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Abstract
This study addresses one of the most fundamental accounting questions: Should the valuation 
of financial statements be based on the fair value or cost model? We address this question in 
the investment property industry wherein the fair value model can be applied under the IFRS 
standards but not under the US GAAP. Following Krishnan and Zhang (2019), we test earnings 
quality with earnings predictability, persistence, value relevance, discretionary accruals, and 
conditional conservatism measures using 2014–2019 data obtained from archival databases. 
Our empirical findings suggest that the cost model yields be!er earnings quality than the fair 
value model in two out of six tests: higher discretionary accruals quality, and not overstated 
asset in (price-level) value-relevance tests. The other four tests do not provide statistically sig-
nificant differences. We propose three contributions to the prior literature.
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1. Introduction 
This study examines whether there are differences in earnings quality under the fair value 
model compared to the cost model in the investment property industry. The prior literature 
argues that the choice between fair value and cost is a central topic in the current debate on 
accounting (Quagli & Avallone, 2010). Cross-industry studies suggest that fair value account-
ing provides some benefits, whereas the cost model can provide others (Wa!s, 2003; Francis, 
2004; Qiang, 2007). Francis et al. (2004) argue that the fair value model is more value-relevant 
and provides more predictable and timely earnings numbers because of its future orientation. 
On the other hand, the cost model is be!er from the contractual perspective because it reduces 
agency costs and improves stewardship functioning (Wa!s, 2003; Qiang, 2007). 

Dietrich et al. (2001) find that increased managerial discretion in reporting fair values of 
investment properties (in the disclosures of financial statements) improves the accuracy of 
selling prices and finds indications of earnings management using fair values of investment 
properties. Using investment property sector data, OwusuဨAnsah & Yeoh (2006) find that the 
value relevance of recognising unrealized gains in the income statement is not superior to or 
significantly different from recognising unrealized gains in revaluation reserve. Overall, there 
is mixed evidence on how recognising unrealized gains and losses of the investment property 
industry affect earnings quality. Also, the prior evidence does not incorporate the current re-
porting environment where extensive adoption of IFRS standards took place in 2005 and after-
wards. The data in the most closely related studies have been collected before 2005, or the data 
represent the U.S. only (Francis 2004; Owusu-Ansah & Yeoh, 2006) or data are collected from 
one country (Krishnan and Zhang, 2019).

Using the regulatory difference between the U.S. (applying the US GAAP) compared to 
other British legal origin countries, which all apply IFRS with the fair value model as their pri-
mary valuation approach in the investment property industry, we examine how the inclusion 
of fair value changes in the income statement (under the IFRS but not under the US GAAP) 
affects earnings quality. We use data from the U.S. and countries applying the IFRS standards 
(Australia, Canada, Great Britain, Hong Kong, Ireland, Singapore, South Africa, and New Zea-
land). Our sample consists of companies in countries with a British legal origin to alleviate 
comparability problems with varying institutional quality. Using a subset of countries with a 
similar legal system and the use of IFRS standards one can cut down measurement noise (cf. 
Burgstahler et al., 2006). 

To the best of our knowledge, no prior study has addressed our research question: Does 
the use of the fair value model of the investment properties under IAS 40 improve the quality of the 
earnings compared to the cost model under ASC 360. We adopt the earnings quality measures from 
Krishnan and Zhang (2019): earnings predictability, persistence, value relevance, discretionary 
accruals, and conditional conservatism tests. However, we use them using a larger set of coun-
tries and longer time period, years 2014–2019, obtained from archival databases. 

Our empirical findings suggest that the cost model’s valuation yields be!er earnings qual-
ity in two of our six tests measures compared to the fair value model: (i) accruals have higher 
quality, and (ii) asset values are non-inflated according to the price-level value-relevance tests. 
Other measures show insignificant differences between the two reporting models. 

Our first contribution relates to Francis et al. (2004) study. They argue that fair value ac-
counting is more value relevant and provides more predictable and timely earnings numbers 
because of its future orientation. However, unlike Francis et al. (2004) (with data period end-
ing in 2001, using only U.S. data), who used the operation cycle as a control variable, we focus 
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on just one business model (investment property sector) to obtain more accurate information 
on the effects of fair value accounting on earnings quality in the investment property sector. 
We find that, in our context, the cost model is superior to the fair value model in two of the 
measures that we use, while other measures provide statistically insignificant differences. 

Second, we contribute to Krishnan and Zhang (2019) study on the earnings quality between 
IFRS and Canadian GAAP that is similar to US GAAP. Their results using data from the year 2011 
support the notion that higher earnings quality is associated with CGAAP. Different to Krishan 
and Zhang (2019), we use observations from many countries applying IFRS (including Can-
ada), from years 2014–2019. We focus on the use of fair value in the investment property sector 
only. Compared to Krishnan and Zhang (2019) our findings do not support higher earnings 
quality of the Canadian GAAP type of cost model (that was abandoned by Canadian listed firms 
in 2011) to the same extent as in their study. 

Third, we contribute to Dietrich et al. (2011), who collected the fair value estimates from the 
annual reports’ footnotes that enabled to study the role that fair value estimates as additional 
information to the financial statements. Using U.K. listed investment properties companies 
from the years 1988-1996, Dietrich et al. (2000) found indications of earnings management. In 
our sample, the IFRS subsample’s fair values affect net income directly, and thereby earnings 
per share. We find that earnings management (and managerial opportunism) is present in the 
IFRS sample because investors predict approximately 15% lower values for the long-term assets 
than what the firm management reporting is in their financial statements. 

The rest of the paper is organized as follows. Section 2 provides a brief description of the 
contexts (the investment property industry) for the study. It also reviews the regulations relat-
ing to the accounting for investment properties under the fair value model (IFRS) and the cost 
model (US GAAP). We provide a literature review and develop the research question in Section 
3. In Section 4, we discuss the data and our empirical models. We describe our empirical find-
ings in Section 5 and draw our conclusions in Section 6. 

2. Investment property reporting under the IFRS and US GAAP
Addressing financial reporting of investment properties is relevant due to the large size and 
specific reporting requirements of the industry, as defined in the IAS 40 Investment Properties 
under the IFRS. In Europe alone, the fair value of investment properties in a listed real estate 
investment trust (REIT) in Q3/2019 is estimated to be €453 billion, with a total market cap of 
USD216 billion (EPRA June 2019). In the investment property sector, the investment properties 
stand for an average of 80% of the company’s total assets (Sangchan et al., 2020). The com-
mercial real estate value in the global markets covered by the FTSE EPRA Nareit is estimated at 
USD30.2 trillion, with the total listed real estate sector valued at USD3.6 trillion (12.0% of CRE). 
The full index market cap is USD 2.4 trillion, representing 65.2% of the listed real estate sector’s 
total market cap across the globe (EPRA 9/2019).

IFRS in IAS 40 Investment Properties favors the fair value accounting of investment proper-
ties (Cairns et al., 2011). It does so because presenting fair values is mandatory, while there is 
an option to either present fair values only in the disclosures or in the balance sheet. If the fair 
values of investment properties are recognized in the balance sheet assets, the change in fair 
value (unrealized gain or loss) must be allocated into the income statement (IAS 40.35). 

Not permi!ing the inclusion of unrealized gains of investment properties in net income 
is consistent with the more conservative philosophy of the US GAAP. Under US GAAP, the his-
torical acquisition price less depreciation constitutes the balance sheet’s asset value, and the 
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fair value model is not allowed (ARB 43, CH 98.1), and thereby the cost model will be used (ASC 
360). Thus, different reporting models of investment properties under the IFRS and US GAAP 
provide a se!ing where earnings quality reflects the outcome of the two financial reporting 
models: cost and fair value.

3. Development of the research question 
The current study focuses on the intersection of a separately regulated (investment property) 
industry and the earnings quality outcomes of recognizing unrealized gains or losses in the 
income statement. According to Dietrich et al. (2000), appraisers rarely observe contempo-
raneous transactions for an identical property, and appraisers rely on subjective assumptions 
and exercise considerable judgment.  Slavko (2015) suggests that unobservable markets allow 
managers to manipulate the results using the estimation values, leading to lower quality of 
reported earnings. 

Valuations based on cash flow projections provide helpful information to investors even 
though they require management estimations (Kolev, 2019). Fair value measurement also 
enables the prediction of future accounting earnings (Evans et al., 2014). One can also argue 
that the fair value model fulfills the need for more decision-useful financial information given 
the increasing complexity of a globalized and innovation-based economy (Barth, 2006;  Ball, 
2006; Zyla, 2012; Marra, 2016). A precise, fair valuation can provide investors inside informa-
tion about the management’s expectations regarding the investment properties (Danbolt & 
Rees, 2008), and accurate information about the expected cash flows in the future (Liang & 
Riedl, 2014). In contrast to the above, some scholars see the use of fair values on the balance 
sheet as controversial because fair values require estimates using management’s expectations 
and projections as inputs (Penman, 2007; Hughes & Te!, 2008; McCreevy, 2008;   Ball, 2016; 
Marra, 2016). Some even characterize fair value accounting as unreliable (Penman, 2007; Ben-
ston, 2008; McCreevy, 2008), and others argue that fair values do not contain information 
about future earnings (Dichec & Tang, 2008; Bezold, 2008). Maybe negative views about man-
agement estimates can be explained by findings of prior studies suggesting that management 
can impact valuation models’ choices (Shalev et al., 2013) and influence the valuation process’s 
outcome (Singleton & Green, 2007). Singleton and Green (2007) point out that fair value ac-
counting is costly, and its outcomes are volatile and unpredictable (So & Smith, 2009).

Our interest in earnings quality is related to the consequences of the cost and fair value 
models on the financial statement information and share market measures provided by the 
firms in the investment property industry. Dechow et al. (2010, p. 344) define “earnings quality” 
as follows: “higher quality earnings provide more information about the features of a firm’s 
financial performance that are relevant to a specific decision made by a specific decision-
maker.”

Following Dechow et al. (2010), we recognize the three features of earnings quality: (i) 
earnings quality is conditional on the decision-relevance of information, (ii) the quality of 
a reported earnings number depends on whether it provides su�cient information about a 
firm’s financial performance, and (iii) earnings quality is jointly determined by the relevance 
of the underlying financial performance to the decision and by the ability of the accounting 
system to measure performance.

Prior studies use various measures for earnings quality. A detailed description of how earn-
ings quality constructs can be derived from the relations among income, accruals, and cash 
is provided by Schipper and Vincent (2003). Some use the time-series properties of earnings, 
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including earnings persistence1 (Francis et al., 2004; Atwood et al., 2011; Chen & Wu 2013; Yao, 
2013; Kamarudin & Ismail, 2014), predictability (Doyle, Lundholm, & Soliman, 2003; Francis et 
al., 2004; Barragato & Markelevich, 2008;  Dichev & Tang, 2008; Hussainey, 2009; Kamarudin & 
Ismail, 2014), and timeliness (Francis et al., 2004; Abdullah, 2006; Kamarudin & Ismail, 2014). 
Earnings quality is also measured by using volatility concerning accruals to future cash flows 
(Francis et al. 2004; Kamarudin, 2014) in which earnings are associated with share market met-
rics, such as share prices (Richardson et al., 2005) and returns, and the level of discretionary 
accruals (McInnis & Collins, 2011; Kamarudin & Ismail, 2014; Darjezi, 2015). 

Earnings quality and audit quality have been linked in different studies (Becker et al., 1998; 
Raynolds and Francis, 2000; Balsam et al., 2003). There is empirical evidence that audit qual-
ity improves the investor’s ability to anticipate future earnings (Hussainey, 2009). Krishnan 
and Zhang (2019) use the following measures - predictability of earnings for future cash flows, 
earnings persistence, value-relevance of earnings, discretionary accruals, and the asymmetric 
timeliness of earnings - when comparing the IFRS-earnings and the Canadian GAAP (a close 
substitute to the US GAAP) of all listed Canadian firms in the year when the listed Canadian 
companies started to use IFRS. They report that the Canadian GAAP outperformed the IFRS in 
earnings quality. Moreover, the IFRS numbers of Canadian firms were less value-relevant and 
less persistent. 

Firms’ contracts are determinants of earnings quality (Dechow et al., 2010). Contracts, such 
as compensation contracts and debt contracts, affect financial statements’ reporting (Sco!, 
2015). Conservatism is one of the critical earnings quality measures that are affected by con-
tracts. Basu (1997, p. 7) describes the traditional conservatism rule, “anticipate no profits but 
anticipate all losses,” as denoting accountants’ tendency to require a higher degree of verifica-
tion to recognize good news as gains than to recognize bad news as losses. If the conservatism 
is news dependent, it is called “conditional conservatism,” and if it is not news dependent, it 
is called “unconditional conservatism” (Beaver & Ryan, 2005). A frequently used example of 
conditional conservatism is the expensing rule of inventories: lower of cost or market value 
(Hartfield, 1909; Esquerre, 1914; Basu, 2005; Krishnan & Zhang, 2019). According to Bever and 
Ryan (2005, p. 269), unconditional conservatism is “an average understatement of the book 
value of net assets relative to their market value.” The essence of unconditional conservatism 
means that asset decrease (or liability increase) is presented without an economic loss event. 

Conditional conservatism is vital for lenders (Ball et al., 2008). Investors demand condi-
tional conservatism to restrict managers’ ability to exploit unverifiable accounting estimates 
based on opportunistic motives. If market prices are unavailable, the fair value estimation pro-
cess is susceptible to managerial discretion (Black et al., 2018). 

According to Healy and Wahlen (1999, p. 368), earnings management “occurs when manag-
ers use judgment in financial reporting and in structuring transactions to alter financial re-
ports to either mislead some stakeholders about the underlying economic performance of the 
company or to influence contractual outcomes that depend on reported accounting numbers.”  
Lo (2008, p. 350) summarises the above idea of earnings management by stating that, “some-
one is doing something that harms someone else.” Earnings management and earnings quality 
have joint properties, and highly managed earnings have a low quality (Lo, 2008). However, 
the lack of earnings management does not guarantee high-quality earnings. For example, a 
poor set of standards can generate low-quality financial reports (Lo, 2008). Prior studies dis-

1 However arguably, the use of the cost model is likely to result higher predictability because of less variation in changes in 
depreciation compared to changes of fair value.
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cuss alternative ways to manage earnings (Jackson & Liu 2010; Keung et al., 2010; Barton & Mer-
cer, 2005; Christensen et al., 2012; Hsu & Lin, 2016).

According to agency theory assumptions, the managers pursue maximizing their compen-
sation (cf. Healy, 1985). The latitude of IAS 40 seems to introduce managerial opportunism. 
Namely, Quagli and Avallone (2010) examine the drivers of choice for IAS 40 in the real es-
tate industry and show that information asymmetry, contractual efficiency, and managerial 
opportunism could account for the fair value choice. Dietrich et al. (2000) find that appraisal 
estimates of investment properties understate actual selling prices and are considerably less 
biased and more accurate in selling prices than historical costs. These findings are perhaps 
not unsurprising as fair values intend to reflect exit prices of the assets. Pinto and Pais (2015) 
find evidence suggesting that some real estate managers react to market pressure to meet fi-
nancial reporting objectives by smoothing book value returns. Using all Canadian listed firms, 
Krishnan and Zhang (2019) report that accrual quality is lower under the IFRS, suggesting 
greater earnings management. In contrast, Ball (2013) argues that earnings management is 
a myth and no real evidence to support this fact. Based on the above discussion, we set the 
following research question.

Does the use of the fair value model of the investment properties under IAS 40 improve the quality 
of the earnings compared to the cost model under ASC 360?

4. Empirical tests and data
4.1 Data
As our research question addresses companies in the investment property industry, we start 
the sample development by identifying all listed companies from the real estate industry 
corresponding to the SIC two-digit industry number 65 (“Real estate”). Our sample includes 
companies from the USA, Australia, Canada, Great Britain, Hong Kong, Ireland, Singapore, 
South Africa, and New Zealand. The number of observations by country is described in Table 
1. The data covers years 2014-2019, and we require data from at least two successive years for 
variables of interest to satisfy the requirement of including a lagged variable in the cash flow 
predictability, earnings persistence, value relevance, and discretionary accruals tests. We use 
all firm-year observations with data available in databases that are needed for our tests, and 
winsorize the distributions of our variables in 1% and 99% to mitigate problems with outliers. 
From Table 1, we can see that our sample includes 399 companies (150 from the U.S. and 249 
from the IFRS countries) and 2,394 (900 US and 1,494 IFRS) firm-year observations. The number 
of observations used in the actual tests is lower than the above when data on variables are not 
available from public sources identified in the study. The data availability by variable has been 
presented in the first and second columns of Table 2. 
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We use two sources of data. Our primary data source is Orbis (provided by Bureau van Dijk), 
from which we gather all financial statement and valuation information. The USGAAP cash 
flows are taken from the Compustat database. The variable definitions are presented in Ap-
pendix 1.

4.2 Models
To compare the earnings quality between the U.S. and IFRS companies, we recognize that “there 
is no measure of earnings quality that is superior for all decision models” (Detchow et al., 2010, 
345). We follow Krishnan and Zhang (2019) and use five different a!ributes for earnings qual-
ity: (1) predictability of earnings, (2) earnings persistence, (3) value-relevance of earnings, (4) 
discretionary accruals, and (5) asymmetric timeliness of earnings. 

4.2.1 Predictability of earnings
We use the model from Dechow et al. (1998) to measure the predictability of earnings. Here, 
the cash flow is predicted by the previous year’s earnings as follows:  

where CFO� LV�WKH�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��DQG�EPS is the earnings per share. A positive 
UHODWLRQVKLS�EHWZHHQ�WKH�FDVK�ÀRZ�DQG�WKH�SUHYLRXV�\HDU¶V�(36�LV�H[SHFWHG��LQGLFDWLQJ�WKH�SUHGLFWDELOLW\�
of earnings (Dechow et al., 1998). 

4.2.2. Earnings persistence 
The persistence of earnings is analyzed similarly to Krishnan and Zhang (2019):

where EPS is earnings per share. The quality of persistence is evaluated by comparing the coef-
ficients of models with subsamples using Chi2-test statistic and by comparing the explanatory 
power (R2) of the models. 

Table 1. The number of observations by country 

COUNTRY FIRMS FIRM-YEARS PERCENT

Australia 37 222     9.27

Canada 51 306    12.78

Great Britain 63 378    15.79

Hong Kong 41 246    10.28

Ireland 1 6     0.25

Singapore 43 258    10.78

South Africa 13 78     3.26

United States 150 900    37.59

Total 399 2,394  100.00
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where CFO is the cash flow from operations per share, and EPS is the earnings per share. A positive 

relationship between the cash flow and the previous year's EPS is expected, indicating the predictability 

of earnings (Dechow et al., 1998).  
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where EPS is earnings per share. The quality of persistence is evaluated by comparing the coefficients 

of models with subsamples using Chi2-test statistic and by comparing the explanatory power (R2) of the 

models.  

4.2.3 Value-relevance of earnings 

The third attribute of earnings quality is value-relevance, based on the share price predictability one 

month and three months after the fiscal year-end (Barth et al., 2008). These are respectively calculated 

as follows: 

1ܩܣܮ_ܧܥܫܴܲ = ߙ + ܸܵܤଵߚ + ܱܵܵܮ_ܵܲܧଶߚ + ܵܲܧଷߚ + ܱܵܵܮ_ܵܲܧସߚ × ܵܲܧ + ߳, (3) 

3ܩܣܮ_ܧܥܫܴܲ = ߙ + ܸܵܤଵߚ + ܱܵܵܮ_ܵܲܧଶߚ + ܵܲܧଷߚ + ܱܵܵܮ_ܵܲܧସߚ × ܵܲܧ + ߳,          (4) 

where PRICE_LAG1 and PRICE_LAG3 are the share prices one month and three months after the fiscal 

year-end, respectively. In addition, BVS is the book value of equity per share, and EPS is the earnings 

per share. Based on Ohlson (1995), we expect positive coefficients on BVS and EPS. Furthermore, to 

capture the piece-wise linearity of earnings (Basu, 1997), we add the loss dummy indicating negative 

EPS and the interaction term EPS_LOSS x EPS to control for negative earnings. 

        

We use also a value-relevance model where earnings and the change of earnings are the predictors of 

share returns (Ghosh & Moon, 2005).  

ܴܷܰܶܧܴ = ߙ + ܵܲܧଵߚ + ܵܲܧܪܥଶߚ +  (5)                                 ߝ

(1)

(2)
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We use two sources of data. Our primary data source is Orbis (provided by Bureau van Dijk), 
from which we gather all financial statement and valuation information. The USGAAP cash 
flows are taken from the Compustat database. The variable definitions are presented in Ap-
pendix 1.

4.2 Models
To compare the earnings quality between the U.S. and IFRS companies, we recognize that “there 
is no measure of earnings quality that is superior for all decision models” (Detchow et al., 2010, 
345). We follow Krishnan and Zhang (2019) and use five different a!ributes for earnings qual-
ity: (1) predictability of earnings, (2) earnings persistence, (3) value-relevance of earnings, (4) 
discretionary accruals, and (5) asymmetric timeliness of earnings. 

4.2.1 Predictability of earnings
We use the model from Dechow et al. (1998) to measure the predictability of earnings. Here, 
the cash flow is predicted by the previous year’s earnings as follows:  

where CFO� LV�WKH�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��DQG�EPS is the earnings per share. A positive 
UHODWLRQVKLS�EHWZHHQ�WKH�FDVK�ÀRZ�DQG�WKH�SUHYLRXV�\HDU¶V�(36�LV�H[SHFWHG��LQGLFDWLQJ�WKH�SUHGLFWDELOLW\�
of earnings (Dechow et al., 1998). 

4.2.2. Earnings persistence 
The persistence of earnings is analyzed similarly to Krishnan and Zhang (2019):

where EPS is earnings per share. The quality of persistence is evaluated by comparing the coef-
ficients of models with subsamples using Chi2-test statistic and by comparing the explanatory 
power (R2) of the models. 

4.2.3. Value-relevance of earnings
The third a!ribute of earnings quality is value-relevance, based on the share price predictabil-
ity one month and three months after the fiscal year-end (Barth et al., 2008). These are respec-
tively calculated as follows:

where PRICE_LAG1 and PRICE_LAG3 are the share prices one month and three months after 
the fiscal year-end, respectively. In addition, BVS is the book value of equity per share, and EPS 
is the earnings per share. Based on Ohlson (1995), we expect positive coe�cients on BVS and 
EPS. Furthermore, to capture the piece-wise linearity of earnings (Basu, 1997), we add the loss 
dummy indicating negative EPS and the interaction term EPS_LOSS x EPS to control for negative 
earnings.

We use also a value-relevance model where earnings and the change of earnings are the 
predictors of share returns (Ghosh & Moon, 2005). 

In equation (5), RETURN is a 12-month buy-and-hold share return starting nine months before 
the fiscal year-end and ending three months after the fiscal year-end. EPS is the earnings per 
share, and CHEPS  is the annual change of EPS.

4.2.4. Discretionary accruals
We follow Dechow and Dichev (2002) and calculate the total accruals as the dependent variable of equa-
WLRQ������6FDOHG�FDVK�ÀRZ�IURP�RQH�\HDU�EHIRUH��LQ�WKH�FXUUHQW�\HDU��DQG�RQH�\HDU�DIWHU�DUH�WKH�SUHGLFWRU�
variables in the equation. 

Total accruals (ACCRUALS��DUH�FDOFXODWHG�DV�HDUQLQJV��GHSUHFLDWLRQ�OHVV�RSHUDWLQJ�FDVK�ÀRZV��GLYLGHG�
by market capitalization. CFO SCALED�LV�DQ�RSHUDWLRQDO�FDVK�ÀRZ�VFDOHG�E\�PDUNHW�FDSLWDOL]DWLRQ��

4.2.5. Asymmetric timeliness of earnings
Finally, we use the model proposed by Basu (1997) to evaluate the amount of conditional conservatism 
(the asymmetric timeliness of the recognition of gains and losses) of earnings. 

In equation (7), EPS_SCALED represents the earnings per share scaled by share price. RET is 
a 12-month buy-and-hold share return and RET_NEG is a dummy capturing negative return. 
Regression coe�cient ȕ1 measures the conservatism for positive returns, whereas the sum of ȕ1 
and ȕ3 measures the conservatism for the negative returns. A significant positive coe�cient of 
ȕ3 indicates the asymmetric timeliness of earnings. 
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where PRICE_LAG1 and PRICE_LAG3 are the share prices one month and three months after the fiscal 

year-end, respectively. In addition, BVS is the book value of equity per share, and EPS is the earnings 

per share. Based on Ohlson (1995), we expect positive coefficients on BVS and EPS. Furthermore, to 

capture the piece-wise linearity of earnings (Basu, 1997), we add the loss dummy indicating negative 

EPS and the interaction term EPS_LOSS x EPS to control for negative earnings. 

        

We use also a value-relevance model where earnings and the change of earnings are the predictors of 

share returns (Ghosh & Moon, 2005).  

ܴܷܰܶܧܴ = ߙ + ܵܲܧଵߚ + ܵܲܧܪܥଶߚ +  (5)                                 ߝ
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In equation (5), RETURN is a 12-month buy-and-hold share return starting nine months before the fiscal 

year-end and ending three months after the fiscal year-end. EPS is the earnings per share, and CHEPS  is 

the annual change of EPS. 

 

4.2.4 Discretionary accruals 

We follow Dechow and Dichev (2002) and calculate the total accruals as the dependent variable of 

HTXDWLRQ� ���. Scaled cash flow from one year before, in the current year, and one year after are the 

predictor variables in the equation.  

௧ܵܮܣܷܴܥܥܣ = ߙ + ௧ିଵܦܧܮܣܥܵ_ܱܨܥଵߚ + ௧ܦܧܮܣܥܵ_ܱܨܥଶߚ + ௧ାଵܦܧܮܣܥܵ_ܱܨܥଷߚ +  (�)               ߝ

Total accruals (ACCRUALS) are calculated as earnings +depreciation less operating cash flows, divided 

by market capitalization. CFO SCALED is an operational cash flow scaled by market capitalization.  

 

4.2.5 Asymmetric timeliness of earnings 

Finally, we use the model proposed by Basu (1997) to evaluate the amount of conditional conservatism 

(the asymmetric timeliness of the recognition of gains and losses) of earnings.  

ܦܧܮܣܥܵ_ܵܲܧ = ߙ + ܶܧଵܴߚ + ܩܧܰ_ܶܧଶܴߚ + ܩܧܰ_ܶܧଷܴߚ × ܶܧܴ +  (7)                           ߝ

In equation (7), EPS_SCALED represents the earnings per share scaled by share price. RET is a 12-month 

buy-and-hold share return and RET_NEG is a dummy capturing negative return. Regression coefficient 

Ⱦ1 measures the conservatism for positive returns, whereas the sum of Ⱦ1 and Ⱦ3 measures the 

conservatism for the negative returns. A significant positive coefficient of Ⱦ3 indicates the asymmetric 

timeliness of earnings.  
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Table 2: Group statistics with t-test (IFRS compared the US GAAP) 
0HDQ�YDOXHV��GLႇHUHQFHV��VWDQGDUG�GHYLDWLRQV��W�YDOXHV��DQG�S�YDOXHV�

  N (IFRS) N (US) MEAN (IFRS) MEAN(US) DIFF. SD(IFRS) SD(US) T-VALUE P-VALUE

 BIG4 990 414 .687 .314 .373 .464 .465 13.70 .000

 CFO 1187 341 .478 2.173 -1.694 1.580 2.928 -14.05 .000

 EPS 1250 473 .458 .673 -.215 1.560 2.285 -2.25 .026

 EPS LOSS 1494 900 .170 .205 -.035 .376 .404 -2.20 .025

 CHEPS 1182 414 -.011 .359 -.370 1.186 2.221 -4.25 .000

 PRICE 1257 478 6.301 22.407 -16.107 17.098 26.165 -15.00 .000

 PRICE LAG1 1229 427 6.512 24.067 -17.555 17.773 28.958 -14.70 .000

 PRICE LAG3 1243 440 6.677 24.424 -17.747 18.616 30.682 -14.30 .000

 BVS 1250 478 6.470 11.279 -4.809 15.140 12.929 -6.15 .000

 RET 1164 368 -.008 .001 -.009 .348 .540 -.35 .721

 RET NEG 1494 900 .360 .185 .174 .480 .389 9.25 .000

 ACCRUALS 1494 900 .022 .005 .017 .206 .082 2.35 .020

 CFO SCALED 1153 341 .029 .121 -.092 .546 .414 -2.89 .004

 EPS SCALED 1212 456 .030 -.073 .103 .597 1.762 1.78 .074

BIG4 is an indicator for BIG4-auditor; CFO�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��EPS�LV�HDUQLQJV�SHU�VKDUH�LQ�D�¿VFDO�\HDU��EPS_LOSS is a dummy for negative EPS; CHEPS is an annual change in 
EPS; PRICE_LAG_1 and PRICE_LAG_3�DUH�WKH�VWRFN�SULFHV�RQH�DQG�WKUHH�PRQWKV�DIWHU�WKH�¿VFDO�\HDU�HQG��UHVSHFWLYHO\��BVS is book value per share; RET is a 12-month buy-and-hold stock return; 
RET_NEG is a dummy for negative return; ACCRUALS is the total accruals; CFO_SCALED�LV�WKH�FDVK�ÀRZ�VFDOHG�E\�PDUNHW�FDSLWDO��DQG�EPS_SCALED is the EPS scaled by market capital. Variable 
GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�

5. Results
5.1. Descriptive statistics
The descriptive statistics for the variables used in our tests are shown in Table 2. In the table, we present the mean values and standard deviations sepa-
rately based on the subsets of firms that apply the IFRS and those that apply the US GAAP. The table also reports the p-values from the mean tests between 
the subsamples. Table 2 shows that the share of negative earnings is higher in the U.S. sample. In the IFRS sample, the share of negative stock return and 
the absolute value of total accruals are higher. 
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When we hand-collected additional data from a total of 100 random companies from our sam-
ple, non-tabulated descriptive statistics show that the mean investment properties to total assets 
of IFRS companies was 81.3 percent and of US companies 78.4 percent (standard deviations 16.4 
and 21.2 per cents, respectively). 

5.2 Predictability of earnings
Table 3 Panel A presents the results of the earnings predictability. We run equation (1) for the 
full sample and separately for IFRS and US GAAP subsamples. A positive coe�cient for the pre-
vious year’s EPS is expected; that is, EPS should be positively correlated with future cash flows. In 
both subsamples, the coe�cient of EPSt-1 is significant and positive. In U.S. firms, the coe�cient 
(0.846) is higher than in IFRS companies (0.574). The difference is not statistically significant. We 
also observe a higher R2 for the US GAAP sample (0.409) than for the IFRS sample (0.363). 

Table 3 Panel A. Regression results 
The dependent variable is CFO.�&RHႈFLHQWV���VWG��HUURUV���&KL��DQG��S�YDOXHV��

     (1)   (2)   (3) (4)

   IFRS   USGAAP ALL CHI2

 EPSt_1 0.574*** 0.846*** 0.692*** 1.67

  (0.149) (0.150) (0.123) (0.197)

 _cons 0.178** 1.484*** 0.431***

  (0.088) (0.203) (0.088)

 Obs. 1131 300 1431

 R-squared 0.363 0.409 0.358

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * <0.1 
CFO LV�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��BIG4 is an indicator for BIG4-auditor; EPS is earnings per share. 
9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�

Table 3 Panel B. Predictability of earnings
The dependent variable is CFO.�&RHႈFLHQWV���VWG��HUURUV���&KL��DQG��S�YDOXHV�

     (1)   (2)   (3) (4)

   IFRS US GAAP ALL CHI2

 BIG4 0.313** 0.291 0.170 0.00

  (0.157) (0.693) (0.221) (0.974)

 EPSt_1 0.581*** 0.954*** 0.739*** 1.76

  (0.152) (0.242) (0.166) (0.184)

 BIG4xEPSt_1 -0.001 -0.267 -0.052 0.73

  (0.062) (0.313) (0.083) (0.392)

 _cons 0.035 1.005 0.240*

  (0.057) (0.649) (0.134)

 Obs. 750 133 883

 R-squared 0.381 0.540 0.426

*** p<0.01, ** p<0.05, * p<0.1
&)2�LV�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��%LJ��LV�DQ�LQGLFDWRU�IRU�%LJ��DXGLWRU��(36�LV�HDUQLQJV�SHU�VKDUH��9D-
ULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�&)2�LV�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��%,*��LV�DQ�LQGLFDWRU�
IRU�%,*��DXGLWRU��(36�LV�HDUQLQJV�SHU�VKDUH��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�
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The absolute value of the coe�cient of EPS in the US sample is higher than that of the IFRS sam-
ple. However, the observed difference between standards is not statistically significant (p-value 
of the Chi2-test is 0.197). Therefore we conclude that there is no difference in earnings predicta-
bility between IFRS and US GAAP. 

5.3 Earnings persistence 
The results for the regression equation (2) are presented in Table 4 Panel A. Similarly Chalmers 
et al. (2011), our interpretation is that an increase in earnings predictability reflects be!er in-
corporation of underlying economic circumstances that have continuing effects on the future 
earnings. Therefore, we interpret a higher positive coe�cient as an indication of higher earn-
ings quality. However, from Table 4 Panel A, we observe the coe�cients of US GAAP (coe�cient 
is 0.795) and IFRS samples (coe�cient is 0.774) are not statistically different from each other 
(p-value of Chi2-test is 0.873).

Table 4 Panel A. Earnings persistence
7KH�GHSHQGHQW�YDULDEOH�LV�(36��&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

     (1)   (2)   (3) (4)

   IFRS USGAAP  ALL CHI2

 EPSt_1 0.774*** 0.795*** 0.784*** 0.03

  (0.069) (0.117) (0.063) (0.873)

 _cons 0.082*** 0.255*** 0.125***

  (0.031) (0.063) (0.028)

 Obs. 1182 414 1596

 R-squared 0.615 0.571 0.596

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1  
CFO LV�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��Big4 is an indicator for Big4-auditor; EPS is earnings per share. Va-
ULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�

Table 4 Panel B. Earnings persistence 
7KH�GHSHQGHQW�YDULDEOH�LV�(36��&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values)

   (1) (2) (3) (4)

   IFRS US GAAP ALL CHI2

 BIG4 0.029 -0.031 -0.019 0.13

  (0.068) (0.152) (0.072) (0.714)

 EPSt_1 0.814*** 0.841*** 0.831*** 0.02

  (0.083) (0.163) (0.076) (0.880)

 BIG4xEPSt_1 0.003 0.018 -0.001 0.02

  (0.023) (0.198) (0.024) 0.01

 _cons 0.052 0.246** 0.113** (0.939)

  (0.035) (0.120) (0.047)

 Obs. 784 193 977

 R-squared 0.686 0.638 0.669

*** p<0.01, ** p<0.05, * p<0.1
CFO LV�FDVK�ÀRZ�IURP�RSHUDWLRQV�SHU�VKDUH��Big4 is an indicator for Big4-auditor; EPS is earnings per share. Va-
ULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�



NJB Vol. 70 , No. 3  (Autumn 2021) Does the Fair Value Model Enhance Earnings Quality Compared to the Cost Model? 

195

The explanatory power (R2) in the models are 0.615 and 0.571 for the IFRS and the US GAAP 
subsamples, respectively. 

5.4 Value-relevance
Tables 5–6 presents the results regarding equations (4) – (5). The difference of the coe�cients 
between the U.S. and IFRS subsamples is analyzed using the Chi-square test. The dependent 
variables are PRICE_LAG_3 (Table 5 Panel A) and RETURN (Table 6 Panel A). We control for neg-
ative EPS with the EPS loss dummy and let the la!er interact with EPS. In Table 5 Panel A, the 
share price is lagged by three months. The coe�cient of BVS is positive and statistically signifi-
cant for both subsamples. For the IFRS firms (in Column 1), the coe�cient is 0.846, suggesting 
that 84,6 % of the reported book value is capitalized in the share value. This coe�cient is lower 
than the theoretical value of 1 (Ohlson, 1995). It can be seen from the test ȕ(BVS)=1 because 
the regression coe�cient of BVS of IFRS subsample differs from 1 (p-value is below 0.001). This 
is not true for the US GAAP sample where the p-value of the test ȕ(BVS)=1 is 0.883 suggesting 
that the coe�cient of BVS (0.986) does not differ from 1. However, the R2 of the IFRS sample 
(0.764) is much higher than that of the USGAAP sample (0.374). We can also see that for the 
US firms the coe�cients of EPS_LOSSxEPS differs at the 10 % confidence level between subsam-
ples (p-value of Chi2 test is 0.089). Other coe�cients are not statistically different between the 
subsamples. Untabulated results using a lag of one month instead of three months remain 
qualitatively the same.  

Table 5 Panel A. Value relevance
The dependent variable is PRICE_LAG_3.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values)

     (1)   (2)   (3) (4)

      IFRS    US GAAP    ALL CHI2

 BVS 0.846*** 0.986*** 0.891*** 0.35

  (0.178) (0.158) (0.133) (0.556)

 EPS_LOSS 2.661*** 6.905* 6.188*** 1.18

  (0.949) (3.820) (1.823) (0.278)

 EPS 2.434** 4.657*** 3.410** 1.18

  (1.118) (1.733) (1.347) (0.277)

 EPS_LOSSxEPS -1.112* -0.001*** -0.001*** 2.89*

  (0.655) (0.000) (0.000) (0.089)

 _cons -0.951* 7.191*** 0.717

  (0.545) (2.634) (0.627)

 Obs. 1347 458 1805

 R-squared 0.764 0.374 0.561

ȕ�%96� ���S� (0.000) (0.883)

*** p<0.01, ** p<0.05, * p<0.1
PRICE_LAG_3�LV�WKH�VWRFN�SULFH�WKUHH�PRQWKV�DIWHU�WKH�¿VFDO�\HDU�HQG��BVS is book value per share; EPS is 
earnings per share and EPS_LOSS LV�D�GXPP\�IRU�QHJDWLYH�(36��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�
Appendix.
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Table 5 Panel B. Value relevance
The dependent variable is PRICE_LAG_3.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values)

     (1)   (2)   (3) (4)

   IFRS USGAAP ALL CHI2

 BVS 0.873*** 0.978*** 0.853*** 0.17

  (0.189) (0.177) (0.125) (0.684)

 EPS_LOSS 3.068** 2.718 4.370*** 0.01

  (1.369) (2.855) (1.380) (0.910)

 EPS 2.363* 4.564*** 3.499*** 1.96

  (1.317) (0.889) (0.954) (0.162)

 EPS_LOSSxEPS -0.784 -0.238*** -0.351** 0.91

  (0.572) (0.046) (0.171) (0.339)

 BIG4 -0.038 3.704 -0.329 1.78

  (1.054) (2.658) (1.143) (0.182)

 _cons -0.925 4.030 0.324

  (0.841) (3.137) (1.084)

 Obs. 795 194 989

 R-squared 0.763 0.724 0.726

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1 
PRICE_LAG_3�LV�WKH�VWRFN�SULFH�WKUHH�PRQWKV�DIWHU�WKH�¿VFDO�\HDU�HQG��BVS is book value per share; EPS is 
earnings per share and EPS_LOSS LV�D�GXPP\�IRU�QHJDWLYH�(36��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�
Appendix.

Table 6 Panel A. Value relevance 
The dependent variable is RETURN.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

     (1)   (2)   (3) (4)

   IFRS USGAAP  ALL CHI2

 EPS 0.029*** 0.044** 0.035*** 0.53

  (0.007) (0.019) (0.009) (0.467)

 CHEPS 0.005 -0.034 -0.014 2.28

  (0.013) (0.022) (0.013) (0.131)

 _cons -0.018 0.021 -0.010

  (0.012) (0.033) (0.013)

 Obs. 1112 380 1492

 R-squared 0.021 0.038 0.024

*** p<0.01, ** p<0.05, * p<0.1
RET is a 12-month buy-and-hold stock return; EPS�LV�HDUQLQJV�SHU�VKDUH�LQ�D�¿VFDO�\HDU��CHEPS is an annual 
change in EPS��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�
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Table 6 Panel B. Value relevance 
The dependent variable is RETURN.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

     (1)   (2)   (3) (4)

   IFRS USGAAP ALL CHI2

 EPS 0.023*** 0.020* 0.024*** 0.07

  (0.005) (0.011) (0.005) (0.787)

 CHEPS -0.006 0.018 0.003 2.51

  (0.006) (0.014) (0.006) (0.113)

 BIG4 0.023 0.046 0.022 0.07

  (0.032) (0.084) (0.033) (0.797)

 _cons -0.134*** -0.116 -0.128***

  (0.030) (0.089) (0.032)

 Obs. 737 165 902

 R-squared 0.018 0.031 0.021

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1 

RET is a 12-month buy-and-hold stock return; EPS�LV�HDUQLQJV�SHU�VKDUH�LQ�D�¿VFDO�\HDU��CHEPS is an annual 

change in EPS��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�

In Table 6 Panel A, the dependent variable is a 12-month buy-and-hold share return. For both 
subsamples, the only significant coe�cient is the positive coe�cient of EPS. The coe�cient 
of 0.044 for US GAAP firms is higher than 0.029 for IFRS firms. The difference, however, is not 
statistically significant (the p-value of the Chi2 test is 0.467). 

5.5 Discretionary accruals
The results regarding equation (6) for discretionary accruals are presented in Table 7 Panel A. 
The starting point in Dechow and Dichev (2002) model is that the current year accruals can be 
estimated using the cash flows from the previous year, the current year, and the following year. 
First, from Table 2 (Group statistics with t-tests), we can see that the total accruals’ mean value 
is greater in the IFRS subsample (0.022) than in the US GAAP subsample (0.005). The higher 
R2 of the US GAAP sample of 0.328 than 0.135 of the IFRS sample suggests that the variation of 
accruals can be explained be!er with the cash flows in the US GAAP sample. 
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Table 7 Panel A. Discretionary accruals 
The dependent variable is ACCRUALS��&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

   (1) (2) (3) (4)

   IFRS USGAAP ALL CHI2

 CFO_SCALEDt-1 0.156*** -0.201*** -0.036 22.86

  (0.023) (0.072) (0.069) (0.000)

 CFO_SCALED -0.247** -0.323** -0.158* 0.20

  (0.111) (0.128) (0.089) (0.651)

 CFO_SCALEDt+1 -0.026 0.234** 0.064 4.93

  (0.062) (0.101) (0.076) (0.026)

 _cons 0.012 -0.111*** -0.012

  (0.014) (0.023) (0.013)

 Obs. 1008 220 1228

 R-squared 0.135 0.328 0.086

*** p<0.01, ** p<0.05, * p<0.1
ACCRUALS is the total accruals; CFO_SCALED�LV�WKH�FDVK�ÀRZ�VFDOHG�E\�PDUNHW�FDSLWDOL]DWLRQ��9DULDEOH�GH¿QL-
tions are presented in the Appendix.

Table 7 Panel B. Discretionary accruals 
The dependent variable is ACCRUALS��&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

   (1) (2) (3) (4)

   IFRS USGAAP ALL CHI2

 CFO_SCALEDt_1 0.069*** 0.233*** 0.077*** 5.65**

  (0.015) (0.070) (0.017) (0.018)

 CFO_SCALED -0.181* -0.496*** -0.197** 6.93***

  (0.093) (0.079) (0.097) (0.009)

 CFO_SCALEDt1 0.021 0.209*** 0.044 3.13*

  (0.081) (0.071) (0.089) (0.077)

 BIG4 0.029 -0.104 0.001 2.47

  (0.031) (0.081) (0.031) (0.116)

 _cons 0.023 0.134 0.049*

  (0.028) (0.083) (0.028)

 Obs. 573 102 675

 R-squared 0.143 0.408 0.144

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1 

ACCRUALS is the total accruals; CFO_SCALED�LV�WKH�FDVK�ÀRZ�VFDOHG�E\�PDUNHW�FDSLWDOL]DWLRQ��9DULDEOH�GH¿QL-

tions are presented in the Appendix.

5.6 Asymmetric timeliness of earnings 
Finally, we run the conditional conservatism tests (Equation 7). From Table 8 Panel A, we can 
see that similarly to Basu (1997) the coe�cients for RET_NEGxRET are significant and positive, 
indicating the asymmetric timeliness of earnings (0.665 and 0.406 for IFRS and US GAAP sam-
ples, respectively). However, there are no significant differences between the IFRS and U.S. sub-
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samples. Thus, we can only conclude that conservatism can be observed both in the U.S. and 
IFRS firms. 

Table 8 Panel A. Asymmetric timeliness of earnings
The dependent variable is EPS_SCALED.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

   (1) (2) (3) (4)

   IFRS USGAAP ALL CHI2

 RET -0.155 -0.573 -0.236 0.71

  (0.103) (0.487) (0.163) (0.398)

 RET_NEG -0.004 -0.362 -0.111 1.03

  (0.036) (0.355) (0.104) (0.311)

 RET_NEGxRET 0.665*** 0.406** 0.406*** 0.79

  (0.218) (0.195) (0.146) (0.375)

 _cons 0.116*** 0.226 0.129***

  (0.030) (0.169) (0.045)

 Obs. 1111 354 1465

 R-squared 0.049 0.009 0.011

*** p<0.01, ** p<0.05, * p<0.1
EPS_SCALED�LV�WKH�(36�VFDOHG�E\�PDUNHW�FDSLWDO� RET�LV�D����PRQWK�EX\�DQG�KROG�VWRFN�UHWXUQ��RET_NEG is a dummy 
IRU�D�QHJDWLYH�UHWXUQ��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�

Table 8 Panel B. Asymmetric timeliness of earnings
The dependent variable is EPS_SCALED.�&RHႈFLHQWV���VWG��HUURUV���&KL2 and (p-values).

   (1) (2) (3) (4)

   IFRS USGAAP ALL CHI2

 RET 0.072 -0.337* 0.021 3.08*

  (0.134) (0.195) (0.141) (0.079)

 RET_NEG 0.105** -0.106 0.064 6.71***

  (0.051) (0.066) (0.048) (0.010)

 RET_NEGxRET 0.545* 0.702*** 0.506*** 0.19

  (0.281) (0.231) (0.171) (0.662)

 BIG4 0.270*** -0.141* 0.174** 10.59***

  (0.102) (0.076) (0.080) (0.001)

 _cons -0.151 0.282*** -0.053

  (0.112) (0.099) (0.098)

 Obs. 739 166 905

 R-squared 0.088 0.380 0.098

Standard errors are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1  
EPS_SCALED is the EPS scaled by market capital; RET is a 12-month buy-and-hold stock return; RET_NEG is 
D�GXPP\�IRU�D�QHJDWLYH�UHWXUQ��9DULDEOH�GH¿QLWLRQV�DUH�SUHVHQWHG�LQ�WKH�$SSHQGL[�
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5.7 Sensitivity tests
From prior literature, we know that larger audit firms provide a higher quality of audits (DeAn-
gelo, 1981; Becker et al., 1998; Francis & Yu, 2009), and high-quality audits are related to higher 
earnings quality (e.g. Becker et al. 1998). Therefore, we test the sensitivity of all our empirical 
tests for the effect of higher earnings quality provided by BIG4 audits (Panel B of tables 3-8). 
Overall, the inclusion of the Big4 indicator variable does not qualitatively affect our findings. 
When we compare Panel A and B in Tables 3,4,5,6 and 8, our conclusion regarding the research 
question does not change. However, in the discretionary accrual test (Table 7), the inclusion of 
the Big4 indicator variable has a clear impact on the coe�cient CFO_SCALEDt-1 in the US GAAP 
sample, a finding that is challenging for us to interpret. 

6 Discussion and conclusions 
In the current study, we addressed a fundamental question in financial accounting: whether 
to use a fair value or cost model. We did so by examining how the incorporation of fair values 
into main financial statements affects earnings quality instead of using a cost model where fair 
value changes are not recognized in income statements. Due to the requirement of the IAS 40 
to include the changes in investment properties’ fair values into the income statement, we can 
perform our analysis in an industry sector where management opportunism is arguably accen-
tuated. The potential magnitude of the effects of management opportunism is economical of 
interest because the proportion of real estate assets to total assets in the investment property 
sector is often material. 

Our empirical findings suggest that the cost model yields be!er earnings quality in two 
out of six tests:  (i) value-relevance tests suggest that under the cost model (applied in the U.S.) 
asset values are not under- or overvalued while under the fair value model (applied under the 
IFRS) asset values appear to be overvalued, and (ii) cash flows are be!er predictors of discre-
tionary accruals using the cost model. In the other four earnings quality tests, fair value and 
cost models do not differ from each other. We perform sensitivity tests regarding high-quality 
audits (using Big 4 as a proxy) and find that the results remain qualitatively the same. 

Our first contribution relates to Francis et al. (2004), who find (using all industries) that the 
fair value model is more value relevant than the cost model and offers more predictability and 
timely earnings numbers because of its future orientation. From Schipper and Vincent (2003), 
we know that there are idiosyncratic elements in earnings predictability and reporting entity’s 
business model, economic factors, and reporting choices that affect earnings quality measures. 
That is why we take a different approach to Francis et al. (2004) and focus on one specific busi-
ness model (investment properties) instead of including a cross-section of all industries. We 
expect that this decision improves the accuracy of our empirical findings regarding reporting 
choices in the investment property sector. We find that in the investment property sector the 
cost model yields be!er value relevance. In contrast to Francis et al. (2004), we find that in the 
real estate sector the cost model yields be!er cash flows predictability. 

As our second contribution, we examine a longer time period and more extensive set of 
countries than Krishnan and Zhang (2019), comparing IFRS and Canadian GAAP (that is sim-
ilar to US GAAP) using one-year data from 2011. Their results support the notion that higher 
earnings quality is associated with CGAAP. Different to Krishan and Zhang (2019), we use ob-
servations from many countries applying IFRS (including Canada), from years 2014–2019. Our 
findings from the investment property sector do not support the Canadian GAAP type of cost 
model as extensively as was the case in the research design of Krishnan and Zhang (2019). 
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Third, we extend Dietrich et al. (2011), who found indications of earnings management. In 
our research design with more countries and years included in the tests, we find that earnings 
management (and managerial opportunism) is present in the IFRS sample because investors 
predict approximately 15% lower values for the long-term assets than what the firm manage-
ment reporting in their financial statements. 

We recognize as a limitation of our study that fair values are likely to contain more vari-
ation than the depreciation of the cost model. This difference limits the comparability of the 
two valuation models. However, the measures that we use are those that are widely used to 
assess earnings quality.
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Appendix. Variable definitions

VAR DEFINITION

BIG4 0/1 Indicator for BIG4-auditor

CFO 2SHUDWLQJ�FDVK�ÀRZ�SHU�VKDUH��,)56�FDVK�ÀRZ�IURP�2UELV�GDWDEDVH�DQG�86�*$$3�FDVK�
ÀRZ�IURP�&RPSXVWDW��

EPS Earnings (Net income) per share from Orbis database

EPS LOSS 0/1 Indicator for negative EPS

CHEPS Annual change in EPS

PRICE 6WRFN�SULFH�DW�WKH�HQG�RI�WKH�¿VFDO�\HDU�IURP�2UELV�GDWDEDVH

PRICE_LAG_1 6WRFN�SULFH�RQH�PRQWK�DIWHU�¿VFDO�\HDU�HQG�IURP�2UELV�GDWDEDVH

PRICE_LAG_3 6WRFN�SULFH�WKUHH�PRQWKV�DIWHU�¿VFDO�\HDU�HQG�IURP�2UELV�GDWDEDVH

BVS Book value of equity per share from Orbis database

RET 7KH����PRQWK�EX\�DQG�KROG�VWRFN�UHWXUQ��IURP�QLQH�PRQWKV�SULRU�WR�WKH�¿VFDO�\HDU�HQG�
WKURXJK�WKUHH�PRQWKV�DIWHU�WKH�¿VFDO�\HDU�HQG��6WRFN�UHWXUQ�LV�IURP�2UELV�GDWDEDVH��

RET NEG 0/1 Indicator for negative stock return.

ACCRUALS 7RWDO�DFFUXDOV��&DOFXODWHG�DV��HDUQLQJV���GHSUHFLDWLRQ�±�RSHUDWLQJ�FDVK�ÀRZ����PDUNHW�
capitalization

CFO SCALED 2SHUDWLQJ�FDVK�ÀRZ���PDUNHW�FDSLWDOL]DWLRQ�

EPS SCALED EPS / market capitalization 

US_D %LQDU\��&RPSDQ\�UHSRUWLQJ��� �86*$$3���� �,)56


