Changesin valuerelevance of accounting infor mation upon | FRS adoption: Evidence from ,
Chamers, Keryn;Clinch, Greg;Godfrey, Jayne M
Australian Journal of Management; Aug 2011; 36, 2; ProQuest Central

pg. 151
SR
AUSTRALIAN
SCHOOL OF BUSINESS™
Article THE UNIVERSITY OF NEW SOUTH WALES
A lian Journal of Manag
o 36(2) 151173
Changes in value relevance of ©The Author(s) 201
. . . Reprints and permission: sagepub.
accounting information upon IFRS cokljournalsPermissions.rav
. . . DOI: 10.1177/031289621 1404571
adoption: Evidence from Australia aum sagepub.com
©SAGE
Keryn Chalmers
Department of Accounting and Finance, Monash University, Australia
Greg Clinch
Department of Accounting and Business Information Systems, University of Melbourne, Australia
Jayne M Godfrey
College of Business and Economics, Australian National University, Australia
Abstract |
We investigate whether the adoption of IFRS increases the value relevance of accounting information for |
firms listed on the Australian Securities Exchange. Using a longitudinal study that covers pre-IFRS and post- |
IFRS periods during 1990-2008, we find that earnings become more value-relevant whereas the book value
of equity does not.This impact is concentrated in the subsamples of industrial firms, both large and small, and
firms reporting an AGAAP-IFRS accounting reconciliation upon IFRS adoption. Consistent with an increase
in the value relevance of earnings, earnings also become more persistent around IFRS adoption. Our study
suggests that even for a country categorized by strong investor protection and high-quality financial reporting
and enforcement, IFRS adoption affects the associations between accounting information and market value.
JEL Classification: M40, M41 |
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l. Introduction
It has been claimed that International Financial Reporting Standards (IFRS) adoption improves the
functioning of global capital markets by providing comparable and high-quality information to
investors (Barth, 2008). It has also been argued that IFRS promise more accurate, comprehensive
and timely financial statement information than national standards, particularly if the standards
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they replace have been influenced by national legal, political and taxation agendas (Ball, 2006).
Given that many countries and firms have devoted extensive resources to IFRS adoption, it is
important to test these claims. Furthermore, it is important for managers, accounting report preparers,
regulators and investors to draw upon national experiences to gain insight regarding whether IFRS
adoption improves accounting information to investors for valuation purposes.

Prior research investigates, inter alia, the extent to which voluntary or mandatory IFRS adoption
affects the properties of reported accounting numbers (Barth et al., 2008); firms’ cost of capital (Daske
et al., 2008); disclosure quality (Daske and Gebhardt, 2006); and the value relevance of accounting
numbers in either a single jurisdictional setting (Chalmers et al., 2008; Gjerde et al., 2008; Horton and
Serafeim, 2010) or a multi-jurisdictional setting (Barth et al., 2008; Clarkson et al., 2010). Studies
generally find that adopting IFRS is associated with decreased earnings management and timelier loss
recognition. However, evidence of enhanced value relevance of IFRS accounting information is coun-
try-specific. While Australian evidence suggests that the combined relevance of book value of equity
(BVE) and earnings (NI) has altered little with IFRS adoption (Chalmers et al., 2008; Clarkson et al.,
2010; Goodwin et al., 2008), evidence from the European Union is less consistent.

Our research adds to the growing literature investigating the impact of IFRS adoption in a vari-
ety of countries and contexts by investigating the research question: Is mandatory IFRS adoption
by firms listed on the Australian Securities Exchange associated with a change in the value rele-
vance of accounting information? Undoubtedly, IFRS changed the reporting practices for many
financial transactions, including goodwill and other intangibles, financial instruments, taxation and
share-based payments. However, we have no a priori expectations regarding how the changed
accounting requirements, in aggregate, may alter the value relevance of BVE and NI given that
there has been no universally agreed position regarding whether and how IFRS prepared financial
reports will be more useful than those prepared in accordance with Australian GAAP (AGAAP).

Our main contributions are twofold. First, we extend the existing research by taking a longitu-
dinal perspective in a single jurisdiction, where the research setting enhances the power of our tests
to detect changes in value relevance. Second, our consideration of differences in associations
between price and accounting information according to (i) whether firms report IFRS-AGAAP
reconciliation differences, (ii) firm size, (iii) industry affiliation, and (iv) earnings persistence,
provide initial evidence of factors plausibly related to IFRS effects.

Financial reporting outcomes are not determined solely by the quality of accounting standards
(Ball et al., 2003; Leuz and Wysocki, 2008) and restricting our sample to a single jurisdictional
setting enhances the power of our tests by controlling for internationally varying and confounding
factors (Holthausen, 2009). Soderstrom and Sun (2007) discuss methodological issues contributing
to the mixed evidence on IFRS adoption value relevance. The issues they identify include selection
bias due to samples comprising firms voluntarily adopting IFRS before its mandatory introduction,
and omitted variables related to varying institutional settings (for example, legal, political, owner-
ship and tax systems). Our relatively homogenous setting, in which early adoption of IFRS was not
permitted, avoids such issues.

Ball (2006) argues that the likelihood of IFRS producing better investment information, relative
to national standards, is enhanced for continental European countries. Existing studies indicate that
IFRS led to accounting quality improvements in such countries (Christensen et al., 2008; Lourenco
and Curto, 2010). However, Daske et al. (2008) find that the capital market benefits of IFRS adop-
tion occur only in countries with transparent financial reporting and strong legal enforcement of
financial reporting requirements. Studies also find that a shareholder-orientated regulatory system
produces more value relevant accounting information (Alford et al., 1993; Ali and Hwang, 2000;
Ball et al.,, 2000; Hung, 2000). Australia fits these institutional descriptions, and our study
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i
facilitates an international comparison of IFRS adoption effects. Exploring whether IFRS makes |
accounting information more value-relevant in Australia’s institutional setting is an empirical
question of interest to both domestic and international accounting information users, managers,
accounting researchers, practitioners and regulators.

Prior Australian cross-sectional research generally finds that IFRS adoption has not enhanced the
association between accounting information and firm value. These studies relate to the adoption
period only, and use comparative AGAAP and IFRS accounting information reported by firms when
they adopted IFRS (Chalmers et al., 2008, Clarkson et al., 2010) or investigate the value relevance
of reconciliation items for that year (Goodwin et al., 2008). In contrast, we use a longitudinal design
that differentiates pre-IFRS, transition and IFRS periods to explore changes in the associations over
time. A benefit of this approach is that our results can be compared not only with those of prior
Australian studies, but also with those of studies investigating IFRS benefits for investors in other
countries, to better understand the effects of country-specific factors on IFRS impact.

Our results indicate that the association between accounting information and share prices changes
around the time of IFRS adoption. In particular, the book value of earnings gains value relevance
when firms transition to IFRS, and retains the higher value relevance into the IFRS period.
Interestingly, the change in the information conveyed by accounting numbers appears to commence
one year preceding IFRS adoption, consistent with firms managing their AGAAP accounting deci-
sions in anticipation of IFRS. In contrast, while the book value of equity remains significant, it does
not increase its association with share prices after IFRS adoption. Only firms reporting non-zero
differences between IFRS and AGAAP measures of shareholders’ equity or earnings exhibit a
change in the association between share prices and accounting information. As such, there does not
appear to be a whole-of-market effect solely due to the introduction of IFRS or other temporally
clustered events. The effect is concentrated among industrial firms, both large and small.

Importantly, the timing and nature of increases in the value relevance of earnings is concurrent
with increases in the persistence of earnings. Based on regressions using one-year lags of earnings
and abnormal earnings, we find that earnings become more persistent and relevant in their associa-
tion with both future earnings and future cash flows from 2005 (year of IFRS adoption) onwards,
compared with previous years.

While the generalizability of our results to other countries will vary, the results nonetheless suggest
that for countries with strong investor protection and high-quality financial reporting and enforce-
ment, IFRS adoption affects the value relevance of accounting information according to the impact of
IFRS adoption on earnings, especially earnings persistence, and differentially across industries.

The remainder of the paper is organized as follows. In the next section we specify the research
question to be investigated, describe the regulatory background to the study, and review the most
relevant literature. In section 3 we discuss the research design, sample and data. In section 4 we
report and analyse our results, and we conclude in section 5.

2. Background

2.1 Regulatory background

Whether and when firms should adopt IFRS to replace national GAAP and embrace a global set of
accounting standards is a strategic and governance issue that has dominated regulatory debate
within the global business community for the last decade. In 1996, the Australian Accounting
Standards Board (AASB) resolved to pursue the development of an internationally accepted set of
accounting standards with a short to medium-term aim of ensuring that compliance with AASB
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standards achieved compliance with international accounting standards (IAS).' Then, in April
2002, the AASB issued Policy Statement 4 International Convergence and Harmonization Policy,
reaffirming its international convergence objective.

Meantime, the European Parliament passed a resolution on 12 March 2002 requiring all firms
listed on European exchanges to follow IFRS when preparing their financial statements for the first
full reporting period ending on or after 31 December 2005. Australia’s Financial Reporting Council
(FRC)® issued a similar edict in July 2002 for Australian domiciled firms, thus obligating the
AASB to implement full convergence to IFRS. Thus, Australian firms, like European Union firms,
became among the first, worldwide, to mandatorily adopt IFRS en masse. Probably the single most
persuasive arguments the FRC considered in reaching its decision that Australia should adopt IFRS
were that IFRS adoption would benefit capital markets by ensuring the quality of financial report-
ing in Australia is international best practice and by reducing firms’ cost of equity capital.®

While the AASB had been converging AGAAP with IFRS, mandatory adoption of IFRS resulted
in significant changes including accounting practices for goodwill, identifiable intangibles, impair-
ment testing, share-based payments, taxation and financial instruments.’

2.2 Prior literature on value relevance of national GAAP and IFRS

Prior research demonstrates that different accounting policies imply different relevance of the
resulting accounting information to investment decisions. This is demonstrated both in relation
to international differences in accounting practices (Barth and Clinch, 1996) and in relation to
intranational differences in accounting practices — either cross-sectional or over time (Barth and
Clinch, 1998).

Preparing financial statements using international accounting standards (IAS) has long been :
permitted in some countries,’ and a comprehensive literature compares the value relevance of ]
information produced under national GAAP and IAS (Bartov et al., 2005; Barth et al., 2008; Hung
and Subramanyam, 2007). Our study focuses on value relevance metrics of summary accounting
measures in pre-IFRS, transition, and IFRS periods. For this reason, this is the focus of our litera-
ture review. Other attributes of changes in accounting quality pursuant to IFRS adoption that have
been studied include the timeliness of loss recognition, earnings smoothing, magnitude of discre-
tionary accruals (Barth et al., 2008; Paananen and Lin, 2009), market liquidity, Tobin’s q and cost
of capital (Daske et al., 2008) and disclosure quality (Daske and Gebhardt, 2006).

Using time series analysis and a returns-earnings model, Bartov et al. (2005) find the value
relevance of earnings increases for their sample of German firms voluntarily switching from
German GAAP to IAS.” However, Hung and Subramanyam (2007) find no evidence that IAS
improve the combined value relevance of book value of equity and earnings for their sample of
German firms adopting IAS for the first time during 1998-2002. The coefficients on book values
of equity and earnings suggest that the former (latter) assumes a greater (lesser) valuation role
using IAS than German GAAP. Barth et al. (2008) use price and return regressions to investigate
changes in the value relevance of book value of equity and earnings for a sample of voluntary IAS
adopters during 1994-2003 from 21 countries. They find evidence of a significant increase in the
value relevance of both in the post-IAS adoption period, but for price regressions only.

Subsequent to the mandatory adoption of IFRS in some countries, research has focused on the
valuation properties of IFRS accounting information. Some studies investigate value relevance by
comparing the association with share prices of information in IFRS financial statements and local
GAAP financial statements covering the same reporting period (Capkun et al., 2008; Chalmers
et al., 2008; Clarkson et al., 2010; Gjerde et al., 2008).8 Using a multi-jurisdictional setting and
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observations from nine European countries, Capkun et al. (2008) find IFRS earnings are margin-
ally value-relevant for all countries, but that the IFRS book value of equity has no incremental
value relevance. In contrast Clarkson et al. (2010) document differential valuation effects for
common law and code law countries. The value relevance of IFRS book value of equity and earn-
ings for common law countries declines, whereas it changes marginally for code law countries.
Chalmers et al. (2008) report no significant increase in the value relevance of combined earnings
and book value of equity using IFRS information relative to local GAAP information for a sample
of Australian firms.” Likewise, Gjerde et al. (2008) investigate Norwegian firms’ restatements
and find IFRS combined accounting information does not correlate more strongly with stock
market values than local GAAP. However, they find marginal relevance for reconcilement adjust-
ments to IFRS.

Other studies use earnings and equity reconciliation data to investigate the incremental value
relevance of IFRS and local GAAP accounting information. For example, Horton and Serafeim
(2010) find that reconciliation adjustments from UK GAAP to IFRS alter investors’ beliefs about
share prices of firms listed on the London Stock Exchange. The IFRS earnings coefficient is higher
and the earnings reconciliation items exhibit incremental value relevance over UK GAAP earn-
ings. In contrast, Goodwin et al. (2008) report no evidence of combined IFRS book value of equity
and earnings being more value-relevant than local GAAP equivalents for Australian firms.

Akin to our study, other studies use a multi-period pre-post IFRS design to observe changes in
the value relevance of accounting information in different accounting regimes (Lourenco and
Curto, 2008; Paananen and Lin, 2009). Using two years of information either side of IFRS adop-
tion, Lourenco and Curto (2008) run separate price regressions for firms from six European coun-
tries (France, Germany, Italy, Spain, Netherlands and UK). Comparing the R* values, they find that
IFRS is more value-relevant in countries with high levels of shareholder protection (e.g. UK) than
in countries with lower protection levels (e.g. Germany, Italy). Using a sample of German firms in
the IAS regime (2000-2002), non-mandatory IFRS regime (2003-2004) and mandatory IFRS
regime (2005-2006) respectively, Paananen and Lin (2009) find a decline in the value relevance of
both book value of equity and earnings coinciding with the mandatory IFRS regime.

Our study contributes to this body of literature. In particular, we use a single country setting
where there is strong shareholder protection, and where the timing and nature of the transition to
IFRS is mandatory for all firms, not voluntary. This increases the power of our tests and removes
the potential for IFRS adoption effects to be missed during periods when some firms might other-
wise not have (voluntarily) adopted IFRS. We investigate both price and returns associations with
reported accounting information. Our investigation considers the effect on the associations of
IFRS-AGAAP reconciliation differences, firm size, and industry affiliation. Also, given that earn-
ings persistence increases the value relevance of accounting information, we investigate whether
earnings persistence increases with IFRS adoption.

3. Research design, sample and data

While there are alternative interpretations of the value relevance of accounting information to inves-
tors for valuation purposes (Francis and Schipper, 1999), consistent with Barth et al. (2001), we
measure value relevance as the ability of equity book values (BVE) and reported earnings (NI) to
capture information that affects share prices (PRC). We focus on the value relevance of both reported
earnings and the book value of equity as IFRS adoption potentially affects both balance sheet and
income statement information. Our investigation is based primarily on the following regression:
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PRC;, = o+ B1BVE, + B2NI, +¢, (Model 1)

PRC, is share price per share for firm ; measured three months following fiscal year ; BVE, is the
book value of equity per share for firm i at the end of period #; NI, is earnings per share for firm i
during period ¢; and the number of shares outstanding three months after the end of the fiscal year
is used to calculate per share amounts. Since Australian listed firms were required to report current
year and comparative financial statements under IFRS starting in fiscal years ending in the first full
year following 31 December 2005, we define year ¢ to include fiscal years that end in December of
calendar year —1 through November of calendar year ¢. In this way we are able to compare across
years in a consistent manner for firms with different reporting dates.

We estimate Model 1 separately for each year and also for a pooled regression with data for
our main results grouped for the following time periods: 1990-2004 (pre-IFRS period), 2005
(transition year) and 2006-2008 (IFRS period).lo In estimating the pooled regression, we allow
all coefficients (including intercepts) to vary across the three periods and compare the NI and
BVE value relevance slope coefficients, B, and B,, between the various periods. We then com-
pare the estimates across the three periods. For pooled regressions, the standard errors are clus-
tered by firm and year.

We obtain data from three sources: (1) reported financial statement items in Huntleys
Aspect Datalink; (2) share prices and number of shares outstanding data on the Australian
Graduate School of Management Centre for Research in Finance monthly share price file; and
(3) IFRS-AGAAP differences for 2005 hand-collected from firms’ financial statements. We
use data for all available firm years for the period 1990-2008, yielding a maximum total
sample of 20,025 firm-year observations across the 19-year test period. Analyses are based on
fewer observations when particular data are unavailable. To counter possible data errors and
over-influence of extreme observations we winsorize data used in regressions at the 1% and
99™ percentiles.

Table 1 reports descriptive statistics, with Panel A describing the sample and Panel B describing
each year. There is substantial variation in firm size across the full sample. The mean market capi-
talization is AUD$449.5m while the median is AUD$23.7m, indicating positive skewness. There
is also a relatively large number of very small firms: the 5 percentile for market capitalization is
only AUDS$1.6m. Similar patterns are exhibited by shareholders’ equity and total assets. Mean
earnings is AUD$20.4m while the median is AUD$0.0m, indicating a high incidence of losses."’
Table 1 Panel B indicates a general increase in the number of available observations across the
sample period. The magnitudes of reported statistics for each variable also increase, but in 2008 the
mean and median market capitalization and earnings decline relative to 2007, possibly reflecting
the consequences of the global financial crisis.

4. Results and analysis

4.1 Value relevance of AGAAP and IFRS measures of equity and earnings

Table 2 reports summary statistics from estimating Model 1.'? Panel A provides statistics for
annual regressions. In each year, the coefficients on BVE and NI are highly significant and
positive. Also, the model explains more than 60 percent of the variation in share prices for each »‘
year. The adjusted R? ranges from 0.616 to 0.799 in the pre-IFRS period, is 0.796 in the transi-
tional year, and ranges from 0.746 to 0.786 in the IFRS period. Of more relevance to our
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Table |. Descriptive statistics

Panel A: Full sample period: 1990-2008 (AUD$m)

($m) Mean Median  Stddev 5" Percentile 95 Percentile n

Market Capitalization 4495 237 2486.6 1.6 17193 20025
Shareholders’ Equity 221.7 15.7 941.0 1.0 987.9 20025
Total Assets 665.0 258 4432.1 1.5 2263.4 20025
Net Income 204 0.0 134.6 -12.4 90.8 20025

Panel B: Annual means and medians (AUD$m)

Year Market Shareholders’ Total Assets Net Income n
Capitalization Equity
Mean Median Mean Median Mean Median Mean Median

1990 147.3 55 131.5 88 3939 14.9 8.1 0.0 607
1991 192.2 6.1 144.6 8.3 4409 13.9 77 -0.1 615
1992 195.6 79 155.7 8.6 509.4 15.8 24 0.0 633
1993 235.7 15.9 153.9 10.1 503.2 19.1 104 0.2 680
1994 2250 205 148.5 13.2 456.3 23.1 13.2 0.6 817
1995 232.3 18.2 156.9 15.2 477.7 26.4 13.9 0.7 864
1996 2729 21.8 163.5 16.3 505.8 29.4 157 0.6 903
1997 338.7 26.9 176.0 8.5 5378 311 14.6 0.6 952
1998 3352 20.1 188.7 18.8 600.7 332 14.3 0.2 954
1999 404.6 254 217.3 17.8 693.4 3.8 16.6 0.4 995
2000 4189 278 216.0 17.4 676.5 299 16.1 0.2 1130
2001 463.3 16.7 213.7 14.9 643.8 243 15.3 -0.3 1191
2002 457.0 17.8 231.9 13.8 663.6 220 178 -0.4 1188
2003 478.0 243 256.5 13.2 745.9 213 18.5 -0.2 1181
2004 540.0 30.1 255.1 15.9 719.7 23.1 240 0.1 1296
2005 5713 3.2 255.5 158 704.6 230 284 0.1 1391
2006 678.7 40.6 265.1 18.5 7879 27.2 339 -0.2 1421
2007 809.0 48.2 295.6 19.6 870.5 29.3 40.3 -0.3 1614
2008 591.5 248 302.6 233 933.i 3i.8 28.7 -0.7 1593

Shareholders’ Equity, Total Assets, and Net Income are as reported for firm fiscal years. Market capitalization is measured
three months after a firm’s fiscal year end. In panel B, year t is defined to include fiscal years that end in December,_,
through November,

research question, there appears to be a distinct change in the coefficient on earnings (NI)
around IFRS adoption. The year-by-year NI coefficient has increased from 2005 compared with
the previous decade. For all years prior to IFRS transition except 2001 and 2002, the estimated
NI coefficient (B,) is less than 5.000, ranging from 1.472 (1992) to 4.768 in 1999 (B, is 5.461
(5.096) in 2001 (2002)). However, the coefficient exceeds 5.000 in all of the transition and
IFRS years, ranging from 5.606 (2008) to 7.191 (2006). This clear increase in the value rele-
vance of NI contrasts with the lack of evidence of such an increase in the value relevance of
BVE. The BVE coefficient (B,) exceeds 1.000 in each of the years 1995 to 2004, ranging from
1.034 to 1.459 during this period. The estimated coefficient drops to 1.060 in the 2005 transi-
tion year and 1.012 in 2006, which is lower than any year of the previous decade. In 2007, the
BVE coefficient increases slightly to 1.131 but then drops back to 0.994 in 2008, the smallest
coefficient since 1994."

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyyy



158

Australian Journal of Management 36(2)

Table 2. Summary statistics for price regressions

PRC, = o+ BBVE, + BN, + ¢,

Panel A: Annual regressions

Constant BVE NI AdiR* n
Coefficient t-stat Coefficient t-stat Coefficient t-stat
1990 0.173 1.64 0.737 5.83 2.282 5.39 0.616 607
1991 0.129 1.19 0.965 7.48 2.774 5.94 0.683 615
1992 0.095 0.82 1.028 6.99 1.472 1.53 0.668 633
1993 0.270 2.68 1.130 7.68 2.363 2.54 0.675 680
1994 0.330 390 0.954 6.98 3.202 349 0.686 817
1995 0.094 1.40 1.049 10.41 3.021 5.49 0.783 864
1996 0.063 0.89 1.320 11.81 2438 3.48 0.766 903
1997 0.275 3.40 1.226 10.88 3.363 4.70 0.722 952
1998 0.185 2.8l 1.115 11.97 3.959 6.66 0.749 954
1999 0.333 4.22 1.034 8.62 4.768 540 0.685 995
2000 0.352 454 1.099 10.75 3.974 5.71 0.621 1130
2001 0.303 433 1.073 11.25 5.461 8.24 0.701 1191
2002 0.256 3.15 1.140 8.52 5.096 5.92 0.751 1188
2003 0.140 2.66 1.459 15.35 3.035 4.38 0.799 118]
2004 0.236 4.80 1.284 11.44 4.568 5.47 0.786 1296
2005 0.345 7.08 1.060 9.98 6.490 7.58 0.796 1391
2006 0.399 7.94 1.012 9.20 7.191 8.98 0.786 1421
2007 0.486 9.60 1.131 11.06 5.970 7.80 0.746 1614
2008 0.222 4.84 0.994 11.95 5.606 8.80 0.770 1593
Panel B: Pooled regression

1990-2004 2005 2006-2008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.205 5.23 0.345 7.07 0.374 10.29
BVE i.145 20.53 1.060 9.99 1.046 15.89
NI 3.553 10.90 6.490 7.58 6.252 12.36
Adj R? 0.731
n 20025

Panel C: Tests of coefficient equality
BVE Coefficients NI Coefficients
Chi-square p value Chi-square p value

All equal 1.61 0.448 30.86 0.000
1990-2004 =2005 0.64 0.423 12.48 0.000
2005= 20062008 0.02 0.886 0.08 0.771
1990-2004 v 20062008 1.52 0218 27.34 0.000

PRC is share price three months after a firm's fiscal year end. BVE is book value of equity per share. NI is net income
per share.Year t is defined to include fiscal years that end in December, | through November, The pooled regression
is based on data pooled across years but with RHS variables muitiplied by dummy variables formed for the 1990-2004,
2005 and 20062008 periods. For annual regressions White (1980) adjusted standard errors are empioyed. For pooled
regressions standard errors are clustered by firm and year.

I
¢
'
{
I3
¢

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissiony,



Chalmers et al. 159

allowing coefficients to differ across the sub-periods: 1990-2004, 2005 and 2006-2008. The
results confirm those reported in Panel A: the estimated NI coefficient (3,) is higher in 2005 (6.490)
and 2006-2008 (6.252) relative to 1990-2004 (3.553). Chi-square tests'* (Table 2 Panel C) reject equal-
ity of the NI coefficients in the pre-IFRS and IFRS periods (x* = 27.34, p < .000) and the pre-IFRS
period and transition period ()(2 = 12.48, p < .000). While the coefficient on BVE (B,) in 1990—
2004, 2005 and 20062008 appears to decline across these periods, being 1.145, 1.060 and 1.046
respectively, Panel C reports that BVE coefficients are not significantly different across any of the
three periods (x* = 1.61, p = .448).

To test the robustness of our findings that earnings become more value-relevant in the IFRS }

Table 2 Panel B reports summary statistics from a regression using data pooled across all years, but

period whereas the book value of equity does not, we perform two additional analyses (untabu-
lated). First, we use a subsample of firms with data available for each year spanning 1990-2008.
Estimating Model 1 using these 6,354 observations produces qualitatively similar results. The
coefficient on BVE (NI) is 1.177, 1.076 and 0.958 (3.925, 7.109 and 7.130) in 1990-2004, 2005 |
and 20062008 respectively. The BVE (NI) coefficients are not (are) significantly different across |
the sub-periods. Second, we restrict the analysis to the period 2000-2008 only, recognizing that the
stability of the model could be challenged over the longer (1990-2008) period. Again, the results
are consistent with those reported in Table 2. |
We next conduct a preliminary analysis to investigate whether several variables found to be |
significant in explaining accounting choices or the effects of accounting are associated with the |
apparent changes in the value relevance of earnings. In particular, we examine the IFRS impact on
reported accounting measures and explore the persistence of earnings in the pre-IFRS and IFRS
periods. Further, we consider the impact of firm size and industry on changes in the association
between share prices and accounting information in the different regimes.

4.2 IFRS impact on reported accounting measures

Australia’s harmonization policy during 1996 to 2002 resulted in around 50 percent of Australian
accounting standards being harmonized with international accounting standards. However, in
many instances the harmonized standards continued to diverge from international accounting stan-
dards in order to accommodate local conditions or to promote best practice as perceived by the
AASB (Haswell and McKinnon, 2003).

Differences in the associations between AGAAP and IFRS reported accounting information and
share prices can reflect any of several factors, including better investment information being pro-
vided by one system, or differences in capital market understanding of information. If IFRS repre-
sent best international practice and capital markets are sophisticated in their understanding of
reported accounting information, it is expected that larger differences between financial position
and performance measures produced under IFRS and AGAAP generate greater improvements in
the quality of financial reporting. Arguably, an improvement could arise via recognition of previ-
ously unrecognized accounting information (e.g. share-based payments, derivative financial instru-
ments) and the timelier recognition of economic gains and losses due to more use of fair value
accounting. We explore whether the apparent change in the association between share prices and
accounting information, particularly earnings, depends upon the extent to which IFRS adoption is
likely to affect firms’ accounting information. |

The year 2005 is, by construction, the fiscal year immediately prior to IFRS adoption for all '
firms in the sample. Hence, the Table 2 results indicating a change in 2005 data relative to pat-
terns of prior years raise the possibility that reported AGAAP-based accounting amounts in
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2005 “‘anticipate’ the adoption of IFRS. That is, it is possible that managers anticipated the
imminent change to IFRS and modified their AGAAP-based reported numbers in 2005 to be
similar to those that would be reported if IFRS were used, despite a prohibition on early IFRS
adoption. Alternatively, the apparent shift in coefficients that begins in 2005 could reflect an
economic change unrelated to IFRS adoption. To investigate these explanations, we conduct two
additional analyses.

First, we estimate Model 1 using comparative prior year data disclosed by firms in their 2006
financial statements but relating to the 2005 fiscal year. These hand-collected comparative num-
bers for 2005, reported under IFRS, are compared with the AGAAP numbers reported in 2005.
Thus, we are able to compare regressions using alternative sets of data for the same year (2005).
Estimated coefficients that differ between AGAAP and IFRS versions of the regression would be
inconsistent with managers ‘anticipating’ [FRS adoption in 2005.

Table 3 provides descriptive statistics for IFRS-AGAAP differences in 2005. All figures are
expressed relative to AGAAP shareholders’ equity. IFRS shareholders’ equity is, on average, 3.5
percent lower than AGA AP shareholders’ equity, although the median difference is zero, indicating
that several large negative differences pull down the average. In addition, 27.6 percent of sample
firms report no difference between IFRS and AGAAP shareholders’ equity. In contrast, the differ-
ences for net income are more dispersed (std dev = 0.640 compared with 0.317). The average net
income difference is only 1.5 percent of AGAAP shareholders’ equity, and again the median differ-
ence is zero. Nineteen percent of firms reported no difference between 2005 IFRS and AGAAP net
income. Total assets (liabilities) under IFRS are, on average, 0.4 (3.8) percent higher than the
AGAAP figure, with a median difference of zero. Thirty-four percent (50 percent) of firms reported
no difference between 2005 IFRS and AGAAP total assets (total liabilities). This analysis poten-
tially understates the IFRS-AGAAP differences in 2005 given that some IFRS standards were
grandfathered (e.g. business combinations), with firms not required to make retrospective adjust-
ments for their 2005 comparative year.

Table 4 reports summary results from three Model 1 regressions using 2005 data. The first
regression uses financial statement data taken from Huntleys Aspect Datalink, as per Table 2. The
second regression is based on the subsample of firms with hand-collected reconciliation data

Table 3. Summary of descriptive statistics for IFRS-AGAAP differences in 2005 (number of
observations = 1205)

Mean Median Std dev 5" Percentile 95" Percentile Proportion with
zero difference

Shareholders’ Equity -0.035 0.000 0317 -0.294 0.080 0.276
Net Income 0015 0000 0640 -0.113 0.094 0.189
Total Assets 0.004 0000 0376 -0.222 0.162 0.341
Total Liabilities 0038 0000 0223 0014 0.165 0.504
Property, Plant & Equipment -0.008 0.000 0.157 -0.089 0.020 0.700
Intangible Assets 0.006 0000 0232 -0.033 0.097 0.594
Other Assets 0.007 0.000 0329 -0.187 0.168 0.397
Provisions -0.004 0.000 0.047 -0.035 0018 0.637
Other Liabilities 0.042 0000 0223 -0.017 0.192 0.458

IFRS-AGAARP differences are relative to AGAAP Shareholders’ Equity reported for the 2005 fiscal year. 2005 is defined
to include fiscal firm years that end in December 2004 through November 2005.The analysis is based on comparative
numbers for 2005, reported under IFRS, compared with the AGAAP numbers reported in 2005.

1
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Table 4. Summary statistics for regressions of share price on IFRS and AGAAP book value of equity and
net income for 2005

PRC, = o+ BBVE, + B2NI, +¢,

AGAAP AGAAP (reconciliation IFRS (reconciliation

(from Table 2) subsample) subsample)

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.345 7.08 0.317 6.60 0318 6.79
BVE 1.060 9.98 1.080 8.84 1.024 7.50
NI 6.490 7.58 7.105 722 8353 8.00
Adj R? 0.796 0.771 0.777

PRC is share price three months after a firm’s fiscal year end. BVE is book value of equity per share. Nl is net income
per share.Year t is defined to include fiscal years that end in December.i through November,. Reconciliation subsample
refers to firms with available IFRS-AGAAP reconciliation data for 2005. The smaller number of observations in the
reconciliation sample is due to data unavailability, and to omitting firms with large differences (greater than | percent of
2005 AGAAP shareholders’ equity) between AGAAP shareholders’ equity or net income as taken from Huntleys Aspect

n 1391 1205 1205 |
Datalink versus hand-collected from firms’ financial statements. White (1980) adjusted standard errors are employed.

available in 2006 financial statements for the 2005 comparative year.'’ The estimated coefficient
for BVE (B,) is approximately the same in the two regressions based on AGAAP, namely 1.060 and
1.080. The coefficient on earnings (B,) is higher on the reduced sample of reconciliation hand-
collected data, relative to the Table 2 data (7.105 and 6.490 respectively), reinforcing the Table 2
results that show the coefficients for 2005 differ from prior years.

The third regression reported in Table 4 is based on comparative ‘prior year’ IFRS amounts
reported in 2006 but pertaining to the 2005 year. The BVE (NI) coefficient is 1.024 (8.353)
compared to 1.080 (7.105) for the AGAAP reconciliation subsample. Consistent with the results
in Chalmers et al. (2008) and Clarkson et al. (2010) there is little difference between estimated
coefficients based on AGAAP and IFRS numbers, although the regression results based on IFRS
numbers are closer to those reported in Table 2 Panel B for 2006—2008. Thus, the results in Table
4 are consistent with firms reporting AGAAP numbers in 2005 which ‘anticipate’ IFRS
adoption.

To further investigate whether the apparent shift in estimated coefficients in 2005 relates to the
adoption of IFRS rather than to some unspecified economic change, we divide our sample into
firm year observations for firms that did not report differences between AGAAP and IFRS BVE
or NI for 2005 (n = 1958) and those that reported differences (n = 10,552)."° We employ the same
data for 2005 underlying Table 4 to separate the subsamples and use Model 2 to investigate the
coefficient shift.

PRC[[ = + ﬁlBVEiz + ﬁzNLI + ﬁgBVEu * NODIFF, + ﬂqNIu * NODIFE + Ex (Model 2)

All variables are as previously defined and NODIFF, is an indicator variable set to 1 if firm i
reports no AGAAP-IFRS reconciliation difference in both 2005 NI and BVE. In Model 2, B,and B,
represent the change in the value relevance of BVE and NI respectively, for firms reporting zero
difference between AGAAP and IFRS. Consistent with the previous analysis, we regress share
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price on book value of equity per share and net income per share over the 1990-2008 period,
allowing coefficients to vary across the 1990-2004, 2005 and 20062008 sub-periods.

Table S Panel A reports summary regression results. In each sub-period B, and B, are negative,
suggesting that the association between BVE and NI and PRC is stronger for firms with non-zero
AGAAP-IFRS differences than for other firms. The NI coefficients for firms with non-zero (zero)'
differences are 4.148, 8.132 and 7.195 (0.790, 3.705, 0.106) in the pre-IFRS, transition to IFRS and
IFRS periods respectively. The BVE coefficients for firms with non-zero (zero)'’ differences are
1.069, 0.950 and 0.941 (0.685, 0.801 and 0.922) in the pre-IFRS, transition to IFRS and IFRS
periods respectively.

Table 5. Summary statistics for regressions of share price on book value of equity and net income
according to whether firms report IFRS-AGAAP differences in 2005

PRC, = o+ BBVE, + B,NI, + B,BVE, *NODIFF, + B ,NI, *NODIFF, + ¢,

Panel A: Pooled regressions

1990-2004 2005 20062008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.275 593 0.332 7.35 0.409 9.85
BVE 1.069 13.58 0.950 7.39 0.941 10.89
NI 4.148 8.07 8.132 6.56 7.195 10.67
BVEX*NODIFF -0.384 -3.77 -0.149 -1.08 -0.019 -0.11
NPFFNODIFF -3.358 -5.83 —4.427 -3.03 -7.089 —6.46
Adj R? 0.682
n 12510

Panel B: Tests of coefficient equality

BVE Coefficients NI Coefficients

Chi-square p value Chi-square p value
Firms with non-zero AGAAP-
IFRS differences
All equal 1.519 0.468 24.499 0.000
1990-2004 = 2005 0.874 0.350 11.652 0.00!
2005 = 20062008 0.006 0.940 0.653 0.419
19902004 v 2006-2008 1.368 0.242 19.851 0.000
Firms with zero AGAAP-IFRS |
reconciliation differences
All equal 2.043 0.360 14.796 0.001
1990-2004 = 2005 1.058 0.304 10.812 0.001
2005 = 2006-2008 0.377 0.539 11.653 6.00(
1990-2004 v 2006-2008 1.507 0.220 0.504 0.478

PRC is share price three months after a firm’s fiscal year end. BVE is book value of equity per share. NI is net income
per share. NODIFF is an indicator variable set equal to | if firm i did not report an AGAAP-IFRS reconciliation difference
in both 2005 net income and shareholders’ equity (n = [958); else 0 (n = 10552).Year t is defined to include fiscal years
that end in December, ;| through November, Market capitalization is measured three months after a firm’s fiscal year
end. Pooled regressions are based on data pooled across years but with RHS variables multiplied by dummy variables
formed for the 19902004, 2005 and 2006—2008 periods. Standard errors are clustered by firm and year.
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Table 5 Panel B reports tests of the equality of the BVE and NI coefficients across sub-periods
for firms with zero and non-zero AGAAP-IFRS differences. Consistent with our previous analysis,
the BVE coefficients for both firm categories are not significantly different across the sub-periods.
Conversely, Table 5 Panel B reveals significantly different NI coefficients for firms reporting non-
zero AGAAP-IFRS differences across 1990-2004 versus 2005 and 1990-2004 versus 2006-2008.
The y’statistics (p-values) are 11.652 (p = .001) and 19.851 (p < .000) respectively. There is no
significant difference in the NI coefficients for firms reporting zero AGAAP-IFRS differences in
19902004 versus 20062008 (;° = 0.504, p = .478). These results suggest, as predicted, that only
firms reporting non-zero AGAAP-IFRS differences experience change in the association between
price and earnings upon IFRS adoption.

4.3 Earnings persistence

Ohlson (1995), among others, suggests that the association between firm values and accounting
numbers reflects the persistence of earnings. Consistent with our findings, earnings that are more
persistent will be reflected in a higher estimated NI coefficient and a lower estimated BVE coef-
ficient in Model 1. Given this finding and our evidence of greater earnings value relevance in the
IFRS period relative to prior periods, we investigate if earnings persistence has increased with
IFRS adoption. An increase is likely if reported IFRS earnings reflect underlying economic cir-
cumstances that have continuing effects into the future, as should occur if earnings reflect trends in
fair value changes. However, the IFRS association with earnings persistence is particularly inter-
esting to explore given the counter-argument that IFRS earnings are likely to be more volatile than
AGAARP reported earnings because of the IFRS emphasis upon fair values.'® To further investigate
explanations for the increase in earnings coefficients post-IFRS adoption (see Table 2) we estimate
earnings persistence prior, and subsequent, to IFRS adoption using Models 3 and 4 which map net
income at time t to net income and cash flow from operations at t+1.

{Model 3)

NI, =a+ B NI, +¢

it+1 it+1

CFO,,, =+ B,NI, +&,,, (Model 4)

it+l
NI, is net income per share for fiscal year £; NI, is net income per share for fiscal year #+1; and
CFO,,,, is cash flow from operations per share for fiscal year #+1. The number of shares outstand-
ing three months after the end of the fiscal year is used to calculate per share amounts.

Table 6 Panel A reports summary statistics for Model 3. We pool all firm years but allow coef-
ficients to vary across the periods 1990-2004, 2005, and 2006—2008. The coefficient B, is 0.668,
0.909 and 0.832 in each of these periods respectively. This indicates that reported earnings persis-
tence is higher in 2005 and 20062008 than in prior years. Table 6 Panel A chi-square tests reject
equality of NI coefficient (B,) across the sub-periods 1990-2004 versus 2005 (¢ =21.02, p <.000)
and 1990-2004 versus 2006-2008 (y* = 19.60, p < .000). However, B, is not statistically different
for 2005 versus 2006-2008 (° = 2.40, p = .121). Consistent results are reported in Table 6 Panel B
where cash flow from operations is the dependent variable. In Model 4, the NI coefficient (B,) is
0.783, 0.939 and 0.846 in pre-IFRS, transitional, and IFRS periods respectively. B, is statistically
different for 1990-2004 versus 2005 (> = 3.05, p = .081). The results presented in Table 6 are
consistent with increased earnings persistence on IFRS adoption partially explaining the increased
association between share prices and earnings.

T
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Table 6. Summary statistics for regressions of year t+| net income per share and cash flow from
operations per share on year t net income per share

Panel A: Pooled regression~ Net income per share

NI, =a+ BNl +¢

it+l

1990-2004 2005 2006—2008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.021 11.78 0.026 6.84 0.009 3.15
Ni 0.668 2424 0.909 2202 0.832 28.18
Adj R? 0.480
n 17562
Tests of Coefficient Equality Chi-square b value
All equal 28.40 0.000
19902004 = 2005 21.02 0.000
2005 = 20062008 2.40 0.121
1990~2004 v 20062008 19.60 0.000

Panel B: Pooled regression — Cash flow from operations per share
CFO,,, =a+ BNl +¢,,,

1990-2004 2005 2006-2008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.080 20.23 0.044 8.79 0.029 6.25
NI 0.783 2223 0.939 12.35 0.846 15.38
Adj R? 0.375
n 17248
Tests of Coefficient Equality Chi-square p value
All equal 3.10 0212
1990-2004 = 2005 3.05 0.081
2005 = 2006-2008 1.98 0.159
1990-2004 v 20062008 0.99 0.319

Nl is net income per share. CFO is cash flow from operations per share, Year t is defined to include fiscal years that end
in December,_, through November, Pooled regressions are based on data pooled across years but with RHS variables
multiplied by dummy variables formed for the 1990-2004, 2005 and 20062008 periods. Standard errors are clustered
by firm and year.

4.4 Firm size and industry effects '

Conjecture regarding whether the effects of IFRS adoption depend on firm size and industry affili-
ation warrants an investigation of whether the change in the association between share prices and
accounting information in an AGAAP regime versus an IFRS regime is associated with such char-
acteristics.”® We use Model 5 to explore these potential associations.
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PRC ,= 0.+ ,BVE ,+8,NI,+f,BVE,,*SMALL ,+f ,NI,,*SMALL ,,+ (Model 5)
B sBVE ;* MINING,, + B, NI* MINING ; + B, BVE ,*FINANCE, +
B NI, *FINANCE  +¢

All variables are as previously defined, with SMALL being an indicator variable set to 1 if firm i
has a market capitalization less than AUD$50m in year ¢t and MINING and FINANCE being indi-
cator variables set to 1 if firm i is in the mining or finance sector respectively in year £. Our sample
comprises 12,579 (7,446) small (large) firm observations. There are 8,610, 8,026 and 3,389 indus-
trial, mining and finance firm sample observations respectively. Consistent with our prior analysis,
we estimate a regression of share price on book value of equity per share and net income per share |
over the 1990-2008 period, allowing coefficients to vary across 1990-2004, 2005 and 2006-2008. |
Table 7 Panel A reports summary statistics for Model 5 pooled regressions for subsamples of firm- |
years based on firms’ market capitalization and industry classification. Table 7 Panel B reports |
coefficient equality testing for these subsamples.

The regression results for book value of equity and earnings are mostly consistent with our
Table 2 results. Analysing large firms, the BVE coefficients for industrial (B,), mining (B, + B,) and
finance (B, + B,) ﬁrms are not significantly different between any of the pre-IFRS, the transition
and IFRS periods.”' Similarly, the NI coefficients for large mining (B, + By) and large finance
(B, + Bg) firms are not significantly different across the sub-periods. However, the NI coefficients
(Bz) are statistically different for large industrial firms in 1990-2004 compared to 2005 (x* = 4.82,

=.028) and in 1990-2004 versus 2006-2008 (x* = 10.97, p = .001).“° This suggests that the
1ncreased value relevance of earnings associated with transitioning to IFRS is prevalent in large
firms and attributable to the large industrial firms rather than large firms operating in the mining or
finance industry.

Our analysis also suggests that the limited impact of IFRS adoption on the value relevance of
book value of equity is evident for small firms.> The BVE coefficients for small industrial B, +
B,) and finance (B, + B, + B,) firms are not statistically different across the sub-periods. A differ-
ence is evident in BVE coefficients for small mining firms (B, + B, + B,) in 1990-2004 versus 2005
(=347 , 2 =.063) only. However, this seems to be a transitioning effect as there is no statistically
significant difference in mining firms’ BVE coefficients for 1990-2004 and 2006-2008.

Consistent with the large firm results, it is small industrial firms that register an increase in earn-
ings value relevance.* The NI coefficients for small industrial firms (B, + B,), are significantly
different between 1990-2004 and 2005 (y* = 12.52, p < .000) and 1990-2004 and 2006-2008
(x*=3.75, p = .053). A transitioning difference is detected for small finance firms with the NI coef-
ficient increasing significantly in 2005 relative to 1990-2004. However, the coefficient reduces in
20062008 relative to 2005 to a value that is not statistically distinguishable from its pre-IFRS
value. Small mining firms exhibit no significant difference in their NI coefficients across the pre-
IFRS and IFRS periods.

These results imply that the increased relevance for earnings upon IFRS adoption does not
depend on firms’ market capitalization. Both small and large firms demonstrate increased rele-
vance for earnings. While small firms may not have as many items affected by accounting changes
pursuant to IFRS adoption, their changes may be material.

In our sample, industry effects are evident, with the change in association between earnings and
share price concentrated in the industrial sector. The impact of IFRS adoption on the association
between share price and accounting information for mining and finance firms is limited. Accounting
practices significantly affected by IFRS adoption include accounting for goodwill and other

1-
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Table 7. Summary statistics for size and industry effects in price regressions
PRC, =a+ B BVE +8,NI, +8,BVE *SMALL +§,NI *SMALL ,+
B,BVE ,* MINING, +8,NI,* MINING , +§,BVE ,*FINANCE , +
B, NI, *FINANCE , +¢,

Panel A: Pooled regression

1990-2004 2005 20062008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.198 4.36 0.296 6.34 0.309 8.04
BVE 1.199 14.98 1.053 6.34 1.010 9.92
NI 4.847 8.33 7.660 5.30 7813 8.90
BVE*SMALL -0.214 -1.66 0.041 0.25 -0.109 -0.58
NPFSMALL -3.966 -7.11 -2.670 -1.63 —4.806 -5.02
BVE*MINING -0.121 -1.19 0.204 0.8l 0.180 1.10
NPMINING 0.237 0.42 -3.351 -1.80 -1.531 -1.37
BVE*FINANCE -0.281 -2.19 -0.280 -1.32 -0.161 ~1.38
NPFFINANCE 1.779 2.19 1.544 0.73 —0.494 -047
Adj R? 0.759
n 20025

Panel B: Tests of coefficient equality
BVE Coefficients NI Coefficients
Chi-square p value Chi-square p value

Large firms
Industrial firms B, B,
All equal 2.78 0.249 12.70 0.002
1990-2004 = 2005 081 0.367 482 0.028
2005 = 20062008 0.07 0.797 0.0l 0.909
1990-2004 v 2006-2008 2.62 0.105 10.97 0.001
Mining firms B+ B; B+ B
All equal 1.04 0.594 263 0.269
19902004 = 2005 0.87 0.352 0.32 0.574
2005 = 20062008 0.11 0.738 1.82 0.177
1990-2004 v 20062008 0.52 0.469 1.84 0.175
Finance firms B+ B, B+ Bg
All equal 0.6l 0.738 211 0.347
1990-2004 =2005 0.6l 0.435 211 0.146
2005 = 20062008 0.27 0.603 1.42 0.233
19902004 v 2006—2008 0.23 0.629 0.48 0.489

;
\
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Table 7. (continued)

PRC, = &+ B,BVE,+B,NI, +B,BVE, *SMALL,+8,NI, *SMALL .+
B,BVE,* MINING ,+B,NI,* MINING , +8,BVE , *FINANCE , +
B,NI,*FINANCE ,+¢,

Panel B (continued): Tests of coefficient equality

BVE Coefficients NI Coefficients

Chi-square p value Chi-square b value
Small firms
Industrial firms B+ B, B+ B,
All equal 1.31 0.520 12.52 0.002
1990-2004 =2005 0.55 0.460 1252 0.000
2005 = 20062008 .16 0.282 332 0.068
1990-2004 v 2006—2008 0.19 0.659 3.75 0.053
Mining firms B+ By+ Bs B+ B+ B,
All equal 353 0.171 0.15 0.927
19902004 =2005 347 0.063 0.09 0.770
2005 = 20062008 0.76 0.385 0.01 0.922
1990-2004 v 20062008 - 0.95 0.330 0.13 0.723
Finance firms B+ B+ B, Byt Byt By
All equal 0.21 0.901 4.74 0.094
1990-2004 =2005 0.20 0.655 2.87 0.090
2005 = 2006-2008 0.10 0.758 4.69 0.030
19902004 v 2006—2008 0.02 0.878 0.0l 0.906

PRC is share price three months after a firm’s fiscal year end. BVE is book value of equity per share. Nl is net income
per share. SMALL is an indicator variable set equal to 1 if firm i has market capitalization less than AUD$50m in year t.
MINING and FINANCE are indicator variables set equal to [ if firm i is in the relevant sector in year t. We use AGSM
Industry codes to determine industry membership.Year t is defined to include fiscal years that end in December, |
through November,. Market capitalization is measured three months after a firm’s fiscal year end. Pooled regressions are
based on data pooled across years but with RHS variabies multiplied by dummy variables formed for the 1990-2004,
2005 and 2006-2008 periods. Standard errors are clustered by firm and year.

intangibles, income tax, financial instruments and share-based payments with IFRS effects not
uniform across industries (Goodwin et al., 2008). A plausible potential explanation for our results
is that, collectively, these items are more common and material in industrial firms.”

4.5 Return models

Because price regressions can suffer from scale effects (Barth and Kallapur, 1996; Brown et al.,
1999) that can be reduced by return models, we conduct sensitivity tests employing a return model,
based on the following regression:

RET, =a + SiNI,, + B2ANI,, +¢, (Model 6)

e N

|
|
|
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Table 8. Summary statistics for return regressions

RETM =a+ ﬂlNli1+ﬂ2ANIiz+g it

RET,, is return for firm i for the 12-month period ending three months following fiscal year #; NI,
is earnings scaled by beginning market capitalization; and ANI, is NI, less NI, ;.

The yearly regressions reported in Table 8 Panel A show that the coefficient on NI is positive in
the years immediately prior to and after the IFRS adoption year. The NI coefficient is 0.044
in 2005, increases to 0.178 in 2006, declines to 0.075 in 2007, and reverts back to 0.257 in 2008.
In the previous decade (1995-2004), the NI coefficient was as large as 0.517, and negative on two

Panel A: Annual regressions

Constant NI ANI AdjR* n
Coefficient t-stat Coefficient t-stat Coefficient t-stat
1990 0.026 0.29 0.022 0.22 0.032 0.52 0.039 353
1991 -0.024 ~-0.36 0.085 0.92 0.242 2.89 0.104 355
1992 0.210 3.96 0.029 0.31 0.144 2.11 0.026 406
1993 -0.106 —-1.21 —0.054 -0.38 0.224 2.70 0.063 476
1994 0.121 3.15 0.095 0.65 0.300 246 0.116 575
1995 -0.159 -6.79 0.507 6.06 -0.084 =211 0.099 664
1996 0.323 4.26 0.286 225 0.205 224 0.047 743
1997 0.375 2.83 0.232 1.32 0.217 2.38 0.026 780
1998 -0.172 -12.86 0.375 5.17 -0.064 -1.62 0.078 778
1999 -0.928 -7.12 —0.171 -1.89 0.301 386 0.058 780
2000 0.656 2.70 -0.069 -0.67 0.306 2.99 0.029 823
2001 -0.223 -8.66 0517 8.46 -0.067 -1.67 0.160 908
2002 0.263 772 0.270 6.17 0.138 4.00 0.069 966
2003 0.135 5.07 0.083 1.03 0.144 2.96 0.062 983
2004 —1.245 -5.16 0.356 410 0.105 1.46 0.095 1030
2005 0.023 0.11 0.044 0.33 0.254 222 0.014 116
2006 0.309 372 0.178 1.30 0.335 273 0.04} 1183
2007 0.007 0.04 0.075 0.6l 0.193 1.67 0.008 1291
2008 0.005 0.07 0.257 5.68 0.091 297 0.064 1377
Panel B: Pooled regression

1990-2004 2005 20062008

Coefficient t-stat Coefficient t-stat Coefficient t-stat
Constant 0.017 247 -0.210 -9.25 -0.010 ~0.90
NI 0.112 485 0.052 0.40 0.160 2.45
ANI 0.185 9.90 0.253 222 0.198 3.49
Adj R? 0.130
n 15587

RET is annual return measured to three months after a firm’s fiscal year end. NI is net income per share and ANI
is NI, — Ni,_,. Both NI and ANl are deflated by beginning of year share price. The pooled regression is based on

data pooled across years but with RHS variables multiplied by dummy variables formed for the 1990-2004, 2005
and 2006—2008 periods. For annual regressions White (1980) adjusted standard errors are employed. For pooled
regressions standard errors are clustered by firm and year.

|

l
|
|
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occasions. The ANI coefficient increases in 2005 and 2006 relative to immediately previous years. {
Since 2001, the coefficient did not exceed 0.144 until the IFRS transition year. The summary

statistics presented in Table 8 Panel B from a regression using data pooled across all years, but }
allowing coefficients to differ across the sub-periods 1990-2004, 2005 and 20062008, suggest the |
estimated NI coefficient decreased from 1990-2004 during the 2005 transition period, and then i
increased in the 20062008 period, to exceed its pre-IFRS magnitude. For ANI, the estimated coef- l
ficient increases in 2005. While declining to 0.198 for 20062008, this is nonetheless higher than ,
the estimated coefficient for the 1990-2004 period (0.185). Overall, while there is some suggestion ;
of an increased coefficient on earnings after IFRS adoption using a return model, the noisiness of |
the data makes inferences less robust. E

5. Conclusion

In this paper, we investigate whether the association between firms’ share prices and shareholders’

equity and reported earnings differs for periods prior to, including, and subsequent to the adoption I
of IFRS by Australian firms. Our results suggest that the value relevance of shareholders’ equity '
remains consistent across the pre-IFRS, transition and IFRS periods. However, the value relevance ﬂ
of earnings increases upon IFRS adoption. Interestingly, there is evidence of change occurring in E
the transition year prior to adoption, consistent with firms anticipating the likely effect of IFRS

adoption in their accounting choices under AGAAP in 2005. Investigating the changes in the sta- l
tistical associations reveals that the earnings changes identified are attributable to both small and |
large industrial firms and firms that report IFRS-AGA AP differences in either shareholders’ equity |
or earnings in 2005. 4

Significantly, levels of earnings persistence increase with the advent of IFRS. This implies that |
earnings, despite the potential for higher volatility under IFRS, are more persistent and hence more |
value-relevant upon IFRS adoption. Investors may perceive that increased volatility reflects under-
pinning economic circumstances and that earnings changes compound in their impact on future
earnings. Our results provide evidence suggesting that increasing the prevalence of fair value mea-
surement has enhanced earnings value relevance. While it is beyond the scope of this study, future
research opportunities include exploring the underlying reasons for enhanced earnings value rele-
vance. In particular, research could examine why enhanced relevance is reflected for earnings and
not balance sheet values. Further, investigating how IFRS adoption affects the accounting for firms
in different industries and how those accounting differences affect the value relevance of financial
information presents an opportunity for future in-depth research into industry-related effects of
IFRS adoption.

Overall, our results point to increased earnings persistence and an increase in the information
content of earnings upon adoption of IFRS by Australian firms. While the generalizability of our
study may be constrained, we identify that even for a country with a balance sheet-orientated con-
ceptual framework, a common law legal system, a high level of shareholder protection, low con-
formity between taxation reporting and financial accounting, and principle-based accounting
standards, IFRS adoption changes the association between share prices and accounting
information.
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Notes

1
2

10

11

12
13

14

15

16

Australian Accounting Standards Board, 1996, Policy Statement 6 International Harmonization.

This policy statement merged and revised Policy Statement 4 Australia — New Zealand Harmonization
Policy and Policy Statement 6 International Harmonization Policy to reflect changes arising from the
reconstitution of the AASB, the International Accounting Standards Board (IASB) and the activities of
the International Federation of Accountants Public Sector Committee (PSC).

The Financial Reporting Council (FRC) is responsible for providing broad oversight of the process for
setting accounting and auditing standards in Australia.

FRC Bulletin 2002/4 issued 3 July 2002 Adoption of International Accounting Standards by 2005 avail-
able at www.frc.gov.au/bulletins/2002/04.asp.

See Chalmers and Godfrey (2006) for a summary of these changes.

International Accounting Standards (IAS) were the predecessors to IFRS.

Germany provides a rich setting to explore the value relevance of IAS given that since April 1998, and
prior to the mandatory adoption of IFRS, exchange-listed German firms could elect to prepare financial
statements in accordance with IAS, US GAAP, or German GAAP.

Firms presenting their first IFRS-compliant report were required to present comparative IFRS informa-
tion for the year prior. Thus, for the year prior to IFRS adoption, the same set of transactions is portrayed
under local GAAP and, with a one-year delay, under IFRS.

The primary interest of this study was the change in value relevance of reported intangibles moving from
a pre-IFRS regime to an IFRS regime. Chalmers et al. (2008) find that IFRS goodwill (local GAAP-
identifiable intangible assets) measures increase (decrease) in value relevance under IFRS, which is con-
sistent with a goodwill impairment regime and a more conservative accounting treatment for identifiable
intangibles having higher and lower valuation properties, respectively.

For their first full financial statements after 1 January 2005, firms listed on the Australian Securities
Exchange (ASX) were required to adopt Australian equivalents to IFRS as a replacement for previous
AGAARP. Australian equivalents to [FRS are identical in content to IFRS with the exception that IFRS are
written for private sector for-profit entities, whereas Australian equivalents to IFRS include additional
paragraphs relevant to public sector and not-for-profit entities.

Prior literature partly attributes findings of increasing incremental value relevance of book values relative
to earnings to the increasing frequency of negative earnings (Collins et al., 1997). More than 50 percent
of sample firms report losses in each of the years 2005 to 2008. In contrast, the percentage of firms report-
ing losses during 1990-2004 exceeded 50 percent in only five of 15 years. Untabulated statistics indicate
that losses are mostly concentrated amongst smaller firms.

All regression results are based on White (1980).

Given the significant number of loss firms, we rerun Model 1 with the inclusion of an indicator variable,
LOSS. LOSS takes the value 1 if a firm’s net income is negative. As expected, the LOSS coefficients are
negative for all periods. The changes in the coefficients for BVE and NI are qualitatively similar to those
reported in Table 2.

For tests of coefficient equality, Chi-square (x°) tests are used since they employ the White (1980) residual
variance-covariance matrix.

Table 4 indicates that the number of observations drops from 1391 (Huntleys Aspect Datalink) to 1205 (hand-
collected data). This is due to some data being unavailable for hand collection from firms’ annual reports.
Firms were required to report the differences between IFRS and AGAAP financial reporting numbers if
those differences were material. Firms that did not report differences may have determined that the differ-
ences were insufficiently material to report, or may not have complied with the requirement to report the
differences.
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17 The NI coefficient for firms with non-zero (zero) reconciliation differences in AGAAP and IFRS is

B, (B, + B,)
18 The BVE coefficient for firms with non-zero (zero) reconciliation differences in AGAAP and IFRS is B,

(B, + By)-

19 Tk;e av3erage standard deviation of NI for our three periods 1990-2004, 2005 and 20062008 is 0.243,
0.246 and 0.272 respectively. This suggests slightly increased earnings variation in the IFRS period rela-
tive to the prior periods. Increased earnings volatility could arise by virtue of IFRS requirements that
include recognizing the market value of financial instruments, expensing stock-based compensation,
expensing goodwill impairment rather than amortizing goodwill on a straight-line basis, and expensing
other intangibles that AGAAP allowed to be capitalized and not amortized.

20 Analysing the major AGAAP-IFRS reconciling items, Goodwin and Ahmed (2006) report an increase in
the number of adjustments to net income and equity with firm size. Goodwin et al. (2008) find large firms
experience an increase in earnings while small firms experience a decrease, and large firms have a
decrease in equity while small firms have no change. However, they find no association between account-
ing quality and firm size. Gaston et al. (2010) report that both the largest and smallest firms in their study é
are least affected by IFRS adoption, attributing this to economic operations of small firms which are less
complicated and perhaps less affected by the change, and larger firms applying accounting policies closer
to IFRS before its adoption.

21 Large firms’ BVE coefficients in 1990-2004, 2005 and 2005-2008 are: 1.199, 1.053 and 1.010 for indus-
trial firms (B,); 1.078, 1.259 and 1.190 for mining firms (B,+8;); and 0.918, 0.773 and 0.849 for financial
firms (B,+B,).

22 Large firms’ NI coefficients in 1990-2004, 2005 and 2005-2008 are: 4.847, 7.660 and 7.813 for industrial
firms (B,); 5.084; 4.309 and 6.282 for mining firms (B,+B,); and 6.626, 9.204 and 7.319 for financial
firms (B,*+B,).

23 Small firms’ BVE coefficients in 1990-2004, 2005 and 2005-2008 are: 0.985, 1.094 and 0.901 for indus-
trial firms (B,+B,); 0.864, 1.298 and 1.081 for mining firms (,+B,+B;); and 0.704, 0.814 and 0.740 for
financial firms (B,+B,+B,).

24 Small firms’ NI coefficients in 1990-2004, 2005 and 2005-2008 are: 0.881, 4.990 and 3.007 for industrial
firms (B,*+B,); 1.118, 1.639 and 1.476 for mining firms (B,+B,+B,); and 2.660, 6.534 and 2.513 for finan-
cial firms (B,+B,+B,).

25 QGallery et al. (2008) report that retail firms are affected by more standards, on average, than most other
industries when adopting IFRS. Further, financial services firms are affected by fewer, more complex,
standards than most other industries. Goodwin et al. (2008) note that: intangible adjustments are about
twice as common in firms operating in sectors other than the mining and financial sectors; mining firms
are most impacted by the initial recognition of restoration provisions and re-measurement of those provi-
sions; and recognized unrealized gains and losses are almost three times as common in financial sector
firms. Using a price levels model, their cross-sectional comparisons find significant results only for finan-
cial sector firms ‘which favours the value relevance of AGAAP over IFRS’.

References

}
}
Alford A, Jones J, Leftwich R and Zmijewski M (1993) The relative informativeness of accounting disclosures i
in different countries. Journal of Accounting Research 31(Supplement): 183-223. ’l
Ali A and Hwang L (2000) Country-specific factors related to financial reporting and the value relevance of |
accounting data. Journal of Accounting Research 38: 1-21.
Ball R (2006) International financial reporting standards (IFRS): Pros and cons for investors. Accounting and '
Business Research 36 (Special Issue): 5-27. ;
Ball R, Kothari SP and Robin A (2000) The effect of international institutional factors on properties of ,
accounting earnings. Journal of Accounting and Economics 29: 1-51. t
Ball R, Robin A and Wu J (2003) Incentives versus standards: Properties of accounting income in four East [
Asian countries. Journal of Accounting and Economics. 36: 235-270. {
Barth ME (2008) Global financial reporting: Implications for US academics. The Accounting Review 83:
1159-1179. |

L

!
i
‘m S
Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyyy



i72 Australian Journal of Management 36(2)

Barth ME, Beaver WH and Landsman WR (2001) The relevance of the value relevance literature for financial
accounting standard setting: Another view. Journal of Accounting and Economics 31: 77-104.

Barth ME and Kallapur S (1996) The effects of cross-sectional scale differences on regression results in
empirical accounting research. Contemporary Accounting Research 13(2): 527-567.

Barth ME, Landsman WR and Lang MH (2008) International accounting standards and accounting quality.
Journal of Accounting Research 46: 467-498.

Barth ME and Clinch G (1996) International accounting differences and their relation to share prices: Evidence
from U.K., Australian, and Canadian firms. Contemporary Accounting Research 13: 135-170.

Barth ME and Clinch G (1998) Revalued financial, tangible, and intangible assets: Associations with share
prices and non-market-based value estimates. Journal of Accounting Research 36: 199-233.

Bartov E, Goldberg S and Kim M (2005) Comparative value relevance among German, U.S., and International
Accounting Standards: A German stock market perspective. Journal of Accounting, Auditing and Finance
20: 95-119.

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: 83-115.

Capkun V, Cazavan-Jeny A, Jeanjean T and Weiss L (2008) Earnings Management And Value Relevance
During the Mandatory Transition from Local GAAPs to IFRS in Europe. Available at: SSRN: http://sstn.
com/abstract=1125716.

Chalmers K, Clinch G and Godfrey JM (2008) Adoption of International Financial Reporting Standards:
Impact on the value relevance of intangible assets. Australian Accounting Review 18: 237-247.

Chalmers K and Godfrey JM (2006) Intangible assets: Diversity of practices and potential impacts from
AIFRS adoption. Australian Accounting Review 16: 6071

Christensen HB, Lee E and Walker M (2008) Incentives or Standards: What Determines Accounting Quality
Changes Around IFRS Adoption? AAA 2008 Financial Accounting and Reporting Section (FARS) Paper.
Available at: SSRN: http://ssrn.com/abstract=1013054

Clarkson P, Hanna JD, Richardson GD and Thompson R (2010) The impact of IFRS adoption on the value
relevance of book value and earnings. Journal of Contemporary Accounting and Economics (forthcoming).

Collins D, Maydew E and Weiss I (1997) Changes in the value-relevance of earnings and book values over
the past forty years. Journal of Accounting and Economics 24: 39-67.

Daske H and Gebhardt G (2006) International Financial Reporting Standards and experts’ perceptions of
disclosure quality. Abacus 42: 461-498.

Daske H, Hail L, Leuz C and Verdi RS (2008) Mandatory IFRS reporting around the world: Early evidence
on the economic consequences. Journal of Accounting Research 46: 1085-1142.

Francis J and Schipper K (1999) Have financial statements lost their relevance? Journal of Accounting
Research 37: 319-352.

Gallery G, Cooper E and Sweeting J (2008) Corporate disclosure quality: Lessons from Australian companies
of adopting International Financial Reporting Standards. Australian Accounting Review 18: 257-273.
Gaston S, Garcia C, Jarne J and Gadea J (2010) IFRS adoption in Spain and the United Kingdom: Effects
on accounting numbers and relevance. Advances in Accounting, Incorporating Advances in International

Accounting 26: 304-313.

Gjerde O, Knivsfla K and Saettem F (2008) The value-relevance of adopting IFRS: Evidence from 145
NGAARP restatements. Journal of International Accounting, Auditing and Taxation 17: 92-112.

Goodwin J and Ahmed K (2006) The impact of international financial reporting standards: Does size matter?
Managerial Auditing Journal 21(5): 460-475

Goodwin J, Ahmed K and Heaney R (2008) The effects of International Financial Reporting Standards on
the accounts and accounting quality of Australian firms: A retrospective study. Journal of Contemporary
Accounting and Economics 4: 89-119. |

Haswell S and McKinnon J (2003) IASB standards for Australia by 2005: Catapult or trojan horse? Australian |
Accounting Review 13: 8-16. |

Holthausen R (2009) Accounting standards, financial reporting outcomes, and enforcement. Journal of
Accounting Research 47: 447-458.

|
|

|
j‘

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissiony,



Chalmers et al. 173

Horton J and Serafeim G (2010) Market reaction to and valuation of IFRS reconciliation adjustments: First
evidence from the UK. Review of Accounting Studies 15: 725-751.

Hung M (2000) Accounting standards and value relevance of financial statements: An international analysis.
Journal of Accounting and Economics 30: 401—420.

Hung M and Subramanyam K (2007) Financial statement effects of adopting International Accounting
Standards: The case of Germany. Review of Accounting Studies 12: 623-657.

Leuz C and Wysocki P (2008) Economic consequences of financial reporting and disclosure regulation:
A review and suggestions for future research. Working paper, Booth School of Business, University of
Chicago.

Lourenco I and Curto J (2008) The level of shareholder protection and the value relevance of accounting
numbers: Evidence from the European Union before and after IFRS Adoption. AAA 2009 Mid-Year \
Accounting Section (IAS) Meeting. Available at: http://ssrn.com/abstract=1276024 1

Ohlson JA (1995) Eamings, book values, and dividends in equity valuation. Contemporary Accounting !
Research 11: 661-687.

Paananen M and Lin H (2009) The development of accounting quality of IAS and IFRS over time: The case r
of Germany. Journal of International Accounting Research 8: 31-55. |

Soderstrom NS and Sun KJ (2007) IFRS adoption and accounting quality: A review. European Accounting ‘
Review 16: 675-702, ,

White H (1980) A heteroskedasticity-consistent covariance matrix estimator and a direct test for heteroske- ‘
dasticity. Econometrica 48: 817-838. !

Date of acceptance of final transcript: 17 February 2011.
Accepted by Associate Editor, Peter Clarkson (Economics).

T+ ————— Y

! R L
Reproduced with permission of the copyright-owner. Further reproduction prohibited without permissionyyy




