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ABSTRACT

With the successful completion of the IASC’s standards, IFRS and US GAAP
were placed as the two pre-eminent world financial reporting frameworks. For years,
however, US GAAP was accepted widely as the international set of standards to ensure
high quality financial statements. Especially in the US, but also elsewhere, the
introduction of IFRS has lead to a discussion on the (relative) quality of both regimes.
However, relatively little research has been devoted to the subject. In this study, we
address that void and further compare the quality of the two standard regimes using a
sample of German New Market firms. Financial statement quality is measured applying
multiple earnings attributes traditionally used in accounting research. Consistently
throughout our measures, we find that the quality of US GAAP prepared financial
statements and IFRS information is overall very comparable. Only with regard to

predictive ability of accounting information do we find US GAAP superiority.
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1. INTRODUCTION

National government has long been an important actor in the standard setting
process. Next to promulgating the standards, government typically has the power to install
an enforcement and penalty system to watch over the (correct) application of these
standards. The US Government with its US standards and its Securities and Exchange
Commission (SEC), watching over the US listed firms, are definitely the best-known

example.

Recognizing that information can no longer be bound by a country’s specifications
in a world of global economies, the International Accounting Standards Committee
(IASC) completed a set of core standards (the International Financial Reporting
Standards) suitable for listed companies to use for cross border financial purposes. This
successful completion, combined with the European Directive on the mandatory use of
IFRS by all listed EU companies from 2005 onwards, places IFRS in direct competition
with US GAAP. For years, US GAAP has been considered as THE set of standards to
ensure high quality financial statements, not only by Americans but also in other
countries. This implicitly creates the expectation that US GAAP would become the sole
standard for international reporting. The development of IFRS however introduces
competition, giving rise to discussions on the relative quality of both IFRS and US GAAP.
Nevertheless, relatively little research has been devoted to the subject so far. Therefore,
this paper is directed towards providing some exploratory results on the IFRS / US GAAP

comparison.

More specifically, the purpose of the current study is to investigate the properties
of IFRS versus US GAAP earnings. We use criteria that are typically used in the literature,
such as value relevance, timeliness, predictability and accruals quality to draw inferences
on earnings’ properties. The sample consists of firms reporting either IFRS or US GAAP
accounting information and listed on the German New Market. Our sample is restricted to
this specific equity market for the following reasons. First, it is especially in this type of
market that there is a strong need for high quality financial information. Due to unstable
performances and a limited financial history of the firms quoted on this market,
investments are highly risky, making the (quality of) current financial statements highly

relevant to investors Second, since some of the applied earnings metrics make use of
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equity market variables, we need to control for market institutional features that can affect

price information. We accordingly limit our sample to a single equity market.

The contribution of this study is threefold. First, with this research, we hope to
address claims such as the one by the SEC, that the FASB provides qualitatively better
standards than the IASC. This claim has earlier on led the SEC to require foreign filers
that report using IFRS, to reconcile their earnings number and shareholder equity to US
GAAP. Although some studies have already looked at this issue, they have mainly focused
on US markets. Exploring the differences between IFRS and US GAAP earnings of
German New Market firms should further contribute not only to the reconciliations debate,
but also to the process of developing a world GAAP. Second, we address several earnings
attributes at a time, both capital market and accounting based, to evaluate financial
statement quality. Research comparing standard settings typically limits its scope to the
value relevance of earnings. Finally, we also examine whether differences between IFRS
and US GAAP earnings attributes are not distorted by any self-selection. Firms self-select
their accounting standards, therefore any of the observed attribute differences might be
attributed to underlying firm characteristics (instead of accounting standards). Observing
more predictable US GAAP earnings might, for example, simply be due to firms with
more predictable earnings choosing for US GAAP more often. We control for this by
using the model developed in Van der Meulen et al. (2005).

As the results of our study show, US GAAP and IFRS earnings perform equally
well on most of the attributes. With regard to predictive ability, however, US GAAP
earnings are significantly better. Moreover, accommodating for self-selection, our study
further confirms that the observed differences can be attributed to the different standard

sets applied.

The remainder of this paper is organized as follows. First, we review the existing
literature on financial statement quality, with a special interest for accounting regime
evaluations and earnings attribute measures. Next, we argue why we expect these
measures to be different when applied to IFRS accounting data as compared to US GAAP
data. Following is a section in which we document the sample composition and data
collection. In the fourth section, we specify the models and techniques used to estimate
and evaluate the earnings attributes. Finally, we present the results in section 6 and give

some concluding remarks in the last section.



2. LITERATURE REVIEW

Given the aim of this study, we revise two broad areas of literature. Firstly, we
review the literature on earnings quality, documenting several measures applied by
researchers to empirically assess that quality. Secondly, we evaluate the literature that

deals with quality issues of accounting standards.

2.1. EARNINGS ATTRIBUTES

In theory, financial statements should reflect economic reality and show a true and
fair view on, or present fairly, the financial position, performance and changes in the
financial position of an enterprise. Earnings should be close to economic income, that is
the amount that can be consumed during a period, while leaving the firm equally well off
at the beginning and the end of the period (Hicks 1939). However, the above notions of
fair view and economic income are vague and unobservable and therefore cannot be

converted easily into a researchable measure.

Empirical studies on quality of accounting information most often investigate
quality by the quality of the earnings number and properties of those earnings. Likewise,
the FASB defines the quality of financial (earnings) information in terms of criteria such
as relevance, reliability, comparability and consistency. Researchers in turn made these
attributes empirically operational developing several metrics (see Schipper and Vincent
2003 for a recent review). According to Francis et al. (2003), the proxies used to measure
earnings quality can be divided in two classes: accounting-based measures and market-
based measures. An accounting based measures is a regression/metric where only
accounting information is used, while the introduction of market prices or returns, next to
accounting information, results in a market-based metric. Given the extant literature on
earnings attributes, we limit this discussion of prior research to the attributes we consider
later on to perform our own empirical analysis. More specifically, we study the following
constructs: value relevance, timeliness, predictive ability and accruals quality. The first
two measures are clearly market-based, while the following two are accounting-based

measures.



2.1.1 Value Relevance

Research on the value relevance of accounting information initiated with the
seminal work of Ball and Brown (1968). In their study, Ball and Brown build on
developments in capital theory where it is argued that the capital market, if efficient, will
adjust to newly released information that is useful in forming capital asset prices.
Therefore, they argue that higher associations between earnings and returns are indicative
of higher accounting quality of earnings'. The fact that returns are used as the benchmark
to evaluate effectiveness/quality of accounting numbers is not surprising. Financial
statements (and earnings) are a summary of events that have affected the firm over the
fiscal period for which the report has been prepared. Similarly, returns capture capital
market changes in firm value during that same period. Moreover, the relation between
returns and earnings can also be explained from an earnings valuation perspective. In
particular, prices can be expressed as a multiple of earnings, causing a change in earnings
to be associated with a change in prices. Scaling both factors by the price at the beginning

of the period, results in the return-earnings association.

Especially from the equity valuation research, there has been a trend to regress
prices, instead of returns, on earnings. However, three remarks with regard to these
models can be formulated. First, according to Easton (1999), the use of stock returns
provides insights into the role of accounting data as a summary of last year’s events, while
the use of prices tells us something about the role of accounting data in providing
information to investors. This would suggest that price-earnings models are directed
towards measuring the information content of earnings®, instead of the valuation
relevance. Moreover, Easton also argues that using prices as dependent variable implies
series scale problems. These problems are clearly overcome when returns are used, as all
variables are scaled then by the price at the beginning of the period. Secondly, the simple
price-earnings model might suffer from misspecification. Ohlson (1995) and Burgstahler

and Dichev (1997) argue that stock prices are likely to be a function of both earnings and

! Regressing returns on earnings, Ball and Brown show that, on average, earnings increases (decreases) are
associated with positive (negative) abnormal returns over the 12-month period prior to the earnings
announcement. Ball and Brown’s study opened up the road for several other studies on the identification and
explanation of differential market response to earnings information (known as the Earnings Response
Coefficient research; e.g., Holthausen and Watts 2001; Barth et al. 2001). One issue is identified in the study
of Beaver et al. (1979), where they examined whether, next to the sign of unexpected earnings, the
magnitude of unexpected earnings is related to the magnitude of the security market price.

? The term value relevance is frequently alternated with information content. To be informative however, the
data must first be perceived by the market as being value relevant but, more importantly, the market must
also be sufficiently surprised by its magnitude and/or composition.
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the book value of equity. Omitting the latter would lead to misspecifications (Collins et al.
1999). Finally, more recent studies show that the price-earnings models should make a
distinction between positive and negative news periods. Jan and Ou (1995), for example,
argue that there is a non-linear relation between earnings and prices, causing incorrect
predictions for the earnings response coefficients. They show that while positive earnings
are positively associated with stock prices, there might be a strong negative relation
between a firm’s negative earnings per share and its stock price. Bernard (1994), Penman
(1998) and Burgstahler (1998) reach similar conclusions. And although the results are
consistent across all studies, there is not yet a single theory that can explain the negative
relation. At most, theoretical models (such as the Ohlson model) can explain/predict a
non-significant relation for loss firms. According to these models, the anomalous relation
is caused by a correlated omitted variable, being the book value of equity. In the Ohlson
model, book value is seen as a proxy for unexpected future normal earnings, whereas
Burgstahler and Dichev (1997) view it as a proxy for the adaption or abandonment value.
Whenever the book value is positively associated with stock prices but negatively
correlated with earnings (which is the case for loss firms), omission of the book value in

the price-earnings model therefore induces a negative bias in the ERC.

2.1.2 Timeliness

Another attribute on which earnings is often evaluated, is timeliness. Timely
information is information, useful for decision-making that is released to the public before
it loses its informative capacity. Alternatively stated, this attribute examines how timely

earnings are in incorporating news.

Timely earnings are, similar as in the value relevance literature, defined in terms of
strong associations with concurrent unexpected returns. However, while value relevance
studies typically regress returns on earnings, research on timeliness inverts the price-
earnings relationship. These so-called reverse regressions were first developed and
employed by Beaver et al. (1987). Their approach is based on the observation that stock
prices lead accounting earnings by up to four years. According to Ball and Brown (1968),
Beaver et al. (1980), Lipe (1990) and others, this is because prices reflect information
received from sources other than current earnings. Therefore, it is reasonable to presume

that prices act as a surrogate for additional information available to market participants.



Observing changes in security prices and associating them with earnings, could lead to

inferences about the earnings process.

Again, also in the timeliness literature there is an increasing trend to discriminate
between good and bad news periods. More specifically, research in this field concludes on
bad news reflected more quickly in earnings than good news. As Basu (1997) states, this is
the result of accountants’ conservatism, or their tendency to require a higher degree of
verification for recognizing good news compared to bad news. For instance, unrealized
losses are recognized earlier than unrealized gains, for these gains need more verification

(i.e. ‘highly likely’) than the losses (i.e., ‘when probable”).

2.1.3 Predictability

In its conceptual framework, the FASB refers to predictive financial statements as
information that is useful to a range of users in making economic decisions (Holthausen
and Watts 2001; Penman 2003). In particular, the presented data must provide information
that can be used as a good predictor or input variable in the firm valuation process.
Shareholders, as the primary users of the financial statements, try to estimate a firm’s
ability to generate cash and cash equivalents as well as the timing and certainty of this
cash generation. Current earnings are an important input to forecasting these future
earnings/cash flows. In this view, information is judged to be of high quality when it is a
good indicator of future performance, reflected in a well-performing auto-regressive
earnings model’. Lipe (1990), for example, defines predictive ability as the ability of past
earnings to predict future earnings, varying the number of lags to be put into the model®.
Afterwards, many other researchers have included earnings components and other
disaggregations of the summary earnings number into the analysis and investigated how
they could improve users’ abilities to forecast performance. Dechow et al. (1998), for

example, judge cash flows versus earnings on their predictive ability. Based on the fact

3 Related to predictability is earnings persistence. Earnings are said to be persistent when they recur in the
future, or when they are sustainable or permanent. Since more permanent and less transitory earnings are a
more readily usable shortcut to valuation by, for example, a price-to-earnings multiple, earnings are judged
to be of high quality when they are highly persistent (e.g., Penman and Zhang 2002; Schipper and Vincent
2003). The measure of earnings persistence is typically the autocorrelation coefficient for changes in
earnings. Given however the different technique for IFRS / US GAAP comparison, we do not further
address this earnings attribute.

* We do acknowledge that the assessment of predictive ability (especially considering reasonably short
horizons) is complicated by the fact that the ability of earnings to predict itself might be increased by
management interventions to smooth the reported series relative to the underlying unmanaged series.
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that accruals can be considered as temporary cash flows (e.g., working capital accruals
result in cash in- or outflows during the next year), they argue and document that current
earnings (which are the aggregate of current cash flows and current accruals) better
forecast future firm performance (compared to current cash flows). This is consistent with
the FASB’s assertion that information about earnings and its components is generally
more predictive of future cash flows than current cash flows (FASB 1978), proving the

usefulness of accrual accounting.

2.1.4  Accruals Quality

Focusing on the role of accruals (and earnings in general), Dechow and Dichev
(2002) have recently developed a new proxy to measure earnings quality. In particular,
they argue that since accruals are intended to adjust the recognition of cash flows over
time, errors in estimating those accruals and subsequent corrections by management might
reduce the beneficial role of accruals. Therefore, they suggest that the extent to which
accruals map into operating cash flow realizations can be used as a proxy for accruals (and
earnings) quality. High quality is associated with low standard deviation of the residuals
or high explanatory power when modeling accruals as a function of both past, present and

future cash flows.

Although relatively new, the measure has already been widely applied (e.g.,
Aboody et al. 2003; Myers et al. 2003). Francis et al. (2003), for example, apply the
Dechow&Dichev quality proxy next to other earnings quality measures and relate it to the
cost of capital. Overall, they find consistencies across their different measures of earnings
quality. This finding is in line with the initial finding of Dechow&Dichev’s on a positive

relation between accrual quality and earnings persistence.

Despite however the appealing and intuitive character of the measure, Wysocki
(2004) documents an important limitation. More specifically, he shows that including
present cash flows in the analysis might not result in a model that fully captures earnings
(or accruals) quality. Prior research has in fact found a significant negative relation
between current accruals and cash flows, suggesting opportunistic earnings smoothing
(Leuz et al. 2003; Hail and Leuz 2004). To adjust for this effect, Wysocki proposes to
additionally run accruals on current cash flows only and comparing its explanatory power

to that of the Dechow&Dichev model. The smaller the R? as compared to the



Dechow&Dichev model, the stronger the relative association between current accruals and

past and future cash flows, indicating higher accruals quality.

2.1.5 Conclusion

All four earnings attributes discussed above have been applied in financial
statement quality research. Although these measures capture different quality aspects of
earnings, close links between some of these measures exist (e.g., value relevance and
timeliness, both looking at the association between returns and earnings). Furthermore,
recent studies in this field have documented the need for research that distinguishes
between positive and negative news periods when evaluating some of these earnings
attributes. As documented by Hayn (1995), this might be especially relevant for firms in
emerging and growth industries, as these firms are typically confronted with large
investments, such as R&D, and losses (Joos and Zhdanov 2003). Moreover, current
earnings would fail to convey future growth potential for these firms, a factor that is also
often left without consideration in the only earnings valuation models (Holthausen and

Watts 2001).

2.2 RESEARCH ON STANDARD SETS

Given we want to compare financial statement quality between IFRS and US
GAAP firms, it is important to discuss the existing literature concerning accounting
quality differences between different standards. This broad area of research can be mainly
divided into two streams: the quality of individual standards within one particular standard
regime and the comparison between different standard regimes. The first stream is most
prominently exercised in the US, examining whether or not individual standards comply
with the relevance and reliability criteria set out by the FASB. Given the aim of the

studies, they almost exclusively apply the above mentioned value relevance approach.

The vast majority of these studies are aimed at evaluating the usefulness of
existing or newly imposed standards. Research into the incremental information content of
alternative firm performance measures is one example, with measures such as
comprehensive income versus net income (Dhaliwal et al. 1999), cash flows and accruals
(Pfeiffer et al. 1998), cash flow from operations versus investing and financing cash flow

(Cheng et al. 1997, Black 1998) or diluted versus other EPS measures (Balsam and Lipka
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1998). Others have looked at the usefulness of disclosing information in the notes of the
financial statements, like details on deferred tax components (Amir et al. 1997; Ayers
1998) or on employee compensations (Aboody 1996; Amir 1996; Rees and Stott 2001),
fair value estimates of investment securities and derivatives for banks (Barth 1994; Barth

and Clinch 1996; Venkatachalam 1996) ...

A second stream of research evaluates the accounting standards as a whole (e.g.,
US GAAP standards) by comparing them to other standard regimes (e.g. German GAAP).
These comparisons can either happen through a direct comparison of the standards as they
are written down or through an empirical evaluation of the quality of different accounting

regimes’.

Previous studies where the quality of standards is evaluated across regimes can be
roughly divided into two groups: those comparing US GAAP versus other local regimes
and those comparing IFRS with local regimes. Studies that resort under the first group
typically have two features in common. First, almost all studies are performed using a
sample of US and non-US companies listed on the same US stock exchange. Reason is
that US stock exchanges have the interesting feature they allow foreign filers to report
under their local standards, provided there is a reconciliation of earnings and shareholders’
equity with US GAAP (called 20F reconciliation). Second, quality is most often measured
by using valuation models, looking at the association between stock prices (respectively
returns) and accounting data. A higher association means the market values the

information more, signaling higher accounting quality.

The impact of standards using these valuation models is furthermore tested
according to one of the following two approaches (see Figure 1). One approach uses a
valuation model where earnings under local GAAP are introduced, together with the
reconciliation amount of earnings from local GAAP to US GAAP (APPROACH 1). If the
latter (coefficient) is significant, US GAAP earnings are considered to be of higher
quality. In the second approach, two valuation models are run: one where local earnings
are the sole regressor and one where US GAAP earnings is the independent variable
(APPROACH 2). The difference in R*’s or explanatory power determines whether there is

a significant difference between in value relevance of local and US GAAP earnings.

> The first is most often done by practitioners, for they need to be aware of the implications of applying a
certain regime when their clients have the choice (e.g., Ernst&Young 2000). The latter is of particular
interest to academics and standard setters.
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FIGURE 1:TWO APPROACHES TO COMPARING QUALITY OF DIFFERENT ACCOUNTING
REGIMES ON A US STOCK EXCHANGE

APPROACH 1 APPROACH 2
FOREIGN Us FOREIGN Us
GAAP <2J| RECONCILIATION ||=> GAAP GAAP <)J| RECONCILIATION ||=> GAAP
EARNINGS EARNINGS | EARNINGS EARNINGS
IS THIS VALUED? | | ARE THESE VALUED DIFFERENTLY? |
— = local
e.9. RET; = oy + oy XU+ oty (XUS-Xlocal), e.g. RET; = o, + oy X%
= us
RET,; = ag + oy XU5;

The study by Amir et al. (1993) is an example of the first approach. They find that
the 20F reconciliations made by Non-US filers are reflected in stock prices and thus are
valued by the market. Splitting up the group of foreign filers, Barth and Clinch (1996)
moreover find the value of reconciliations to vary depending on the country of residence.
For UK and Australian firms, the reconciliations are found to be valued more than for
Canadian firms. Given that US GAAP and Canadian GAAP are similar for many items,
this finding suggests that the usefulness of reconciliations to US GAAP decreases as the

foreign GAAP is more closely comparable to US GAAP.

The other approach is taken for instance by Pope and Rees (1992). In comparing
UK and US GAAP constructed earnings (and earnings changes), Pope and Rees run UK
stock returns on US and UK earnings separately. R-square comparison lets them conclude
that GAAP earnings adjustments add marginally to the ability of earnings to explain
returns. Chan and Seow (1996) include earnings figures based on US GAAP and foreign
GAAP in their analysis, considering the non-US filers as one group. Surprisingly, they
find earnings based on foreign GAAP to have greater information content. Similar as in
Barth and Clinch, Alford et al. (1993) further subdivide the foreign filers according to the
country of incorporation. They conclude that earnings based on Danish, German, Italian,
Singaporean and Swedish GAAP contain less information and are less timely than US
GAAP earnings, while earnings based on local GAAP of Australia, France, the

Netherlands and the UK are relatively more informative and timely.
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Overall, results on US stock exchanges seem to suggest that requiring
reconciliations adds value from an investors’ perspective. While all the above studies
compare US GAAP to other accounting regimes in a US stock exchange environment
only, there is also one study that goes across exchanges and that is the one by Harris et al.
(1994). Similar as in the US stock exchange studies, they measure quality by looking at
the association between prices and earnings (resp. shareholders’ equity). These
associations are however not calculated for the entire sample, but for the German and US
stock market separately (e.g., APPROACH 2). Comparing the results, they find that the
explanatory power of German earnings is comparable to that in the US, while the
explanatory power of shareholder’s equity in Germany is significantly lower than in the

US.

With the introduction of the International Financial Reporting Standards®, US
GAAP has somewhat lost its benchmark position. Instead of making comparisons between
local standards, attention is now focused on the comparison between local standards and
IFRS. Before imposing the international standards, governments want to be reassured that
the IFRS are equivalent or superior to their national standards, but definitely not inferior.
Several researchers have addressed these concerns, looking at different environments
where the application of IFRS is allowed next to local GAAP. The findings are however
not always in favor of IFRS. Taking a sample from the Helsinki Stock Exchange and
running the standard value relevance method using approach 2, Niskanen et al. (2000)
examine the incremental information content in IFRS versus Finnish earnings. Their
results reveal significant information content in the IFRS earnings, even after controlling
for Finnish earnings. Studying the Swiss market, Auer (1996) looks at Swiss companies
that switched from Swiss standards to either European Directives or IFRS. He concludes
that both IFRS and European Directive compliant earnings provide more information to
investors than Swiss data. Recently, there has also been a study on Chinese listed firms
that report under both IFRS and local Chinese standards. To compare the quality of both
regimes, Eccher and Healy (2000) use a value relevance model but also introduce an
alternative measure of quality: the predictability of cash flows. The better an earnings

number predicts future cash flows (respectively earnings), the higher the quality of the

% The revised standards became effective in 1995. The big number of accounting choices assimilated in the
original standards was substantially adjusted by this revision.
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standards’. Results using both models suggest that IFRS data fails to dominate Chinese
based data.

Although US GAAP are widely accepted and frequently viewed (and used) as the
benchmark for high-quality standards, research on quality differences between US GAAP
and IFRS is scarce. We are aware of only three studies that have made this comparison so
far. One is performed on a US stock exchange, using a sample of foreign firms that
prepare their home country financial statements using IASC standards but in addition
reconcile from IFRS to US GAAP in their Form 20F filings. In this study, Eccher and
Healy (2000) and Harris and Muller (1999) find that the reconciliations add value,
defining value in terms of price and return models. Leuz (2003) however documents that
both US GAAP and IFRS are of no significantly different quality. He reaches this
conclusion by applying a particular market-based measure where he only looks at capital
market data for German firms listed on the German New Market. Higher quality financial
statements are those that result in smaller bid-ask spreads (proxying for information

asymmetry) and more share turnover (to proxy for market liquidity).

3. BACKGROUND AND RESEARCH OBJECTIVE

Given the existing literature, the inconclusive results and the attention paid to
IFRS, we will further address the IFRS / US GAAP dilemma in this study. Differences
between the two sets of standards are likely to be relevant. Firstly, on a very general level,
we discern both structural and organizational differences between the two standards sets
that might impact the quality level of accordingly prepared accounting information.
Proponents of US GAAP typically argue that the international standards have not been
subject to the same due process as US standards. Both the FASB’s organizational
structure, its standard setting process and the enforcement would be better defined.
However, others argue that the IFRS standard setting process is open to more input from a

wider interest group.

Secondly, turning to the standards themselves, it is often illustrated that US
standards are rigorously defined, resulting in a real cookbook of detailed and stringent

accounting and disclosure requirements. Considerable attention is paid to exceptions and

7 Since predictive ability is measured in terms of R2, this study uses a variant of approach 2.
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special issues and extensive guidance is provided on specialized industry practices. The
IASB (International Accounting Standards Board) standards book, on the other hand, is
far less voluminous and standards are defined more generally in terms of rules. Whether
stricter rules also result in higher quality accounting information remains however an open
question. One could argue that information resulting from the application of US standards
is more neutral since there are fewer opportunities to manage earnings. Firms are reporting
on their economic activity more faithfully and consistently as they are offered fewer
opportunities to color the image they communicate for the purpose of influencing behavior
in any particular direction. However, one could also argue that the discretion offered by
IFRS puts management in a position where it can more freely signal the true economic

situation of performance of the company.

Finally, differences in specific standards might also be responsible for differences
in the quality of earnings. For example, the opportunity to capitalize R&D under IFRS can
result in more value relevant earnings (e.g., see paper 2). Making predictions on earnings
and its attributes is however complicated. First, and especially when there is a difference
in allowed alternative treatments, it is questionable whether managers will always choose
the accounting method on which IFRS and US GAAP differ. Returning to the R&D
example, managers might expense development costs even though capitalization is
allowed, simply because it is not opportune at that time. Second, since accounting
involves reverting effects over time and we cannot determine the application lag for each

company and each item, the earnings attribute effect is indistinct.

Based on the above-mentioned arguments, we do expect differences between IFRS
and US GAAP earnings to exist. However, it is a priori not clear which standards set will

result into higher accounting quality.

4. SAMPLE SELECTION

To test the above hypothesis, we select a sample of German New Market firms.
According to the listing requirements of this equity market, firms must report financial

statements that are either IFRS or US GAAP compliant. Selecting firms that are listed on
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the same market furthermore offers the advantage that capital market elements (like

market structure and organization) are comparable for all sample firms.

In particular, we select firms with an [IPO date from 1997 through 1999. We
conclude on 184 IPO’s. To further ensure a minimum time period for performing robust
tests, we single out only those firms that are continuously traded throughout 2001 till the
beginning of 2003, leaving us with 168 firms. For these firms, we check the Thomson
Worldscope database, which offers capital market data as well as financial statement data.
A number of firms are dropped either because they are not included in the database (15) or
because the financial information is incomplete (8). For the remaining firms, we also
collect hardcopy versions of the financial statements, readily downloadable from the New
Market website. We use these reports to check both the firm’s identity and conformity in
key accounting data between the New Market information and the Worldscope database.
Ten observations are deleted due to inconclusive results on this test. Finally, 2 firms in the
financial sector are eliminated because of their very specific character. In addition, 4 firms
that are dually listed on NASDAQ or NYSE are dropped, since the quality of those
statements might be different due to SEC following (Lang et al 2003).

On all 129 firms included, we select data from the Worldscope database. Financial
statement data, like earnings, book value of equity and operational cash flows, are
collected on an annual basis for the period 2000-2002. Price data at several points in time
during that same period are also gathered. As a results, we obtain 331 firm year
observations. Consistent with Collins et al. (1999) and Brown et al. (1999), we require
each observation to have a positive book value of equity, dropping 7 firm-year
observations®. Afterwards, observations falling in the top or bottom 1% of some of the
variables used later on in the multivariate model (such as opening price-deflated earnings)
are further excluded to reduce the effect of outliers on the regression results. The final

sample includes 321 firm-year-observations, spread over 128 firms.

¥ Non-negative book value is a sample requirement imposed by the value relevance models (e.g., Collins et
al. 1999). To obtain comparability across our different measures, we restrict our sample to positive book
values at the start. We expect no selection bias, since the negative book value observations are equally
spread over the IFRS / US GAAP subsample (4 US GAAP and 3 IFRS).
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5. MODEL SPECIFICATION

To examine quality differences between IFRS and US GAAP prepared
information, we define quality in terms of earnings attributes. Unlike prior research that
tends to focus on one or two earnings attributes at a time, we here consider 4 attributes:
value relevance, timeliness, predictability and accruals quality. The first two resort under
the group of market-based attributes, while the last two are examples of accounting-based
attributes. Differences between IFRS and US GAAP earnings with regard to these
attributes are reflected in differences in the models’ R?s °. To assess whether a difference
in the R?s is statistically significant, we need to control for between-sample differences on
the variables included in the respective model. To that end, and as shown in Appendix, we
develop a test statistic, requiring the estimation of R*’s standard deviations (see Cramer

1987).

Value relevance. Similar as in previous research, we measure value relevance in

terms of the contemporaneous association between earnings and stock returns as follows:

X.
RET; ;= op + 0t — (la)

i,t—1

where RET; 1s the annual market adjusted return, ending three months after the
fiscal year end. Xj; is earnings per share and P;.; is the security price at the beginning of
the period. The model’s R?, which reflects the degree of association, is estimated for the

IFRS and US GAAP sample separately.

Secondly, we also run the price-earnings model as suggested by Ohlson (1995) and
Burgstahler and Dichev (1997), where prices are regressed on both earnings and the book

value of equity. This results in the following regression:

Pii= ap + o1 Xt + a2 BVi, (1b)

? Most often, comparison between IFRS and US GAAP is executed on a sample of firms that report under
the two reporting regimes simultaneously. Each sample firm is included twice in the study: once to run, for
example, the prices on IFRS measures and once on US GAAP measures. If the number of measures is held
constant, than comparison between the two regimes happens directly through comparison of the R-squares.
To statistically test the difference, one needs to apply a Vuong test (see Dechow 1994). The analysis in this
study also consists in comparing an IFRS and US GAAP model, however the models (and the resulting R?s)
are estimated using a different sample. To compare these R-squares one needs to control for differences
between the samples (e.g., sample size). Statistical tests are performed using the test in Appendix.
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where Pj; is the security price at the end of the fiscal period t, Xj; is earnings per
share and BV, is the book value of equity at the beginning of period t. In this regression,
the coefficient on earnings, o, reflects the pricing effect of current earnings. The
coefficient on beginning-of-year book value of equity captures the effect of expected
future normal earnings'®. To control for scale effects (Easton 1999), we use White’s
correction for heteroscedasticity. Again, our measure of value relevance is based on the

explanatory power of the equation.

Timeliness. Consistent with prior research, we test this attribute by running the

following Beaver-like reverse regression on the two samples separately:
Xit/ Pit1 = 0o + oy RETj (2)

with RETit being the annual market-adjusted return (corresponding to the fiscal
year) and all other variables as previously defined. Timely earnings are those earnings that

result in stronger associations or higher R?s for the above model.

Predicability. In testing whether IFRS earnings have different predictive ability
than US GAAP earnings, we model the association between future earnings and current as
well as past earnings for the IFRS and US GAAP sample separately. We estimate the R? of

the following model:

Xiw1 = o + oy Xt + oo X (3a)

where X; is earnings per share for firm i either in fiscal year t or fiscal year t-1, and

. . . . 11
all variables are scaled by a firm size measure, being sales in year t .

Additionally, but also examining predictability, we run the Dechow (1998) model,
where we regress future operating cash flows on current accounting information. Their

model is the following:

' This is one way of controlling for growth opportunities, as suggested by Holthausen and Watts (2001).

' Note that we do not apply the measure that is most often used in accounting research to capture size, i.e.
total assets. Reason is that total assets are largely determined by the standards, which might significantly
bias our results. We did consider other size measures, such as market capitalization and number of shares,
and obtained similar results as in section 6.2.
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OCFi1=ao+ ay Xit (3b)

where OCF; is the operating cash flow for firm i in fiscal year t, scaled by total
sales, and all other variables are as previously defined. Again, the model’s R? is indicative
of the predictive ability of current accounting information, with higher values reflecting

more predictive ability.

Accruals Quality. Following the Dechow&Dichev model, we run changes in
working capital on past, present and future realizations. The focus is on working capital,
since related cash flow realizations generally occur within one year. The model is run for

the IFRS and the US GAAP sample:

AWC = 0p + a1 OCFjt1 + aa OCF;j + a3 OCFj 41 (4a)

where AWC are changes in working capital (scaled by total sales) and all other variables
are as previously defined. As pointed out by Dechow and Dichev (2002), a positive sign is
expected on both past and future cash flow and a negative sign on current cash flows. A
higher explanatory power of the model indicates high earnings or accruals quality. To
further control for quality effects caused by the negative coefficient on current cash flows,

we also run the model suggested by Wysocki (2004):

AWC;; = ap + o OCF;; (4b)

Relatively large R? of model 4a compared to this model reflect high earnings
quality, adjusting for the potential effect of income smoothing. An overview of the above

attributes is provided in Table 1'2.

"2 In section 6.4, we also control for self-selection biases. Since these self-selection tests are non-significant
but, at the same time, considerably reduce sample size, we report the initial analyses without self-selection
control first.
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TABLE 1: OVERVIEW OF ATTRIBUTE METRICS

Attribute

Model Specification

Value relevance

Timeliness

Predictability

Accruals Quality

Model 1a
Model 1b

Model 2

Model 3a
Model 3b

Model 4a
Model 4b

RETi = ag + oy Xi/Pi 1
Pit = ap + oy Xig+ 0 BV

Xif/Pit1= 0 + a4 RET;

Xits1 = g + g Xig + 0 Xipq
OCF; 1 = 09 + g Xt

AWCit =0y + (0] CFOi’t_»] + (05} CFOit + O3 CFOMH
AWC; = oy + oy CFOit

where RET;; is the return, MRET is the market adjusted return over fiscal year t, X;; is earnings
per share, P, is the security price at end of the previous fiscal period t-1 (or the beginning of
year t), BV is the book value of equity at the beginning of period t, OCF;; is the operating cash
flow for firm i in fiscal year t and AWC; is the change in non-cash working capital from year t-1 to
t. All variables used in model 3a, 3b, 4a and 4b are scaled by total sales in year t.
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6. RESULTS

To obtain comparability across our different metrics, we limit our analysis to
investigating the quality of year 2000, 2001 and 2002 accounting data. Reason is that the
evaluation of some of the above earnings models not only require data in that specific
year, but also data from the previous and following year. In one value relevance model, for
instance, we need to scale by the security price at the beginning of the period, while the
predictability attribute assumes that accounting information of the next period is known.
Since the sample firms have IPO dates from 1997 till the end of 1999, collecting
comparable price data on all sample firms can only begin at the end of 1999 (or beginning
2000). By necessity, value relevance models can only start with the reflection of year 2000
accounting information in returns over the year 2000. Also, accounting information on
2004 is not yet available for all firms, making the predictability of year 2003 accounting

data impossible.

Before discussing the results on these models, some descriptive statistics are given

in the following section.

6.1 DESCRIPTIVE STATISTICS

The sample consists of 321 firm year observations, covering the period 2000-2003
and collected from 128 different companies (see Table 2, Panel A). The number of
observations per accounting period is almost equally distributed, with the least
observations on 2002 (due to availability of 2003-accounting data such as earnings). The
vast majority of the selected sample firms are incorporated in Germany, first-time listed on
the New Market during 1999 and their activities mostly consist of computer or
technology-oriented businesses (see Table 2, Panel B, C and D respectively). Firms listed
on the New Market are obliged to report either according to IFRS or according to US
GAAP. Overall, there is a preference for IFRS (171 versus 150).
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TABLE 2: GENERAL DESCRIPTIVES ON OBSERVATIONS AND SAMPLE FIRMS (STUDY 3)

FULL SAMPLE IFRS USGAAP
Panel A: General Sample Distribution (observations)
2000 108 61 47
2001 109 57 52
2002 104 53 51
Pooled 321 171 150

Panel B: Distribution according to the country of origin (sample firms)

Austria 6 5 1
Germany 116 65 51
Netherlands 2 1 1
Norway 1 0 1
Sitzerland 2 1 1
Israel 1 0 1
128 72 56

Panel C: Distribution according to the date of first listing (sample firms)

during 1997 8 5 3
during 1998 31 16 15
during 1999 89 51 38

128 72 56

Panel D: Distribution across industries* (sample firms)

Technology 23 15 14
Biotechnology 3 1 4
Software 14 13 9
Internet 13 6 10
Media & Entertainment 11 14 1
Telecommunications 6 3 4
IT-services 16 12 9
Medical Technology & Healthcare 2 3 2
Industry & Industrial Services 7 5 3
95 72 56

* this classification is based on the New Market's indices

Table 3 furthermore provides some descriptive sample statistics on accounting and
capital market information. First, the stock market on which the sample firms are traded is
characterized by an overall downward trend: on average, prices per share melt down from
23.37 € at the end of 2000 to 3.36 € in 2002. Secondly, the bad economic environment in
which these firms operate is also reflected in their accounting information. Firms, on
average, end with a negative earnings number (Earnings Per Share= -0.03, -0.16 and —0.31
respectively). Shareholders’ equity is also cut back during this period, where it drops from

7.58 € per share in 2000 to 3.80 € per share in 2002.
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TABLE 3: DESCRIPTIVE ACCOUNTING & CAPITAL MARKET INFORMATION

Panel A: Full Sample

Panel B: IFRS firms compared to US GAAP firms

CAPITAL MARKET INFORMATION
Market Price

ACCOUNTING INFORMATION
Earnings Per Share

Shareholders Equity Per Share

Total Assets ('000)

Operating Cash Flow

* All numbers are expressed in €, except p-values: *,**= p-value <.10, .05 respectively

2000

2001

2002
Pooled

2000

2001

2002
Pooled

2000

2001

2002
Pooled

2000

2001

2002
Pooled

2000

2001

2002
Pooled

Mean Median St. Dev.
23.37 14.75 27.54
8.24 5.09 10.91
3.36 2.02 5.13
11.75 4.75 19.36
-0.03 0.00 0.08
-0.16 -0.04 0.44
-0.31 -0.11 0.56
-0.17 -0.02 -0.37
7.58 5.65 8.82
5.82 4.37 6.90
3.80 2.82 3.33
5.76 4.37 6.93
239,841 76,041 985,065
124,866 63,132 180,560
96,449 51,251 142,299
154,342 63,132 588,078
-4,660 -1,123 36,976
2,723 1,111 21,302
6,768 3,598 13,018
1,549 778 26,215

IFRS US GAAP Wilcoxon
p-value
Mean St. Dev. Mean St. Dev.
16.76 17.68 31.93 34.99 0.0146
6.53 6.94 10.12 13.86 0.4215
3.02 4.58 3.71 5.68 0.8683
9.09 12.94 14.78 24.43 0.3825
-0.02 0.07 -0.04 0.09 0.2141
-0.14 0.27 -0.19 0.57 0.9179
-0.39 0.61 -0.23 0.49 0.1289
-0.17 0.40 -0.16 0.45 0.8320
8.01 10.68 7.03 5.62 0.9629
6.23 0.27 5.38 4.96 0.3287
3.81 2.55 3.79 4.01 0.2071
6.11 8.24 5.36 5.03 0.1766
320,824 1,300,938 134,735 172,089 0.9186
129,405 192,935 119,891 167,684 0.5767
91,047 135,473 102,063 150,208 0.8326
185,800 790,958 118,481 162,833 0.7376
-6,506 46,494 -2,265 18,716 0.9531
5,590 24,475 -419 16,850 0.0537
7,258 12,332 6,258 13,800 0.4805
1,792 32,337 1,273 16,813 0.1861

*%




Remarkable is the evolution in total assets. While we expect these firms to expand
their asset pool at a rather high rate (since New Market is aimed at high-growth firms), we
notice that firms abandon their expansion strategy and even disinvest, with an average
drop in total assets of 143,392 €. Overall, however, firms become operationally better, as
evidenced by the increase in operating cash flow (-4,660 € in 2000, to 2,723 and even
6,768 in 2002). Combined with the changes in earnings, these results suggest that accruals

and thus accounting decisions are of considerable influence.

Looking at panel B of Table 3, we further conclude that the market, in general,
does not attach significantly different prices to US GAAP and IFRS firms (p= 0.3825).
Note that the market did price the US GAAP compliant companies significantly higher
than their IFRS counterparts in 2000 (i.e., 31.93 compared to 16.76; p= 0.0146). However,
from 2001 onwards, after some large scale US financial scandals, the market no longer
priced these investments differently (e.g., 6.35 versus 10.12; p= 0.4215). The reported
earnings number is, in general, not dependent on the applied accounting standards (-0.17
compared to —0.16). In addition, and consistent with prior research, our results also
suggest that firms choosing US GAAP, on average, report lower equity numbers per share
(e.g., 5.36 versus 6.11 for the pooled sample), and by consequence also lower total assets
(e.g., 118,481 versus 185,800). Although the pattern is present in nearly all years, this
difference between IFRS and US GAAP is not significant.

6.2 MULTIVARIATE MODELS

In testing the quality of IFRS and US GAAP earnings, we apply the metrics
discussed in section 5. Differences between IFRS and US GAAP earnings with regard to
the four attributes are reflected in (differences in) the models’ R?s. Results from running
all four model types can be found in Table 4 through 8. As shown in the tables, we
estimate cross-sectional regressions (1) for the three years separately (2000-2001-2002)
and (2) for the pooled sample. Where pooling offers the advantage of increased sample
size, the year regressions might provide useful insights into time-dependent effects. The
year 2001, for example, can typically be characterized as a bad economic environment,

with a number of big-time firm collapses, and following that: the bursting of the stock

market bubble.
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6.2.1 Value Relevance Results

First, running the returns/earnings model on the pooled sample (see Table 4), we
obtain R?s of only 2.77% for the IFRS sample and 2.28 for the US GAAP sample.
Applying the test statistic developed in Appendix, we furthermore find no evidence (t=
0.14) of US GAAP or IFRS earnings explaining more variance in the share value

evolution (assuming of course that prices are good indicators of a share’s value).

Year specific results are presented in the upper level of Panel A (Table 4). The
explanatory power of the annual regressions (e.g., 9.14% for US GAAP firms on 2002
accounting data) is higher, but still low compared to other studies. For both the IFRS and
the US GAAP sample, we notice a large drop in explanatory power in 2001 (from 13.58%
resp. 23.68 to 4.83 resp. 0.02), with only a modest recovery in 2002 (to 5.63% resp.
9.14%). Overall, as documented by the t-statistics, none of the R? differences are
significant. In other words, these results seem to suggest that earnings stated according to
IFRS capture approximately as much (or as less) value relevant information as US

earnings numbers, and vice versa.

Based on the alternative valuation model, where we control for some of the
suggested misspecification in the returns/earnings model, we reach similar conclusions.
Overall, applying one of the two sets does not make accounting information more or less
value relevant. The explanatory power of the two estimated models is very similar (R* of
6.93% for IFRS versus 7.88% for US GAAP; t= 0.17). As also shown in panel B of Table
4, (book value of) equity under the two standards sets seems to reflect company value,
incrementally to the earnings number (with estimated parameter statistics of respectively
0.456 and 1.239). Similar as with the first model, we again notice a significant change in
the model R? looking at the year-by-year results. In 2000, IFRS accounting information is
(marginally) more value relevant than US GAAP information (19.62% versus 3.60%),
while we find the opposite based on 2002 data (37.97% for US compared to 16.61% IFRS
compliant firms; t= 1.64). The low value relevance of US GAAP information in 2000,
combined with earlier findings on high share prices associated with firms applying US
GAAP (see descriptives), support the view of speculation activities on the equity market.
The large scandals (e.g., Enron) have considerably reduced share prices, resulting in a
more pronounced link with accounting information. Given the inconsistent year results,

we also further address issues of model misspecification in section 6.3.
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TABLE 4: VALUE RELEVANCE RESULTS

Panel A: RET;3 = o + o Xi/Pi1

IFRS US GAAP
oy oy R2 oA o R2 t-statistic
t=2000 0.297 2.366 0.1358 0.229 1.586 0.2368 0.79
(5.07)* (3.04)* [9.27]* (5.59)** (3.74)* [13.96]**
t=2001 -0.123 0.340 0.0483 -0.140 -0.011 0.0002 0.76
(-2.02)** (1.67)* [2.79]* (-2.29)** (0.10) [0.01]
t=2002 0.158 0.113 0.0563 0.277 0.300 0.0914 0.35
(3.39)" (1.74)" [3.04]* (3.81)™ (2.22)" [4.93]*
Pooled 0.098 0.180 0.0277 0.099 0.146 0.0228 0.14
(2.73)* (2.20)* [4.82]* (2.66)* (1.86)* [3.46]*
Panel B: P;= g t+ 0oy Xit + o BVir4
IFRS US GAAP
(0 79) olq ol R2 (013} Oolp (073 R2 t-statistic
t=2000 6.337 1.915 2.100 0.1962 27.845 1.542 0.964 0.0360 149 *
(1.14) (2.48)* (1.69)* 6.71]* (3.45) (1.38) (0.98) [0.82]
t=2001 6.316 1.375 0.262 0.2303 4.182 2.069 1.313 0.3815 1.14
(4.78)* (3.02)* (5.28)* [8.08]** (1.55) (3.11)* (3.00)** [15.11]*
t=2002 2.983 0.997 0.257 0.1661 0.489 0.752 0.817 0.3797 1.64 **
(5.10)** (1.47) (1.51) [4.88]** (0.51) (1.34) (2.54) [14.69]**
Pooled 7.559 1.235 0.456 0.0693 9.140 1.440 1.239 0.0788 0.17
(5.58)* (2.59)** (1.82)* [6.10]** (2.99)** (2.07)" (2.82)* [6.29]**

Note. T-statistics on the parameters are presented between ( ) while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively




6.2.2 Timeliness Results

In Table 5, we present results from running model 2, measuring timeliness of
accounting data. In all the estimated models, returns are used as an indicator of firm-
specific news. Using market-adjusted returns controls for any other, market or economy-
wide information reaching the investor public. Results on the pooled sample suggest that
IFRS is as timely as US GAAP in reflecting news (t= 0.32), while the overall power of the
timeliness models remains relatively low (R? of 2.14% versus 3.35%). Looking at the
annual regressions, we notice a drop in the models performance for 2001 and 2002
accounting data, consistent (and not surprisingly, given the high degree of correspondence
between the variables) with the value relevance results. Most models even become

meaningless, with F-statistics ranging from 1.21 to 5.88.

In sum, and in line with the value relevance models, this seems to suggest that
accounting information in itself, whether it is stated according to IFRS or US GAAP, is
not value relevant nor timely for the sample firms at hand. Alternatively, it might also be
argued that market prices/returns are bad value indicators for these sample firms. To
further assess the appropriateness of accounting information in this context (and to discern
between one of the two above explanations), we remove pricing associations and

concentrate uniquely on accounting data with the next attribute metrics.

Turning to these accounting-based models, we note that the models generally
result in higher R?s than the market-based models, consistent with prior findings (e.g.,
Choi et al. 2003). As documented in Table 6, the R* of the predictability models is
generally above 20%, much higher than the R? obtained for the market-based models.

-26 -



TABLE 5: TIMELINESS RESULTS

_LZ_

Model: Xit/Pi,t—‘] =0op t oy RETit

IFRS US GAAP
g oy R? ag o R2 t-statistic
t=2000 -0.027 0.042 0.18 -0.048 0.027 0.09 0.76
(-3.06)** (3.56)** [12.67]** (-3.48)*  (2.09)* [4.38]**
t=2001 -0.143 0.076 0.0121 -0.185 0.337 0.0260 0.23
(-3.98)** (0.82) [0.67] (-2.35)** (1.16) [1.34]
t=2002 -0.396 0.168 0.0270 -0.248 0.126 0.0588 0.39
(-4.72)** (1.19) [1.42] (-3.66)**  (1.75)* [3.06]*
Pooled -0.182 0.100 0.0214 -0.173 0.102 0.0335 0.32
(-5.89)** (1.92)* [3.69]* (-4.68)*  (2.26)* [5.13]**

Note. T-statistics on the parameters are presented between (') while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively




6.2.3 Predictability Results

As discussed in the models section, predictability can be measured running an
autoregressive earnings model and evaluating the model’s R2. The results we obtained on
the two samples are presented in Table 6. In general, our results indicate that US GAAP
data better predict future performance than IFRS data (R? of 46.11% compared to
17.50%). The difference is significant at the 5% level (t= 2.69). Results from the annual
regressions are consistent with the pooled results. In all three years, we find that US
GAAP earnings have significantly more predictive ability than IFRS earnings (e.g. R* of
32.77% for IFRS and 88.10% for US GAAP accounting on 2002 information).

The results on the Dechow et al. (1998) model provide further support for the
superiority of US GAAP earnings. Based on the pooled sample, we clearly discriminate
between the predictive ability of US GAAP and IFRS information (R* of 39.01%
respectively 2.42%; t= 3.95). Remarkably, IFRS accounting data result in overall low
performance of this measure (e.g., R* of 0.75% in 2000)". Looking on a year-by-year

basis, we again find consistency in all three years.

1 Alternatively, we also ran a model where the current earnings number is split up in its major components,
being operating cash flow and accruals. In general, our results show that these models are associated with
higher explanatory power (also for the IFRS sample). Consistent with the findings reported here, we find
strong evidence for US GAAP superior predictive ability.
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TABLE 6: PREDICTABILITY RESULTS

Panel A: Xi,t+1 =og + oq Xt oo Xi,t-1
IERS US GAAP
Qg o (05 R2 Qo o (053 R2 t-statistic
t=2000 -0.233 0.230 2.050E-06 0.0713 -0.274 0.321 4.494E-05 0.5561 4.90 **
(-3.74)* (1.93)" (0.60) [2.15] (-2.47)* (3.73)" (3.82) [27.57]
t=2001 -0.118 0.443 2.940E-06 0.2034 -0.099 0.310 -2.980E-06 0.4441 2.26 **
(-1.46) (3.63)" (0.50) [6.64]* (-1.20) (4.93)" (-0.95)* [19.58]**
t=2002 -0.017 0.372 1.794E-07 0.3277 0.048 0.352 7.066E-07 0.8810 5.30 **
(-0.28) (4.94) (0.13) [12.18]* (1.38) (17.72)* (0.82) [177.64]*
Pooled -0.1291 0.349 -5.000E-08 0.1750 -0.104 0.369 -1.360E-06 0.4611 2.69 **
(-3.34) (5.90)** (-0.04) [17.40]** (-1.81)* (10.24)** (-0.72) [62.88]*
Panel B: OCFLH»] =ag + oy Xit
IERS US GAAP
Qg o R? o a, R? t-statistic
t=2000 0.00357 -0.060 0.0075 -0.007 0.227 0.3807 4.56 **
(0.08) (-0.65) [0.43] (-0.10) (5.26)"* [27.66]*
t=2001 0.067 0.108 0.1079 0.067 0.170 0.4343 4.18 **
(2.38)" (2.53)" [6.41]* (1.28) (6.20)"* [38.38]**
t=2002 0.133 0.145 0.0894 0.057 0.114 0.5883 3.69 **
(2.67) (2.24) [5.01]* (2.46)* (8.37)™ [70.01]**
Pooled 0.063 0.078 0.0242 0.037 0.167 0.3901 3.95 **
(2.50)** (2.02)* [4.10] (1.23) (9.73) [94.67]*

Note. T-statistics on the parameters are presented between () while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively




6.2.4 Accrual Quality Results

Finally, the results with regard to accruals quality are reported in Table 7. In
general, these results suggest that the quality of accounting accruals does not significantly
differ depending on the accounting standards applied. The Dechow&Dechiv measure on
the pooled sample, for example, results in R?s of 13.23% for US GAAP observations and
11.87% for IFRS observations (t=0.14).

In an attempt to capture the degree of (working capital) income smoothing, we run
working capital accruals only on the current operating cash flow (model 4b). As shown in
Panel B of Table 7, both standards sets are associated with some income smoothing.
However, in general, there is no significant difference between IFRS and US GAAP
smoothing behavior (R? of 4.83% versus 0.77%; t= 0.64). Consistent with Wysocki, we
deduct the R? of model 4b from the R? of model 4a to control for any current year income
smoothing effects (see Panel C of Table 7). Applying this procedure on our data, we find
further evidence that there are no significant differences between the quality of IFRS and
US GAAP accruals (adjusted R* differences of 5.97% on the pooled IFRS sample
compared to 11.33% on the US GAAP observations; t= 0.66).

Based on model 4a, the year-by-year analyses are mostly consistent with the above
results. Nevertheless, further analyses show interesting developments. First, we find that
US GAAP accruals are qualitatively better than IFRS accruals for 2000 data (R* of
58.33% compared to 40.51%; t= 1.61). Moreover, we also find that the application of both
standard sets is associated with some (but not significantly different) income smoothing
behavior (t= 0.86). In contrast, results from 2001 show that US GAAP firms engage in
significantly more income smoothing compared to IFRS firms (t= 1.64). From the large
drop in IFRS model performance from 2000 to 2001 (R* from 27.63% to 1.65%),
compared to only a small change for US GAAP firms (from 16.93% to 11.61%), we infer
that not as much US GAAP but rather IFRS is causing the overall year difference in
accruals quality. For 2003, we again observe no significant differences between the IFRS

and US GAAP sample (t=0.72).
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TABLE 7: ACCRUALS QUALITY RESULTS

_IE_

Panel A: AWCit =0y + (0] OCFi,t-l + (05) OCFit + O3 OCFi,t+l

IFRS US GAAP
o oy oy a3 R2/ AdjR? oo oy oy o R2/ AdjR? t-statistic
t=2000 0.007 -0.520 -0.423 -0.475 0.4051/0.3714 0.072 0.684 -0.103 -0.046 0.5833/0.5536 161~
(0.12) (-1.57) (227 (-2.73)* [12.03]* (2.63)*  (5.45)*  (-1.14)  (-0.56) [19.60]**
t=2001 0.037 0.275 -0.072 -1.175 0.3145/ 0.2742 -0.035 0.182 0.036 -0.241 0.2302/0.1821 0.77
(0.79) (2.22)* (-0.42)  (-4.70)** [7.80]** (-1.16) 244y (0.32) (-1.40) [4.79]**
t=2002 -0.135 0.122 0.861 -0.091 0.3491/0.3084 -0.052 -0.259 0.307 0.106 0.4999 / 0.4680 1.15
(-4.12)* (1.86)* (4.14)*  (-0.86) [8.58]** (-1.65)*  (-3.18)*  (2.01)*  (0.51) [15.66]**
Pooled -0.001 0.091 -0.168 -0.382 0.1187/0.1022 -0.030 -0.150 0.197 -0.080 0.1323/0.1143 0.14
(-0.02) (1.17) (-1.50)  (-3.70)** [7.18]** (-147) (427  (2.82)*  (-0.98) [7.37]*
Panel B: AWC;, = o + a; OCF;,
IFRS US GAAP
o o R2/ AdjR? o o R? / AdjR? t-statistic
t=2000 -0.011 -0.699 0.2763/0.2636 0.053 0.138 0.1693 / 0.1509 0.86
(-0.19) (-4.66)"* [21.76]* (1.45) (3.03)* [9.17]*
t=2001 -0.038 0.144 0.0165/0.0020 -0.064 0.087 0.1161 /0.0985 1.64 **
(-0.78) (0.94) [0.89] (2.23)*  (2.56)* [6.57]
t=2002 -0.130 0.804 0.2914/0.2776 -0.031 -0.164 0.3921/0.3797 0.72
(-4.00)* (4.58)" [0.02] (-0.96)  (-5.62)** [31.61]*
Pooled -0.021 -0.277 0.0483/0.0425 -0.028 -0.025 0.0077/.0010 0.64
(-0.69) (-2.89)* 8.38]** (-1.30) (-1.07) [3.82]*

Note. T-statistics on the parameters are presented between () while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively
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Panel C: Comparing model 4a and 4b

IFRS US GAAP
Adj R2 Adj R2 Ad]j R2 Diff Adj R2 Adj R2 Adj. R diff t-statistic
(Model 4a) (Model 4b) (Model 4a-4b) (Model 4a) (Model 4b) (Model 4a-4b)

t=2000 0.3714 0.2636 0.1078 0.5536 0.1509 0.4027 2.55 **
[12.03]** [21.76]** [19.60]** [9.17]

t=2001 0.2742 0.0020 0.2722 0.1821 0.0985 0.0836 1.81 *
[7.80]* [0.89] [4.79]* [6.57]

t=2002 0.3084 0.2776 0.0308 0.4680 0.3797 0.0883 0.62
[8.58]* [0.02] [15.66]** [31.61]™

Pooled 0.1022 0.0425 0.0597 0.1143 0.0010 0.1133 0.66
[7.18]* [8.38]* [7.37] [3.82]*

Note. T-statistics on the parameters are presented between (') while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively




6.2.5 Conclusion

In general, we find no significant differences between US GAAP and IFRS
prepared financial statement data. Only with regard to predictability do we find results in

favor of US GAAP application.

Two remarks are however in order. First, our results show that the market-based
models are under-performing, with an all-time low on the 2001 data. Prior literature in this
regard suggests that these results might be caused either by deficiencies in the accounting
information or by a misspecification of the model. According to some, the low
associations found in the price-earnings literature (e.g., Core et al. 2003) suggest that
earnings (and more in general accounting data) have become deficient, and an update of
the financial reporting model is needed. However, as our results show, financial statement
information still leads to good predictions about future performance, one of the main
premises of accounting information. Also, the accounting deficiencies argument cannot
fully explain the sudden drop in model performance in 2001, given the reasonably good

results in 2000.

In this case, model misspecification is more plausible. Some argue that prices
(especially in the new economy market we study) have been increasingly fed by
speculative beliefs (e.g., Choi et al. 2003). Accordingly, questions should be raised as to
the desirability of prices as firm value indicators (e.g., Penman 2002; US GAAP 2000
value relevance results). Another possible misspecification is further addressed in the
extensions section below. In particular, since descriptive statistics showed that relatively
more firms are confronted with losses in 2001, price/earnings models in their current

specification might be less appropriate for judging earnings quality.

A second remark that needs to be made is with regard to the year-by-year
regressions. Especially with regard to the accruals quality metric, we observe some
interesting and sometimes inconsistent patterns. Based on these measures, we would
conclude that US GAAP initially resulted in qualitatively better accruals, but throughout
our sample period, IFRS accruals gained more quality, resulting in increased
comparability between IFRS and US GAAP compliant information. The fact that we
observe an important change for 2001 IFRS data is perhaps not that surprising. Around
that time, the IASB completed its five-year project developing a set of core standards. On

May 17th 2000, IOSCO decided to approve and endorse that set, permitting its members
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(and thereby also the German New Market participants) to prepare financial statements in
accordance with those core standards. As observed, this might have resulted in less

income smoothing and higher accruals quality for IFRS compliant financial statements.

However, several arguments can be formulated that challenge this view. First, if
the standards were endorsed in 2000, why do we only observe the low model performance
on 2001 accounting data (and not on 2000 and 2002 data)? Second, the results on the US
2001 sample seem to indicate that US GAAP application also results in a decrease in
accruals quality (and in income smoothing behavior as well), suggesting that the bad
economic environment might be causing this result'®. Finally, we also need to consider
possible sample size biases. On average, the annual regressions are run on 50
observations. As a result, individual observations can have a significant influence on the

estimated model.

6.3 EXTENSION

In this section, we further examine possible misspecification of the market-based
models. In particular, we respecify some models to distinguish between positive and
negative news/earnings periods. Market prices might, for example, react differently to
positive and negative earnings, while the earnings number in itself might be timelier in
reflecting bad news compared to good news. Given the extreme financial conditions of our
sample firms (e.g., reported losses and decreasing prices, see Table 3), we expect this

respecification to be highly relevant (see also Hayn 1995).

In this context, we apply measures as developed by Collins et al. (1999) and Basu
(1997). More specifically, we test whether there are any asymmetries in the value
relevance respectively timeliness of IFRS and US GAAP prepared information. The

models we run on the two samples separately are the following:

Model 1°: Pit =0+ oy Xit+ (05 DX + O3 Xit *DX + Oly BVt—l
Model 2°: Xit/ Pi,t-l = O + oy RETit+ (05) DR + o3 RETit * DR

' This finding is consistent with the market-based models. As already suggested, this might indicate that
accounting information in general was less appropriate to reflect the financial performance of this type of
firms, in economically bad situations. Combined with the accruals quality results from 2002 (i.e. an increase
in model performance), this confirms earlier findings on timeliness.
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where DX and DR are dummies equaling one when earnings respectively returns are
negative and 0 otherwise. All other variables are as previously defined. In both models,
asymmetry is reflected in the significance of the interaction term (o). Results from
running these models are presented in Table 8, with the value relevance estimates reported
in Panel A. Consistent with prior research, we first of all find a negative coefficient on the
interaction term (e.g. -14.00 on IFRS earnings and -9.81 on US GAAP earnings). In other

words, the more negative earnings are, the smaller the associated price reaction is.

Second, the models’ performance clearly increased by adding the negative/positive
earnings indicator, further supporting the misspecification explanation for the low
performance of the more traditional, simple value relevance models. The results remain
however largely similar to those from the original price/earnings models: IFRS and US
GAAP earnings are equally value relevant (e.g., R*= 16.41 versus 12.95 for the respective

pooled samples).

Looking at panel B, we find no evidence for asymmetric timeliness, neither in the
IFRS nor in the US GAAP subsample (i.e., insignificant as’s). Likewise, we again
conclude on no significant differences between IFRS and US GAAP accounting data with

regard to timeliness.
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TABLE 8: BAD NEWS / GOOD NEWS DISTINCTION

Panel A: Pit =0yt oy Xit/Pi,t-1 + o DXit + o3 Xit/Pi,t-1* DXit + oy BVi,t-1

IFRS US GAAP
oo o o o3 oy R2 o o o o3 Oy R2 t-statistic
t=2000 7.139624 8.36339 -7.489663  -7.238474 2.15893 0.2790 26.87566 18.20319 3.842481 -18.62698  -0.647245 0.1172 1.30 *
(1.47)= (0.82) (-1.36) (-0.69) (1.65)* [5.13]** @4.94)*  (2.42)* (0.30) (-2.37)* (-0.49) [1.39]
t=2001 1.433 17.772 1.991 -17.295 0.23837 0.6094 4.671022 8.664767 -2.429399 -7.868353 0.917015 0.4607 1.36 *
(0.48) (2.25) (0.64) (219  (7.29)*  [20.28]** (1.45) (1.97) (-0.67) (1.77) (2.29)** [10.04]**
t=2002 1.067 13.074 0.601 -13.012 0.02090 0.7496 1.30118 5.096886 -0.802512 -5.342495 0.260949 0.6395 140 *
(1.10) (3.59)** (0.59) (-3.55) (0.36) [35.17]* (1.47) (3.96)** (-1.04) (-3.51) (1.74)* [20.40]*
Pooled 6.088872 14.28744 -2.221054 -14.00185  0.348321 0.1641 10.0082 9.754867 -1.909388  -9.806011 0.524603 0.1295 0.49
2.76)*  (3.00)** (-0.99) (-3.01)* (1.48) [6.48]** (3.23)*  (2.61)™ (-0.47) (-2.54)* (1.22) [5.39]*
Panel B: Xit =0t oy RETit + ol DRit + o3 RETit* DRit
IERS US GAAP
Qp o ol o3 R2 Qg o o o3 R2 t-statistic
t=2000 0.0078 0.01563 -0.00713 0.15701 0.2563 -0.00331 0.00259 -0.07530 0.03755 0.2375 0.14
(0.39) (0.92) (-0.23) (1.85)* [6.55]" (-0.17) (0.17) (-1.55) (0.25) [4.47]
t=2001 -0.169 0.120 -0.025 -0.408 0.0225 -0.154 0.330 -0.207 -0.758 0.0415 0.22
(-2.26)* (0.93) (-0.20) (-0.69) [0.41] (-0.74) (0.50) (-0.69) (-0.67) [0.69]
t=2002 -0.349 0.461 -0.359 -0.541 0.1506 -0.180 0.106 -0.227 -0.040 0.1008 0.41
(-2.16)* (0.97) (-1.65) (-1.08) [2.90]** (-1.78)* (0.69) (-1.40) (-0.22) [1.76]
Pooled -0.18835 0.13294 -0.02436 -0.12945 0.0274 -0.10123 0.05077 -0.13787 0.02498 0.0515 0.51
(-3.22)" (1.66)* (-0.32) (-0.96) [1.57] (-1.73) 0.77) (-1.65)* (0.24) [2.64]*

Note. T-statistics on the parameters are presented between () while the overall model's F-test is mentioned between [ ]; *,**= p-value <.10, .05 respectively




6.4 SELECTION BIAS

Based on the analysis in section 6.2, we concluded on some earnings attribute
differences between IFRS and US GAAP prepared information. However, since firms
self-select into one of these two groups, we may wonder whether the observed attribute
differences are really due to the accounting standards being applied or whether underlying
firm characteristics are driving our results. In other words, does the application of US
GAAP result in, for example, better earnings predictability or do firms with more
predictable earnings just happen to choose US GAAP? In correcting for self-selection
biases, we use the two-stage regression procedure developed by Heckman (1976) and Lee

(1978)".

In a first stage, we model the accounting standards choice. Since prior research on
the IFRS / US GAAP choice is rather concise and, in our opinion, incomplete, we
constructed our own model in Van der Meulen et al.(2005). The model looks as follows

and is estimated using a probit analysis'®:

STAGE ONE: IFRS/USGAAP = (0 %) + (051 RDi+ (0.5 ACQI + O3 EMPRIORl + Oly SALESI + Ols
FLOAT; + as FOREIGN; + a7 INCSTOCK; + as DEBT; + a9 PERF; +oyg
INDUSTRY; + &

In the second stage, we run the same earnings attribute models as in section 6.2.
but including a selectivity correction variable. This variable is called the Mills ratio or
LAMBDA and is computed using estimated values from the first-stage model (Greene

2000). This variable more specifically measures the covariance between the accounting

' This two-stage procedure has been applied in other accounting studies. See, for example, Abdel-Khalik
(1990) who studies the link between audit fees and the demand for MAS; Shehata (1991) who addresses the
relation between investment decisions and accounting regulation; and, Beatty et al. (2002) who investigate
the relationship between interest rates charges and the exclusion of accounting changes from the calculation
of covenant compliance.

' Note that we here frame the model as a probit model as opposed to a logit model in Van der Meulen et al.
(2005). Probit and logit models generally lead to the same conclusions but only differ in the specification of
the error term distribution. According to the probit model, error terms follow a normal distribution while the
logit model assumes that error terms follow a logistic distribution. By consequence, parameter estimates are

not directly comparable. Multiplying the estimates from the logit model by \/§ / 7T (given a logistic

distribution variance of 77 > / 3) should result in the estimates obtained from the probit model. Reason why

we use probit estimates is that most statistical programs typically only define the Mills ratios for probit
outputs.
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standards choice and the dependent variable of the earnings attribute model. Applied, for
example, to the predictability attribute, this results in the following model being estimated

using OLS:

STAGE TWO: X = Bo + 1 Xit + B2 Xir + B3 LAMBDA + pj;

Statistical significance of the estimated coefficient on the LAMBDA variable
indicates that the decision to adopt IFRS / USGAAP is interrelated with the level of
earnings. If there is any correlation between the error from the probit model and the error
from the earnings attribute model, then not including this correction results in inefficient

and inconsistent estimates in the earnings attribute model.

Results from this two-stage procedure are presented in Table 9 and 10. Note that
the first stage model is estimated using the entire sample of IFRS and US GAAP firms,
while the second stage equation is run on either the IFRS or the US GAAP sample. Due to
data availability on the variables used in the choice model (stage 1), the two subsamples
are slightly different from the ones used in section 6.2, with an overall reduction in sample

size to 270 firm-year observations.

TABLE 9: FIRST STAGE HECKMAN RESULTS

Variable Coefficient Standard Chi-Square p <
Error (ChiSQ)
Intercept -1.3539 0.9994 1.84 0.1755
RD -0.4268 0.2428 3.09 0.0788*
ACQ 0.6774 0.2068 10.73 0.0011**
EMPRIOR -0.5600 0.1927 8.45 0.0037**
SALES 0.0082 0.0865 0.01 0.9249
FLOAT 0.0123 0.0046 717 0.0074*
FOREIGN 1.2768 0.2770 21.24 <.0001**
INCSTOCK -1.2839 0.2677 23.01 <.0001**
DEBT 0.0867 0.0641 1.83 0.1761
PERF -0.4499 0.2332 3.72 0.0537*
INDUSTRY 0.4315 0.1957 4.86 0.0274**

***= p-value <.10, .05 respectively
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TABLE 10: SECOND STAGE POOLED HECKMAN RESULTS

IFRS USGAAP
Variable Coefficient Standard t-value p > [t Coefficient ~ Standard t-value p >t
Error Error
Panel A: Value Relevance Model RET;; = ag + oy Xit/P; 1.1
Intercept 0.1344 0.0965 1.39 0.1657 0.1182 0.0805 1.47 0.1448
Xi/Pr.q 0.1497 0.0829 1.81 0.0729* 0.1658 0.0865 1.92 0.0579*
LAMBDA -0.0362 0.0685 -0.53 0.5978 0.0059 0.0920 0.06 0.9489
R? 0.0205 [1.69] R? 0.0338 [1.99]
Panel B: Value Relevance Model P = 0 + o Xt + oz BV
Intercept 8.7482 3.0041 2.91 0.0042* 5.7081 3.6061 1.58 0.1164
Xit 1.8586 0.5037 3.69 0.0003** 0.9038 0.3515 2.57 0.0115*
BV 0.5034 0.1582 3.18 0.0018** 1.3569 0.3369 4.03 0.0001**
LAMBDA -0.5140 2.1178 -0.24 0.8086 -0.7326 3.5404 -0.21 0.8365
R? 0.0995 [5.41]** R? 0.1431 [6.01]*
Panel C: Timeliness Model Xy/P;1= o + oy RET
INTERCEPT -0.3043 0.0880 -3.46 0.0007** -0.2962 0.0960 -3.09 0.0025**
RET; 0.1012 0.0598 1.69 0.0928* 0.1256 0.0958 2.71 0.0077**
LAMBDA 0.0888 0.0642 1.38 0.1686 0.2601 0.1001 1.25 0.2121
R? 0.0291 [2.42]* R? 0.0759 [4.68]*
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Panel D: Predictability Model X;u.1= ag + oq Xit+ 02 X1

INTERCEPT -0.2714
X 0.3300
X1 -0.0820
LAMBDA 0.0920

R2

0.1062 -2.56
0.0633 5.22
0.0694 -1.18
0.0789 1.17
0.16 [9.81]*

Panel E: Predictability Model OCF;.1= 0 + oy Xit

INTERCEPT -5960.1033
OCF; 1502.3817
LAMBDA 7230.6687

R2

8577.6438 -0.69

5014.9883 0.3

6396.4917 1.13
0.0089 [0.68]

0.0115**
<.0001**
0.2395
0.2453

0.4882
0.7649
0.2601

-0.2833
0.2537

-0.0907
0.1841

RZ

8282.1715
2646.7108
-9084.2446

R2

Panel F: Accruals Quallty Model ACCi,t+1= o t a4 OCFLH + 0l OCFi“. o3 OCFi,t+1

INTERCEPT 0.0185
OCF4 0.0131
OCF; -0.1117
OCF4 0.0000
LAMBDA -0.0195

R2

0.0874 0.21
0.0833 0.16
0.1184 -0.94
0.0000 -0.43
0.0660 -0.30
0.0101 [0.36]

Panel G: Accruals Quality Model ACC;.1= 0g + a4y OCFj

INTERCEPT 0.0032
OCF; -0.1497
LAMBDA 0.0011

R2

0.0855 0.04
0.1003 -1.49
0.0638 0.02

0.0145 [1.13]

0.8329
0.8752
0.3471
0.6686
0.7684

0.9705
0.1378
0.9864

-0.0079
0.0977
0.1532
0.0000
0.0104

-0.0429
0.2007
0.0321

0.1081
0.0509

0.0546
0.1201

0.2363

2756.2059
979.0931
3098.3035

0.0381

0.0424
0.0579

0.0597
0.0000
0.0449

0.1893

0.0375
0.0458
0.0436

0.1641

-2.62
4.99

-1.66
1.53

[11.66]**

3
2.7
-0.32

[3.81]*

-0.19
1.69

2.56
-1.01
0.23

[6.42]*

-1.14
4.39
0.74

[11.09]*

0.0100**
<.0001**
0.0998*
0.1280

0.0032**
0.0079**
0.7513

0.8534
0.0943*
0.0117**
0.3168
0.8167

0.2553
<.0001
0.4624




In general, the estimated coefficient on the LAMBDA variable for the IFRS
(resp. US GAAP) subsample is statistically insignificant, with p-values ranging from
0.1686 to 0.9864 (resp. 0.1280 to 0.9489). This result suggests, for example, for the
predictability measure, that average net income for IFRS (resp. US GAAP) firms with
given measured characteristics is, ceteris paribus, not exceeding what firms would
have realized under the US GAAP (resp. IFRS) method. Likewise, on all other
attributes, we reach similar conclusions. In other words, our results indicate that the
omitted variables that impact accounting choice are not significantly correlated with
the dependent variable of our attribute models and previously reported findings (see

section 6.2.) are thus undistorted.

7. SUMMARY

With the successful completion of the IASC’s standards, IFRS and US GAAP
were placed as the two pre-eminent world financial reporting frameworks. For years,
however, US GAAP was accepted widely as the international set of standards to
ensure high quality financial statements. Especially in the US, but also elsewhere, the
introduction of IFRS has lead to a discussion on the (relative) quality of both regimes.

However, relatively little research has been devoted to the subject.

In this study, we further compared the quality of the two standard regimes. To
that end, we used a sample of German New Market firms. Especially for these firms,
financial statement quality is particularly relevant, given their rather limited financial
history and the high risk they constitute for the investment public. Financial statement
quality in itself was measured in terms of earnings attributes, namely value relevance,
timeliness, predictability and accruals quality. Consistently throughout most of our
measures, and even controlling for self-selection bias, we found that US GAAP
earnings attributes are very comparable to IFRS earnings. Only with regard to

predictability do we find US GAAP superiority.
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APPENDIX: DEVELOPING A TEST STATISTIC TO COMPARE R-
SQUARES ACROSS SAMPLES

Assume that both R?*prg and R?*ysgaap are estimators of the population’s true
goodness of fit measure ¢*. Testing whether R*prs and R?ysgaap are significantly
different comes down to testing the null hypothesis that the true ¢* of the IFRS
population equals the true ¢? of the US GAAP population. To execute this test, the

following test statistic is developed:

2 2
_ ‘ R IFRS ~ R USGAAP |

SE (RleRS + RZUSGAAP)

For large samples, this statistic follows a standard normal distribution.
Alternatively, The standard error (SE) term can also be expressed in terms of sample

variance (Var):

SE(RleRS + RZUSGAAP) = \/V3r(R2 iFRs T RZUSGAAP)

Given that the two samples are independent, this is equivalent to:

= \/ Var(R? s) + Var(R? jgganp )

Finally, the variances of the R? distributions are computed by applying the analysis
made in Cramer (1987). Using a mathematical program to obtain first and second
moments of the R? distribution and given that the variance is the difference between

the second moment and the squared first moment, variances are easily computable.

-42 -



REFERENCES

Abdel-Khalik, R. (1990). ‘The jointness of audit fees and demand for MAS: An analysis of
self-selection.” Contemporary Accounting Research, 6(2-1): 295-322.

Aboody, D. (1996). ‘Market valuation of employee stock options.” Journal of Accounting &
Economics, 22(1-3): 357-391.

Aboody, D. and Liu, J. (2003). ‘Earnings quality, insider trading, and cost of capital.’
Working Paper Series.

Alford, A., Jones, J., Leftwich, R. and Zmijewski, M. (1993). ‘The relative informativeness of
accounting disclosures in different countries.” Journal of Accounting Research,
31(Supplement): 183.

Amir, E. (1996). ‘The effect of accounting aggregation on the value-relevance of financial
disclosures: The case of SFAS No. 106.” The Accounting Review, 71(4): 573-590.

Amir, E., Harris, T. and Venuti, E. (1993). ‘A comparison of the value-relevance of US
versus non-US GAAP accounting measures using form 20-F reconciliations.” Journal
of Accounting Research, 31(Supplement): 230-264.

Amir, E., Kirschenheiter, M. and Willard, K. (1997). ‘The valuation of deferred taxes.’
Contemporary Accounting Research, 14(4): 597-622.

Auer, K. (1996). ‘Capital market reactions to accounting earnings announcements - Empirical
evidence on the difference in the information content of [AS-based earnings and EC-
directives-based-earnings.” The European Accounting Review, 5: 587-623.

Ayers, B. (1998). ‘Deferred tax accounting under SFAS NO. 109: An empirical investigation
of its incremental value-relevance relative to APB No. 11.” The Accounting Review,
73(2): 195-212.

Baginski, S., Lorek K., Willinger L. and Branson B (1999). ‘The relationship between
economic characteristics and alternative annual earnings persistence measures.’
Accounting Review, 74(1): 105-120.

Ball, R. and Brown, P. (1968). ‘An empirical evaluation of accounting income numbers.’
Journal of Accounting Research, 6(2): 159-178.

Balsam, S. and Lipka, R. (1998). ‘Share prices and alternative measures of earnings per
share.” Accounting Horizons, 12(3): 234-249.

Barth, M. (1994). ‘Fair value accounting: Evidence from investment securities and the market
valuation of banks.” The Accounting Review, 69(1): 1-25.

Barth, M. and Clinch, G. (1996). ‘International accounting differences and their relation to
share prices: Evidence U.K., Australian, and Canadian firms.” Contemporary
Accounting Research, 13(1): 135-179.

Basu, S. (1997). ‘The conservatism principle and the asymmetric timeliness of earnings.’
Journal of Accounting & Economics, 24(1): 3-37.

Beatty, A., Ramesh, K. and Weber, J. (2002). ‘The importance of accounting changes in debt
contracts: The cost of flexibility in covenant calculations.” Journal of Accounting and
Economics, 33(2): 205-227.

Beaver, W., Clarke, R. and Wright, W. (1979). ‘The association between unsystematic
security returns and the magnitude of earnings forecast errors.” Journal of Accounting
Research, 17(2): 316-340.

Beaver, W., Lambert, R. and Morse, D. (1980). ‘The information content of security prices.’
Journal of Accounting and Economics, 2(1): 3-28.

-43 -



Beaver, W., Richard A and Ryan, S. (1987). ‘The information content of security prices: A
second look.” Journal of Accounting and Economics, 9(2): 139-157.

Bernard, V. (1994). ‘Accounting-based valuation methods, determinants of market-to-book
ratios, and implications for financial statement analysis.” Working Paper Series.

Black, E. (1998). ‘Life-cycle impacts on the incremental value-relevance of earnings and cash
flow measures.” Journal of Financial Statement Analysis, 4(1): 40-56.

Burgstahler, D. (1998). ‘Discussion of "combining earnings and book value in equity
valuation”.” Contemporary Accounting Research,15(3): 325-341.

Burgstahler, D. and Dichev, I. (1997). ‘Earnings, adaptation and equity value.” The
Accounting Review, 72(2): 187-215.

Brown, S., Lo, K. and Lys T. (1999). ‘Use of R* in accounting research: measuring changes in
value relevance over the last four decades.” Journal of Accounting and Economics,
28(2): 83-115.

Chan, K. and Seow, G. (1996). ‘The association between stock returns and foreign GAAP
earnings versus earnings adjusted to U.S. GAAP.” Journal of Accounting & Economics,
21(1): 139-159.

Choi, B., Buryung B. and Press E. (2003). ‘Differences in the value relevance of earnings in
knowledge-based and traditional industries.” Working paper Series.

Cheng, C., Liu, C. and Schaefer, T. (1997). ‘The value-relevance of SFAS No. 95 cash flows
from operations as assessed by security market effects.” Accounting Horizons, 11(3): 1-
15.

Collins, D., Pincus, M. and Xie, H. (1999). ‘Equity valuation and negative earnings: The role
of book value of equity.” The Accounting Review,74(1): 29-61.

Core, J., Guay, W. and Van Buskirk, A. (2003). ‘Market valuations in the new economy: An
investigation of what has changed.” Journal of Accounting and Economics, 34(1-3): 43-
67.

Dechow, P. (1994). ‘Accounting earnings and cash flows as measures of firm performance:
The role of accounting accruals.” Journal of Accounting and Economics, 18(1): 3-43.

Dechow, P. and Dichev, 1. (2002). ‘The quality of accruals and earnings: The role of accrual
estimation errors.” The Accounting Review, 77: 35-59.

Dechow, P., Kothari, S., and Watts, R. (1998). ‘The relation between earnings and cash
flows.” Journal of Accounting & Economics,25(2): 133-168.

Dhaliwal, D., Subramanyam, K. and Trezevant, R. (1999). ‘Is comprehensive income superior
to net income as a measure of firm performance?’ Journal of Accounting & Economics,
26(1-3): 43-67.

Easton, P. (1999). ‘Security returns and the value relevance of accounting data.” Accounting
Horizons,13(4):399-412.

Easton, P. and Zmijewski, M. (1989). ‘Cross-sectional variation in the stock market response
to accounting earnings announcements.” Journal of Accounting and Economics, 11(2-
3): 117-142.

Eccher, E. and Healy, P. (2000). ‘The role of international accounting standards in transitional
economies: A study of the People's Republic of China.” Working Paper Series.

Ernst & Young (2000). IAS/US GAAP comparison. IASC.

FASB (1999). The IASC-US comparison project: A report on the similarities and differences
between IASC Standards and US GAAP, Norwalk, Connecticut.

-44 -



Francis, J., Lafond, R., Olsson, P. and Schipper, K. (2003). ‘Cost of capital and earnings
attributes.” The Accounting Review, 79(4): 967-1010.

Greene, W. (2000). Econometric analysis. Prentice Hall, Upper Saddle River, 1004 p.

Hail, L. and Leuz, C. (2004). ‘The importance of reporting incentives: Earnings management
in European private and public firms.” Working Paper Series.

Harris, M. and Muller, K. (1999). ‘The market valuation of IAS versus US-GAAP accounting
measures using Form 20-F reconciliations.” Journal of Accounting & Economics, 26(1-
3): 285-312.

Harris, T., Lang, M. and Moller, H. (1994). ‘The value relevance of German accounting
measures: An empirical analysis.” Journal of Accounting Research, 32(2), 187-210.

Hayn, C. (1995). ‘The information content of losses.” Journal of Accounting & Economics,
20(2): 125-154.

Heckman, J. (1974). ‘The common structure of statistical models of truncation, sample
selection, and limited dependent variables and a simple estimator for such models.’
Annals of Economic and Social Measurement, 5: 475-492.

Hicks, J. (1939). Value and capital. Oxford, University Press.

Holthausen, R. and Watts, R. (2001). ‘The relevance of the value-relevance literature for
financial accounting standard setting.” Journal of Accounting & Economics, 31(1-3): 3-
75.

Jan, C. and Ou, J. (1995). ‘The role of negative earnings in the valuation of equity stocks.’
Working Paper Series.

Joos, P. and Zhdanov, A. (2003). ‘A closer look at the "anomalous" V-shaped earnings-equity
value relation in a real options framework with investor learning.” Working Paper
Series.

Kormendi, R. and Lipe, R. (1987). ‘Earnings innovations, earnings persistence, and stock
returns.” Journal of Business, 60(3): 323-345.

Lang, M., Ready, J. & Yetman, M. (2003). ‘How representative are firms that are cross-listed
in the United States? An analysis of accounting quality.” Journal of Accounting
Research, 41(2): 363-386.

Lee, L. (1978). ‘Unionism and wage rates: A simultaneous equations model with qualitative
and limited dependent variables.” International Economic Review, 19(2): 415-433.

Leuz, C. (2003). ‘IAS versus U.S. GAAP: Information asymmetry-based evidence from
Germany's new market.” Journal of Accounting Research, 41(3): 445-463.

Leuz, C., Nanda, D. and Wysocki, P. (2003). ‘Earnings management and investor protection:
An international comparison.” Journal of Financial Economics, 69(3): 505-527.

Lev, B. (1983). ‘Some economic determinants of time-series properties of earnings.” Journal
of Accounting and Economics, 5(1): 31-49.

Lipe, R. (1990). ‘The relation between stock returns and accounting earnings given alternative
information.” Accounting Review, 65(1): 49-72.

Myers, J., Myers, L. and Omer, T. (2003). ‘Exploring the term of auditor-client relationship
and the quality of earnings: A case for mandatory auditor rotation?” The Accounting
Review, 78(3): 779-799.

Niskanen, J., Kinnunen, J. and Kasanen, E. (2000). ‘The value relevance of IAS reconciliation
components: Empirical evidence from Finland.” Journal of Accounting and Public
Policy, 19(2): 119-137.

- 45 -



Ohlson, J. (1995). ‘Earnings, book values, and dividends in equity valuation.” Contemporary
Accounting Research, 11(2): 661-688.

Penman, S. (1998). ‘Combining earnings and book value in equity valuation.” Contemporary
Accounting Research, 15(3): 291-324.,

Penman, S. (2002). ‘Accounting conservatism, the quality of earnings, and stock returns.” The
Accounting Review, 77(2): 237-264.

— (2003). ‘The quality of financial statements: Perspectives from the recent stock market
bubble.” Accounting Horizons, 17(suppl): 77-98.

Pfeiffer, R., Elgers, P., Lo, M. and Rees, L. (1998). ‘Additional evidence on the incremental
information content of cash flows and accruals: The impact of errors in measuring
market expectations.” The Accounting Review, 73(3): 373-385.

Pope P. and Rees, W. (1992). ‘International differences in GAAP and the pricing of earnings.’
Journal of International Financial Management and Accounting, 4(3): 190-219.

Ramakrishnan, R. and Thomas, J. (1998). ‘Valuation of permanent, transitory, and price-
irrelevant components of reported earnings.” Journal of Accounting, Auditing and
Finance, 13(3): 301-336.

Rees, L. and Stott, D. (2001). ‘The value-relevance of stock-based employee compensation
disclosures.” Journal of Applied Business Research, 17(2): 105-116.

Schipper, K. and Vincent, L. (2003). ‘Earnings quality.” Accounting Horizons, 17(suppl): 97-
115.

Shehata, M. (1991). ‘Self-selection bias and the economic consequences of accounting
regulation: An application of two-stage switching regression to SFAS No. 2.
Accounting Review, 66(4): 768-787.

Venkatachalam, M. (1996). ‘Value-relevance of banks' derivatives disclosures.” Journal of
Accounting & Economics, 22(1-3): 327-355.

Wysocki, P. (2004). ‘Assessing earnings and accrual quality: US and international evidence.’
Working Paper Series.

- 46 -



	ATTRIBUTE DIFFERENCES BETWEEN US GAAP AND IFRS EARNINGS: AN 
	2. LITERATURE REVIEW
	2.1.  Earnings Attributes
	2.1.1  Value Relevance
	2.1.2  Timeliness
	2.1.3  Predictability
	2.1.4   Accruals Quality
	2.1.5  Conclusion

	2.2 Research on standard sets

	3. BACKGROUND AND RESEARCH OBJECTIVE
	4. SAMPLE SELECTION
	5. MODEL SPECIFICATION
	6. RESULTS
	6.1 Descriptive statistics
	6.2 Multivariate models
	6.2.1  Value Relevance Results
	6.2.2  Timeliness Results
	6.2.3  Predictability Results
	6.2.4  Accrual Quality Results
	6.2.5  Conclusion

	6.3 Extension
	6.4 Selection Bias



