s ICS(IIIg the [HﬂHEﬂCL‘ of the Meﬂwd of DlSClU'ilIEE on the Value

Relevance of Equity Accounting
Pooled data — All company years 1991 to 1996

Variable
(N=458) Disclosure 1 Disclosure 2
All Supplementary equity Third cof sure
financial statemens umn only

Intercept 04

(p-vilue) 413

xc¢ (0.003) 83;26
{p-ﬂval lie} 4.945
diffx (0.000) ((5)-8(;3)
(p-vafue) 3.834
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(p-value) 0.095
N ©0619) 0.652
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Table?
Comparison of the Characteristics of Companies and Their Investment Conditional on the Method of

Equity Accounting Disclasure

Panet A:Comparison of Method af Disclasure on the Basis of Whether the Associates Made a Profit or Loss

Loss associates  Profit associates Total
Supplementary financial statements (FS3 upfront 13 32 45
Supplémenmry FS in notes 29 46 75
AASB1016 Note 129 209 338
Total 17 287 458

Chi Square = 1.529, p>0.100

Panel B: Comparison of Choice of Disclosure Method on the Basis of Whether the Group Made a Profir or

Loss (this includes dividends recelved from associates)

Loss company Protit conipany Total
Supplémemary FS upfront 7 38 45
Supplémenmry FS in notes 23 52 75
AASBI016 Note 65 2713 338
Total. 95 363 458

Chi Square = 5.699, p<0.100

Panel C:Comparizon of Choice of Disclasure Method on the Basiy of Whether the Company Had Any

Associates Listed on a Public Stock Exchange
No listed assoc Listed assoc Total
Suppl:ememary FS upfront 18 27 45
Supplementary FS in notes 44 31 75
AASB1016 Note 247 51 " 338
349 109 458

Tofal

Chi Sguare = 59374, p<0.001

.Pun.ef D: Comparison of Choice of Diselosure Methad on the Basis of Whether the Assaciates Paid a Dividend

Dividend paid  No dividend paid Total
Supplementary FS upfront 42 3 45
Supplementary FS in notes 47 28 78
AASB1016 Note 192 146 338
281 177 458

Total

Clii Sqvare = 22.414, p<0.001
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Table 8

The Incremental Value Relevance of Market Value Disclosures and Equity Accounting

Method of Accounting and the Incremental Value Relevance of Equity arket van

Accounting over Market Value

Pooled data 199] 10 1996
With White’s consistent standard errors and covariance

N=40
Company years té\dgrke;}’a]ue Equity Accounting Equity Accounting
05t Method to Cost Method to Market Value
Intercept
~0.534
tere -0.010 -
(p-value) (0.049) (0.936) ((;]9%%2)
xc, 8.449 '
e 4,488 4914
- (0.000) (0.000) (0.000)
: vc;:,:_{' 1.068 1.107
p-vaiue) (0.000) F (0.000) )
bvmm-n -
(p-value) ) 0000
oy ‘ (0.000)
a, - ;%053‘337 4,964
.000
diffov, - ) o
(p-value) (({))‘(1)?)?)) )
diffmv,_ 2.106
{p-value) {0.004) ) )
diffme, -
{p-value) ) 00
s (0.000)
?d{f.ﬂi} 0.934 0.979 0.9
p-value) (0.000) (0.000) (0'0(8)3)
Key:
E('_: i f)l;rsg;i;e thr:e ntmnths after balance date plus dividends paid during the financial year,
A = i profit after tax and ab al items : as i ‘
B nosnmal lems at year-end as determined by the cost method of
bve, = Book val ' net uss inni
ety ve of net assets at the beginning of the year usi 108
bvin, = Book value of net assets ut the beginnin: of th: )’:;‘; 391“&: 6 market vahoe e e
e o et year using the market value of the investment in
diffx, = Share of associc ities’ i i
ifx, . ssaclate entities’ earnings less dividends pai associz i
diffbv, . = Difference between the equity accounted value (}; i}:ld\!'gstl]y “55‘?‘”?{35 {('} o o P
- il of iy e QU ¢ ment in associates and the cost method
iffmv, |, =Difference betwe : i i
ot cn the market val res associ
e bt alue of investment in associates and cost method value of investment
diffme,

= J‘Jlftcrence between the equity accounted value of investment in
‘ Investment in assaciates.

All independent varisbles used in the models above
months afler balance date.

associates and the market vatue of

are divided by the number of shares owstanding three
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In order to dete. ..ine whether equity accounting is vafue relevant when market valix
disclosures are provided, the sample is reduced to capture company years for which the
investmerit in associates consists only of publicly traded companies. Inspection of the.s
annual reports of sample companies results in 40 company years for which 100 per cent of
the investment was in publicly listed companies and market value disclosure was pro-
vided in the notes to the accounts. Regression analysis is conducted using models that
capture the incremental value relevance of equity accounting and market value. The re-
sults of three regressions are presented in Table 7.

The first regression measures the incremental relevance of market value as compared
to the cost method. The second regression measures the incremental value relevance of
equity accounting compared to the cost method. The third regression compares equity
accounting to market value by replacing the cost method carrying amount of the invest-
ment in Hook value with market value. The results of the first two regressions show that
both market value and equity accounting have incremental value relevance o the cost
method. However, the results of the third regression bring forth an unexpected finding. It
appears that equity accounting has incremental value relevance to market value.

8, Conclusion

For a period of 26 years, Australian reporting requirements for equity accounting were
out of step with international accounting practice. This paper utilises the uniqueness of
the Australian regulatory setting to investigate the value relevance of equity accounting
during the time it was required that equity accounting be disclosed as a note to the ac-
counts. Valuation and agency theories are used to establish the expectation that equity
accounting has greater value relevance than the cost method and that it provides informa-
tion incrementa to the cost method. The resulis of the price models provide evidence of
the value relevance of equity accounting for investments in associated companies both
incrementally and relative to the cost method. However, the returns models only provide
statistically significant evidence in support of the incremental value of equity accounting.

Investigation of whether the use of supplementary financial statements is viewed by
the market as a signal of the relevance and / or reliability of equity accounted values did
not result in any significant findings. It can be inferved from the results that although
equity accounting is value relevant, the market does not perceive equity accounted values
reported in supplementary financial statements 10 have greater relevance or reliability.
Finally, equity accounting is found to have incremental value relevance over market value
for investments comprising solely of listed associates, although market value is found to
have additional vahue relevance to the cost method. A possible explanation for this result
could be the timing of the market value disclosure used as the independent variable and
the timing of the share price used as the dependent variable. Use of more recent market
values for associates in the model may remove the incremental value relevance of equity

accounting.

The inference that can be drawn from this study is that equity accounting in AASB1016
note format provides investors with additional value relevant information. No incremental
value is found in company years when equity supplementary financial statements are re-
ported. However, systematic differences between companies, on the basis of their reporting




practices, are identified and this may explain the lack of result. Companies that use sup-
plementary financial statements are more likely to pay a dividend and companies that
place supplementary linancial statements “upfront” are more likely to have listed associ-
ates. Ev@ence of whether equity accounting is a better method of reporting than the cost
method is mixed. The explanatory power of both the valuation model and the returns

model when equity accounting is used increases, but only marginally. The implication of

this fincfing is that the decision of Australian regulators to harmonise with international
a_ccour}ttng practice on equity accounting has done little to enbance the value relevance of
fmanmal‘ statements.' If the change in accounting standard results in a reduction in the
level of information supplied to the market (e.g. the omission of cost method figures)

thf:re may be an impact on the relevance of the equity accounted figures.” An extension‘o%
‘thls study would be to investigate the value relevance of equity accounting follow{ng the
introduction of the current equity accounting standard requiring recognition of this method.

-

References
e
Accounting Standards Review Board, 1987 A #oh
: pproved Accounting Standard A A .
Revaluation of Neu-current Assels. & SRBIQI: Accounting for the

Accoummg smndards Review Board, 1989 Approved Accounting Standard ASRB1016: Disclosure of
Information about Investments in Associated Companies. l

Abarbaneli, J. and V. Bernurd “Is ok M ic?”
1503, 221 242, ernard, 2000, “Is the 1.5, Stock Market Myopic?”, Journal of Accounting Research

Aboo . 1996 Recogmlmn ‘ersus Disclosure in the O
Y, L4, N SUS E the Oil and Gas Y
dy, D, 199 Vi as Industry™, Journal (7fA( COURIHNG Research

Abeody, D. and B. Lev, 1998, “The Value-Relevance i ]
A . - 8 of Intangibies: The Case of Software Capitalisation”
Journal of Accaunting Research, Supplement, 161-191, e Captalisaiont

Barth, M, E., 1994, “Fair Value Accounting: Evi i
' ' . g: Evidence From [nvestment Securities and the M aluations
of Banks”, The Accounting Review 69, 1-25. ¢ Market Veluations

Barth, M. E. and G. Clinch, 2001, “Scale Effects in Capi
, . , , "Sea . apital Markeis-based Accounting Research”, Worki
Paper, Graduate School of Business Stanford University. ’ e, Working

Bartlla, l;l E: i:nd S. Kallagur, 1996, “Fhe Effects of Cross-Sectional Scale Differences on Regression Results
in Empirical Accounting Research”, Contemporary Accounting Research 13(2), 527-567.
Bernard V. and K. Schipper, 1994, “Recognition : isclosure in Fi i i
Y X gnition and Disclosure in Financial Reporting™ is| i
Paper, University of Michigan, P Hnprblished Working
Biddle, G. C,, G. §. Seow, ard A. F. Siegel, 1995, “Relative Versus Incremental Information Content”
Contemporary Aceomnting Research 12(1), 1-23. '

Brown, P, 1994, Capital Markets-Based Research | ]
. , -Base h in Accounting: roducti ia:
opers & Lybrom unting: An ntroduction (Melbourne, Australia:

141t is recognis i i
ognised that valuation relevance is only one aspect of accounting information and that in assessing

the useful 1es5 of accounting inforr ration standa k & Stk
g 1 st rd setters consider the interests of a variety of users of financial
information (Mf{f Holthausen and Watls, 2001)-

17 ie H
smndu:{hi d:;ciosure Tequirements of the new version of AASB10L6 differ from the prior version of the
. In the con.text of Ih'IS study, the book value of the investment in associates using the cost method is
not reguired Lo be disclosed in the post recognition regime. L

Brown, P.and L ‘wieson, 1998, “Capitat Markets Research and Accounting Standard Setting”, Accounting
and Finance 38, 5-28,
Christie, A., 1987, “On Cross-Sectional Analysis in Accounting Research”, Journal of Accounting and
Econontics 9, 231-258.
Collitis, D. W., M. Pincus, and H. Xie, 1999, “Equity Valuation and Negative Earnings: The Role of Book
Value of Equity”, The Accounting Review 74(1), 29-61.
Czernkowski, R. and §. Loftus, 1997, “A Market-Based Evajuation of Alternative Methods of Reporting on
livestments in Associated Entities”, Conference Paper, AAANZ Conference proceedings, Hobart, Tasmania.
Easion, P., 1998, “Discussion of Revatued Financial, Tangible, and Intangible Assets: Association with
Share Prices and Non-Market-Based Value Estimates”, Journal of Accounting Research 36, Supplement,
235-247T.
Easton, P. and G. Sommers, 2000, “Scale Effects in Market-Based Accounting Research”, Unpublished Working
Paper, Ohio State University.
Ferris, K. R, and D. W. Taylor, 1983, “Creative Accounting for Cerporate Investmenis”, The Chartered
Accountant in Australia, February, 40-43,
Hareison, T., 1977, “Different Markei Reactions to Discretionary and Non-diseretionary Accounting Changes™,
Journal af Accounting Research 15, 84-107,
Healy, P., K. Pulepi, and A. Sweeney, 1993, “Causes and Conseguences of Expanded Voluptary Disclosure”,
Unpublished Working Paper.
Holthausen. R, W. and R. L. Watis, 2001, “The Reievance of Valus-Relevance Literature for Financial
Accounting Standard Sesting”, Jatrnal of Accounting and Economics 31, 315,
Imhoff Ir., E. A., R. C. Lipe and D. W. Wright, 1995, “ls Footnote Disclosure an Adequate Aliernative to
Financial Statement Recognition?”, The Journat of Financial Statement Aunaiysis 1(1), Fall, T0-81.
Kothari, 8. B, 2001, “Capital Markets Reseacch in Aceounting”, Jowrnal of Aceounting and Economics 31,
105-231,

Kothari, S. P. and J, L. Zimmerman, 1995, “Price and Return Models”, Journal of Accounting and Economics
_20, 155-192.

Levi B., 1989, “On the Usefulness of Earnings and Earnings Research: Lessons and Directions from Two
‘Decades of Empirical Research”, Journal of Accounting Research 27, Supplement, 152192,

Mazay, V., T. Wilkins, and L. Zimmer, 1093, “Determinants of the Choice of Accounting for Investments in
| Associated Companies™, Comtemporary Acconnting Research, Fall, 31-59.

McKinson, §. M. and K. T. Halvorsen, 1993, “Accounting for Non-majority-owned lntercorporate Investments:

A Cash Flow Assessment of Alternative Methads”, Joumnal of Business Finance and Accounting 2000,

. 1-25.

Ohlson, . A., 1995, “Barning, Book Values and Dividends in Equity Valuation”, Contemporary Accouniing
Research 11(2), 661-687.

PBetroni, K. and F. Wahlen, 1995, “Fair Values of Equity and Debt Securities and Share Prices of Property-
- Liability lnsurance Companies”, Journal of Risk and Inswrance 62, 719-737.

Ricks, W. E. and }. S, Hughes, 1985, "Market Reactions to a Non-discretionary Accounting Change: The Case
- of Long-term Investments”, The Accounting Review LX{1), January, 33-52.

Tabachnick, 8. G. and L. S. Fidell, 1996, Using Multhvariate Statisrics (New York, United States: Harper
) Coliins),

White, H., 1080, “A Heteroscedasticity Consistent Covariance Matrix Estimator and a Direct Test for
" Heteroscedasticity”, Econometrica 48{4), 817-838.

Zimmer, L., 1994, “Determinants of Equity Accounting Disclosures”, Accounting and Busiress Review, July,

235-235.



