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I nter national Financial Reporting Sandards and

Accounting Quality: Evidence from the European Union

ABSTRACT

This study compares the accounting quality of miyplisted companies in 15 member
states of the European Union before and after wieafioption of International Financial
Reporting Standards (IFRS) in 2005. We use fivacatdrs, namely, earnings smoothing,
managing earnings toward targets, the magnituddsblute discretionary accruals, accruals
guality, and timely loss recognition as proxies &ocounting quality. Our results are mixed.
We find that the majority of accounting quality icators improved after IFRS adoption in
the European Union. That is, there is less of miaugagarnings towards a target, a lower
magnitude of absolute discretionary accruals, aigtien accruals quality. However, prior
research indicates that earnings smoothing andrdefelosses are two popular earnings
management vehicles. We find that firms engage onenearnings smoothing and recognize
large losses in a less timely manner in post-IFB$gs.

Our research design takes into account the fatteaapplication of IFRS reflects the
combined effects of the features of financial réipgr systems, the interpretation and
enforcement of accounting standards, and other@mwiental factors. As we compare the
accounting quality indicators of the same countbesveen the pre- versus post-adoption
periods, we effectively control for the influencafsthe business environment on accounting
guality. Our inferences are also robust to a nurobsensitivity tests.

Overall, accounting quality marginally improvedeaftFRS adoption in our sample EU
firms and countries. However, we find that earnisggothing and loss deferring are worse
after IFRS adoption. The findings suggest that angle in accounting standards does not
eliminate earnings management incentives, thougtait restrict management opportunistic
discretion. If firms have strong earnings managdmanentives, merely changing the
accounting standards will not necessarily enhanceumnting quality.

Keywords. IFRS adoption; accounting quality; the European &mi International
Convergence of Accounting Standards

Data Availability: The data used in this study are publicly availabiem the sources
indicated in the text.



I[.INTRODUCTION

There are currently two main schools of thoughthmdebate on International Financial
Reporting Standards (IFRS) and accounting harmbaizar convergence. The proponents
argue that a single global set of accounting staitsdaelps reduce information asymmetry,
lowers the cost of capital, and increases capaal cross borders. The opponents argue that
the characteristics of local business environmantsinstitutional frameworks determine the
form and contents of accounting standards. Thuiuating standards in two countries need
not be the same and the use of IFRS does not reitgamprove accounting quality. Since
more and more firms and countries have adopted BiR®nsidered replacing their national
standards with IFRS, in pace with the rapid devalept of economic globalization and the
worldwide integration of capital markets since #890s, it is the right time to evaluate the
impact of IFRS on accounting quality for the eatiopters (firms and countries) of IFRS.

The purpose of this study is to examine the effgctFRS adoption on accounting
quality in the European Union (EU). On 19 July 20@% European Parliament passed a
regulation of “The European Union Act 1606/2002—tAeplication of International
Accounting Standards”. This regulation mandatesdffieial adoption of IFRS in the EU
starting from 1 January 2005. This is one of thestmsignificant capital market and
accounting regulation reforms in the EU in recepfirg. It is also a milestone in the
development of international accounting convergergiace its passage, more and more
countries and regions have fully adopted IFRS amedtic accounting standards or
converged their domestic accounting standards WwiRS. To date, more than 100 countries
and regions around the world require or allow tee of IFRS (Deloitte Touche Tohmatsu
2008). The United States’ capital market regulatoe, Securities and Exchange Commission
(SEC), recently removed the requirement for US arge-listed foreign companies to
reconcile with US GAAP if they apply IFRS. The SBGlso considering the full adoption of
IFRS for domestic US listed companies in the neXxtygars (SEC 2008).

Although it is generally accepted that IFRS is taaddnigh quality accounting standards,

this does not imply that once a country adopts IFR®&ill produce high quality financial

1 For simplicity, this study uses the term IFRS teréo both IFRS issued by IASB and Internationatdunting Standards
(IAS) issued by IASC (the predecessor of IASB).
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reporting (Ball 2006). High quality standards areemessary condition, but not a sufficient
condition, for high quality information (Ball et.a2003). Given the SEC’s consideration of
adopting IFRS for US domestic firms, a study of ¢éx@erience of countries and companies
that have already adopted IFRS is certainly beiafio evaluate the effectiveness of IFRS
adoption. We take the advantage of unique insbimati settings in the EU to conduct the
research in order to provide insights into the ésstiinternational convergence of accounting
standards.

To empirically investigate the effect of IFRS adopton accounting quality in the EU,
this study employed two categories of accountingligumeasures that have been widely
used in prior studies: earnings management andytiloes recognition (e.g., Leuz et al. 2003;
Lang et al. 2003, 2006; Barth et al. 2007, 2008;<tdnsen et al. 2008; Jones 1991; Dechow
et al. 1995, 2003; DeFond & Jiambalvo 1994; Dech&wDichev 2002; Larcker &
Richardson 2004; Kothari et al. 2005; Jones e2@08). Using data from the publicly listed
companies of 15 EU member countries for the ye@f0 2o 2007, this study finds some
evidence of accounting quality improvement afteR&adoption. That is, there is less of
managing earnings towards a target, a smaller maigmiof absolute discretionary accruals,
and higher accruals quality after IFRS adoptionweleer, firms engage in more earnings
smoothing and less timely recognition of large éssafter IFRS adoption. Given that
earnings smoothing and deferring losses are twalpogarnings management vehicles, our
results suggest that IFRS may limit management ppistic discretions by reducing
available accounting alternatives, but it does ewtirely eliminate earnings management
incentives. If firms have strong earnings managemeoentives, changing accounting
standards alone may not enhance accounting qu@lity.evidence is consistent with this
notion.

Factors other than a change in accounting standaaysimpact accounting quality in
the EU. First, accounting quality is jointly affedt by accounting standards and
macro-economic factors, and institutional changéghtnhave simultaneously taken place
around 2005 in these countries. For example, sarmeties may have introduced a more
effective enforcement system or more corporate g@aree regulations during the period. To
address this concern, we compare the accountintityqoé the same countries before and
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after IFRS implementation, so that each countrg astits own control and the influences of
macro-economic variables are minimised. Second,esoompanies may have voluntarily
adopted IFRS before 2005. In one of our robusstest exclude these firms, the results are
unchanged. Our study results are also robust terakadditional sensitivity tests.

This study contributes to the extant literaturenexeng the accounting quality effects of
IFRS adoption in two ways. First, we use a larga@a of publicly listed firms from the 15
EU member states so the results are more robustttiogse of prior studies. In addition, our
data cover the first three years after IFRS adaptim contrast, prior studies often
concentrated on a single-country setting (e.g.,d&nwer Germany) and the data covered only
one or two years after IFRS adoption. Thus, owlteshould be more convincing than those
of prior studies. Second, we use an array of adaoyiiquality metrics that were widely used
in prior studies, and our study results are rob&.believe that our research design is more
representative of EU countries and that the resuétherefore more generalizable.

The rest of this paper is organised as follows: Mbet section reviews prior research.
Section Ill describes the unique institutional isg in the EU and develops our study’s
hypothesis. Section IV illustrates sample selectdatia sources and research design. Section
V presents descriptive statistics, empirical resahd robustness tests. A brief conclusion is

provided in Section VI.

II.LITERATURE REVIEW

2.1 Voluntary IFRS Adoption and Accounting Quality

More and more firms have voluntarily adoptedR&to prepare financial statements
since the end of the 1990s. Prior studies docurtigt voluntary adoption of IFRS is
beneficial to firms in such ways as offering a lowest of equity capital (Daske et al. 2007;
Kim & Shi 2007), making it relatively easily to @®-list in the well-developed international
capital markets (e.g., NYSE, NASDAQ or LSE) (Cuipe Buijink 2005), improving
transparency and comparability of financial repwti reducing information asymmetry
between insiders and outside minority sharehol@ezsiz & Verrecchia 2000; Leuz 2003),
improving analyst forecast accuracy (Ashbaugh &B&12001), allowing for a more efficient
allocation of savings worldwide (Street et al. 19%d so on.
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Barth et al. (2008) investigated whether voluntd#iRS adoption improves accounting
quality using 1,896 firm-year observations from@ilntries and regions for the years 1994
to 2003. Their results show that accounting qudi&g generally improved after voluntary
IFRS adoption. Van Tendeloo and Vanstraelen (2@&mined whether voluntary IFRS
adoption is associated with lower earnings managem&ng German firms from 1999 to
2001. After controlling for other differences inre@mgs management incentives and
entrenchment mechanisms, contrary to Barth et 28108), they found that firms which
voluntarily adopt IFRS have more discretionary aats and a lower negative correlation
between accruals and cash flows from operations fil@s reporting under German GAAP.
However, the decrease effect of voluntary IFRS #dopon accounting quality is
significantly reduced when the firms is auditedBig 4/5 auditors.

Hung and Subramanyam (2007) investigated the finhrstatement effects of IFRS
adoption on German firms from 1998 to 2002. Thaynfbthat accounting quality is higher
under IFRS than under German GAAP (i.e., HGB). Hevethey show no significant
difference in the value relevance of book value eachings between IFRS and HGB.

Following Barth et al. (2008), Christensen et @0Q8) investigated the impact of
incentives on accounting quality changes aroundSIERoption using German publicly listed
companies from 1998 to 2004. They found that thprawement effect of voluntary IFRS
adoption only happens to firms with incentives topt, which is consistent with prior
findings that incentives dominate accounting stat&lan determining accounting quality

(e.g., Ball et al. 2003; Soderstrom & Sun 2007).

2.2 Mandatory IFRS Adoption and Accounting Quality

Beuselinck et al. (2007) examined the comparahalitgccounting earnings using 14 EU
member states for the years 1990 to 2005. They asedials-cash flows association as a
proxy for earnings comparability and found that reaets measurement is substantially
affected by business cycle stages and firm-spe@fiorting incentives. Overall, their results
show that earnings comparability across Europe damgsimprove after mandatory IFRS
adoption.

Paananen (2008) examined whether accounting quaditgased after compulsory IFRS
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adoption using Swedish publicly listed firms fro03 to 2006. Following Barth et al.
(2008), earnings smoothing, managing earnings wwangets, timely loss recognition, and
value relevance were used as proxies for accoumjiradjty. Interestingly, Paananen found
that accounting quality decreased after IFRS adopti Sweden, especially in the committed
adopters. Similarly, using German companies foryirs 2000 to 2006, Paananen and Lin
(2008) examined the development of accounting tyuahder IAS and IFRS over time and
found that accounting quality decreased after I&B&otion in Germany.

Horton et al. (2008) investigated the effects ¢ ttompulsory adoption of IFRS on
firms’ information environments using 16 Europeanatries from 2003 to 2007. They used
analysts’ forecast accuracy, following disagreemamid the volatility of revisions as proxies
for firms’ information environments. They found ththe largest improvement in the
information environment was confined to firms thad voluntarily adopted IFRS eatrlier. In
addition, only non-financial firms’ information emenments improved; not financial firms’.

Landsman et al. (2009) investigated whether therimétion content of earnings
announcements increases after mandatory IFRS adogty using 28,143 firm-year
observations from 27 countries from 2000 to Z0@bnormal return volatility and abnormal
trading volume as developed by Beaver (1968) weed as proxies for the information
content of earnings announcements. They found itifarmation content increased in
IFRS-adopting countries, but this happened onlynthey used abnormal return volatility as
a proxy for information content. If abnormal traglivolume was used as a proxy, the increase
in information content disappeared. Moreover, tl@ynd that increases in abnormal return
volatility are concentrated in code law countries.

Overall, the findings on the effects of IFRS adopton accounting quality are mixed in
prior studies. These studies were conducted shaitiy IFRS adoption, so that their data are
confined to the first one or two years after thendatory adoption of IFRS. Also, the sample
size is relatively small. Since publicly listed nis need some time to understand and
implement IFRS, whether IFRS adoption is associati¢d the improvement of accounting

quality is still an empirical issue. In our resdamtesign we use a larger sample, more

2 There are 16 countries’ adoption of IFRS and 1htrées’ remaining adoption of domestic accountitemdards in 2000
to 2007, respectively.
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countries, more years following adoption and mareoanting quality proxies to examine

this issue.

[I1.INSTITUTIONAL SETTINGAND HYPTOTHESISDEVELOPMENT

The convergence of financial reporting practiceslawaide is a controversial issue. The
proponents of international accounting harmonizatiggue that a single set of global
accounting standards will help reduce informatisynametry, lower the cost of capital, and
increase capital flow across borders. The currergion of IFRS has reduced allowable
accounting alternatives, limited management’s ojypustic discretion, and required
accounting measurement and disclosure that caerbeftect a company’s financial position
and economic performance. This will lead to higipeality financial statements (Leuz &
Verrcchia 2000; Leuz 2003; Daske et al. 2007; Battal. 2008). The opponents argue that
the characteristics of local business environmentsinstitutional frameworks determine the
form and contents of accounting standards. Thusyuating standards in two countries with
distinct economic systems and business cultures meiebe the same. Moreover, restricting
managerial discretion relating to accounting aliéxes could eliminate a firm’s ability to
report accounting numbers that are more refleaftbe firm’s economic situation. In
addition, the inherent flexibility in IFRS as thenziples-based standards could provide
greater opportunity for earnings management redabvwules-based domestic standards. As a
result, the use of IFRS does not necessarily imgpemcounting quality (Ball et al. 2003,

2006; Bellselinck et al. 2007; Christensen et @08).

Why we chose the EU as our research setting

Each EU member state used its own accounting st@stefore IFRS adoption in 2005.
Since the 1960s, the European Commission (EC, thdepessor of the EU) has been
dedicated to harmonizing the accounting practidesy@mber states. The aim of the EC’s
accounting harmonization is to improve disclosurgaliy, such as comparability and
transparency, of the publicly listed companies he EC. The expected benefits include
reducing transaction costs, increasing the globainpetitiveness of EC companies,
promoting intra-trade among member states, andictedarriers to establish a uniform
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European financial market. Numerous efforts havenb@ade to promote the integration of
EU in the last four decades. These efforts inclindeadoption of a single European currency
(the Euro) and the Schengen Agreement. The EU esrbimg not only an international
organization of regional integration, but also glan active role in current world political
affairs.

In May 2002, IASB issued the exposure drafthe Improvement of Existing
International Accounting Standardahich sets forth many improvements of thirteerstixg
IAS. The revised version of IAS reduces or elim@sadlternative accounting treatments (such
as LIFO) and overlapping or contradiction among ¢kesting IAS. Prior studies document
that the reduction or elimination of alternative@anting treatments will limit management’s
opportunistic discretion in determining accountmgnbers (Ashbaugh & Pincus 2001; Barth
et al. 2008), and will better reflect a firm’s umigeng performance (Ewert & Wagenhofer
2005).

Eventually, on 19 July 2002, the EU Parliament edssregulation requiring all publicly
listed companies in the EU to adopt IFRS to preparesolidated financial statements starting
from 1 January 2005At the same time, the EU enacted several measuessure that IFRS
will be strictly implemented and to strengthen actng convergence, including establishing
corresponding mechanisms to harmonize accountiagdatds-setting institutions in each
member state, strengthening public monitoring ef duditing industry, revising the related
EU Directives, and building an effective monitoringechanism for accounting standards
implementation. Moreover, the EU has solid insiiiuiél infrastructures, such as strong
investor protection and legal enforcement, cleavegument, and so on (e.g., La Porta et al.
1998, 2006; Djankov et al. 2008; Kaufmann et al080Wingate 1997; Transparency
International 2000-2007). Thus, it is expected tl&RS will be rigorously followed and
implemented by publicly listed companies in the BMe therefore posit that accounting
quality will be higher in 2005-2007 (the adoptioeripd) than in 2000-2004 (the most recent
pre-adoption period).

It is generally accepted that the quality of IFRSiigher than most domestic accounting

3 Two types of publicly listed companies in the Eah@repare their financial reports under IFRS @@)7: firms with a
domicile in the EU that do not publicly list on aBY stock exchange and that use U.S. GAAP to pecfraancial
statements, and firms that have only publicly tcadebt securities.

-9-



standards (e.g., Leuz & Verrecchia 2000; Leuz 2@&31baugh & Pincus 2001; Barth et al.
2007, 2008). That is why we expect accounting ty#di be higher after the adoption of IFRS.
However, even if we observe that accounting quatitijcators are improved, we may not be
able to attribute the results to accounting stadglailhis is because the efficiency of
legal/judicial systems and the quality of legal anément vary widely among different
countries (La Porta et al. 1998), and the effeaiss of regulation depends largely upon
proper enforcement (Bhattacharya & Daouk 2002; DbeR& Hung 2004; Tang et al. 2008).
These macro-economic factors have a significanagchpn accounting quality. We chose the
EU as our research setting in order to controltf@se confounding macro-economic and
business environmental influences. Since we comileeaccounting quality between pre-
and post IFRS adoption for the same countries, eaahtry acts as its own control so that
these non-accounting standards effects on accauaqtiality can be minimized.

We therefore formalize the following study hypotises

Hypothesis. Ceteris paribus, accounting quality in the Europdanion is higher in the IFRS

adoption period (2005-2007) than in the pre-adopti@riod (2000-2004).

V. DATAAND RESEARCH DESIGN

4.1 Sample and Data
Sample Selection

This study uses the listed companies in 15 EU mersiia¢e$ to investigate the effect
of IFRS adoption on accounting quality. Our sangeeod starts from year 2000, when the
core standards issued by IASC in 1998 had beenrsedidy the International Organization
of Securities Commission (I0SCO), who recommendhad the world’s securities regulators
permit foreign issuers to use IAS for cross-bomféaring (I0OSCO 2000). Our sample period
ends in year 2007, as it is the latest year daawaailable from databases. We define years

2000-2004 as the pre-adoption period, and years-2007 as the adoption period.

4 There were 27 member states in the EU as of 3&rleer 2008. However, this study uses only 15 EU begrstates to
examine the effect of IFRS adoption on accountirglitju This is because ten member states (CyprusglGZEstonia,
Hungary, Latvia, Lithuania, Malta, Poland, Slovaéiad Slovenia) and two member states (Bulgaria amdaRia) joined
the EU on 1 May 2004 and 1 January 2007, respégteved these twelve EU member states all beloragterging capital
markets (Bhattacharya & Daouk 2002). The finanditiesnent data in most of these countries are raladle in the
Worldscope dataset.
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Data

Sample firm selection starts by reviewing annualaficial statements (from the
Worldscope dataset) of all publicly listed firmstimee 15 EU member states from 2000 to
2007. These data are used to calculate accountmadityg measures and related control
variables, including total assets; net incomeshdésv from operations; total liabilities;
properties, plants and equipments; accounts rdaesasales; market value of equity; Big
4/5 auditors; industry; accounting standards foddwand so on. Consistent with prior
studies (e.g., Hung 2001; Leuz et al. 2003; Fradci¥vang 2008), this study excludes
financial institutions (i.e., those with four-digitandard Industrial Classification (SIC) codes
between 6000 and 6999) from the sample of the teat$ due to their particular regulation
and disclosure requirements. All variables (exdepindicator variables) were Winsorized at

the F'and 99' percentiles to mitigate the effects of outliersaffeis et al. 2005).

4.2 Measurement of Accounting Quality

We adopt two categories of accounting quality messthat were frequently used in
prior studies, namely, earnings management andytiloes recognition (e.g., Leuz et al. 2003;
Lang et al. 2003, 2006; Barth et al. 2007, 2008;<tdnsen et al. 2008; Jones 1991; Dechow
et al. 1995, 2003; DeFond & Jiambalvo 1994; Dech&wDichev 2002; Larcker &
Richardson 2004; Kothari et al. 2005; Jones €2G08).
4.2.1 Earnings Management

Earnings management by nature is either to miséesde stakeholders about a firm’s
underlying economic performance or to influence t@mtual outcomes that depend on
reported accounting numbers (Healy & Whalen 1998)is study uses four earnings
management metrics to assess accounting qualitgingg smoothing, managing earnings
toward targets, the magnitude of cross-sectionsblake discretionary accruals, and accruals
quality. More specifically, earnings smoothing umbés two metrics: the variability of the
change in net income, and the variability of tharge in net income over the variability of

the change in cash flow from operations. A highialality is consistent with less earnings

® When calculating the accounting quality indicatofgarnings smoothing, managing earnings towargkts, and timely
loss recognition, consistent with Barth et al. (20®&s study includes financial institutions. bustness tests, the results
are quantitatively unchanged after excluding finahiastitutions.
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smoothing (Lang et al. 2003, 2006; Leuz et al. 2B & Shivakumar 2005, 2006; Barth et
al. 2008; Christensen et al. 2008). The magnituderass-sectional absolute discretionary
accruals is calculated based on estimated disneijo accruals, where estimated
discretionary accruals are defined as total acsrualnus estimated normal accruals.
Estimated normal accruals are determined from algaretionary accruals models that were
widely used in prior studies: the Jones model,ntioelified Jones model, the adapted Jones
model, the lagged model, the forward-looking modeke modified Jones model with
book-to-market ratio and cash flows from operatjotite modified Jones model with
current-year ROA, and the modified Jones model prtar-year ROA (Jones 1991; DeFond
& Jiambalvo 1994; Dechow et al. 1995, 2003; Larc&eRichardson 2004; Kothari et al.
2005; Jones et al. 2008). A higher magnitude ofsectional absolute discretionary
accruals indicates a greater level of earnings emant, or lower accounting quality.
Accruals quality is measured as the standard dewiaf a firm’s residuals that are estimated
by the cross-sectional Dechow-Dichev model (Decl8oWichev 2002). A larger standard
deviation of the firm’s residuals indicates poaxecruals quality, or lower accounting quality.
Earnings Smoothing

This study uses the residuals from the regressgpeessed in Equations (1) and (2) as

a proxy for earnings smoothing to mitigate confangdeffects (Barth et al. 2008):
ANl =a,+a,EMV, +a,GROWTH +a, EISSYE+a, LEV
+a;DISSUE, +a, TURN +a, CFQ+a; AUD+a, NUMEX (1)
14 43
+a XLIST, +a,,CLOSE +> 4., Country- > " a,, ,5 Industry &,
k=1 j=1
ACFQ, =a,+a,EMV, +a,GROWTH +a, EISSUEra, LEV
+a;DISSUE, +a; TURN +a, CFQ+a, AUD+a, NUMEX 2

+a,,XLIST, +a,,CLOSE +iak+11 Countryrfa“ »5 Industry g,
k=1 =1
whereAN];  is the change in net income before extraordinamst scaled by end of year total
assets for firm i year tACFQ, is the change in cash flow from operations scaleénu of
year total assets for firm i year EMV, is the natural logarithm of end of year market ealu

of equity in millions of US dollars for firm i year GROWTH, is the annual percentage
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change in sales for firm i year €EISSUE, is the annual percentage change in common stock
for firm i year t; LEV, is the end of year total liabilities divided by eofiyear equity book
value for firm i year t; DISSUE, is the annual percentage change in total liatslitag firm i

year t; TURN, is the sales divided by end of year total assetéirfm i year t; CFQ, is the

annual net cash flow from operations scaled by @nglear total assets for firm i year t;

AUD,, is an indicator variable that equals one if a Big duditor is hired and zero otherwise
for firm i year t; NUMEX, is the number of exchanges on which a firm’s stisdisted for
firm i year t; XLIST,is an indicator variable that equals one if thfis also listed on any

U.S. stock exchan§efor firm i year t; CLOSE, is the percentage of closely held shares of

the firm as reported by Worldscope for firm i yéarCountryis a country indicator variable
(this study uses Austria as a benchmark); bottlistry is a Fama-French (1997) industry
classification indicator variabfe (this study uses Agric (Agricultural) as benchnark
Consistent with Francis et al. (2005), we requirkeast 20 observations in each Fama-French
(1997) industry classification, which defines 44rfeaFrench (1997) industries.
Managing Earnings toward Targets

Prior studies document that corporate managememgage in managing earnings
toward small positive earnings to avoid reportirgggative earnings (Burgstahler & Dichev
1997; Leuz et al. 2003; Burgstahler et al. 20061gTat al. 2008). Barth et al. (2008) found
that a firm’s voluntary adoption of IFRS exhibitdegs extent of managing earnings towards
a target after controlling for potential incentives voluntary IFRS adoption. However,
different from Barth et al. (2008), this study istigates whether firms engage in managing
earnings towards a target less after IFRS adojntitime EU. Various incentives for voluntary
IFRS adoption do not exist in the EU member statase IFRS adoption is compulsory.

Based on prior research (e.g., Lang et al. 20086;2Barth et al. 2008), this study controls

5 In the Worldscope dataset, there are nine US sirckanges, i.e., ASE, BSE, CIN, MSE, NAS, NYSE, OFBW, and
PCS.

” In the Worldscope dataset, closely held sharesasfy firms are not available. To keep as many ebsiens as possible,
consistent with Barth et al. (2008), this study deesinclude this variable in the main test. Inustmess tests, this variable
is included in the regression model, and the resuk virtually unchanged.

8 In robustness tests, the results are virtualjnanged when we use a two-digit SIC to classify duisry.
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for potential incentives for managing earnings taivargets even there is no incentive for
voluntary IFRS adoption. More specifically, we rtime logistic regression expressed in
Equation (3) to investigate whether IFRS adoptieduces firms’ managing of earnings

toward small positive earnings:
SPOS =a,+a, POST+3, EMV+p3, GROWTH B, EISSUEB, [LEV
+ B,DISSUE, + B; TURN + 3, CFQ+ S, AUD+ 3, NUMEX (3)

14 43
+ B XLIST, + B,CLOSE +>_ .., Countyy D" B, ,c Industry g,
k=1 =1

whereSPO% is an indicator variable that equals one for olstgons of firms with annual
net incomes scaled by total assets between 0 &idfox firm i year t (Lang et al. 2003;
Barth et al. 2008; Christensen et al. 20B8)ST; is an indicator variable that equals one for
observations in the adoption period (i.e., 2002a67), and zero otherwise for firm i year t.

The definitions of other variables are the samia &juations (1) and (2).

A significant negative coefficient ofPOST (i.e.,a,<0) demonstrates that firms

managed earnings toward small positive amounts rfnegeiently in the pre-adoption period
than they did in the adoption period, which shaunldicate higher accounting quality in the
adoption period.
The Magnitude of Cross-Sectional Absolute Discretig Accruals

Prior studies frequently used discretionary acsrdal measure the extent of earnings
management. Discretionary (abnormal) accruals efieetl as total accruals minus estimated
normal (non-discretionary) accruals, where thenested normal accruals are derived from a
number of discretionary accruals models widely useg@rior studies: including the Jones
model, modified Jones model, the adapted Jones ImdHe Lagged model, the
forward-looking model, the modified Jones modelwiibok-to-market ratio and cash flows
from operations, the modified Jones model with entryear ROA, and the modified Jones
model with prior-year ROA (Jones 1991; DeFond &mbalvo 1994; Dechow et al. 1995,
2003; Larcker & Richardson 2004; Kothari et al. 200ones et al. 2008).

° Extant literature such as Dechow et al. (1995gl\Hand Wahlen (1999), Young (1999) and McNich@B0Q) has
provided extensive earnings management literatwiews. According to the literature, the Healy mote DeAngelo
model, and the Industry model (Healy 1985; DeAndgl86) can also be applied to determine estimateshal accruals,
although they are not widely used in earnings mamat studies. However, these models require teriessdata to
estimate non-discretionary accruals. Due to a tdeksufficiently long period for time-series dattse three time-series
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Since earnings management can involve either indooreasing accruals or
income-decreasing accruals to meet earnings targetssistent with prior studies (e.g.,
Warfield et al. 1995; Reynolds & Francis 2000; KI€d002; van Tendeloo & Vanstraelen
2005; Wang 2006; Bowen et al. 2008), the magnitidabsolute discretionary accruals is
used in this study to assess the extent of earmmgsagement. A higher magnitude of
absolute discretionary accruals corresponds toeatgr level of earnings management, or
lower accounting quality, and vice versa. More dpmdly, discretionary accruals are
estimated as the residuals of the following crassgignal discretionary accruals models.
Since the purpose of this study is to examine fifecteof IFRS adoption on accounting
quality in the EU, all 15 EU member countries ai@mved as a single economy entity in the
estimation of various non-discretionary accruals,vg&e do not separately use each EU
member state to estimate non-discretionary accruals

1) Cross-sectional Jones Model

Following prior studies (Jones 1991; DeFond & Jiatmb 1994), discretionary accruals
are estimated as the residuals of the cross-sattidones model. Under this model,
discretionary accruals equal total accruals mimsisnated non-discretionary accruals. The
estimated non-discretionary accruals of the cressienal Jones model are estimated as

follows:

NDA, = 3(1/Assets_,)+ & REV+ .a PRE 4)
whereNDA, is estimated non-discretionary accruals scaledalgged total assets for firm i
year t; Assets_,is total assets in US dolidfsfor firm i year t-1; AREV,is the change in
sales scaled by lagged total assets for firm i yed®PE is the gross amount of properties,

plants and equipment scaled by lagged total ageetirm i year t; anda ,a,anda,are

discretionary accruals models are excluded fromghidy. Moreover, Bartov et al. (2001) found that ¢ross-sectional
Jones model and the cross-sectional modified Jowoelel outperform their time-series counterpartdiferthree time-series
discretionary accruals models) in detecting easimgnagement.

19 Our sample includes 15 EU member states from 20@007. Before the Euro was circulated on 1 Jan2@@2, each
EU member state had its own local currency. Eveer df January 2002, of our sample countries, Dekn@&weden and the
UK still used their own local currencies. To enheeomparability, this study uses total assets irdblfars to scale the
intercept rather than the Euro or local currendigsyvever, in the other variables of various noreisonary accruals
estimated models, this study uses total assete@l turrencies to scale other variables since éineylenominated in local
currencies.
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industry-specific parameters generated using tlgeession expressed in Equation (5) for
each two-digit SIC-year grouping. Consistent witlopstudies (e.g., Francis et al. 2005), we

require at least 20 observations in each two-difi-year groupint.
TA, =ay(1/ Assets_))+a A REV+a, PRE g, (5§
whereTA  is total accruals scaled by lagged total assetéirfari year t, while total accruals

equal net income before extraordinary items minushc flow from operations.

a, ,a,anda,denote the ordinary least square (OLS) estimatéiseo€oefficients in equation.

Consistent with prior studies (e.g., Francis e2805), we winsorize the extreme values of
the distribution to theSiand 99' percentiles. The same procedures were performethéo
other cross-sectional non-discretionary accrualdetso

2) Cross-sectional Modified Jones Model

Dechow et al. (1995) argue that an implicit assuompin the Jones model is that
revenues are non-discretionary. If earnings areageh through discretionary revenues, the
discretionary accruals estimated from the Jonesemwall inevitably have measurement
errors. Thus, Dechow et al. (1995) add the changaccounts receivables to modify the
Jones model so that it may eliminate measurementseof discretionary accruals when
discretion is exercised over revenues. Discretypmaacruals of the cross-sectional modified
Jones model equal total accruals minus estimateediszretionary accruals. The estimated
non-discretionary accruals of the cross-sectionalifred Jones model are estimated as

follows:
NDA, = g(1/Assets )+ A REV-A REG+ ,a PP (6)
whereAREG, is the change in accounts receivable scaled byethymal assets for firm i year

t. The definitions of other variables are the samédor Equation (4). The estimates of the

industry-specific parameters,,a,anda, in each two-digit SIC-year grouping are those

™ This is the same for the other cross-sectionaldiseretionary accruals models used in this stirdyobustness tests,
consistent with Dechow et al. (2003), where we iregat least 10 observations in each SIC-year gngyphe results are
virtually unchanged.

12 Kothari et al. (2005) argue that using an interégpn additional control for heteroskedasticiyd that discretionary
accruals are more symmetric when using an intertepbbustness tests, this study includes andaprin the discretionary
accruals model; the results are virtually unchanged
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obtained from the original Jones model as expressEduation (5).

3) Cross-sectional Adapted Jones Model

The modified Jones model’s identification of digmeary accruals has encountered
some criticism from academics (e.g., Bernard & 8&m1996; Dechow et al. 2003; Francis et
al. 2005). For example, Dechow et al. (2003) atbaethe modified Jones model assumes all
credit revenues in each period are discretionadyiaduces a positive correlation between
discretionary accruals and current sales growtlhisTthey modify the modified Jones model
by including only the unexpected portion of the rap@ in accounts receivables in
discretionary accruals. This modification of thedified Jones model is called the adapted
Jones model (Dechow et al. 2003). Since discretyoaacruals equal total accruals minus
estimated non-discretionary accruals, the estimated-discretionary accruals of the
cross-sectional adapted Jones model are estimafetiaws™:

NDA, = a(1/Assets )+ 1+ 8 REVA REG+ ,aPP 7
where the slope coefficienk)(is estimated from the following regression foclkeawo-digit
SIC-year grouping expressed in Equation (8) thatwas the expected change in accounts
receivables for a given change in sales. The defits of variables are the same as for
Equations (4) and (6).

AREG, =a+ K\REY +&, 8)

The estimates of the industry-specific parametgesanda, in each two-digit SIC-year

grouping are those obtained from the original Jonedel as expressed in Equation (5).

4) Cross-sectional Lagged Model

Accruals by definition reverse through time and bB®s persistent than cash flows.
However, a certain proportion of accruals is predile based on the previous year’s accruals.
Similar to Chambers (1999), based on the adapteesJmodel, Dechow et al. (2003) add the
lagged value of total accrualsa@TA to the adapted Jones model to capture the padudiect

13 Different from prior studies, Dechow et al. (20@®&) not scale the intercept by lagged total as3éiis is because they
were interested in comparing the explanatory paviéour discretionary accruals models (i.e., thedified Jones model,
the adapted Jones model, the lagged model, arfdrtard-looking model) while not estimating nonatistionary accruals.
Contrary to Dechow et al. (2003), this study isriested in the estimation of non-discretionary aalsrvather than the
explanatory power of the models. Consistent withater non-discretionary accruals models (e.g.Jtnes model and the
modified Jones model), this study scales the ipferby lagged total assets in the three non-discraty accruals models
that were developed by Dechow et al. (2003).

217 -



component, which is called the lagged model. Asrdisonary accruals equal total accruals
minus estimated non-discretionary accruals, themastéd non-discretionary accruals of a

cross-sectional lagged model are estimated asisilo
NDA, = a(1/Assets_ )+ 1+ 0 REVA REG+ ,aPPE ,alag 9)
whereLagTA, is the lagged value of scaled total accruals fon fi year t. The definitions of

other variables are the same as for Equations (@),and (7). The estimates of the

industry-specific parameters,,a,,a,anda, are generated using the following model for
each two-digit SIC-year grouping:

TA, =a,(1/Assets_)+a A REV+a, PPEta, LagTAg, (10)
a,,a,,a;anda, denote the OLS estimations of the coefficients eomed.

5) Cross-sectional Forward-Looking Model

Dechow et al. (2003) argue that accruals by thatume are designed to smooth the
reporting of financial transactions. They addedemasure of future sales growtBR_REY to
the lagged model to identify the misclassificatiaspect of accruals in the Jones model,
creating the forward-looking model. Thus, the eated non-discretionary accruals of the

cross-sectional forward-looking model are estimagdbllows:

NDA, = 3(1/ Assets. )+ A1+ J& REV-A REQ+ ,a PP

(11)
+a,LagTA + g GR. REY

whereGR_ REY,is the change in sales from the current year tonte year, scaled by

current sales for firm i year t. The definitionsather variables are the same as for Equations
(4), (6), (7) and (9). The estimates of the induspecific parameters,, a,,a,,a,anda, are
generated using the following model for each twgitdsIC-year grouping:

TA, =a,(1/Assets_)+a A REV+a, PPEta, LagTAa, GR REVs, (12)

6) Cross-sectional Modified Jones Model with Booliarket Ratio and Cash Flow
from Operations

Larcker and Richardson (2004) added the book-td«etaatio 8M) and cash flow from

operations CFO) to the modified Jones model to mitigate measurgneerors associated

-18 -



with discretionary accrual8M controls for expected growth in operations, whHi&O
controls for current operating performance. Larcked Richardson (2004) noted that their
model outperforms the modified Jones model. Sinseretionary accruals equal total
accruals minus estimated non-discretionary accrttasestimated non-discretionary accruals
of the cross-sectional modified Jones model witbksm-market ratio and cash flow from

operations are estimated as follows:
NDA, = g(1/Assels.)+ #A REV-A REG+ ,aPPE ,aBM ,aGF (13)
whereBM,  is the book-to-market ratio for firm i year t, whibook-to-market ratio equals the

book value of common equity to the market valuemhmon equity; andCFQ, is the cash

flow from operations scaled by end of year totaless for firm i year t. The definitions of
other variables are the same as for Equations () €). The estimates of the
industry-specific parameters, , a,,a,,a,anda, are generated using the following model for
each two-digit SIC-year grouping:

TA, =a,(1/Assets_)+a A REV+a, PPEta, BM+a, CRG &, (14)

7) Cross-sectional Modified Jones Model with Cutrgear ROA

Kothari et al. (2005) argued that the accrualsiiwhg that have experienced unusual
performance are expected to be systematically monzand thus firm performance is
correlated with accruals. Kothari et al. (2005) edidurrent-year ROA and prior-year ROA to
the modified Jones model as additional controls gerformance and especially extreme
performance, respectively. Following Kothari et €005), Jones et al. (2008) used the
modified Jones model with ROA to detect the assiocidbetween discretionary accruals and
fraudulent and restated earnings. Thus, the naretisnary accruals of the cross-sectional

modified Jones model with current-year ROA arenested as follows:

NDA, = a(1/Assets )+ dA REV-A REG+ ,aPPE ,aR( (15)
whereROA, is the return on assets for firm i year t, while tieturns on assets equals net

income before extraordinary items scaled by lagged assets. The definitions of other

variables are the same as for Equations (4) andT{& estimates of the industry-specific
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parametersa, , a,,a,anda, are generated using the following model for easb-digit
SIC-year grouping:

TA, =a,(1/Assets_)+a A REV+a, PPEta, RQAS, (16)

8) Cross-sectional Modified Jones Model with Pyaar ROA

Discretionary accruals of the cross-sectional medidones model with prior-year ROA
equal total accruals minus estimated non-discratipn accruals. The estimated

non-discretionary accruals of the cross-sectionadifired Jones model with prior-year ROA

are estimated as follows:

NDA, = a(1/Assets )+ dA REV-A REG+ ,a PPE ,a RO/ (17)
whereROA _, is the return on assets for firm i year t-1. Thénitons of other variables are

the same as for Equations (4) and (6). The estsnatethe industry-specific parameters

a,a,,a,anda, are generated using the following model for easlo-digit SIC-year

grouping:

TA, =a,(1/Assets_)+a A REV+a, PPEta, RQA+&, (18)
Accruals Quality

Dechow and Dichev (2002) argued that accruals shitidjust the recognition of cash
flow over time, so that the adjusted numbers (e@s)i are a better measure of firm
performance. Based on this notion, they developedva measure of accruals quality, which
is based on the past, current, and future cash flowvn operations. The original
Dechow-Dichev (hereafter DD) model is a firm-lew#he-series regression model which
requires that each firm has at least eight yeardabd to use in estimating firm-specific
parameters. However, since our sample period rm 20600 to 2007, we do not have a long
enough period of time-series data to meet this @afairement. Thus, consistent with Francis
et al. (2005), this study uses the cross-sectiDimaimodel. The cross-sectional DD model is
estimated for each two-digit SIC-year grouping wéthleast 20 observations in year t as

follows*:

1 In robustness tests, consistent with Dechow €28D3), we require at least 10 observations i &€-year grouping;
the results are quantitatively unchanged.
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TCA, =ay; +a,; CFQ,_,+a, CFQ +a,; CFQ, +¢&, (19)
whereTCA, is the total current accruals scaled by lagged tstsets for firm i year t, while

the total current accruals are calculated fromféHewing equation:

TCA, = (ACA, -ACL, -ACash, + ASTDEBT, )/ Assets , (20)
whereACA, is the change in current assets for firm i yeaA€L,, is the change in current
liabilities for firm i year t, ACash, is the change in cash for firm i year ASTDEBT, is the
change in short-term debt in current liabilities fiom i year t, Assets_,is the total assets for

firm i year t-1, andCFQ,,, is the cash flow from operations scaled by laggeal iassets for

t+r
firm i year t+7 (7r=-1, 0, 1). Consistent with Francis et al. (200&}cruals quality is

measured by the metridQ, =o(g),, which is the standard deviation of firm i's rasads

&, calculated over years t-4 through t. Larger steshd#eviations of residuals indicate

poorer accruals quality.

In summary, this study calculates earnings smogthime magnitude of cross-sectional
absolute discretionary accruals and standard dewngbf residuals as proxies for earnings
management and accruals quality. Based on thessunesawe use t-test (the Wilcoxon rank
sum test) to examine whether firms engage in lessigs management or have higher
accruals quality in the adoption period than thiyid the pre-adoption period. That is, less
earnings smoothing, a lower magnitude of crosseealt absolute discretionary accruals or
smaller standard deviations of residuals woulddats that firms engage in less earnings
management or have higher accruals quality in dop@on period, which will imply a higher

accounting quality after IFRS adoption.

4.2.2 Timely Loss Recognition

Prior studies suggest that the timely recognitidnlange losses is a sign of higher
accounting quality (Ball et al. 2000; Lang et &@08; Ball & Shivakumar 2005, 2006; Barth
et al. 2007, 2008). Barth et al. (2008) found firats which voluntarily adopt IFRS exhibit a
more timely recognition of losses (after contralifor potential incentives of voluntary IFRS
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adoption). However, as noted above, different fidanth et al. (2008), this study investigates
whether firms have a more timely recognition ofjatosses after IFRS adoption in the EU.
Thus, incentives for voluntary IFRS adoption do exist, since IFRS adoption is compulsory.
Based on prior research (e.g., Ball et al. 2000t s&hivakumar 2005, 2006; Barth et al.

2008), this study controls for potential incentivfes the timely recognition of large losses
without the incentives of voluntary IFRS adoptidore specifically, we run the logistic

regression expressed in Equation (21) to investigdtether firms in the 15 EU member

states have a more timely recognition of largedesdter IFRS adoption:
LNEG, =a,+a,POST + 8, EMY + 3, GROWTH+ 3, EISSUESB, LEV
+ B,DISSUE, + B; TURN + 3, CFQ+ S, AUD+ 3, NUMEX (21)

14 43
+ B XLIST, + B,CLOSE +>_ .., Countyy D" B, ,c Industry g,
k=1 =1

whereLNEG;; is an indicator variable that equals one for olesgwns of firms with annual
net income scaled by total assets less than -@&®,zero otherwise for firm i year t. The

definitions of other variables are the same a&fprations (1), (2) and (3).

A significant positive coefficient o?OST (i.e., a, >0) reveals that firms recognize

large losses in a timely manner more frequentlyhan adoption period than they did in the

pre-adoption period, which indicates higher accmgnguality in the adoption period.

4.3 Empirical Models

Besides using t-test (the Wilcoxon rank sum test)tésting the hypothesis, this study
constructs the following four multiple regressiondels to test our hypothesis:
1) IFRS Adoption and Managing Earnings toward Targets

Equation (3) examines whether firms engage amaging earnings toward targets less
after IFRS adoption in the EU.
2) IFRS Adoption and Cross-Sectional Absolute Discretionary Accruals

Prior studies (e.g., Becker et al. 1998; Reynold&ré&ncis 2000; Bartov et al. 2001;
Klein 2002; Lang et al. 2003, 2006; Cheng & Wadi@005; van Tendeloo & Vanstraelen
2005; Wang 2006; Bowen et al. 2008) document tiratsf discretionary accruals are

affected by factors such as firm size, financialelage, sales growth, cash flow from
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operations, auditors, reported negative earnings,ceoss-listing in the US. After controlling
for these potential factors of discretionary aclksuahis study constructs the multiple
regression model expressed in Equation (22) tooegthe relationship between the effects of
IFRS adoption and cross-sectional absolute disecraty accruals:

IDA | =a, +a,POST, + B, SIZE + 3, Leverage- B, GROWTH S, GF

+B,AUD, + B,LOSS + 23, xuswi@” Country &, (22)
k=1

where |DA;;| is the magnitude of cross-sectional absolute eisgrary accruals for firm i
year t. This study uses eight cross-sectional absaliscretionary accruals that are estimated
from the eight discretionary accruals models farheiavo-digit SIC-year grouping as proxies
for dependent variables, respectively. That|3Ai|;m is the magnitude of the absolute
discretionary accruals estimated by the crossa®ti Jones model for each two-digit
SIC-year grouping for firm i year {DA {{wim is the magnitude of the absolute discretionary
accruals estimated by the cross-sectional modifmtks model for each two-digit SIC-year
grouping for firm i year t|DAi{|am is the magnitude of the absolute discretionary s
estimated by the cross-sectional adapted Joneslfaydeach two-digit SIC-year grouping
for firm i year t.|DA {|Luv is the magnitude of the absolute discretionarywads estimated
by the cross-sectional lagged model for each twa-&@IC-year grouping for firm i year t.
IDAi{|rum is the magnitude of the absolute discretionaryrumds estimated by the
cross-sectional forward-looking model for each wgit SIC-year grouping for firm i year t.
|IDA t|mam+smcro IS the magnitude of the absolute discretionaryruads estimated by the
cross-sectional modified Jones model with book-toket ratio and cash flow from
operations for each two-digit SIC-year grouping fom i year t. |DA t|miv+croa iS the
magnitude of the absolute discretionary accrualsnased by the cross-sectional modified
Jones model with current-year ROA for each twotd®JIC-year grouping for firm i year t.
|DAi t|mam+proa IS the magnitude of the absolute discretionaryrusds estimated by the
cross-sectional modified Jones model with priorryB®A for each two-digit SIC-year
grouping for firm i year tPOST; is an indicator variable that equals one for ols@wns in
the adoption period (2005 to 2007), and zero otlsen8I1ZE; is the natural logarithm of end

of year sales in millions of US dollars for firmyear t.Leverageg is the end of year total
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liabilities divided by end of year total assets fiom i year t.LOSS; is an indicator variable
that equals one for observations of firms with ainomet income less than 0, and zero
otherwise for firm i year t. The definitions &ROWTH;, CFG;, AUD;;, XLIST; and

Countryare the same as for Equations (1) and (2).

A significant negative coefficient d?OST; (i.e.,a, <0) indicates that firms have lower

cross-sectional absolute discretionary accrualthé adoption period than they do in the
pre-adoption period. That is, firms engage in leasnings management in the adoption
period, which should indicate higher accountingligyan the adoption period.
3) IFRS Adoption and Accruals Quality

Prior studies identify the following five innatectars that affect accruals quality: firm
size, the magnitude of cash flow from operationatdy, the magnitude of sales volatility,
the length of the operating cycle, and the incigenfcreporting negative earnings (Dechow &
Dichev 2002; Francis et al. 2005). After contrallifor these innate factors of accruals quality,
this study constructs the multiple regression medgkessed in Equation (23) to explore the
association between IFRS adoption and accrualstygual

AQ, =a,+a,POST, + B, LnTA+Bo( CFP, +Bo( Salps

14 (23)
+[,0perCycle + 5, NegEarn+ Z,GM Country g,
k=1

whereAQ;; is the standard deviation of the residual for firgear t, calculated over the past
five years (i.e., year t-4 through year t), andimn’t residuals are estimated by the
cross-sectional DD model for each two-digit SIC+ygeouping. GreateAQ means a wider

deviation of residuals and a lower quality of aedsuPOST; is an indicator variable that
equals one for observations in the adoption pe(iiD5 to 2007), and zero otherwise for

firm i year t.LnTAis the natural logarithm of end of year total é&ss@ millions of US dollars

for firm i year t. o(CFO),,is the standard deviation of cash flow from operaifor firm i

year t, calculated over the past ten year¢Saley,  is the standard deviation of sales for firm

I year t, calculated over the past ten years. Goersi with Francis et al. (2005), we require at

least five observations in each rolling 10-year dow when we calculates(CFO),, and
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o(Saleg;, . OperCycle; is the natural logarithm of a firm’s operating leyfor firm i year t,

where the operating cycle equals the sum of tumaolgs for accounts receivables and
inventoriesNegEarn; is the incidence of negative earnings over the fgasyears for firm i

yeart.

A significant negative coefficient dAROST; (i.e.,a, <0) indicates that firms have a

lower standard deviation of residuals in the adopperiod than they do in the pre-adoption

period, which indicates higher accruals qualityhi@ adoption period.

V.EMPIRICAL RESULTS

5.1 Summary Satistics
1) Distribution of Firm-year Observations

Table 1 presents the distribution of firm-year aliagons. Panel A of Table 1 shows the
distribution by country and year, based on the ntade of cross-sectional absolute
discretionary accruals estimated by the crosseelti Jones model for each two-digit
SIC-year groupinly. There are 21,955 total firm-year observationshi@a 15 EU member
states from 2000 to 2007. More specifically, thare 12,837 (58.47%) in the pre-adoption
period (2000 to 2004) and 9,118 (41.53%) in thepda period (2005 to 2007). Panel A of
Table 1 also shows that the total firm-year obdesaa per country range from 126
observations for Luxembourg to 6,676 (30.41%) olkseyns for the UK. The firm-year
observations in France and Germany are 3,689 (%9.80d 3,290 (14.99%), respectively.

Panel B of Table 1 presents the distribution ahfiyear observations by Fama-French
(1997) industry classification. It shows that theme 12,040 firm-year observations to
calculate earnings smoothing, managing earningsartwtargets, and timely loss
recognitiort®. Precious metals (Gold) has the smallest numbesbsg&rvations (i.e., 21 or

0.17%), while business services (BusSv) has tlgesamumber (i.e., 1482 or 12.31%).

15 Note that the firm-year observations by countrgt gear are different based on different magnituafesoss-sectional
absolute discretionary accruals, and the same as wdiculating the accounting quality indicatorgafhings smoothing,
managing earnings toward targets, and timely lessgnition. We just use the magnitude of crossieealt absolute
discretionary accruals estimated by the crossemaitilones model for each two-digit SIC-year grogps an example.

18 |n order to calculate the accounting quality irdirs of earnings smoothing, from Equation (1) éfdve can see that it
requires each firm survives in 2000 to 2007. Ireotliords, Equation (1) and (2) by nature are tiewes regression model,
which largely reduce the sample size. Thus, tme-fiear observations are different based on diftemenounting quality
indicators.
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Insert Table 1 here

2) Descriptive Statistics of Test and Control Variables

Table 2 presents descriptive statistics for relatmiables. Panel A of Table 2 shows the
test and control variables on earnings smoothingnaging earnings toward targets, and
timely loss recognition. Regarding test variabthsre is a significant difference in the change
in net incomes NI ) between the pre-adoption period and the adop@riod (the mean and
median are both significant at the 1% level). Thange is significantly larger in the adoption
period, which could be a sign of a higher growtlpiaofits. However, the change in cash flow
from operations ACFO) is not significantly different. Firms manage aags toward small
positive amounts SPOS less frequently in the adoption period than ttaty in the
pre-adoption period (the mean and median are bigthifisant at the 1% level), which
indicates that firms engage in managing earninggtd targets less during the adoption
period. This result is consistent with our hypoteeblowever, firms recognized large losses
(LNEG) in a timely manner less frequently in the adaptjeriod than they did in the
pre-adoption period (the mean and median are bgtiifisant at the 1% level), which is not
consistent with the hypothesis. Regarding conteslables, the results show that firms have
larger sizesEMV); greater sales growtltsROWTH and debt issue®(SSUB; lower equity
issues EISSUB, asset turnover rate$YRN), cash flow from operation<CFO) and shares
held closely by insidersCLOSH in the adoption period than they do in the prepdibn
period. There is no significant difference in fical leveragel(EV), Big 4/5 auditorsAUD),
the number of exchanges listing the firldUMEX) and cross-listing in the USXLIST)
between the pre-adoption period and the adoptidoghe

Panel B of Table 2 presents the variables usedsimating the magnitude of the
cross-sectional absolute discretionary accrual®e fdsults show that total accrualBA),
changes in salesAREV), changes in accounts receivabl@REC), lagged total accruals
(LagTA), future growth ratesSGR_REY, cash flow from operation&EO), current-year ROA
(ROA and prior-year ROAROA.;) are all significantly higher in the adoption petithan in
the pre-adoption period, while lagged total asg&tfssety gross properties, plants and
equipments PPE); and book-to-market ratio8i) are significantly lower in the adoption
period than in the pre-adoption period.
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Panel C of Table 2 reports the variables usedencticulation of accruals quality. The
results show that total current accrual€A) is significantly higher while future cash flow
from operations @FQG.1) is lower in the adoption period than in the pdejation period.
There is no significant difference in past cashvffoom operations@FQ:.;) and current cash
flow from operationsCFQ,) between the adoption period and the pre-adop@riod.

Panel D of Table 2 shows the descriptive statistidhe test and control variables for the
estimates of cross-sectional absolute discretioaacyuals in respect to IFRS adoption. The
eight different magnitudes of cross-sectional altsodiscretionary accrual$DA|) are all
significantly lower in the adoption period than time pre-adoption period (the mean and
median are both significant at the 1% level), whictlicates that firms engage in earnings
management less during the adoption period. Tlasgltres consistent with the hypothesis.
Regarding control variables, firms have larger siZ81ZE), lower financial leverage
(Leverage, Big 4/5 auditors AUD) and negative reported earnindsOSS, higher sales
growth GROWTH and greater cash flow from operatio®@-Q) in the adoption period than
in the pre-adoption period. There is no significdifterence in cross-listings in the US
(XLIST) between the adoption period and the pre-ado@riod.

Panel E of Table 2 presents the descriptive Stist the test and control variables of
IFRS adoption on accruals quality. It shows thatdtandard deviation of firms’ residuafsQ)
is significantly lower in the adoption period thanthe pre-adoption period (the mean and
median are both significant at the 5% level), whitdicates that firms have a higher accruals
quality in the adoption period. This result is astent with the hypothesis. Regarding control

variables, firms have smaller sizdsnTA), and higher cash flow from operations volatility

(o(CFO)) and incidence of negative earnings realizatidtegEarr) in the adoption period

than in the pre-adoption period. There is no sigaift difference in sales volatilityo(Sale3)

and operating cycle lengtlOperCyblg between the adoption period and the pre-adoption
period.

Insert Table 2 here
5.2 Univariate Analysis

Table 3 presents a correlation matrix between IeB&tion and the test (explanatory)
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and control variables used in our analyses. Theeufipwer) triangle reports the Pearson
(Spearman) correlation coefficients. Panel A ofl&abreports the correlation matrix between
IFRS adoption and earnings smoothing, managingireggrioward targets, and timely loss
recognition. Regarding the change in net incom&NI(), as expected, a statistically
significant positive association betwe&xCFO and ANI is found (p=0.000)POST is
positively and significantly related fNl (p=0.000), which indicates that the change in net
income is significantly larger in the adoption jpeki Regarding the change in cash flow from
operations ACFO), there is no significant relation betweB®STandACFO. Regarding
managing earnings toward small positive amoul@B(9, as expected, a statistically
significant positive association betwe8ROSandPOSTis found (p=0.003), which indicates
that firms engage in managing earnings toward targss during the adoption period. This
result is consistent with the hypothesis. Regardimgly loss recognitionL(NEG), contrary
to the prediction, a statistically significant ngga association betweedNEG and POST
(p=0.000) is found, which indicates that firms rgaize large losses in a timely manner less
frequently during the adoption period. This resitot consistent with the hypothesis.

Turning to managing earnings toward targ&R@Q$ and control variables, we find that
firms with higher sales growtltGROWTH, asset turnover rate$ RN and cash flow from
operations CFO) engage in managing earnings toward targets Vesi$e firms with higher
financial leveragel(EV) engage in managing earnings toward targets méeedo not find a
significant relation between firm sizENIV), equity issuesEISSUB, debt issuesISSUB,
Big 4/5 auditors AUD), number of exchange listingdNJMEX), cross-listing in the US
(XLIST), shares closely held by inside@LOSH andSPOS

Regarding timely loss recognitiobNEG) and control variables, we find that firms with
larger sizesgEMV), greater sales growtliscROWTH, debt issuing@ISSUB, cash flow from
operations CFO), and Big 4/5 auditorsAUD) are less likely to recognize losses in a timely
manner, while firms with higher equity issuingl§SUB are more likely to do so. We do not
find a significant association between financiakelage LEV), asset turnover rate$ RN,
number of exchange listingBlUMEX), cross-listing in the USXLIST), shares closely held
by insiders CLOSE andLNEG.

Panel B of Table 3 presents the correlation mabetween IFRS adoption and
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cross-sectional absolute discretionary accrualshdtws that eight different magnitudes of
cross-sectional absolute discretionary accry&l\|j are highly correlated (i.e., most of the
Pearson correlation coefficients are greater th&@0)0 As expected, we find that the
correlations between the eight different magnituadfesross-sectional absolute discretionary
accruals |DA|) andPOSTare all significantly negative at the 1% level,igrhindicates that
firms engage in earnings management less duringattoption period. These results are
consistent with our hypothesis. Regarding crostiesed absolute discretionary accruals
(IDA]) and control variables, a]DA| are negatively and significantly related to firnzesi
(SIzB), cash flow from operation<CFO) and Big 4/5 auditorsAUD) at the 1% level|DA|
are positively and significantly related to finaaldieveragel(everag¢ at the 1% or 5% level.
|IDA| are all positively and significantly related to esalgrowth GROWTH and negative
reported earningd.©OSS at the 1% level. This means that firms with largige, higher cash
flow from operations, and are audited by Big 4/%litars engage in earnings management
less, while firms with higher financial leveragales growth and negative reported earnings
engage in more earnings management. A negativeorelaetweeriDA| and cross-listing in
the US KLIST) is found, but it is not statistically significant

Panel C of Table 3 presents the correlation métetween IFRS adoption and accruals
quality. As expected, we find that the associabetween the standard deviation of a firm’s
residuals AQ) andPOSTis significantly negative (p=0.027), which indieatthat firms have
higher accruals quality in the adoption period.sTtasult is consistent with our hypothesis.
Regarding the standard deviation of a firm’s reaidAQ) and control variables, as expected,

AQ is negatively and significantly related to firm esig.nTA) at the 1% level. AlIAQ are

positively and significantly related to cash floverh operations volatility §(CFO)), sales

volatility (o(Saleg), the length of operating cycle©gerCybl¢ and the incidence of

negative earnings realizationdggEarr at the 1% level. The results demonstrate thgelar
firms have higher accruals quality, while firms hvihigher cash flow from operations
volatility and sales volatility, longer operatingates, and more frequently reported negative
earnings have lower accruals quality.

Insert Table 3 here
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5.3 Empirical Results
5.3.1 Univariate Results

Table 4 presents the univariate analysis result&RE adoption on accounting quality.
Panel A of Table 4 shows the univariate result$=&fS adoption and earnings smoothing.

Contrary to the prediction, there is a significdetrease in the variability of change in net

incomes @ANI") in the adoption period (the mean and median atie &ignificant at the 1%

level), which implies that earnings smoothing irses after IFRS adoption. That is, a lower

accounting quality. Consistent with the predictiaien controlling for the variability driven

by cash flows from operations, the variability dfange in net incomesAfI™) over the

variability of change in cash flow from operatiof&CFO') is larger during the adoption

period than in the pre-adoption period—that is, tiean difference is marginally significant
at the 10% level (not tabulated). However, the mwedlifference is significantly positive at
the 1% level (p-value = -3.21). Overall, the resuf two earnings smoothing measures
suggest that accounting quality is not improveeraffRS adoption, which is not consistent
with our hypothesis.

Panel B of Table 4 provides the univariate resefit6RS adoption and the magnitude of
cross-sectional absolute discretionary accrualdfei@nt from prior studies (e.g., van
Tendeloo & Vanstraelen 2005), this study applieghieiestimated discretionary accruals
models that have been widely used in prior studis.expected, the eight different
magnitudes of cross-sectional absolute discretjoaecruals are all statistically significantly
lower in the adoption period than in the pre-admpfperiod (the mean and median are both
significant at the 1% level), which indicates thahs engage in earnings management less in
the adoption period. These results are consistihttiae hypothesis.

Panel C of Table 4 reports the univariate result$-BS adoption and accruals quality.
As predicted, the standard deviation of firms’ desils as estimated by the cross-sectional
DD model is lower in the adoption period than ire thre-adoption period (the median
difference is significant at the 10% level; the mekifference is negative as predicted, but it
is not significant), which indicates that firms leakigher accruals quality in the adoption
period. This result is consistent with the hypothies
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Insert Table 4 here
5.3.2 Multiple Regression Analysis

In this section, we provide further evidence of éffiect of IFRS adoption on accounting
quality after controlling for other factors. Follawg prior studies (Lang et al. 2006; Barth et
al. 2007, 2008), in the multiple regression analydimanaging earnings toward targets and
timely loss recognition, we report ordinary leagtiagres (OLS) estimation results rather than
logistic estimation results since Greene (1993pntspthat logistic models are extremely
sensitive to the effects of heteroskedasticity. sThthis study reports OLS coefficient
estimates  for  multiple  regression models and istted based on
heteroskedasticity-consistent standard errors.

1) IFRS Adoption and Managing Earnings toward Tésge

Table 5 presents the OLS regression results of IBB&tion on managing earnings
toward targets. We control for industry and courfired effects in all models, but for the
sake of brevity, the results of industry and copndummies are not reported. After
controlling for potential factors of managing eags toward targets, as expected, we find a
significantly negative association between managagings toward small positive amounts
(SPO$ and IFRS adoptionPOST) in both time-series data (t=-2.05, p<0.05, twiteth and
cross-sectional data (t=-2.21, p<0.05). The results indicate that firemgage in managing
earnings toward targets less during the adoptiomnoghe which is consistent with our
hypothesis.

Regarding control variables, firm sizZ€N]V) is significantly negatively associated with
SPOS suggesting that larger firms engage in managengiegs toward targets less. The
association between sales growBROWTH and $0OSis significantly negative at the 10%
and 1% level for time-series and cross-sectiontd, daspectively. The association between
financial leveragel(EV) and $OSis significantly positivewhile that between asset turnover

rates TURN and $0Sis negative, both as predictedPSSis positively and significantly

7 As noted above, the Equation (1) and (2) thatiaeel to calculate earnings smoothing by naturéraeeseries

regression model. This study uses time-seriestda®amine the association between IFRS adoptiomemhging earnings
toward targets in order to keep consistent withddia that has been used in the calculation ofreggrsmoothing. However,
the sample size of time-series data is relativeiglsand the survivorship bias inevitably existsotder to obtain more
generlizable result, this study also reports tiseltehat based on the cross-sectional data, whigely enhances the sample
size and avoids the survivorship bias. This methaois also applied to IFRS adoption and timelysloscognition.
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related to debt issuindd(SSURB at the 1% level (time-series data is not sigaifi}. FYOSis
negatively and significantly related to cash flownh operations GFO) at the 1% level
(cross-sectional data is not significantp.G3Sis positively and significantly related to Big 4/5
auditors AUD) at the 5% level (time-series data is not sigaiit}. We do not find a
significant relation between equity issueSISSUB, the number of exchange listings
(NUMEX), cross-listing in the USXLIST) andSPOS

Insert Table 5 here
2) IFRS Adoption and Cross-Sectional Absolute Rismnary Accruals

Table 6 presents the OLS regression results of i&Rfption on cross-sectional absolute
discretionary accruals. We control for country @éixeffects in all models, but for the sake of
brevity, the results of country dummies are nobregd. After controlling for potential factors
of discretionary accruals, as expected, we findt thaght different magnitudes of
cross-sectional absolute discretionary accryBla|j andPOSTare all significantly negative
at either the 1% or the 5% level, which indicatest firms engage in earnings management
less in the adoption period. These results areistems with the hypothesis.

Regarding control variables, §DA| are negatively and significantly related to firmesi
(SIZE) and cash flow from operation€FO) (with the exception ofDA|_u, |DAJrLm and
|IDA|mam+smcro) at the 1% level, which indicates that firms widinger size and greater cash
flow from operations have lower cross-sectionaloélie discretionary accruals or less
earnings management. ADA| are positively and significantly related to finaacieverage
(Leverage, sales growthGROWTH and negative reported earning©OSS at the 1% level,
which indicates that firms with more financial lexge, greater sales growth, and negative
reported earnings would have higher cross-sectiabsblute discretionary accruals or more
earnings management. A negative relation betyeéhand Big 4/5 auditorsAUD) is found,
but it is not statistically significant (with thex@eption of|DA|wim+smcro), suggesting that
clients of Big 4/5 auditors have lower cross-sewloabsolute discretionary accruals to a
certain extent. We do not find a significant redatbetweer)DA| and cross-listing in the US
(XLIST).

Insert Table 6 here
3) IFRS Adoption and Accruals Quality
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Table 7 presents the OLS regression results of I&&sption on accruals quality. We
control for country fixed effects in the model, liot the sake of brevity, the result of country
dummies are not reported. After controlling forata factors of accruals quality, as expected,
we find a significantly negative association betwdbhe standard deviations of a firm’s
residuals AQ) and IFRS adoptionPOST) (t=-6.25, p<0.01). This result indicates thamfsr
have higher accruals quality in the adoption perkiich is consistent with our hypothesis.
Regarding control variables, as expect&@,is negatively and significantly related to firm

size (nTA) at the 1% levelAQ are all positively and significantly related to lkedtow from

operations volatility &(CFO)), sales volatility g(Saleg), the length of operating cycles

(OperCyblg and the incidence of negative earnings realinatiplegEarr) at the 1% level.
These results suggest that firms with larger dmeer cash flow from operations volatility
and sales volatility, shorter operating cycles bsd reported negative earnings have higher
accruals quality.

Insert Table 7 here
4) IFRS Adoption and Timely Loss Recognition

Table 8 presents the OLS regression results of [&Rfption on timely loss recognition.
We control for industry and country fixed effeatsall models, but for the sake of brevity, the
results of industry and country dummies are nobregl. After controlling for potential
factors of timely loss recognition, contrary to frediction, we find a significantly negative
association between timely loss recognititNEG) and IFRS adoptionPOST) in both
time-series data (t=-3.06, p<0.01) and cross-seatiolata (t=-7.36, p<0.01). The results
indicate that firms recognize large losses in aelymmanner less frequently during the
adoption period, which is not consistent with oypdthesis.

Regarding control variables, firm siZéMV) is significantly negatively related tdNEG,
suggesting that larger firms less frequently re@ayarge losses in a timely manner. The
association between sales gron@ROWTH andLNEG is significantly negative at the 5%
level (cross-sectional data is not significahf)lEG is positively and significantly related to
equity issuing EISSUB at the 5% level (time-series data is not sigaiii. LNEG is

negatively and significantly related to debt isgu{PISSUB and cash flow from operations
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(CFO) at the 1% level. The association between the murobexchange listingdNUMEX)
andLNEG is significantly positive, as predicted (crosstgetl data is not significant). We
do not find a significant relation between finahdeverage (EV), asset turnover rates
(TURN), Big 4/5 auditorsAUD), cross-listing in the USXLIST) andLNEG.

Taken as a whole, the empirical results of thighsteveal that the majority of indicators
of accounting quality improved after IFRS adoptianthe 15 EU states. That is, there are
fewer incidences of managing earnings towardsgetaa lower magnitude of cross-sectional
absolute discretionary accruals, and higher acergadlity. However, our study results also
indicate that firms engage in more earnings smagthlind recognize large losses in a less
timely fashion in the adoption period.

Insert Table 8 here
5.4 Robustness Tests

As noted earlier, consistent with Francis et &00&), we require at least 20 observations
in each two-digit SIC-year grouping to calculate@mting quality indicators. However,
some prior studies relax this requirement, reqgiwmly 10 observations in each two-digit
SIC-year grouping (e.g., Dechow et al. 2003). Dibeslarger sample size affect our results?

Some prior studies argue that using an interceparious discretionary accruals models
is an additional control for heteroskedasticityg(eKothari et al. 2005; Jones et al. 2008).
Will the results change when an intercept is inetlich the discretionary accruals model?

Panel A of Table 1 shows that the firm-year obs@ma in the UK, France and
Germany account for 62.20% (i.e., 13,655/21,955heftotal firm-year observations in this
study. Will the results change if we include orthe tUK’s, France’s and Germany’s publicly
listed companies?

The pre-adoption period (2000 to 2004) and the @oloperiod (2005 to 2007) are not
symmetric. Will the results change if we use symiogteriods (i.e., 2002 to 2004 vs. 2005 to
2007)?

Some firms voluntarily adopted IFRS or U.S. GAAPptepare financial statements in
the pre-adoption period (2000 to 2004). There vgerae full IFRS adopters and some patrtial
IFRS adopters (Daske et al. 2007; Kim & Shi 2007 we exclude these firms, will the
empirical results change?
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Consistent with Barth et al. (2008), this studyludes financial institutions in
calculating the accounting quality indicators ofrréags smoothing, managing earnings
toward targets, and timely loss recognition. Wl tresults change if we exclude financial
institutions?

Due to the fact that data on closely held shaté<OSH of many firms are not available
in the Worldscope dataset, this variable is noluighed in our main tests. If we include this
variable in the regression models, will the rescittange?

We run a number of robustness tests to answerhitneeagquestions. Overall, the results
are virtually unchanged. For the sake of brevitygse robustness test results are not

presented.

V1. CONCLUDING REMARKS

The unique EU setting provides us with a great dppdy to investigate the
relationship between accounting quality and IFR8péidn. Our study generates evidence
that the adoption of IFRS has a moderate positiyeact on accounting quality. IFRS may
reduce earnings management by limiting opportunistnagement discretion in determining
accounting amounts, but we argue that a changeauating standards alone does not
eliminate earnings management incentives. If firms&nagement have strong earnings
management incentives, they may still opporturadliycinterpret and implement IFRS to
achieve the desired accounting numbers. As a rehahging accounting standards may not
enhance accounting quality. Our results suppost tiotion. We find evidence that earnings
management still exists in financial reporting aftee adoption of IFRS by our sample firms
in the EU. An inference of our results to the U&teat suggests that the replacement of US
GAAP with IFRS would not necessarily increase aotiog quality.

We recognise that there might be other factors toatd influence our results. For
example, IFRS are superior to some national stasgddout may not be better than other
domestic standards in our sample countries. Alsmescountries may have harmonized their
accounting standards with IFRS before 2005. Wendittest these factors directly, which

may be a limitation of this study.
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TABLE 1

Distribution of Firm-Year Observations

Panel A: Distribution of Firm-Year Observations by Country and Year

Country 2000 2001 2002 2003 2004 2005 2006 2007 Total
Austria 35 40 41 46 48 55 55 60 380
Belgium 52 53 63 71 68 76 84 76 543
Denmark 80 78 94 103 90 92 86 82 705
Finland 88 96 108 114 113 109 109 105 842
France 397 449 498 513 497 498 472 365 3,689
Germany 263 306 410 434 443 475 489 470 3,290
Greece 24 66 59 68 72 190 197 201 877
Ireland 26 28 31 32 34 39 38 42 270
Italy 111 127 154 154 164 177 182 181 1,250
Luxembourg 10 13 14 18 16 18 18 19 126
Netherlands 126 123 133 134 137 135 127 115 1,030
Portugal 27 32 44 48 44 40 41 36 312
Spain 1 4 11 12 14 87 88 86 303
Sweden 134 149 228 229 237 236 235 214 1,662
United Kingdom 732 814 844 824 844 886 935 797 6,676
Total 2,106 2,378 2,732 2,800 2,821 3,113 3,156 2,849 9581,

Panel B: Distribution of Firm-Year Observations by Fama-French (1997) Industry

Classification
_Short . . Firm-year oﬁ‘)?‘rircﬁn-?gaer
industry Longindustry name Four-digit SIC codes : :
observations observations
name
(%)
Agric Agriculture 0100-0799, 2048-2048 86 0.71
Food Food Products 2000-2046, 2050-2063, 2070-2079, 201 1.67
2090-2095, 2098-2099
Soda Candy and Soda 2064-2068, 2086-2087, 2096-2097 95 0.79
Beer Alcoholic Beverages 2080-2085 127 1.05
Toys Recreational Products 0900-0999, 3650-36522-3732, 87 0.72
3930-3949
Fun Entertainment 7800-7841, 7900-7999 226 1.88
Books Printing and Publishing 2700-2749, 2770-2799 224 1.86
Hshld Consumer Goods 2047-2047, 2391-2392, 2510;251 309 2.57

2590-2599, 2840-2844, 3160-3199,
3229-3231, 3260-3260, 3262-3263,
3269-3269, 3630-3639, 3750-3751,
3800-3800, 3860-3879, 3910-3919,
3960-3961, 3991-3991, 3995-3995
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Percentage

ﬁ]hdour;try Long industry name Four-digit SIC codes Firm—yc_aar of firm-year
name observations observations
(%)
Clths Apparel 2300-2390, 3020-3021, 3100-3111, 113 0.94
3130-3159, 3965-3965
Hith Healthcare 8000-8099 58 0.48
MedEq Medical Equipment 3693-3693, 3840-3851 191 591.
Drugs Pharmaceutical Products 2830-2836 170 1.41
Chems  Chemicals 2800-2829, 2850-2899 278 231
Rubbr Rubber and Plastic Products 3000-3000, 305@-3 141 1.17
Txtls Textiles 2200-2295, 2297-2299, 2393-2395, 206 1.71
2397-2399
BldMt  Construction Materials 0800-0899, 2400-242850-2459, 407 3.38
2490-2499, 2950-2952, 3200-3219,
3240-3259, 3261-3261, 3264-3264,
3270-3299, 3420-3422, 3446-3452,
3490-3499, 3996-3996
Cnstr Construction 1500-1549, 1600-1699, 1700-1799 455 3.78
Steel Steel Works, Etc. 3300-3369, 3390-3399 160 33 1.
FabPr Fabricated Products 3400-3400, 3443-3444-3489 48 0.40
Mach Machinery 3510-3536, 3540-3569, 3580-3599 606 5.03
ElcEq Electrical Equipment 3600-3621, 3623-36231(BB646, 159 1.32
3648-3649, 3660-3660, 3691-3692,
3699-3699
Autos Automobiles and Trucks 2296-2296, 2396-2394,0-3011, 329 2.73
3537-3537, 3647-3647, 3694-3694,
3700-3716, 3790-3792, 3799-3799
Aero Aircraft 3720-3729 69 0.57
Ships Shipbuilding, Railroad Equipmer¥730-3731, 3740-3743 24 0.20
Gold Precious Metals 1040-1049 21 0.17
Mines Nonmetallic Mining 1000-1039, 1060-1099, 140199 46 0.38
Enrgy Petroleum and Natural Gas 1310-1389, 2900-22990-2999 78 0.65
util Utilities 4900-4999 208 1.73
Telem Telecommunications 4800-4899 171 1.42
PerSv Personal Services 7020-7021, 7030-7039, 7209; 69 0.57
7215-7299, 7395-7395, 7500-7500,
7520-7549, 7600-7699, 8100-8199,
8200-8299, 8300-8399, 8400-8499,
8600-8699, 8800-8899
BusSv Business Services 2750-2759, 3993-3993, 7300Q; 1,482 12.31

7374-7394, 7397-7397, 7399-7399,
7510-7519, 8700-8748, 8900-8999
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Percentage

ﬁ]hdour;try Long industry name Four-digit SIC codes Firm—yc_aar of firm-year
name observations observations
(%)
Comps  Computers 3570-3579, 3680-3689, 3695-3695, 335 2.78
7373-7373
Chips Electronic Equipment 3622-3622, 3661-3679,038810, 395 3.28
3812-3812
LabEq Measuring and Control Equipme3®11-3811, 3820-3830 139 1.15
Paper Business Supplies 2520-2549, 2600-2639, 2699; 246 2.04
2760-2761, 3950-3955
Boxes Shipping Containers 2440-2449, 2640-26590-F2P1, 57 0.47
3410-3412
Trans Transportation 4000-4099, 4100-4199, 420429 409 3.40
4400-4499, 4500-4599, 4600-4699,
4700-4799
Whlsl Wholesale 5000-5099, 5100-5199 850 7.06
Rtail Retail 5200-5299, 5300-5399, 5400-5499, 497 4.13
5500-5599, 5600-5699, 5700-5736,
5900-5999
Meals Restaurants, Hotel, Motel 5800-5813, 5890058900-7019, 208 1.73
7040-7049, 7213-7213
Banks Banking 6000-6099, 6100-6199 277 2.30
Insur Insurance 6300-6399, 6400-6411 166 1.38
RIEst Real Estate 6500-6553 568 4.72
Fin Trading 6200-6299, 6700-6799 1,049 8.71
Total 12,040 100.00
Notes:
Panel A:

Annual financial statement data of publicly lisfedhs of the 15 EU member states from 2000 to 28@&bbtaine(
from the Worldscope dataset. The firm-year obse@matby country and year are based on the magnitiide
cross-sectional absolute discretionary accrual$ ihaestimated by the cross-sectional Jones mdaleleact
two-digit SIC-year grouping.

Panel B:

The firm observations in each Fama-French (199d@)istry classification are based on the follegviaccountin
quality metrics earnings smoothing, managing earnings towardetaygnd timely loss recognition, which are fi
Barth et al. (2008). Consistent with Francis et(2005), we require at least 20 observations irh deamaFrenct
(1997) industry classification, which remains 44rfaaFrench (1997) industries.

-43 -



TABLE 2
Descriptive Satistics

Panel A: Variables Used in Tests on Ear nings Smoothing, Managing Ear nings toward Tar gets, and Timely L oss Recognition

Pre-adoption period (n=7,525) Adoption period (n=4,515)

M ean Median Sd Dev Q1 Q3 M ean Median Sd Dev Q1 Q3
Test variables
ANI 0.002 0.003 0.093 -0.014 0.019 0.011 0.008" 0.074 -0.005 0.028
ACFO 0.005 0.004 0.083 -0.028 0.039 0.005 0.003 0.073 0240 0.034
SPOS 0.094 0.000 0.292 0.000 0.000 0.078 0.000™ 0.269 0.000 0.000
LNEG 0.032 0.000 0.177 0.000 0.000 0.020 0.000™ 0.141 0.000 0.000
Control variables
EMV 5.259 5.160 1.925 3.840 6.527 5.937 5.865 1.949 4534 7.301
GROWTH 11.738 5.557 38.421 -3.114 17.619 12.420 g7762  27.959 1.714 17.897
EISSUE 0.064 0.000 0.367 0.000 0.008 0.047 0.000 0.311 0.000 0.009
LEV 2.156 1.328 3.229 0.652 2.367 2.134 1.300 3.405 440.6 2.295
DISSUE 0.140 0.032 0.543 -0.083 0.190 0.176 0.066 " 0.555 -0.050 0.236
TURN 1.017 0.976 0.693 0.496 1.417 0.988 0.947 0.667 0.495 1.383
CFO 0.063 0.065 0.088 0.017 0.113 0.059 0.062" 0.092 0.017 0.104
AUD 0.711 1.000 0.453 0.000 1.000 0.712 1.000 0.453 000.0 1.000
NUMEX 1.304 1.000 0.854 1.000 1.000 1.304 1.000 0.855 001.0 1.000
XLIST 0.008 0.000 0.089 0.000 0.000 0.008 0.000 0.089 000.0 0.000
CLOSE® 38.651 36.790 26.030 16.045 59.259 377478  34.996 26.556 14.260 57.200

18 CLOSEdata in some firms are not available in the Wadgie. Thus, number observation<chfOSEare 6,487 and 3,969 in the pre-adoption and aolopigriod, respectively.
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Panel B: Variables Used in the Calculation of the Magnitude of Cross-Sectional Absolute Discretionary Accruals

Pre-adoption period

Adoption period

N M ean Median Sd Dev Q1 Q3 N M ean Median Sd Dev Q1 Q3
TA 12,678 -0.059 -0.054 0.118 -0.103 -0.008 9,029 3%0 -0.031" 0.109 -0.076 0.012
1/Assets 12,678 0.000 0.000 0.000 0.000 0.000 9,029 0.000 0000. 0.000 0.000 0.000
AREV 12,678 0.101 0.050 0.313 -0.036 0.182 9,029 07150 0.086" 0.315 0.004 0.230
AREC 12,678 0.021 0.005 0.102 -0.022 0.044 9,029 0.043 0.019” 0.109 -0.006 0.065
PPE 12,678 0.567 0.464 0.437 0.210 0.833 9,029 0.554 0.438" 0.445 0.190 0.822
LagTA 11,726 -0.080 -0.053 1.038 -0.105 -0.004 8,525 0D.2 -0.039" 27.467 -0.086 0.007
GR_REV 10,382 0.072 0.039 0.282 -0.050 0.146 4,921 0148 0.096” 0.342 0.008 0.216
BM 11,545 0.741 0.603 0.571 0.350 1.002 8,257 0577 0.466" 0.448 0.287 0.750
CFO 11,545 0.054 0.070 0.125 0.010 0.123 8,257 0.057 0.070 0.125 0.010 0.125
ROA 12,238 -0.019 0.025 0.180 -0.027 0.061 8,833 0.012 0.038" 0.143 0.002 0.073
ROA; 12,291 -0.017 0.026 0.180 -0.024 0.063 8,824 0006 0.033" 0.152 -0.002 0.069
Panel C: VariablesUsed in the Calculation of Accruals Quality

Pre-adoption period (n=5,484) Adoption period (n= 3,266)

M ean Median Sd Dev Q1 Q3 M ean Median Sd Dev Q1 Q3
TCA 0.003 0.000 0.090 -0.035 0.037 0.012 0.009" 0.112 -0.034 0.054
CFO.1 0.079 0.082 0.091 0.035 0.126 0.078 0.082 0.101 330.0 0.132
CFO 0.078 0.082 0.081 0.037 0.124 0.076 0.080 0.092 300.0 0.126
CFOu1 0.080 0.083 0.090 0.038 0.127 0.069 0.073" 0.105 0.024 0.123
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Panel D: Variables Used in the Multiple Regression of IFRS Adoption on Cross-sectional Absolute Discretionary Accruals

Pre-adoption period

Adoption period

N M ean Median Sd Dev Q1 Q3 M ean Median Sd Dev Q1 Q3

Test variables

|DA,,, 12,837  0.077 0.048 0.090 0.021 0.098 9,118 0.070 0.044" 0.081 0.019 0.088
|DA,, 1 12,678  0.077 0.048 0.089 0.021 0.096 9,029 0.069 0.043" 0.080 0.019 0.088
|DA ., 12,678  0.077 0.048 0.089 0.021 0.097 9,029 0.069 0.044" 0.080 0.019 0.087
|DA 11,325  0.072 0.046 0.080 0.020 0.091 8,154 0.067 0.044" 0.074 0.019 0.085
DA, " 10,382  0.069 0.046 0.076 0.020 0.089 4,921 0.064 0.043" 0.069 0.019 0.082
IDAmsemero 11,545 0.082 0.058 0.085 0.027 0.106 8,257 0.071 0.048" 0.075 0.022 0.093
IDAsvscroa 12,238 0.074 0.048 0.084 0.021 0.093 8,833 0.068 0.044" 0.078 0.019 0.087
IDAovspron 12,291 0.076 0.048 0.088 0.021 0.095 8,824 0.068 0.044" 0.078 0.019 0.087
POST 12,837 0.000 0.000 0.000 0.000 0.000 9,118 1.000 1.000  000.0  1.000 1.000
Control variables

SIZE 12,837  5.047 4.961 2.030 3.619 6.443 9,118 5162 5.117" 2.066 3.712 6.587
Leverage 12,837  0.561 0.571 0.221 0.414 0.702 9,118 0548 0.559" 0.216 0.399 0.692
GROWTH 12,837 13.595 5.899 38.727 -4.010 20.020 9,118 19362 10.301"  40.184 1.817 23.959
CFO 12,837  0.053 0.069 0.136 0.007 0.124 9,118 0.056 0.069 0.142 0.008 0.126
AUD 12,837  0.618 1.000 0.486 0.000 1.000 9,118 0564 1.000” 0.496 0.000 1.000
LOSS 12,837  0.325 0.000 0.468 0.000 1.000 9,118 0:238 0.000" 0.426 0.000 0.000
XLIST 12,837  0.008 0.000 0.088 0.000 0.000 9,118 0.009 0.000  930.0 0.000 0.000
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Panel E: Variables Used in the Multiple Regression of IFRS Adoption on Accruals Quality

Non-adoption period (n= 5,496) Adoption period (n=3,189)

M ean Median Sd Dev Q1 Q3 M ean Median Sd Dev Q1 Q3
Test variables
AQ 0.085 0.065 0.070 0.042 0.104 0.082 0.062" 0.066 0.041 0.100
POST 0.000 0.000 0.000 0.000 0.000 1.000 1.000 0.000 001.0 1.000
Control variables
LnTA 5.870 5.745 2.083 4.318 7.297 5.730 5.555" 2.046 4.243 7.066
o(CFO) 0.082 0.064 0.065 0.046 0.093 0.095 0.064 0.093 0.042 0.109
o(Saley 0.327 0.232 0.297 0.136 0.412 0.337 0.234 0.311 350.1 0.421
OperCycle 4.922 4.942 0.542 4.593 5.237 4.910 4.913 0.551 834.5 5.228
NegEarn 0.251 0.000 0.434 0.000 1.000 0.197 0.000™ 0.397 0.000 0.000
Notes:

* kk

, ", Significant at 0.10, 0.05 and 0.01 level respetyi\two-tailed). t-test (Wilcoxon rank sum test)used to test mean (median) difference betweeagwption
period (2000 to 2004) and adoption period (2008007, to 2006 for accruals quality). Q1 is 25 petibe, Q3 is 75 percentile. N is firm-year obserons. All variables
are winsorized at theland 99' percentile except for indicator variables.

Panel A:

ANl is the change in net income before extraordinamyé scaled by end of year total asge@:Ois the change in cash flow from operations scaledrul of year total
assetsSPOSis an indicator variable that equals one for olestwns with annual net income scaled by total tassetween 0 and 0.01, and zero othervlisEG is an
indicator variable that equals one for observatigith annual net income scaled by total assetstless-0.20, and zero otherwigeMV is the natural logarithm of end of
year market value of equity in millions of U.S. ldos. GROWTHis the annual percentage change in s&lE3SUEis the annual percentage change in common st&ek.
is the end of year total liabilities divided by eoidyear equity book valu®ISSUEis the annual percentage change in total liabdiiURNis the sales divided by end of
year total asset€FO is the annual net cash flow from operations schleénd of year total assefSUD is an indicator variable that equals one if then auditor is
from Big 4/5 auditors and zero otherwis#JMEX s the number of exchanges on which a firm’s stedlsted.XLISTis an indicator variable that equals one if thnfis
listed on any U.S. stock exchange, and zero otser@L OSEis the percentage of closely held shares as regbst the Worldscope.

Panel B:

TA is the total accruals scaled by lagged total assétere total accruals equal net income beforaerdinary items minus cash flow from operatiob#\ssetss the
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reciprocal of lagged total assets in U.S. dollAREV is the change in sales scaled by lagged total aA$¥ECis the change in accounts receivables scaled lgethg
total assets?PE is gross properties, plants and equipments s¢nléagged total assetisagTAis the lagged value of scaled total accruaR. REMs the change in sales
from current year to next year scaled by currelgssBM is the book value of common equity divided by th&rket value of common equi@FO is the cash flows from
operations scaled by lagged total asdR@Ais net income before extraordinary items scaledajged total assetROA; is the lagged value of ROA. The descriptive
statistics ofTA, 1/AssetsAREV , ARECandPPEare based on the cross-sectional modified Jonekelmbhe descriptive statistics bdgTAis based on the cross-sectional
lagged modelThe descriptive statistics @R_REVis based on the cross-sectional forward-lookingl@hoThe descriptive statistics BM and CFO are based on the
cross-sectional modified Jones model with book-trket ratio and cash flows from operations. Thedptve statistics 0ROAIs based on the cross-sectional modified
Jones model with current-year ROA. The descripthegistics oROA ; is based on the cross-sectional modified Joneshwaith prior-year ROA.

Panel C:

TCAis the total current accruals scaled by laggeal tadsets, where total current accrualtstal current assetsAtotal current liabilities Acash +Ashort-term debt.
CFO¢4, CFO{andCFOy,; are the cash flows from operations in ydat 7 (7 = -1, 0, 1) scaled by total assets in ydar 7 —1, respectively.

Panel D:

The values ofDA|]are the magnitudes of absolute discretionary atcthat are derived from the 8 estimation modelsxgdained in Section IMPOSTis an indicator
variable that equals one for observations in theptdn period (2005 to 2007), and zero otherw&ZEis the natural logarithm of end of year sales itions of U.S.
dollars. Leverageis the end of year total liabilities divided bydenof year total assettOSSis an indicator variable that equals one for olsns with annual net
income less than 0, and zero otherwiS®ROWTH CFO, AUD, and XLIST are as defined before. The descriptive statisifciest variable (i.e.POST and control
variables (i.e. SIZE Leverage GROWTH CFO, AUD, LOSSand XLIST) are based on the magnitude of absolute discatjoaccruals that are estimated by the
cross-sectional Jones model for each two-digit $#&r grouping.

Panel E:

AQ s the standard deviation of firm’s residualsca#dted over the past five years, where firm'sdeais are estimated by the cross-sectional DD nfodelach two-digit
SIC-year groupingPOSTis an indicator variable that equals one for olestazns in the adoption period, and zero otherwisdA is the natural logarithm of end of year
total assets in millions of U.S. dollacg{CFO) is the standard deviation of firm’'s cash flows froperations, calculated over the past ten yedfSaled is the standard
deviation of firm's sales, calculated over the pgastyears. Consistent with Francis et al. (200&) require at least five observations in eachnglll0-year windows to
calculateo(CFO) ando(Saleg .OperCycleis the natural logarithm of firm's operating cychhere operating cycle equals the sum of turnaleys for accounts
receivables and inventorigdegEarnis the incidence of negative earnings over thé tessyears.

8 The period ofGR_REMs from year 2000 to 2006.

®The period of cross-sectional forward-looking mogdtom year 2000 to 2006.
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TABLE 3

Correations Coefficients

Panel A: Correlations Coefficients among IFRS Adoption and Earnings Smoothing, Managing Earnings toward Targets, and Timely L oss
Recognition (N= 12,040 %)

ANl ACFO SPOS LNEG POST EMV GROWTHEISSUE LEV DISSUE TURN CFO  AUD NUMEX XLIST CLOSE

ANI 1.000 0.233 -0.013 -0.306° 0.047° 0.027° 0.079° 0.005 -0.025 -0.026° 0.034° 0.111° 0.006 -0.001 0.002  0.003

(0.000) (0.151) (0.000) (0.000) (0.003) (0.000) (0.554) (0.006) (0.004) (0.000) (0.000) (0.507) (0.953) (0.847) (0.739)

ACFO 0.263° 1.000 -0.017 -0.056° 0.001 0.012 0.101 0.012 -0.011 0.031" 0.035 0.431° 0.001 0.000 -0.001 0.010

(0.000) (0.067) (0.000) (0.945) (0.193) (0.000) (0.170) (0.241) (0.001) (0.000) (0.000) (0.890) (0.983) (0.905) (0.286)

SPOS -0.087° -0.022 1.000 -0.053 -0.027° 0.008 -0.015 0.008 0.294 0.013 -0.141 -0.089° 0.007 0.014 -0.008 0.005

(0.000) (0.015) (0.000) (0.003) (0.397) (0.092) (0.392) (0.000) (0.145) (0.000) (0.000) (0.465) (0.126) (0.369) (0.637)

LNEG -0.157° -0.043° -0.053° 1.000 -0036" -0.158" -0.036° 0.033° -0.012 -0.033° 0.004 -0.322 -0.039° -0.013 0.002 -0.015

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.197) (0.000) (0.632) (0.000) (0.000) (0.161) (0.839) (0.119)

POST 0.106° 0.000 -0.027" -0.036  1.000 0.167 0.009 -0.023 -0.003 0.032° -0.021 -0.023 0.001 0.000 0.000 -0.022

(0.000) (0.960) (0.003) (0.000) (0.000) (0.297) (0.012) (0.720) (0.000) (0.021) (0.012) (0.897) (1.000) (1.000) (0.026)

EMV 0.062° 0.029° 0.003 -0.156 0.164° 1.000 0.061 0.027° 0.169 0.046 -0.192° 0.154° 0.378 0.224° 0.074 -0.223

(0.000) (0.002) (0.741) (0.000) (0.000) (0.000) (0.003) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

GROWTH 0.249° 0.166° -0.038" -0.112" 0.103° 0.143° 1.000 0.142 0.002 0.405 -0.034" -0.027° 0.000 -0.021 -0.004 -0.002

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.866) (0.000) (0.000) (0.004) (0.999) (0.021) (0.688) (0.867)

EISSUE 0.057° 0.028° -0.033° 0.033° 0.015 0.103 0.210° 1.000 -0.004 0.139" -0.020 -0.042° -0.008 -0.016 0.007 -0.011

(0.000) (0.002) (0.000) (0.000) (0.103) (0.000) (0.000) (0.691) (0.000) (0.032) (0.000) (0.398) (0.086) (0.465) (0.267)

LEV -0.021  0.003 0.105 -0.042° -0.014 0.151° 0.044° 0.090° 1.000 0.024 -0.069° -0.070° 0.057° 0.048 -0.018 0.047

(0.022) (0.737) (0.000) (0.000) (0.121) (0.000) (0.000) (0.000) (0.007) (0.000) (0.000) (0.000) (0.000) (0.046) (0.000)

DISSUE  0.012 0.020 -0.008 -0.082" 0.074" 0.115 0.443 0.143 0.128° 1.000 -0.108 -0.049° -0.013 -0.012 -0.002 -0.012

(0.192) (0.032) (0.369) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.160) (0.171) (0.807) (0.214)
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ANl ACFO SPOS LNEG POST EMV GROWTHEISSUE LEV DISSUE TURN CFO AUD NUMEX XLIST CLOSE
TURN 0.091° 0.042° -0.152° 0.001 -0.015 -0.208" 0.003 0.052 0.218 -0.078" 1.000 0.247 -0.054" -0.001 -0.027° 0.117
(0.000) (0.000) (0.000) (0.885) (0.032) (0.000) (0.732) (0.000) (0.000) (0.000) (0.000) (0.000) (0.939) (0.003) (0.000)
CFO 0.190° 0.444" -0.147° -0.179° -0.022 0.144 0.047° -0.007 0.008 -0.057 0.328° 1.000 0.067 0.024° 0.005 0.053
(0.000) (0.000) (0.000) (0.000) (0.017) (0.000) (0.000) (0.458) (0.398) (0.000) (0.000) (0.000) (0.009) (0.561) (0.000)
AUD 0.004 0.003 0.007 -0.039 0.001 0.385 0.017 0.045 0.073 0.013 -0.062 0.061 1.000 0.055 0.053° -0.179
(0.657) (0.701) (0.465) (0.000) (0.897) (0.000) (0.060) (0.000) (0.000) (0.138) (0.000) (0.000) (0.000) (0.000) (0.000)
NUMEX  0.002 0.006 0.018 -0.004 0.000 0.163 -0.025° -0.017 0.102° -0.020 0.021 0.039° 0.034° 1.000 0.151 0.035
(0.840) (0.498) (0.042) (0.677) (0.958) (0.000) (0.007) (0.062) (0.000) (0.024) (0.018) (0.000) (0.000) (0.000) (0.000)
XLIST 0.004 0.002 -0.008 0.002 0.000 0.066 -0.002 -0.005 -0.018 0.000 -0.030 0.009 0.053 0.148° 1.000 -0.061
(0.661) (0.864) (0.369) (0.839) (1.000) (0.000) (0.815) (0.551) (0.052) (0.966) (0.001) (0.336) (0.000) (0.000) (0.000)
CLOSE 0.011  0.020 0.000 -0.015 -0.024 -0.245 -0.025 -0.108" 0.134° -0.024 0.144° 0.068° -0.183 0.087° -0.063° 1.000
(0.258) (0.039) (0.986) (0.115) (0.012) (0.000) (0.009) (0.000) (0.000) (0.015) (0.000) (0.000) (0.000) (0.000) (0.000)
Panel B: Correlations Coefficients among | FRS Adoption and Cross-sectional Absolute Discretionary Accruals (N= 21,955 °)
DAl DAl IDAlow IDAlw DAL 'D’TLTAJCMFO |DA|+“::;“3A |DA|+“Q;“;A POST  SIZE Leverag)BROWTH CFO  AUD  LOSS  XLIST
IDA|sm 1.000 0.994 0995 0966 0.949° 00918 0.964 0.979° -0.042" -0.269° 0.021° 0.110° -0.214" -0.115 0.251° -0.010
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.002) (0.000) (0.000) (0.000) (0.000) (0.130)
DAy 0.982°  1.000 0.999 0.976° 0.954° 0.920° 0.972° 0.986 -0.043" -0.267° 0.013 0.113 -0.223" -0.114" 0.248 -0.010
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.054) (0.000) (0.000) (0.000) (0.000) (0.150)
IDA|asm 0.985 0996 1.000 0970 0953 0920° 0.969° 0.984 -0042" -0.266 0.014 0.113 -0.219° -0.113° 0.247° -0.010
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.040) (0.000) (0.000) (0.000) (0.000) (0.141)
IDA|Lsm 0.899° 0.909° 0.908° 1.000 0.984 0.922° 0953 0963 -0032" -0.252° 0.022° 0.068 -0.176" -0.110° 0.266° -0.007
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.002) (0.000) (0.000) (0.000) (0.000) (0.325)
IDAFLM 0.864° 0.874" 0.873 09577 1.000 0904 0.947° 0949 -0.032" -0.245 0.026° 0.068° -0.160° -0.105" 0.277° -0.011
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.002) (0.000) (0.000) (0.000) (0.000) (0.193)
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IDAmm

IDAlmm  [DAlmam

DAy IDAlvov IDAlam [DAjLm [DAJeLM T MM POST SIZE LeveragsSROWTH CFO  AUD  LOSS  XLIST

IDAlmam 0.756° 0.758" 0.759° 0.787° 0.755 1.000 0.892 0.913° -0.070" -0.222° 0.009 0.100 -0.171" -0.092° 0.259° -0.011

*BMEFO - (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.227) (0.000) (0.000) (0.000) (0.000) (0.111)

IDAlmam 0.898° 0.918 0910 0.862° 0.844 0.706¢ 1.000 0.980 -0.037" -0.270°" 0.008 0.114 -0.230" -0.118 0.263° -0.011

*OROA " (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.218) (0.000) (0.000) (0.000) (0.000) (0.115)

IDAlmam 0.940° 0.959° 0.953° 0.888° 0.860 0.743 0.940 1.000 -0.042" -0.268° 0.011 0.108 -0.223° -0.116 0.251° -0.013

*PROA " (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.095) (0.000) (0.000) (0.000) (0.000) (0.064)

POST -0.039” -0.042" -0.041" -0.028" -0.029" -0.079° -0.036 -0.040° 1.000 0.028 -0.030° 0.072° 0.011 -0.053° -0.094" 0.005

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.096) (0.000) (0.000) (0.478)

SIZE -0.266° -0.265 -0.263" -0.241" -0.233° -0.186 -0.264" -0.264" 0.029° 1.000 0.311 -0.121" 0.342" 0.421° -0.334" 0.045

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Leverage -0.003 -0.007 -0.005 0.007 0.012 0.013 -0.010 -0.012 -0.028" 0.329° 1.000 -0.101 0.013 0.030°" 0.052° 0.000

(0.700) (0.314) (0.466) (0.333) (0.125) (0.069) (0.139) (0.084) (0.000) (0.000) (0.000) (0.061) (0.000) (0.000) (0.958)

GROWTH 0.057° 0.059° 0.061° 0.027° 0.022° 0.045 0.048" 0.050° 0.133° -0.013 -0.071° 1.000 -0.083 -0.021" -0.020° 0.007

(0.000) (0.000) (0.000) (0.000) (0.006) (0.000) (0.000) (0.000) (0.000) (0.063) (0.000) (0.000) (0.002) (0.004) (0.288)

CFO -0.148" -0.154" -0.151° -0.103° -0.088" -0.018" -0.169 -0.154° 0.010 0.284 -0.049° 0.108° 1.000 0.132° -0.478 0.026

(0.000) (0.000) (0.000) (0.000) (0.000) (0.010) (0.000) (0.000) (0.131) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

AUD -0.111° -0.113" -0.112° -0.099° -0.093 -0.082° -0.112" -0.111" -0.053° 0.429° 0.039° 0.015 0.145 1.000 -0.110 0.061

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.030) (0.000) (0.000) (0.000)

LOSS 0.226° 0.225 0.224° 0.234° 0.242° 0.222° 0.230° 0.223° -0.094 -0.328° 0.044 -0.187" -0.488 -0.110° 1.000 -0.02%1

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.002)

XLIST -0.009 -0.008 -0.008 -0.005 -0.008 -0.011 -0.007 -0.009 0.005 0.048 0.000 0.010 0.028 0.061" -0.021" 1.000
(0.184) (0.224) (0.221) (0.501) (0.350) (0.131) (0.297) (0.216) (0.478) (0.000) (0.949) (0.133) (0.000) (0.000) (0.002)
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Panel C: Correlations Coefficients among | FRS Adoption and Accruals Quality (N= 8,685)

AQ POST LnTA o(CFO) o(Saley OperCycle NegEarn
AQ 1.000 -0.024" -0.196 0.315 0.263 0.071 0.165
(0.027) (0.000) (0.000) (0.000) (0.000) (0.000)
POST -0.026° 1.000 -0.033 0.086 0.016 -0.011 -0.063
(0.014) (0.002) (0.000) (0.137) (0.311) (0.000)
LnTA -0.213 -0.035 1.000 -0.262 -0.223 -0.026 -0.208
(0.000) (0.001) (0.000) (0.000) (0.015) (0.000)
o(CFO) 0.388" 0.014 -0.390 1.000 0.321 -0.008 0.147
(0.000) (0.197) (0.000) (0.000) (0.448) (0.000)
o(Sale3 0.291 0.006 -0.241 0.407" 1.000 -0.186 0.117"
(0.000) (0.553) (0.000) (0.000) (0.000) (0.000)
OperCycle 0.080 -0.015 -0.039 -0.031" -0.190 1.000 0.071
(0.000) (0.172) (0.000) (0.004) (0.000) (0.000)
NegEarn 0.171 -0.063" -0.211 0.185 0.115 0.073 1.000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Notes:

1.7, Correlation is significant at 0.05 and 0.01 levekpectively (two-tailed). p-values are in parestis. Pearson (Spearman) correlation coefficientsei upper (lower)

triangle.

2. All variables are as defined before.

#The number observations 6t OSEis 10,456 since some firmS8LOSEdata are not available in the Worldscope dataset.

® The number observations A|3v: IDAIMams [DAlawv [DAILIM, [DAlEM, IDAIMIv+sMcED |DAIMam+croa @Nd |DA|viv+proa are 21,955; 21,707; 21,707; 19,479; 15,303; 19,802;
21,071; and 21,115; respectively. The number olasiens of test variable (i.e20S7 and control variables (i.eSIZE Leverage GROWTH CFO, AUD, LOSSandXLIST) are

all 21,955.
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TABLE 4
Univariate Results of IFRS Adoption on Accounting Quality
Panel A: IFRS Adoption and Earnings Smoothing

. Mean (M edian) of t test
Observations . ) M ean .

Measure Prediction Earnings Smoothing (Median) (mll(cc;)j%]

Pre- Post- Pre- Post- Difference test)

0.0100 0.0064 -0.0036 -3.44”

. - O

Variability of AN PostPre 1505 1505 50010) (0.0006) (-0.0004) (-5.42")

Variability of ANI” over 4.8248  25.2116  20.3868 1.39
ACFO PostPre 1,505 1505 (05g71) (0.4531) (:0.1340) (-3.21")

Panel B: IFRS Adoption and Cross-Sectional Absolute Discretionary Accruals

Observations Mean (Median) of [DA| Mean (Wti Itgon
M easure Prediction (Median) tank sum
Pre- Post- Pre- Post- Difference

test)

0.0826 0.0755 -0.0071 -5.82"

DAL Post<Pre 13916 10,043 )
(0.0501)  (0.0458) (-0.0043) (-5.727)

0.0821 0.0749 -0.0072 -5.88"

DA Post<Pre 13736 9,939 )
(0.0502)  (0.0456) (-0.0046) (-5.937)

0.0821 0.0750 -0.0071 -5.82"

DA Post<Pre 13736 9,939
(0.0502)  (0.0459) (-0.0043) (-5.807)

0.0760 0.0718 -0.0042 -3.63"

DAl 3 Post<Pre 12199 8,963
(0.0479)  (0.0453) (-0.0026) (-3.497)

0.0733 0.0689 -0.0044 -3.317

|DA|FLM a Post<Pre 11,141 5,351
(0.0471)  (0.0446) (-0.0025) (-2.997)

0.0866 0.0756 -0.0110 -9.23"

| DA+ smcro Post<Pre 12491 9,081
(0.0590)  (0.0497) (-0.0093) (-10.817)

0.0798 0.0735 -0.0063 -5.28"

|DAIMJM+CROA Post<Pre 13,243 9,686 "
(0.0493)  (0.0456) (-0.0037) (-5.147)

0.0812 0.0741 -0.0071 -5.80"

|DA|MJM+PROA Post<Pre 13,281 9,684 "

(0.0497)  (0.0457)  (-0.0040)  (-5.607)

Panel C: IFRSAdoption and Accruals Quality

Observations Mean (M edian) of AQ M ean ttest
M easure Prediction (Median) (Wilcoxon
Pre Post Pre Post Difference rank sum
test)
0.0893 0.0874 -0.0019 -1.24
AQ_pp Post<Pre 6,304 3,950
(0.0673)  (0.0658)  (-0.0015) (-1.80)

Notes:

1.°,”,™ Significant at 0.10, 0.05 and 0.01 level respetyitwo-tailed). t-test (Wilcoxon rank sum test)used
to test mean (median) difference between pre-aglogteriod (2000 to 2004) and adoption period (2@03007,

to 2006 for accruals quality).

2. ANI D(ACFOD) is defined as the variance of residuals fromgaagsion of ANI (ACFO) on control variables.
The variability of ANI"over ACFO"is the ratio of the variability ofANI "divided by the variability of ACFO".
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ANI ,ACFO, andAQ are as defined before. The regressions are forragfiressed in Equations (1) and (2).
3. The magnitudes of absolute discretionary acsr(@\|) are derived from the 8 estimation models as éxpth

in Section IV.
#The period of cross-sectional forward-looking mdddrom year 2000 to 2006.
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TABLE 5

Regression Results of IFRS Adoption on Managing Earningstoward Tar gets
SPOS, =a, +a,POST, + BEMV, + BGROWTH, + BEISSUE, + B,LEV + BDISSUE, + BTURN,

14 43
+B,CFO, +B,AUD, + B NUMEX + B XLIST +) B, Country+Y S _ Industry +&  (3)

k=1 j=1

Predicted Sign Time-series Data Cross-sectional Data

Intercept ? 0.292§" 0.1850~

(7.41) (8.11)
POST - -0.0112” -0.0066"

(-2.21) (-2.05)
EMV - -0.0085" -0.0046"

(-5.46) (-4.81)
GROWTH - -0.0002 -0.0001"
(-1.93) (-2.81)

EISSUE - 0.0109 0.0017

(1.31) (0.76)

LEV + 0.0202" 0.0134

(14.71) (19.69)

DISSUE + 0.0047 0.0065"
(0.67) (2.79)
TURN - -0.0194" -0.0238"
(-4.23) (-9.71)

CFO - -0.0745" 0.0118

(-3.23) (1.46)

AUD - 0.0083 0.0087

(1.35) (2.34)

NUMEX - 0.0039 0.0045

(0.94) (1.53)

XLIST - 0.0264 -0.0075

(0.95) (-0.45)

Country Fixed Effects ? Yes Yes
Industry Fixed Effects ? Yes Yes
R? 0.1390 0.1034

F Value 18.54° 27.047
N 12,040 31,392
Notes:
1.",7,"™ Significant at 0.10, 0.05 and 0.01 level, respetyi (two-tailed). The table repsriOLS coefficier

estimates and t-statistics based on heteroskeitiastimsistent standard errors (in parentheses).
2. SPOSis anindicator variable that equals one for observatiwite annual net income scaled by total as
between 0 and 0.01, and zero otherwise. All otheiables are as defined before.
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TABLE 6

Regression Results of IFRS Adoption on Cross-Sectional Absolute Discretionary Accruals
|DA |=a,+a,POST, + BSIZE, + B, Leverage + B,GROWTH, + B,CFQ, + 4, AUD,,

14
+B,LOSS, + B XLIST,+ > B Country +&, (22)
k=1
Prgi Dependent Variable: Cross-Sectional Absolute Discretionary Accruals (|DA)
ct
sign |DA,,  [DA, (DA (DAL, (DA, |DAIY§MCF0 |DAIY|<%OA |DAI+'\-/B%OA

Intercept ? 0.0875° 0.0887° 0.0883" 0.0783" 0.0731" 0.0867° 0.0885  0.0907"
(20.46)  (20.68) (20.59) (19.50) (16.89) (20.66) (20.11)  (19.94)

Kk Kk kK Kk Kk Kk

POST - -0.0045"" -0.0049" -0.0048"" -0.0022”" -0.0030" -0.0085"" -0.0040"" -0.0050

(-4.08) (-4.38) (-4.32) (-2.03) (-2.52) (-7.64) (-375)  (-4.50)

SIZE - -0.0088" -0.0085" -0.0085" -0.0078" -0.0075  -0.0065  -0.0080" -0.0085"

(-24.41) (-23.45) (-23.47) (-22.18) (-20.33) (-17.87) (-23.27) (-23.44)

Leverage + 0.0379° 0.0348" 0.0351" 0.0336  0.0310° 0.0313" 0.03277 0.0344

(10.79)  (9.88) (9.98) (9.68) (8.33) (8.90) (9.58) (9.71)

GROWTH + 0.0002" 0.0002" 0.0002" 0.0002" 0.0002" 0.0002" 0.0002" 0.0002"

(9.42) (9.36) (9.41) (7.99) (8.30) (9.32) (9.46) (9.04)

CFO - -0.0414" -0.0509" -0.0474" -0.0109 -0.0005 -0.0105 -0.0494" -0.0507"

(-5.05)  (-6.09) (-5.69) (-1.28)  (-0.06)  (-1.18)  (-5.93)  (-5.97)

AUD - -0.0018 -0.0020 -0.0019 -0.0018 -0.0007 -0.0020 -0.0023  -0.0020

(-1.37)  (-1.52)  (-1.40)  (-1.34) (-0.52)  (-1.48) (-1.77)  (-1.48)

LOSS + 0.0260° 0.0246" 0.0250° 0.0326" 0.0357" 0.0338" 0.0271" 0.0252"

(13.25)  (12.44) (12.65) (17.08) (17.57) (17.07) (13.95) (12.74)

XLIST - 0.0015 0.0019 0.0016 0.0033  0.0000 -0.0026 0.0003 -0.0012

(0.29) (0.36) (0.31) (0.64) (0.01) (-0.48) (0.07)  (-0.25)

Fixc(:a?jugggcts 2 Yes Yes Yes Yes Yes Yes Yes Yes

R? 0.1262 0.1248 0.1236 0.1194 0.1252 0.1079 0.1314.1259

F Value 88.45 85727 84.93" 76747 64.68" 67577 8830° 8268

N 21,955 21,707 21,707 19,479 15,303 19,802 21,07121,115
Notes:

1.7, 7, ™ Significant at 0.10, 0.05 and 0.01 level, respetyi (two-tailed). The table reps OLS coefficier
estimates and t-statistics based on heteroskeitiastimsistent standard errors (in parentheses).
2. All variables are as defined before.
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TABLE 7

Regression Results of IFRS Adoption on Accruals Quality
AQ, =a,+a,POST + SBLnTA +B,0(CFO) +Bo(Saley, +B0perCycle

+ B ,NegEarn + i B..Country +¢&, (23)
k=1
Predicted Sign Coefficients estimates t-statistics
Intercept ? 0.0096 1.12
POST - -0.0086™" -6.25
LnTA - -0.0030" -8.26
o(CFO) + 0.2725" 16.22
o(Saled + 0.0338" 9.82
OperCycle + 0.0127" 9.06
NegEarn + 0.0126" 6.91
Country Fixed Effects ? Yes
R? 0.1892
F Value 57.74
N 8,685
Notes:
1.7, 7, ™ Significant at 0.10, 0.05 and 0.01 level, respetyi (two-tailed). The table reports OL

coefficient estimates and t-statistics based oerbekedasticity-consistent standard errors.
2. All variables are as defined before.
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TABLE 8

Regression Results of IFRS Adoption on Timely L oss Recognition
LNEG, =a,+a,POST, + BEMV, + B,GROWTH, + BEISSUE, + B,LEV, + BDISSUE, + BTURN,

14 43
+B,CFO, + B,AUD, + BNUMEX  + B XLIST,+> B Country+» B Industry +¢,, (21)

k=i

Predicted Sign Time-series Data Cross-sectional Data

Intercept ? 0.0757" 0.1614"
(7.56) (13.13)

POST + -0.0085™" -0.0199™
(-3.06) (-7.36)

EMV - -0.0081" -0.0157"

(-8.64) (-18.61)

GROWTH - -0.0002" -0.0000
(-2.05) (-0.02)

EISSUE - 0.0104° 0.0010
(1.99) (0.41)

LEV - 0.0004 -0.0005
(0.58) (-1.02)

DISSUE - -0.0110” -0.0061"
(-2.96) (-2.74)

TURN - -0.0025 -0.0022
(-0.71) (-0.76)

CFO - -0.5985" -0.9370"
(-15.91) (-58.69)

AUD + 0.0044 0.0010
(1.15) (0.30)

NUMEX + 0.0010 0.0052"
(0.79) (3.56)

XLIST + 0.0043 0.0023
(0.24) (0.16)
Country Fixed Effects ? Yes Yes
Industry Fixed Effects ? Yes Yes

R? 0.1577 0.3171
F Value 6.50" 92.96"

N 12,040 31,392

Notes:

1.,7, ™ Significant at 0.10, 0.05 and 0.01 level, respetyi (two-tailed). The table reports OLS coeffici
estimates and t-statistics based on heteroskeitiastimsistent standard errors (in parentheses).

2. All variables are as defined before.
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