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"Financial reporting should provide information that is useful to present to potential investors
and creditors and other users in making rational investment, credit and other decisions". (FASB)
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Information quality of IFRS and US-GAAP

A comparison of multiple earnings attributes under IFRS and US-GAAP

Martijn Beijerink

Abstract

This report represents a comparison between the quality of reported earnings under IFRS and
US-GAAP. Following the work of Francis et al. (2004), who summarized seven widely used
earning attributes in accounting research, this report will determine differences in earning quality
between IFRS and US-GAAP reported earnings, based on four of the earning attributes
summarized in their article ‘Cost of equity and earning attributes’. After discussing the literature
on earning attributes a framework will be presented which contains four earning attributes: value
relevance, timeliness, persistency and predictability. The fist two attributes are characterized as
market-based attributes, while the latter two are characterized as accounting-based attributes. A
sample will be used consisting of twenty two firms listed on the DJ Eurostoxx 50, which present
their financial reports in compliance with IFRS and reconcile a part of their financial reports to
US-GAAP because of listing requirements in the US. The results indicate that IFRS is
significantly more value relevant and timelier than US-GAAP with respect to the reported
earnings. Concerning the persistency and predictability of the reported earnings, no significant
differences are found.
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M anagement Summary

After the introduction of the IASB’s standards in 2005 for all European listed firms, IFRS and
US-GAAP were seen as the two world financial reporting standards. Before the introduction of
IFRS, US-GAAP was accepted widely as the international set of standards to ensure high quality
financial statements. Many discussions started after the introduction of IFRS, about the
information quality of both standards. Nowadays, little academic research has been devoted to
the comparison of information quality differences between IFRS and US-GAAP. This report will
focus on the discussion about the earning quality of both IFRS and US-GAAP, using a sample of
firms listed on the DJ Eurostoxx 50, which provide both IFRS and US-GAAP accounting
information.

The information quality of the standards is measured by focusing on the reported earnings, one
of the most important and extensively used accounting figures. The main question of this report
is stated as follows:

What are the quality differences between IFRS and US-GAAP prepared earnings, considering
several earning attributes?

The quality of the reported earnings is measured by four earning attributes which were adopted
from the paper of Francis et al (“Cost of Equity and Earning Attributes”, 2004) who summarized
seven earning attributes that were widely applied in academic literature. Given restriction based
on the chosen sample, the earning quality of both IFRS and US-GAAP is determined by the
value relevance, timeliness, persistency and predictability of the reported earnings. The fist two
attributes are characterized as market-based attributes, while the latter two are characterized as
accounting-based attributes.

As the results of this report show, IFRS is significantly more value relevant and timelier than
US-GAAP. With regard to the persistency and predictive ability, no significant differences are
found between the information quality of the reported earnings of IFRS and US-GAAP.

The observed differences concerning the reported earnings in both accounting standards are
further elaborated. The value relevance and timeliness results as well as results from analyzing
the development of several descriptive statistics on the reported earnings show that difference are
declining between IFRS and US-GAAP earnings during the sample period of 2004 through
2006. Although no hard evidence concerning the reason for this decline is found, this decline in
differences may very well be due to the convergence actions set out by the IASB and FASB in
order to eliminate differences between IFRS and US-GAAP. This supposition should however be
further investigated in additional research to conclude if the decline in differences is due to
convergence actions by the IASB and FASB.
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I ntroduction

1.1 Topic

This report represents a comparison between the quality of reported earnings under IFRS and
US-GAAP. First of all, this report provides a timely investigation of an issue of considerable
interest to both regulators and academics. Currently about 100 countries either require or allow
the use of IFRS for all listed firms. In the near future, probably only two accounting standards
worldwide will exist: IFRS and U.S. GAAP. [EY, 2006] Given the adoption of IFRS around the
world and the relative lack of evidence on effects of such adoption, gives the motivation of
comparing the quality of both accounting standards. The scope concerning the quality
comparison will be limited to discussing quality aspects of the reported earnings under [FRS and
US-GAAP.

Figure 1: IFRS Application (source: Fin Harmony, 2008)

B BB M = =

befare 2003 in 2003 in 2004 in 2005 harmonisatian

The idea behind the introduction of IFRS, was the increased need of the financial market for
comparability of firms across borders. The use of different reporting standards can hinder
investors and other company reviewers like banks or employees in making decisions when the
accounting numbers used are based on different sets of rules. Next to the comparability problems
that may rise when using different accounting standards, some international companies have to
prepare their annual reports using different accounting standards in the case they are listed on
more than one financial market, which causes inefficiency.

In general, the structural and organizational differences between IFRS and US-GAAP are in the
literature mostly described as principle versus rule based. US-GAAP is characterized as rule
based, because of the extensiveness of the rules compared to IFRS. In contrast with US-GAAP,
IFRS is not a national set of standards. Also the IASB is not embedded in the national structure
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as is the case with the FASB [Helleman, 2006]. Furthermore, IFRS and US-GAAP have different
recognition and measurement rules that affect the information content of the accounting
numbers. Whether these rules provide different information quality is still a cause for debate.
Based on an agreement? between the two authorities which develop IFRS and US-GAAP (the
International Accounting Standards Board or IASB respectively the Financial Accounting
Standards Board or FASB) both accounting standards incorporate changes in order to converge
to one another. Still significant differences continue to exist between US-GAAP and IFRS.
[IASB & FASB, 2006]

In academic literature quality of accounting information is often determined by the quality of the
reported earnings [Schipper, 2003]. Researchers use different methods in determining the quality
of the reported earnings. There is no universal definition on how to determine quality of the
reported earnings. This fact is recognized by many researchers as they mention the phenomenon
of accounting quality. One research in particular has tried to change the lack of guidance on how
to determine the quality of the reported earnings. This research was done by Francis et al. in
2004 in which they came up with seven so called earning attributes in order to determine the
quality of the reported earnings. Much of the following research on accounting quality followed
the framework formulated by Francis et al. Concerning the quality comparison of IFRS and US-
GAAP reported earnings, this report is based on the research of Francis et al. in order to
determine quality differences.

1.2 Relevance

With the introduction of IFRS in 2005 as the reporting standard for all listed EU companies,
IFRS and US-GAAP are seen as the two world financial reporting standards. Before the
introduction of IFRS, which is derived from the older IAS rules, US-GAAP was accepted as the
most prominent set of standards to ensure high quality financial statements. [E&Y, 2006] The
introduction of IFRS has led to a discussion about the relative quality of both reporting systems.
Yet, little research has been devoted to the comparison of quality aspects between IFRS and US-
GAAP reporting. Therefore, this report is directed towards providing some results on the IFRS /
US-GAAP comparison.

Nowadays, foreign issuers listed on the US capital market who report their accounting
information based on IFRS, have to reconcile their financial reporting to US-GAAP. On July 11,
2007, the SEC has stated to adopt IFRS rules which allow non-American firms listed on the US-
market to present their annual reports in compliance with IFRS, without having to reconcile their
reporting to US-GAAP. [SEC, 2008] According to the IASB, the SEC’s decision proves that
IFRS is getting more and more accepted in the international capital market. The decision is also a

2 0On 29 October 2002, the International Accounting Standards Board and the US Financial Accounting Standards
Board jointly issued a memorandum of understanding formalizing their commitment to the convergence of US and
international accounting standards. The IASB and the FASB presented the agreement to the chairs of leading
national standard setters at a two-day meeting in London on 28-29 October [www.iasplus.com

10
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sign of improvement concerning the convergence of IFRS and US-GAAP, set out by both the
IASB (develops IFRS) and FASB (develops US-GAAP). During a speech in addition to the
proposal by the SEC to allow IFRS in the United States, the director of the SEC, Ethiopis Tafara,
claimed that lack of guidance on the enforcement of the IFRS rules is still a cause of debate. The
SEC argues that there is no international commission which watches over the implementation of
the IFRS standards. The SEC has claimed that US-GAAP provides qualitatively better financial
reporting than IFRS. Consequently, foreign issuers listed on the US capital market have to
reconcile their financial reports with US-GAAP rules. [www.sec.gov] This report may show if
the claims made by the SEC about US-GAAP reporting being qualitative better than IFRS are
valid based on the outcome of the earning quality differences between the two standards. In turn,
the results may further contribute to the reconciliation debate.

This report may also help company reviewers, like investors, banks, employees, to interpret the
quality of the earnings and to understand the differences between companies who are using IFRS
or US-GAAP.

1.3 Research Objectives

The purpose of this report is to investigate the quality differences of IFRS versus US-GAAP
earnings. The objectives can be summarized as follows:

1. Understand the essential aspects of earning quality, i.e. how can the quality of earnings
be determined?

2. Derive a useful and coherent framework in order to determine the quality of IFRS and
US-GAAP reported earnings.

3. Quantify the framework, i.e. set up the appropriate formulas, to determine the earning
quality of IFRS and US-GAAP.

The comparison between IFRS and US-GAAP is based on the comparison of the reported
earnings under both standards. Earnings are the primary source of information regarding the
performance of a firm [Francis et al. 2004]. This is among other things supported by empirical
research which shows that investors rely on earnings (synonymous with net income, profit or
income attributable to share holders) more than any other summary measure of performance, i.e.
dividends, cash flows, or variants of earnings such as EBITDA. [Schipper and Vincent, 2003]

1.4 Structure

This report is divided into seven chapters, the first chapter being this introduction. The second
chapter discusses the basic research concept and can be seen as the foundation for the research
that will be done. The third chapter deals with the literature review, in which a variety of
academic literature will be reviewed in order to get a clear image of the widely discussed subject
of accounting information quality. The fourth chapter lays out the sample selection on which the
conclusions will eventually be drawn regarding the quality difference between IFRS and US-
GAAP reported earnings. Chapter five deals with the quantitative model which is applied on the

11
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sample selection in order to determine quality differences between IFRS and US-GAAP
earnings. The results of this report are given in chapter six. Chapter seven concludes and reflects
on the results found throughout this paper.

12
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Chapter [

Research Framework
2.1 Research outline

The IFRS and US-GAAP financial reporting standards contain different accounting rules. This
report will investigate whether the different rules lead to differences in the quality of the reported
earnings and if so, if these differences in earning quality are significant. In this section the
problem will be described and several steps will be explained in order to conclude on earning
quality difference of IFRS and US-GAAP.

2.1.1 TheProblem for mulation

The aim of this report is to investigate the quality of accounting information for both IFRS and
US-GAAP, by focusing on the quality of their reported earnings, and accordingly to show
differences with respect to the earning quality between the two standards. The following
specifications are made in order to determine quality differences between the two reporting
standards:

= Quality of accounting information is in this report determined by the quality of the
reported earnings. Most of the academic research uses this approach as earnings are very
important to a firm for the reason that they are used as a summary measure of the
performance of a firm by a large variety of users. Francis e.a. (2004) state that earning
quality is used by investors “as a conditioning variable to extract valuation-relevant
information from earning patterns”. Earning quality is interesting for future and current
investors as well as for contracting purposes. [Schipper and Vincent, 2003]

=  When doing research on the earning quality, it is important how to determine this quality.
Quality is after all a vague concept which is hard to substantiate. Empirical studies on the
quality of earnings most often try to determine this quality by considering several aspects
of the earnings that are considered as favorable aspects to a wide range of users. In the
same way, the FASB defines the quality of financial (earnings) information in terms of
criteria such as relevance, reliability, comparability and consistency. Researchers in turn
made these attributes empirically operational by developing several attributes [Schipper
and Vincent, 2003]. This report will focus on several earning attributes in order to
compare quality differences between IFRS and US-GAAP.

= In order to compare earning quality between IFRS and US-GAAP, a sample will be
selected from firms that are both listed on the European and US stock market. More
specifically, the sample will consist of firms listed on the Dow Jones Eurostoxx 50, in
which the leading European firms are adopted. The construction of the sample begins
with the selection of the 50 firms listed on the DJ Eurostoxx 50 for the period 2004-2006.
The DJ Eurostoxx 50 is a stock index of Eurozone stocks designed by STOXX Limited, a

13
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joint venture of Deutsche Borse AG, Dow Jones & Company and SWX Group.
According to STOXX, its goal is "to provide a blue-chip representation of super sector
leaders in the Eurozone." Given this goal, the sample selection can be seen as a
representative sample for the European financial market. Most of the firms listed on the
DJ Eurostoxx 50 are also listed on the US stock market. Consequently, these firms also
give US-GAAP-based financial data on the basis of the 20-F reconciliation form. All
foreign filers on the US stock market are obliged by the SEC to prepare such a financial
summary, the so called reconciliation sheet, based on the US-GAAP reporting system.
Data used in this report comes from one financial market (the European market),
providing financial data based on both IFRS and US-GAAP. Selecting firms that are
listed on the same market offers the advantage that financial market elements (like
market structure and organization) are comparable for all sample firms. Data regarding
the sample is available for 2004 through 2006. For these years, earning data will be
extracted from the IFRS annual reports and the related 20-F reconciliation sheet.

The specifications are incorporated into the following problem definition which forms the main
research question in this report:

What are the quality differences between IFRS and US-GAAP prepared earnings, considering
several earning attributes?

First of all this report will describe how earning quality can be determined. Second, it will
explain how this determination of earning quality can be applied to the comparison of reported
earnings based on [FRS and US-GAAP.

The sample that is chosen in order to compare IFRS and US-GAAP prepared earnings gives
however some restrictions concerning the use of the earning attributes that can be found in
academic literature. As will be explained in the literature review, seven earning attributes (three
market-based and four accounting-based attributes) exist in prior research on accounting quality,
each of them describing a unique feature on reported earnings [Francis et al., 2004]. Given the
sample chosen, three out of the seven earning attributes have to be deleted for the purpose of this
report. The US-GAAP accounting information is extracted from the 20-F reconciliation sheets.
These sheets are a summary of US-GAAP based accounting information that is available in the
annual reports based on IFRS. The 20-F sheets do not provide US-GAAP information on cash
flow data. As a consequence accrual quality and smoothness cannot be determined as data on
firms’ cash flows is needed. Also conservatism with respect to the reporting of earnings will not
be considered in this report as there is no ‘bad’ news concerning the sample firms in the chosen
sample period between 2004 and 2006. Francis et al. describe bad news as negative annual
market return. As the firms market return acts as a surrogate for all information available, an
overall negative annual return indicates that bad news dominates the good news for that
particular year. This research will not discriminate between good and bad news (reflected in the
firm’s positive respectively negative annual market return) as for the sample period almost none

14
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of the firms have negative yearly returns. Earning quality will be determined using two market-
based and two accounting-based attributes.

2.1.2 Research questions

The quality of earnings reported by IFRS and US-GAAP is determined in this report by using
several earning attributes, each of which describes a unique information aspect on the reported
earnings. According to Francis et al., the attributes used to measure earnings quality can be
divided in two classes: accounting-based attributes and market-based attributes. An accounting-
based attribute only uses accounting information to determine the quality of the earnings, while
the introduction of market prices or returns, next to accounting information, results in a market-
based attribute. More specifically, the following attributes will be used: value relevance,
timeliness, persistency and predictive ability. The first two measures are clearly market-based,
while the following two are accounting-based measures.

The following research questions considering this report are aimed to compare the earning
quality of IFRS and US-GAAP.

1 What are the differences in value relevance between IFRS and US-GAAP reported
earnings?

2 What are the differences in timeliness between IFRS and US-GAAP reported earnings?

3 What are the differences in persstency between I[FRS and US-GAAP reported
earnings?

4 What are the differences in predictability between IFRS and US-GAAP reported
earnings?
The results give a first impression on which earning attributes are different for both reporting
systems and also how much this difference is.

2.2 Research Methodology

This report concerns a study on the quality comparison of different accounting standards, which
is a widely discussed topic in academic literature. Moreover, the research done in this report is
characterized as a comparative research, comparing IFRS and US-GAAP earning quality using a
framework consisting of several earning attributes in order to determine this quality. The earning
attributes are based on prior research on the comparison of earning quality.

The research done in this report can be characterized as a comparative research, as it compares
the information quality based on the earning quality of both accounting standards.

An essential element for comparative studies is the use of one or more touchstones which form
the basis on which the conclusions will be drawn [Verschuren & Doorewaard, 2005]. Reported

15
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earnings are in this report the touchstone as it represents the information quality of the specified
accounting standard. Accordingly several evaluation criteria will be formulated to determine
earning quality. These evaluation criteria can be based on requirements or rules that are agreed
upon in practice, for instance the IFRS and US-GAAP accounting rules as set out by the [ASB
and FASB. The criteria can also be based on a common set of norms and standards. For example,
the criteria in order to determine earning quality are based on a common set of norms and
standards developed and applied by many researchers, which are described in literature as
earning attributes. Earning attributes are in this report used as evaluation criteria. In the next
section the use of these attributes will be explained and why this report applies these evaluation
standards.

2.3 Research structure

This report tries to determine if the accounting information based on IFRS and US-GAAP
differs, by focusing on significant quality differences in the reported earnings.

For this matter the research of Francis et al. (2004) will be adopted in this report, who came up
with seven earning quality attributes: accrual quality, persistence, predictability, smoothness,
value relevance, timeliness and conservatism. Much of the following research uses one or more
of these seven earnings attributes in determining the quality of reported earnings (e.g. Boonlert
2004, Gunny et al. 2007). The sample used in this report implies several restrictions to the
earning attributes that can be applied on the sample data, discussed in the problem formulation.
As a consequence of these restrictions this report will limit the discussion on earnings attributes
by selecting two accounting-based and two market-based attributes.

Earning quality of reported earnings is here defined in terms of four earning attributes; value
relevance, timeliness, persistency and predictability. The goal is to perform a comparative study
on the quality of IFRS and US-GAAP reported earnings. The results may give a first impression
on the earning quality differences between IFRS and US-GAAP reported earnings. This will
indicate the information quality differences of both standards from the perspective of quality
differences in the reported earnings. The research structure is visualized in the next figure.
Figure 2: Visualization of the ear ning quality construct

IFRS accounting infor mation
A ( .
| Persistence |
IFRS
prepared
earnings | Predictability |
US-GAAP | Value Relevance |
prepared
earnings
v | Timeliness |
US-GAAP accounting information

16



University of Twente Information qualtiy of IFRS and US-GAAP

Chapter [

Literature Review

Given the aim of this report, the literature review will consist of two parts. Firstly, literature
explaining the concept of earning quality will be reviewed, focusing on the research by Francis et
al. which gives an overview of the earning attributes used in prior research. The discussion of
their article will be followed by a more detailed analyses of the four measures applied in this
report.

The second phase of this review discusses the literature on the determination of earning quality
of accounting standards, focusing on studies concerning the quality differences between IFRS
and US-GAAP.

The literature review will form the basis for the framework that is used in order to compare IFRS
and US-GAAP earning quality differences. This review further more gives a better
understanding on the purpose of earning attributes which will be used in order to conclude on
IFRS and US-GAAP earning quality.

3.1 Earning Attributes

Earnings are important to a firm for the reason that they are used as a summary measure of the
performance of a firm by a large variety of users. When doing research on the quality of
accounting information, it is first of all important how to determine this quality. In academic
literature, quality of the accounting information is very often determined by the quality of the
reported earnings. For this matter, researchers have made the quality of accounting information
empirically operational by developing several attributes in order to determine the earning quality.
[Schipper and Vincent, 2003]

However, the term earning quality in itself has no established meaning and has been used with
different interpretations; i.e. with the use of different earning metrics or attributes, each covering
a different feature of the quality aspects of earnings.

Because earnings can be decomposed into cash flows and accruals, several researchers use
accruals quality to draw conclusions about the earning quality. [Dechow Dichev, 2002; Francis
et al., 2004]. Other researchers in turn interpret the quality of earnings when earnings are
persistent. [e.g. Penman, 2002, Richardson, 2003] Mikhail et al. (2003) explain the quality of
earnings in terms of the predictive ability of the earnings. They view earnings to be of high
quality when a firm’s past earnings are strongly associated with its future earnings. Other
researchers view earnings to be of higher quality when earnings are value relevant, i.e. the
earnings are strongly associated with the security price. [Francis and Schipper, 1999]
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Regarding the academic literature on accounting information quality, no agreed upon definition
or framework for determining the quality of reported earnings exists. As a consequence,
researchers determine earning quality in various ways, i.e. looking at different aspects of earning
in line with their view of what are important aspects of earnings. This report tries to give a
general overview on the earning quality of IFRS and US-GAAP and will cover several earning
attributes which in turn may give a general view on the quality of the reported earnings. Francis
et al conducted a research in 2004 where they discussed the most important and widely used
earning attributes in order to come up with a summary of seven earning attributes. Their research
discusses seven earning attributes used in prior research and are divided into two groups, the
market- and accounting-based attributes, each describing a unique characteristic of earnings.
Most literature on earning quality investigates one or two earning attributes, while Francis et al.
provide a summary of seven attributes that are discussed in academic research. For this reason
and also the fact that their research was widely referred to by other researchers in studying the
earning quality concept followed after the publication of their research, the summary of widely
used attributes by Francis et al will be used in order to extract a suitable framework in
determining the earning quality for IFRS and US-GAAP earnings. The research by Francis et al.
will now be discussed.

3.1.1 “Cos of equity and earning attributes’

Francis et al. (2004) summarized the widely used criteria for measuring earnings quality in
accounting research in their fundamental article “Costs of Equity and Earnings Attributes”.
Based on prior literature they came up with seven earning attributes that can be divided into
market-based and accounting-based attributes. The accounting-based attributes consist of accrual
quality, predictability, persistency and smoothness. The market-based measures consist of value
relevance, timeliness and conservatism.

In general their research investigates the relation between attributes of accounting earnings and
investors’ resource allocation decisions, using the cost of equity capital as a summary indicator
of those decisions. In the first part of their research, they give an extensive review on ‘“seven
earning attributes that are viewed as distinct by many in accounting research”.

In their research it is stated that accounting-based measures in general take cash or earnings itself
as the dependent variables and these are consequently measured using other accounting
information only.

Market-based attributes take market returns or stock prices into account. These attributes are
based on the estimated relation between accounting earnings and the firm’s market return. E.g.
value relevance is referred to the ability of accounting numbers (independent variables) to
explain the firm’s market return in financial markets (dependent variable). Each of these seven
earning attributes will now briefly be discussed below. [Francis et al. 2004]

Accrual Quality determines the extent to which accruals (and earnings in general) map into
operating cash flow. Dechow and Dichev (2002) have recently developed this proxy to measure
earnings quality. In particular, they argue that since accruals are intended to adjust the
recognition of cash flows over time, errors in estimating those accruals and subsequent
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corrections by management might reduce the beneficial role of accruals. With respect to the
accrual quality, high quality earnings will map more closely into cash.

Persistence refers to the extent to which past earnings map into future earnings. Thus, earnings
persistence captures the permanent component of earnings. Persistent earnings are seen as
desirable because of there recursiveness. For investors this implies less risk when investing in
firms with persistent earnings.

Predictability implies that the presented data must provide information that can be used as a
good predictor in the firm valuation process. Lipe (1990), for example, defines predictive ability
as the ability of past earnings to predict future earnings. Shareholders, as the primary users of the
financial statements, try to estimate a firm’s ability to generate cash and cash equivalents as well
as the timing and certainty of this cash generation. Current earnings are an important input to
forecasting these future earnings/cash flows.

Smoothness is measured by the amount of variability of cash flow and the variability of earnings
(Leuz et al., 2003). Smoothness can be seen as a desirable earning attribute as managers use their
information about future income to smooth out momentary fluctuations. This will give more
representative reported earnings, as these earnings contain future information. Management can
use earning smoothing by introducing or leaving out transitory components to the income series
in order to decrease timely fluctuations, which in turn increases the earnings predictability
(Schipper and Vincent 2003). In addition, Former SEC Chairman Arthur Levitt (1998) claimed
that managers smooth earnings because they believe investors prefer smoothly increasing
earnings

Value relevance is determined by measuring the correlation between income variables (e.g. net
income) and market prices. Research on the value relevance of accounting information started
with the work of Ball and Brown (1968). In their study, Ball and Brown build on capital theory
where it is argued that the financial market, if efficient, will adjust to newly released information,
that is useful in forming asset prices, i.e. earning reporting. Therefore, they argue that higher
relations between reported earnings and returns are indicative for higher accounting quality of
earnings, assuming an efficient financial market. More research on measuring value relevance
followed after the work of Ball and Brown.

Combined Timeliness and conservatism are described as transparency, a desirable attribute of
accounting earnings. These measures are determined using the same formula. [Ball et al. 2000]
The timeliness measure can show how fast and to what extend the earning information is
captured in the stock price. This measure looks at the stock price development starting e.g. 3
months from the time that the earning information is released. Conservatism looks if there is any
difference in the timeliness relation when the stock return has a negative and a positive evolution
for the period after the earning information was released. Conservatism therefore differs from
timeliness in that it reflects the differential ability of accounting earnings to reflect economic
losses (measured as negative stock returns) versus economic gains (measured as positive stock
returns)

Based on the sample restriction, this report will restrict to four of the earning attributes proposed
by Francis. Namely, two accounting-based attributes: persistency and predictability; and two
market-based attributes: value relevance and timeliness.
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In the following section the four earning attributes used and extracted from the framework
imposed by Francis et al. will be discussed in more detail.

3.1.2 Accounting-based ear ning attributes

The first class of earning attributes consists of the accounting-based earning attributes. An
accounting-based attribute determines the relation between only accounting elements (like
reported earnings). Persistency and predictability will be used in this paper in order to determine
the accounting-based quality of IFRS and US-GAAP earnings and prior research will be
considered that characterize these attributes as desirable.

3.1.2.1 Persistency

Earnings are said to be persistent when they recur over time, or when they are sustainable or
permanent. It also refers to the extent to which an innovation (unexpectedness) in the earnings
series causes investors to revise their future earnings expectations. [Boonlert, 2004]

Researchers measure the persistency of earnings by looking at the explanatory power of past
earnings on present earnings. When past earnings are not associated with present earnings, the
earnings are not persistent, or not recurring.

Since more permanent and less transitory earnings are more useful to e.g. the valuation process
of a company, earnings are judged to be of high (information) quality when they are highly
persistent. [Schipper and Vincent, 2003] Also, investors are more likely to view more persistent
earnings as desirable since those earnings are recurring, i.e. the stock value will be higher for a
firm with persistent earnings compared to a firm with non persistent earnings when both earnings
have the same long term average. This view is also explained in the article of Richardson (2003),
which states that earning volatility decreases the stock value. Fluctuating or non persistent
earnings may seem desirable for opportunistic investors. However, in the context of earning
quality, this type of investor prefers less persistent earnings and thus a lower earning quality with
respect to the firms in which he would invest. Consistent with this view, Lipe (1986) shows that
earning quality increases when persistence is increasing.

3.1.2.2 Predictability

Predictability -in this case, the earnings ability to predict itself- is not only valued in security
analysis and equity valuation, but it is also an element of the relevance criterion in the FASB’s
and IASB’s conceptual framework and thus also a desirable attribute from the perspective of the
standard setters. [FASB, 1980] Traditionally, this measure is defined as the ability of current
earnings to predict future earnings and cash flows from operations. Current and also past
earnings are the input to forecasting the future earnings/cash flows. Simply stated, the predictive
ability is the ability of past earnings to predict future earnings.

Related to predictability is earnings persistency. While persistency focuses on the explanatory
power of past earnings to determine present earnings, predictability looks at the variance in the
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explanatory power of past earnings (say past year’s earnings, #-/) to determine present earnings
(present, t). Given two samples of firms (see figure 3 below: sample X exist of earnings reported
under accounting standard X, sample Y exist of earning reported under accounting standard Y),
both sample firms’ earnings might exhibit the same persistency (in the example the persistency is
0,5), but the variance around the persistency number when looking at the firms in the two
samples may be higher in one sample than in the other (sample X has higher variance in the
persistency than sample Y). In this case, the sample with the least variance in the persistency is
said to be more predictable, i.e. next years earnings (¢+/) are better predictable as the variance of
past earnings are lower.

Figure 3: Visualization of the difference between predictability and persistency
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Given a certain persistency number, which implies the recursiveness of the reported earnings,
predictability will look at the variance around this persistency number. Given that a larger
number of firms are far above or below this number shows that there is a lot of variance in the
persistency number which in turn makes it hard to say what next year’s earning will be. Earnings
are supposed to be better predictable given a small variance in the persistency equation, i.e. next
year earnings are more likely to have the same persistency as present year’s earnings when the
variance around the present persistency number is small.

3.1.3 Market-based Earnings Attributes

In this subsection the two market-based attributes will be explained which are used in
determining the earning quality of IFRS and US-GAAP. More specifically, value relevance and
timeliness will be explained, as these two market-based attributes, along with two accounting-
based attributes persistency and predictability, are the attributes that will be used in order to
determine the information quality of the reported earnings under IFRS and US-GAAP.

3.1.3.1 Valuereevance

This construct is often measured as the ability of earnings to explain variation in the firm’s
market return, where greater explanatory power of earnings to explain market returns is viewed
as desirable.

21



University of Twente Information qualtiy of IFRS and US-GAAP

According to capital theories, the financial market, if efficient, will adjust to newly released
information that influences the asset prices. In line with the subject of this paper, the newly
released information refers to the release of the reported earnings, which in turn contain a lot of
information with respect to the firm’s performance. Ball and Brown (1968) were the first to
come up with the value relevance attribute. They state that higher relations between earnings and
returns indicate higher accounting quality of the earnings. Earnings are a summary of events that
have affected the firm over the fiscal period for which the report has been prepared. Similarly,
returns capture financial market changes in firm value during that same period. More
specifically, in the value relevance construct the return of a company is expressed by the firm’s
earning, i.e. the relation between a change in earnings with a change in market price.

The fact that returns are used as the benchmark to evaluate quality of accounting numbers is not
surprising. The relation between returns and reported earnings can be explained from an earnings
valuation perspective. According to the article by Lang (1991) it is proven that stock prices can
be explained as a multiple of earnings. Market prices follow earnings, i.e. changes in earnings
will affect the market prices. In this article it is also stated that the relation between earnings and
the firm’s market return is best modeled when taking the firm’s market return of 15 months,
ending 3 months after the fiscal year with respect to the reported earning. Most research which
use value relevance in determining earning quality, estimate the value relevance of reported
earnings from a specified fiscal year with respect to the 15 months market return (e.g. Francis et
al, 2003 and 2004, Schipper and Vincent, 2003) Still a significant part of the stock prices
consists of future expectations of the underlying firm. Therefore, reported earnings alone will not
entirely explain the firm’s market return, i.e. the explanatory power of earnings on the firms
market return will not be 100%. However the higher the explanatory power of the earnings, the
more value relevant the earnings are.

Since more value relevant earnings would describe the firm’s asset price more accurately,
earnings are judged to be of high quality when they are highly value relevant.

3.1.3.2 Timeliness

Timeliness is another market-based attribute on which earnings are evaluated. Timeliness
captures the earning’s ability to reflect quickly both good and bad news concerning the firm’s
performance. The firm’s market return is considered as the surrogate for the firm’s performance
as the market return is expected to capture all current information with respect to the
performance. Timely information is information which is useful for decision-making in the sense
that it is released to the public before it loses its informative capacity.

As a market-based attribute, it assumes that accounting numbers are intended to measure and
report changes in the firm’s economic position, i.e. the firm’s market return. Timely information
is considered not only more relevant in decision making, as most of the information is included
in the economic value of a firm, but also more reliable. Earnings information should be timely,
given that the information has a high level of certainty, in order to be useful for investors and
other users. Timeliness thus provides an indicator for reliability. Francis et al. (2004) argue that
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timeliness increases the reliability of the information reported. In doing so, it increases the ability
of earnings to predict future cash flows, as most of the important information needed is already
reflected in the stock price of the firm. In turn, timeliness contributes in getting reliable
predictions on cash flows.

As in the value relevance literature, timeliness is defined in terms of the relations of reported
earnings with returns (as a market-based attribute). The difference between the two measures is
that value relevance explains the firm’s market return based on the reported earnings, while
timeliness determines the earnings based on the firm’s market return, where this return acts as a
surrogate for all company information available to investors. Timeliness measures how much of
the information available to investors is adopted in the firm’s earnings. In the literature this is
known as a so-called reverse regression. [e.g. Lipe, 1990] The two market-based attributes also
differ in the aspect that value relevance tries to explain the firm’s market return over a 15-month
period, ending 3 months after the end of the fiscal year. Timeliness tries to explain the fiscal year
earnings based on the market return over the same fiscal year, so taking a market return of the
12-months period that comprises the fiscal year. As will be shown in the next paragraph, Francis
et al. performed a study in order to test if each of the attributes describes a unique characteristic
of the quality of earnings. For the case of value relevance and timeliness their study shows that
while they are positively correlated, the two attributes are unique.

Generally, timeliness implies providing information and news in the financial statements in a
timely manner. Returns are used as an indicator which contains all of the specific and non-
specific information, i.e. yearly returns are expected to capture all the developments concerning a
specific firm for a specific year. Timeliness analyses the recognition of the firm’s return (as a
surrogate for the firm information) in the reported earnings, to enable the users of current
financial statements to form an expectation about the future earnings and cash flows of the
business. Returns reflect immediately all good and bad news about a company when this news is
released to the public. From prior research it concluded that this is not the same concerning the
financial reporting information. Financial reporting information tends to suffer from lack of
timeliness due to conservatism, more specifically, prior research concludes on bad news (i.e.
when the firms yearly market return is negative) reflected more quickly in earnings than good
news (i.e. when the firms yearly market return is positive). [Beaver, 1987]

3.1.4 Rdationsbetween the earning attributes

The four earning attributes discussed above have all been widely applied in earning quality
research. This report will restrict to four earning attributes out of the seven attributes used in
prior literature. Although these attributes capture different quality aspects of earnings, links
between these attributes exist. Especially between the two market-based attributes and between
the two accounting-based attributes these links were found in the work of Francis et al. These
links are mostly because value relevance and timeliness both look at the relation between returns
and earnings while persistency and predictability take only the firm’s earnings into account.

To prove that each earning attribute is unique, Francis et al. performed a correlation test in order
to determine how much the attributes are associated to one another. For this matter they
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performed a correlation test among each of the seven attributes discussed in their article. Their
conclusion was that accounting-based attributes exhibit small positive correlation with values
ranging from 0,20 through 0,30, i.e. accounting-based attributes are slightly correlated to one
another. The correlation between persistency and predictability is 0,23 concerning their sample
consisting of US firms. Similarly, the market-based attributes are also positively correlated.
However this correlation is higher than the correlation between the accounting-based attributes.
The correlation between value relevance and timeliness is 0,67. Finally, correlations between
market-based and accounting-based measures are small with values ranging from 0,08 through
0,12, meaning there is relatively little overlap between the accounting-based and the market-
based attributes.

Overall, Francis et al. conclude that each of the seven attributes exhibit positive correlation with
the other attributes. The two accounting-based attributes exhibit positive correlation exceeding
0,20. Similarly, for the two market-based attributes the correlations is large, in economic terms,
being 0,67. Overall, their research suggests relatively little overlap between the accounting-based
and market-based attributes.

Three conclusions were drawn by Francis et al. regarding the correlation study among attributes.
First, correlation among attributes found in their study was similar to values reported in prior
studies. Second, there is little overlap between the accounting-based and the market-based
attributes. Third, the correlation across the different attributes is positive but not so strong as to
indicate that any attribute is not unique or that any attribute subsumes another. The result section
of the report shows that the results for the earning attributes in this report are in line with the
results found in the research of Francis. In the same line, it can be argued that the correlation
between the earning attributes found in the research of Francis is also in line with the correlation
between earning attributes in this report, i.e. with the correlation of the results for the earning
attributes based on the IFRS and US-GAAP data from the sample used in this report.
Consequently it is concluded that the four earning attributes in this report -that comprise the
framework in order to compare earning quality- are positively correlated with each other but also
these attributes are considered to be unique.

3.2 Research on Financial Reporting Systems

Earning quality and the quality of financial reporting in general are subjects that, since a few
years, receive more and more attention and are the center of debate for investors, regulators as
well as for researchers. The first discussions on this subject started in 2002, after the IASB and
FASB agreed upon convergence between IFRS and US-GAAP. When IFRS was introduced for
European firms in 2005, research accumulated on this matter. Before the introduction of IFRS,
US-GAAP was accepted widely as the international set of standards to ensure high quality
financial statements. Also due to the ongoing debate about the reconciliation of IFRS and US-
GAAP more attention was paid to the quality of both systems. [Helleman, 2006]

The objective of this literature review is to give an overview of the recent studies devoted to the
topic on earnings quality that aim to evaluate the quality or usefulness of existing or newly
imposed standards. The results from prior studies can already give an indication on which quality
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differences exist between IFRS and US-GAAP. Also, investigating these researches will provide
input on how to determine the earning quality of IFRS and US-GAAP for this particular report.

3.2.1 Areasof research on Financial Reporting systems

In general there are two areas of research: the quality determination of one particular accounting
standard (e.g. investigating the value relevance of US-GAAP earnings), and on the other hand
the quality comparison between different standard regimes (e.g. local GAAP compared to US-
GAAP).

The first research area is prominent in the US. Most of this research examines whether the
individual standards complies with the relevance and reliability criteria set out by the FASB.
Given this aim, the value relevance approach is often used (see for example Ohlson, 2001 and
Penman, 2001)

The second area of accounting quality research focuses on the comparison between standards.
Research has focused on the comparison of information quality of US-GAAP and national
standards and more recently on US-GAAP and IFRS. These studies are motivated by the global
accounting debate about IFRS and US-GAAP. The debate focuses primarily on comparisons of
the stipulated accounting methods. So far, little empirical research is done on the comparison of
US-GAAP and IFRS, especially compared to studies on the comparison of US-GAAP and local
GAAP. Further on the research found on the comparison of US-GAAP and IFRS will be
discussed.

The following part will focus on prior research concerned with the comparison of earning quality
between IFRS and US-GAAP, which is in line with the research concept of this report. Prior
research on the comparison of IFRS and US-GAAP used International Accounting Standards
(IAS), the precursor of IFRS. IAS was issued by the International Accounting Standards
Committee (IASC) from 1973 to 2001, while IFRS was issued by the International Accounting
Standards Board (IASB) from 2001 onwards. The IASB is basically the successor for IASC.
When IASB was installed in 2001, it adopted the existing IAS and decided to name any future
standards as International Financial Reporting Standards. Consequently, IAS 1 Presentation of
Financial Statements defines IFRS as standards and interpretations adopted by the IASB. [TASB
& FASB, 2006] In total, five articles on the comparison of earning quality between IFRS and
US-GAAP exist, which use earning attributes in order to conclude on differences between
earning quality. Prior research will now be discussed.

3.2.2 Research on the comparison of IFRSand US-GAAP

The impact of accounting standards used in a specific country or market can be tested by two
different approaches. The first approach looks at the quality of earnings before and after the
introduction of a different standard. More specifically, this approach first determines the quality
of the financial information of the former standard (e.g. local GAAP). After the introduction of
the new standard (e.g. US-GAAP) quality of the financial information is measured again. This
approach is for instance used in the study of Jennings (2004).
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In their study they investigate if the adoption of IFRS increases the timeliness and value
relevance of financial statements. Specifically, they examine whether IFRS earnings are timelier
and more value relevant for countries with high tax alignments. Tax legislation effectively
determines financial accounting standards in countries with high tax alignment. Firms in high tax
aligned countries will try to underestimate their firm profits to minimize taxes, thereby reducing
the extent to which the financial statements reflect the economic value of the firm. In literature it
is often claimed that IFRS imposes a degree of freedom on how to apply the rules for
determining the accounting data in specific accounting situations. The research of Jennings
proves that as a consequence high and low tax aligned countries will use the IFRS rules
differently in specific accounting situations. Countries with high respectively low tax alignment
are referred to as HIGH and LOW countries. They find IFRS earnings to be significantly more
timely in HIGH countries, due primarily to quicker incorporation of economic losses under
IFRS. They also find IFRS earnings and book values to be more value-relevant than HIGH
countries. [Jennings, 2004]

The second approach concerning the comparison on different accounting standards, the valuation
model is run simultaneously on the two sets. This is possible when in one country or market two
or more accounting standards are being used. This is for instance the case in the former German
New Market, where firms had to report financial statements that are either IFRS or US-GAAP
compliant.

The second approach is also used in this report where the sample is based on a group of firms
listed on the DJ Eurostoxx 50 as discussed in chapter two. Firms listed on the DJ Eurostoxx 50
have to comply on one hand to IFRS rules, consistent with the EU legislation. On the other hand,
a large proportion of firms on the DJ Eurostoxx are listed on the US-Market as well, for which
the firms have to report in compliance with US-GAAP, consistent with SEC requirements. The
following section will deal with prior research on the area of the comparison of US-GAAP and
IFRS earnings using the second approach. Four studies applying this approach based on the
comparison between IFRS and US-GAAP could be found in academic literature.

The first research found on the comparison of US-GAAP and IFRS was done by Harris and
Muller in 1999, where they investigate if earnings and book value on the US market prepared by
foreign filers under [FRS are more value relevant than the earnings prepared by US firms using
US-GAAP. To address these questions, Harris and Muller use a sample of foreign firms, for the
period 1992-1996, listed in the US that prepare their home country financial statements using
IFRS and provide reconciliations to US-GAAP through Form 20-F fillings. The purpose of this
research was to provide evidence for the debate between the US SEC and NYSE on whether
foreign firms should be allowed to list in the US by only using IFRS. They found that IFRS
accounting data is more associated with price-per-share and security returns than US-GAAP
accounting data, i.e. IFRS is more value relevant than US-GAAP accounting data. [Harris and
Muller, 1999]

In 2002 Leuz compares US-GAAP and IFRS in terms of information asymmetry and market
liquidity - two key constructs in securities regulation. They use firms trading in Germany's New
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Market for the years 1999 and 2000. The firms must choose between IFRS and US-GAAP in
preparing their financial statements, but face the same regulatory environment. Their findings do
not indicate that US-GAAP is of higher quality as frequently claimed. Analyses of the dispersion
of analysts' forecasts, [PO underpricing and firms' standard choices support these findings. Thus,
at least for New Market firms and based on the researchers’ quality valuation model, IFRS and
US-GAAP appear to be comparable. [Leuz, 2002]

The third study was performed in 2006 by Van der Meulen et al. In their study, they compare the
quality of US-GAAP and IFRS using a sample consisting of German new market firms for the
period between 1997 through 1999. They find that the quality of US-GAAP prepared financial
statements and IFRS information is overall very comparable, based on several earning quality
attributes such as accrual quality, value relevance, persistency and timeliness. They found US-
GAAP to be significantly more persistent than IFRS. [Van der Meulen et al., 2006]

Finally, the study by Ndubizu (2006) compares the differences in value relevance of earnings
prepared under US-GAAP Chile with IFRS in Peru. In their research, on data from 1992 through
2000 on they observe that earnings contain value-relevant information for investors in the two
accounting regimes. However, US-GAAP earnings are more value relevant than the IFRS
earnings. They also find that US-GAAP losses in Chile are timelier than IFRS numbers in Peru.
The higher timeliness is due to higher market sensitivity to economic losses (income
conservatism) in Chile than in Peru. Therefore, the Chilean US-GAAP has higher quality
accounting information than the Peruvian IFRS based on value relevant and timeliness measures.
[Ndubizu, 2006]

3.2.3 Conclusion

Although US-GAAP is widely accepted and frequently viewed (and used) as the benchmark for
high-quality standards, research on the comparison of US-GAAP and IFRS is scarce. Only five
academic studies could be found. From the five studies discussed above in can be concluded that
the results concerning the earning quality differences between the two standard sets are partly
conflicting. However, Leuz and Van der Meulen both conclude that there are almost no
significant quality differences between US-GAAP and IFRS (sample periods were 1999-2000
respectively 1997 through 1999). The study by Van der Meulen only found a difference between
IFRS and US-GAAP with respect to the predictive ability, where US-GAAP is significantly
more predictable than IFRS. On the other hand, the study by Harris and Miller showed that IFRS
is more value relevant than US-GAAP earnings when comparing the 20-F filings which
comprise of US-GAAP accounting data from foreign filers who report under IFRS in their
country of residence (sample period was 1992 through 1996). Finally, Ndubizu shows that US-
GAAP earnings in Chili are more value relevant and exhibit greater timeliness than IFRS
earnings in Peru.

Unfortunately, the studies found on the comparison of IFRS and US-GAAP take different
financial markets and different time periods in to account which makes the results from these
studies conflicting with each other. Based on results of prior literature, it is impossible to
conclude whether IFRS or US-GAAP earnings exhibit greater information quality. The studies

27



University of Twente Information qualtiy of IFRS and US-GAAP

indicate that results concerning the comparison of IFRS and US-GAAP are unique to the specific
sample and time period as well as the framework in order to determine the earning quality that is
chosen in each study.

Unlike prior research found on the comparison of reported earning under IFRS and US-GAAP,
this study will be the first to consider European firms who report their earnings in compliance
with IFRS and reconcile these earnings to US-GAAP after the introduction of IFRS in 2005. The
results on the comparison of IFRS and US-GAAP earnings are only applicable to firms on the
European financial market and to the specific sample period of 2004 through 2006. As results
from studies found on the comparison of IFRS and US-GAAP earnings are conflicting,
generalizing the results from this report to other financial markets and time periods can be
misleading.
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Chapter IV

Sample Selection and Descriptive Statistics

Firms from the DJ Eurostoxx 50 will comprise the sample in the report in order to compare the
information quality of IFRS and US-GAAP. As stated in the problem formulation, the DJ
Eurostoxx 50 can be seen as a representative sample for the European financial market. Although
IFRS is used throughout the international financial markets, this research focuses on one
financial market (the European market) in which IFRS is the primary accounting standard.
Selecting firms from different financial markets would bias the results, as the financial markets
differ in market structure and organization. However, restricting to one financial market has the
disadvantage that the conclusion made in this report will refer to this particular financial market.

According to the listing requirements by the SEC, foreign companies listed on the US financial
market have to fill in a reconciliation sheet, the so called 20-F form, which includes financial
accounting data according to US-GAAP. Selecting firms from the DJ Eurostoxx 50 provide
financial data on both IFRS and US-GAAP while offering the advantage of comparable financial
market elements (like market structure and organization). Each stock market knows its own
market elements. These market elements are affected by the market structure and organization of
the particular market, and is reflected in sellers' and buyers' pricing policies and practices, inter-
firm cooperation, product line and advertising strategies, R&D commitments and innovation and
tax legislation. Also the rules with regard to financial statement reporting are different when
comparing for example US, European and Asian markets. It is thus important to choose firms
that are all listed on the same financial market in order to draw valid conclusions. On the other
hand, choosing a sample from one financial market significantly limits the sample size and limits
the generalizability of the results. When including the US market as well, a large number of
firms reporting under US-GAAP could have been added to the sample as well. Also more
European firms could have been added which only report under IFRS and not using both.

Table 1 presents the companies that are listed on the DJ Eurostoxx 50 and the sample concerning
this research after deleting the financial firms and several companies that were not any more
listed on the DJ Eurostoxx 50.

First of all, 17 financials are deleted from the 50 firms that comprise the DJ Eurostoxx 50,
because of their very specific accounting rules which would bias the final results. Secondly,
another 11 firms had to be deleted because they were not listed on the US market anymore or the
firm was delisted from the US market before or during the sample period. In total 28 firms were
deleted out of the 50 firms comprising the DJ Eurostoxx 50. The final sample consists of 22
firms from 6 different countries with a total of 66 firm-year observations. As will be shown in
the result section, this number of firm year observation is large enough to make significant
interferences on each of the earning attributes. More specifically, the regression parameters
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which determine the results for the earning attributes show significant numbers which is proven
by several test statistics.

The restriction of the 11 firms that delisted from the US market and have to be eliminated from
the sample may cause the sample to be less representative for the European non-financials
market. Figure 4 shows the geographical (with respect to EU countries) and sector dispersion of
the ‘Eurostoxx 50 minus financials’ compared with the sample selection after the elimination of
the delisted firms. Comparing both samples, there is not much change in the sector and
geographical sample. Based on the later, the sample consisting of 22 European blue chips should
still gives a representative view of the European non-financials market.

Next, for each of the 22 firms the necessary accounting and market data from the corresponding
annual report (providing the IFRS data) and the 20-F reconciliation forms (providing US-GAAP
data) is extracted. More specifically, for the 22 firms several performance measures such as
earnings per share, sales and net income, and also market data such as stock price and stock
returns are collected on an annual basis for the period 2004-2006.

Table 1: Sample selection from DJ Eurostoxx 50

Dow Jones Eurostoxx - non financials Sample selection

Company Country Sector Company Country Sector
1 Ahold N.V. Netherlands Retail 1 Ahold N.V. Netherlands Retail
2 Air Liquide S.A.* France Industry 2 Alcatel-Lucent S.A. France Electronics
3 Alcatel-Lucent S.A. France Electronics 3 BASF AG Germany  Chemicals
4 BASF AG Germany  Chemicals 4 Bayer AG Germany Pharmaceutical
5 Bayer AG Germany  Pharmaceutical 5 Deutsche Telekom AG ~ Germany  Telecommunication
6 Carrefour S.A* France Retail 6 E.ON AG Germany Electricity
7 Compagnie de Saint-Gobain* France Industry 7 ENDESA S.A. Spain Electricity
8 DaimlerChrysler AG* Germany Industry 8 ENEL S.p.A. Italy Oil & Gas
9 Deutsche Telekom AG Germany  Telecommunication 9 ENI S.p.A. Italy Energy
10 E.ON AG Germany  Electricity 10 France Telecom France Telecommunication
11 ENDESA S.A. Spain Electricity 11 Groupe DANONE S.A. France Retail
12 ENEL S.p.A. Italy Oil & Gas 12 LAFARGE S.A. France Industry
13 ENIS.p.A. Italy Energy 13 Nokia Corp. Finland Technology
14 France Telecom France Telecommunication 14 Philips Electronics N.V. Netherlands Technology
15 Groupe DANONE S.A. France Retail 15 Repsol YPF S.A. Spain Oil & Gas
16 Iberdrola S.A.* Spain Oil & Gas 16 Sanofi-Aventis S.A. France Pharmaceutical
17 LAFARGE S.A. France Industry 17 SUEZ S.A. France Industry
18 L'Oreal S.A.* France Retail 18 Telecom ltalia S.p.A. Italy Telecommunication
19 LVMH S.A* France Retail 19 Telefénica S.A. Spain Telecommunication
20 Nokia Corp. Finland Technology 20 Total S.A. France Oil & Gas
21 Philips Electronics N.V. Netherlands Technology 21 Unilever N.V. Netherlands Retail
22 Renault* France Industry 22 Vivendi S.A. France Media & Entertainment
23 Repsol YPF S.A. Spain Oil & Gas
24 RWE AG* Germany Industry
25 Sanofi-Aventis S.A. France Pharmaceutical
26 SAP AG* Germany Technology
27 Siemens AG* Germany Technology
28 SUEZ SA. France Industry
29 Telecom ltalia S.p.A. Italy Telecommunication
30 Telefénica S.A. Spain Telecommunication
31 Total S.A. France Oil & Gas
32 Unilever N.V. Netherlands Retail
33 Vivendi S.A. France Media & Entertainment

* Firms that are no more listed on the US-Market
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Figure 4: Geographical & sector dispersion for DJ Eurostoxx—non financials and Sample selection compar ed

DJ Eurostoxx — non financials

Netherlands
9%

aly 43%

Sample selection

Finland
Spain ot

Netherlands
14% France

35%

9%

Ttaly
14%

Germany
24% Germany

18%

emical Chemicals
Chemicals gjecyrici 5% ectricity
L % ectricity ) 9%

T Telecommunication

12%

g% Electronics
nergy
Technology 3%

12% Technology

— 9%
Industry

22%
Media &

Entertainment
5%

Retail Media & Retail
18% Entertainment e

2% Pharmaceutical Oil & Gas

Oil & Gas 9% 13%
12%

Pharmaceutical

Table 2 (page 32) shows the descriptive statistics on the accounting and market data. Comparing
the accounting data (net income, earnings per share and sales numbers) between IFRS and US-
GAAP it can be concluded that they differ significantly (with a confidence level of 5%). In Table
2 this is shown by the p-value which is extracted from the t-test. All calculations concerning the
data process are performed in Excel. A t-test determines whether the means of two groups are
statistically different from each other. This analysis is appropriate whenever comparing the
means of two groups. The p-value shows at which confidence interval the Hy is rejected in favor
of the H; hypothesis which states that the two means are different. In most research, the "rule of
thumb" is to set the alpha level at 0,05. This means that five times out of a hundred you would
find a statistically significant difference between the means. In this case, where the p-value
indicates a value smaller than the arbitrary 0,05 the H; is accepted, i.e. the means are
significantly different. When the p-value is higher than the 0,05, the Hy is accepted, meaning that
there is no significant difference between the two sample means.

Regarding the sample data, [FRS reports significantly higher numbers for the accounting data for
most of the yearly and pooled observations compared with the reported numbers for US-GAAP
accounting data.
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The earnings per share concerning the pooled sample are 2.37 and 2.00 for respectively IFRS
and US-GAAP. More specifically, earnings per share reported under IFRS are on average 19%
higher than US-GAAP earnings per share (with p-value of 0,0002, i.e. highly significant).
Looking at the other performance measures, net income and sales, it is also IFRS that reports
significant larger numbers than US-GAAP. Regarding the pooled sample IFRS reports 26%
higher net income and 4% higher sales compared to US-GAAP net income and sales.

According to the year specific results the difference between the accounting data for IFRS and
US-GAAP is the highest for the year 2004. The earnings per share reported under IFRS are 52%
larger than the reported earnings under US-GAAP, followed by 12% in 2005 and 11% for 2006.
Year specific results regarding the net income show a similar pattern compared to the earnings
per share. Difference regarding net income for the year 2004, 2005 and 2006 are respectively
44%, 15% and 5% in favor of IFRS. Year specific results for sales differences in IFRS and US-
GAAP show a different pattern. For the year 2004, 2005 and 2006 these differences are
respectively 8%, 17% and 22%. Sales differences are increasing, which doesn’t seem logical
compared to the yearly pattern found for differences in earnings per share and net income. Not
all differences between IFRS and US-GAAP are significant, which is the case when the p-value
is larger than 0,05.

The stock market for the sample period is characterized by an overall uptrend, with an average
grow of 18,0% return per year. This market growth is also reflected in the growth of the
accounting numbers, e.g. in the earnings per share (1.41, 2.32 and 2.79 respectively, 25% growth
on average). This indicates a positive relation between earnings and stock prices or returns;
investors seem to appreciate the growth in earnings. Market prices and returns are adjusted for
dividends and splits, i.e. market-adjusted prices, and were extracted from finance.yahoo.com.

Data from the descriptive accounting and financial market information shows a first indication
that IFRS and US-GAAP accounting information are significantly different. More specifically,
IFRS accounting data is significantly higher than US-GAAP data comparing earnings per share,
net income and sales. The year specific results on differences between IFRS and US-GAAP for
the period 2004 through 2006 shows that differences are declining. However, when looking at
sales numbers, which is also an important performance measure, differences between IFRS and
US-GAAP increase. The overall significant differences between IFRS and US-GAAP accounting
data raises question which of the two produces qualitatively better data. In the following section
the model will be presented in order to determine quality differences between IFRS and US-
GAAP earnings, based on four attributes using earnings per share and market returns as input
data.
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Chapter Vv

Model Specification

This chapter explains the model that will be used in order to determine the quality differences
between IFRS and US-GAAP prepared information. Quality is here defined in terms of the
scores for the four earning attributes used in this research.

Unlike many of the prior research on earning quality of different reporting standards that tend to
focus on one or two attributes (mostly market-based attributes), this research focuses on four
earning attributes, which can determine a better overall earning quality on the reported earnings.
More specifically, this research focuses on two accounting-based attributes, i.e. persistency and
predictability; and two market-based attributes, i.e. value relevance and timeliness.

Three out of the four attributes will be determined using a regression analysis, predictability is
determined by looking at the variance in the persistency regression. This regression analysis is a
form of statistical modeling that attempts to evaluate the relationship between the dependent
variable and the independent variable. For instance, for the value relevance regression formula,
the independent or explanatory variable is the earning per share, and the dependent or explained
variable is the market adjusted return. The intensity or power of this relation is given by the
models R, or regression coefficients.

The first step is to apply each of the four earning attributes on the IFRS and US-GAAP data
separately. Next, the value relevance, timeliness, persistency and predictability results for IFRS
respectively US-GAAP data will be compared per earning attribute. Finally the significance of
the difference between the regression coefficient of the IFRS data and US-GAAP is determined,
in order to determine if there is a significant quality difference between IFRS and US-GAAP
earnings.

First of all, the statistical techniques of performing regression analyses will be discussed. Next,
the model specification for each of the earning attributes is given.

5.1 Regression models

The use of regression models is a technique used for the modeling and analysis of numerical data
consisting of values of a dependent variable (or response variable) and of independent variables
(predictor or explanatory variable). Regression is a tool for determining causal relations between
two or more variables. The regression coefficient gives the strength of this relation. When the
regression is 1, the dependent variable is entirely explained by the independent variable is, if O
there is no relation what so ever between the two variables. The relation itself has the following
expression:
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v, i ox, +&, where i 1,m

y, is the dependent variable, x, is the independant variable
wu, (intercept) s, (slope) are the parameters of the equation
i, IS the error term

i is oneelement out of the all the m elements

The regression equation shows how the dependant variable is explained by the independent
variable. The strength of this relation is indicated by the according regression coefficient or R?.
[Larsen and Marx, 2001]

The book of Larsen and Marx on mathematical statistic provide some statistical analysis on test
statistics which are important to incorporate in order to control for the significance of the relation
between variables. Typically, an F-test and accordingly a t-test will determine if the regression
coefficient, showing the explanatory power of the independent variable on the dependent
variable, is significant, i.e. reliable.

The F-test value indicates if there is evidence that the independent variable (in the case of the
value relevance model these are the reported earnings, which will try to explain the market
return) is linearly associated with the dependent variable (the market return in the value
relevance attribute). The results from the F-test can be interpreted according to the Hy and H;
hypothesis. The Hy hypothesis states that the predictor (or the independent variable) is linearly
associated to the response (or dependent variable). If this is rejected, the H; hypothesis is
accepted which states that there is no linearly relation between the predictor and response (R* ~
0). The larger this F-statistic, the more useful the model. The critical value for the test depends
on the sample size, i.e. the degree of freedom, and of course the arbitrary confidence interval.
For this research, a confidence interval, or alpha, is chosen to be 5%, which is very typical in
academic research. When having determined the degrees of freedom (number of observations
minus 2, df -2) and the according confidence interval on which the Ho will be accepted, the
critical F-value can be determined from the table of F-statistics. When the calculated F-value is
larger than the critical value, the Ho hypothesis will be accepted, i.e. it is proven that the
regression between the two variables is indeed statistical significant, i.e. the independent variable
is linearly associated with the dependent variable. The strength of this relation is given by the
regression coefficient itself.

The final test in order to check the reliability or significance of the regression is to check if the
parameters from the regression equation, #; and ,, are significant. This is done by a t-test on
these parameters. The t-test shows how significant the outcome for the parameters is by taking
the t-value into account. For a given value of u; and ©y which makes up the regression formula
the t-value for each of the parameters indicates the confidence of the value found for «; and .
For example the regression formula between the independent variable X and the dependent
variable Y may be described as follows:
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Y -0,01-09-X +z,,

Now say the t-value found for #; (here 0,9) equals 3,00. With the use of the table of t-statistics
the critical t-value can be found, given the degrees of freedom (which is equal to the sample size
minus 2 in the case of a t-test) and an arbitrary confidence interval. If the calculated t-value (in
this example 3,00) is larger than the critical t-value from the table of t-statistics, the according
parameter for the regression is significant, i.e. the slope of the according regression formula is
successfully determined. [Larsen and Marx, 2001]

After having determined the regression coefficient from two samples, these have to be compared
in order to conclude if one is significantly higher than the other. For this research regression
analyzes will determine the value relevance, timeliness and persistency of IFRS earnings and
US-GAAP earnings. After having determined the regression coefficients, which indicates the
strength of the relation, the regression coefficients from both IFRS and US-GAAP have to be
compared. If, for instance, the value relevance coefficient concerning IFRS earnings is higher
than the value relevance coefficient concerning US-GAAP earnings, a t-test will determine if the
IFRS coefficient is significantly higher. If so, it will conclude in this case that IFRS earnings are
significantly more value relevant than US-GAAP earnings. The test-statistic in order to compare
regressions from different data sets (by taking IFRS and US-GAAP as example) is not
automatically generated (in excel or SPSS for example) as is the case for the rest of the test
statistics found in this research (F-test for regression coefficients and t-tests for regression
parameters). The T-test for comparing regression coefficients is calculated as follows [Larsen
and Marx, 2001]:

RIZFRS RLZIS GAAP

SE(RIZFRS +R[2/S GAAP)

R’ is the regressioncoefficient
SE is the standard deviation

The calculated T-value has to be compared with the critical T-value that can be found from the
same table of t-statistics, given the degrees of freedom (sample size minus 2) and the arbitrary
confidence interval (throughout this research for all statistical tests a confidence interval is used
of 5%). Again, if the calculated T-value is higher than the critical T-value from the according t-
table, the regressions of both data sets are significantly different.

Summarizing, for each of the two samples (IFRS earnings and US-GAAP earnings) the
regression, or R?, is determined and controlled by an F-statistic (controlling if the independent
variable is significantly associated with the dependent variable) and a t-statistic (controlling if
the regression parameters, ©; and o, are significant). When both the IFRS and US-GAAP
regression coefficients belonging to a particular earning attribute are determined they are
compared in order to conclude if they differ, which would indicate quality differences with
respect to the specific earning attribute. In order to check for significant differences between the
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regression coefficients the T-statistic is used, indicating the significance of the difference
between two regression coefficients.

5.2 Perdstence

Based on the research of Francis et al. (2004) the following formula will be used to test the
persistency of earnings:

X, —rz0+a1Xl.qtl—£

it it

where X, are the earnings for firm i for fiscal year t

X,, | are the earnings for firm i for fiscal year t 1

1

£, is the standard error

R
The formula measures persistency by explanatory power of past earnings on present earnings. A
high regression coefficient (R?) indicates that the earnings are highly persistent. In the extreme
case when R” equals 1, the earning of the present fiscal year are entirely explained by the earning
of the previous fiscal year. An R’ close to zero imply highly fluctuating earnings. Persistent
earnings are viewed as higher quality, while transitory or fluctuating earnings are viewed as
lower quality.

For this research only the persistency for fiscal year 2005 and 2006 can be calculated. For 2004
the persistency cannot be determined because earning data from 2003 is needed, which is not
available regarding the IFRS sample as European firms adopted IFRS in 2004 for the first time.
Persistence of the reported earnings, and also the predictability which is discussed in the
following paragraph, can only be determined for fiscal year 2005 and 2006. Here, persistency
and predictability for fiscal year 2005 is based on fiscal year 2004 observations compared with
fiscal year 2005 observations and persistency and predictability for fiscal year 2006 is calculated
based on data from 2005 and 2006. All 66 firm-year observations regarding the sample period
2004-2006 are used.

5.3 Predictability

The second measure of earnings quality is the ability of earnings to predict future earnings.
Following the research of Francis et al. this research will use a measure of earnings predictability
that is reflected in the variance of the earnings shocks (as variance increases, the predictability
decreases). More specifically, Francis et al. (2004) follow this study by measuring earnings
predictability using the standard deviation of the estimated error from the earnings persistence
equation (shown in the formula on the next page).
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Predictability — \|="{z,, )

#,, is the standard error of firm i's earning in year t from the persistency equation

2 . . . . .
fe (&, is the variance of the standard error o irm i's earning in year t.
it

The term predictability indicates the amount of variance or shocks between present and last years
earnings. When for example the persistency is determined to be 0,5, predictability looks at the
variation around this number, or in other words the variation in the standard error of the
persistency equation.

Large (small) values of predictability imply less (more) predictable earnings. More predictable
earnings are viewed as higher quality, while less predictable earnings are viewed as lower
quality.

5.4 Valuereevance

In accounting research, many equity valuation models have been used to examine the value
relevance of accounting data. Studies measure value relevance as the relation between an
accounting measure and market returns and operationalize the value relevance by a regression
variation approach.

As in Francis et al., value relevance concerning this research is measured using this approach.
Value relevance explains the ability of earnings to explain the firm’s market return over the 15
month period beginning at the start of the annual fiscal year and ending three months after the
end of the annual fiscal year. The arbitrary 15 months is based on researcher’s view that returns
follow earnings by another 3 months after the end of the fiscal year which the reported earnings
are related to, which means information in the earnings is adopted in the market returns over this
15 months period. More specifically, with the use of the following regression formula, the
relation between the return and the fiscal year earnings can be measured.

RET,

i,t+0.25

-, X, /P,

it 1
where RET,, s is the 15—month market adjusted return (adjusted for dividends/splits, etc.)
X., are the earnings for firm i for fiscal year t,

it

P, | is the security price at the beginning of fiscal year t.

1

The explanatory power of the earnings to explain the 15-month market return is expressed in the
R? or the regression coefficient of the according regression formula.
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55 Timeliness

Similar as the research of Francis et al, this research investigates timeliness by calculating the
relation between reported annual income and again the fiscal-year returns as a proxy for
economic income.

The according regression formula is given below.

X,
—L e+ &, RET,,

£
Where X, are the earnings for firm i for fiscal year t,
B, | is the security price at the beginning of fiscal year t,

RET is the annual market adjusted return for firmi for fiscal year t

This approach is based on the observation that stock prices follow accounting earnings. From the
formula above it can be derived that timeliness measures the relation between the annual market
return and the present earning (in proportion with the security price). When the regression
coefficient is high (say 0,9), the annual return is for the most part reflected in the present
earnings. Accordingly it can be concluded that the earnings are timely, as they comprise the
annual returns of the security. When the regression coefficient is close to zero, the annual return
is not reflected in the earnings at all, the earnings are not timely.

In the following table an overview is given of the four earning attributes used in this research
with the according formula.

Table 3: Overview on Earnings Attributes M easures

Attribute Model Sepecification
Percistence X =k 8 X
Predictability Predictability =,/ 7° [.';i’t )
Value Relevance RET,, s —ety =2, X, /P, |
Timeliness X, /B, =, +eRET,

Where X  is the net earnings per share. P; ; is the market price of firm i in year t, RET;  is the
return over year t. The terms ¢ +¢# indicate the regression parameters for that particual
regression equation.
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Chapter VI

Results

The descriptive statistics from table 2 on page 32 already show significant differences between
the reported earnings under [FRS and US-GAAP for the sample period between 2004 and 2006.
This difference in the reported earnings indicates a possible difference with respect to the quality
of the earnings. In order to investigate the quality difference, the results per earnings attributes
will be discussed below. The overall results of this investigation may give a first impression on
the quality differences between IFRS and US-GAAP reported earnings.

Differences between the reported earnings under IFRS and US-GAAP with regard to the four
earning attributes are reflected in differences between the model’s regression coefficients, or Rs.
The results of the differences are presented per earning attribute in tables 4 through 7. As can be
noticed from the tables, the regressions are done per fiscal year separately but also for the sample
as a whole (the pooled sample). The pooled estimation gives the result regarding the differences
in the R?s for the total sample period, i.e. by taken the three years (in case of the market-based
attributes) or two years (in case of the accounting-based attributes) of observations together. The
advantage of pooling is that it increases the sample size. However pooling doesn’t show the
development within the sample period; in this case it determines a quality aspect for the entire
three year period. The results per year provide interesting information about the time-dependent
aspect, i.e. the trend and the according volatility of the differences in the R?s throughout the
sample period.

6.1 Valuerdevanceresults

Table 4 shows the results concerning the value relevance comparison of IFRS and US-GAAP
earnings. The value relevance of both IFRS and US-GAAP earnings is calculated taking the
three sample years together (the pooled sample) and for each fiscal year separately.

At first the value relevance regression is run for the pooled sample. From this results it can be
concluded that in general IFRS earnings are more value relevant than US-GAAP earning. More
specifically, the IFRS regression coefficient (regression is showing the strength of the relation
between the earnings and stock returns) is 22,0%, compared to 12,5% for US-GAAP earnings
value relevance concerning the pooled results.

When looking at the pooled T-statistic it can be concluded that IFRS earnings are significantly
more associated with stock returns than US-GAAP earnings, i.e. IFRS earning are significantly
more value relevant than US-GAAP earnings.

The T-statistic (given on the right hand of the table) for the pooled sample is 2,28. At the
arbitrary 5% confidence level the T-statistic has to be higher than 1,73 in order to reject the Hy
hypothesis which states the that the R?s are equal, in favor of the H; hypothesis which states that
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the R2s are not equal. IFRS presents significantly more value relevant earnings than US-GAAP,
based on a 5% confidence interval.

Concerning the year specific results, differences in the value relevance for [FRS and US-GAAP
can be found. Concerning the [FRS earnings, the value relevance is relatively high (37,7%) in
2004 after which it drops to 17,7% in 2005 and finally to 12,6% in 2006 (see figure 5). The value
relevance concerning the US-GAAP earnings are fairly constant; in 2004, 2005 and 2006 the
value relevance is respectively 15,0%, 9,6% and 12,2%.

The results with respect to the regression coefficients, or R?s, for the value relevance found in
this report are comparable to the findings in prior research that used the same value relevance
metric as applied in this report. For instance, Francis (2004) found a pooled R? of 17,4% for the
sample consisting of a large number of US firms for the period 1975-2001, where in this research
the value relevance for the three-year period equals 12,5% for the US-GAAP earnings and 21,9%
for the IFRS earnings. Furthermore, Francis and Schipper (1999) found an average earnings
value-relevance of 22% for a pooled sample consisting of a large number of US technology firms
for the period from 1952 through 1994.

Figure5: Development of Value Relevance
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All results concerning the year specific and pooled R?s are highly significant. This can be
concluded from the F-statistic, which indicates if the strength of the relation given by the
regression coefficient is indeed significant. Given an arbitrary 5% confidence level, the Hy
hypothesis which states that there is no relation between the dependent and independent variable
is rejected when this F-value is larger than 0,43 for the year specific results (this F-value can be
found in the according F-table in mathematic literature, given the sample size, here: 22
observations), or 0,63 for the pooled results (based on 66 observations). The F-values concerning
the pool results as well as the year specific results are higher than the critical value; there is a
relation between the independent and dependent variable (see table 4, F-values are mentioned
between [..]).

The regression parameters i (intercept, where the trend line crosses the y-axis) and
(representing the slope of the trend line), shown in table 4, give the exact relation between the
independent variable (in the case of value relevance this variable consist of the reported earnings
data) and dependent variable (the firms market adjusted return), also explained in section 5.1.
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The iy (intercept) parameter shows insignificant results as t-values, presented between (..), are
much smaller than the critical value of 1,73. The fact that the intercept values given by the
regression model are insignificant is not strange as the model doesn’t provide data around the
intercept as would be the case when the sample had data points around 0. Earnings however
don’t come close to 0. This makes it difficult to determine a significant intercept value for a
regression model, as the regression information doesn’t provide information on its behavior
around the intercept point. Values concerning the u; parameter, representing the slope of the
trend line, give mostly significant numbers at a 5% confidence level, as the according t-values
are above 1,73. Given for example an ¢, of 2 indicates that if the independent variable (earnings)
goes up by 1%, the dependent variable (the stock return) will increase by a factor of 2, i.e. by
2%.

For the purpose of this research, only the R? will be analyzed in order to conclude on significant
differences between earning attributes for IFRS and US-GAAP earning data. The information
needed for determining the value relevance is given by the R’s presented in table 4, as this
number gives an indication how strong the two variables are related to one another. Providing
additional information about the regression parameters, i and «,, specifies the exact relation if
the parameters can be determined significantly. The regression parameters are shown for
additional information about the performed regression.

Overall it can be concluded that IFRS earnings are more value relevant than US-GAAP earnings.
Concerning the year specific results, an interesting development is noticed. Differences are high
in 2004, i..20,0% and decline to an 8,1% difference in 2005 and finally 0,3% difference in
2006. This declining trend in differences in the value relevance results can also be noticed in the
yearly development in differences in the reported earnings per share between IFRS and US-
GAAP. Difference between the reported earnings is the highest in 2004, i.e. € 0,58 difference in
favor of IFRS after which the difference declined to € 0,27 in 2005 and € 0,28 in 2006 in favor
of IFRS. The interpretation of the value relevance results will be discussed in paragraph 6.3.
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6.2 Timelinessresults

Table 5 shows the results concerning the timeliness of the earnings for IFRS and US-GAAP.
Timeliness is, according to prior studies, correlated with the value relevance metrics. Comparing
the value relevance results with the timeliness results, there are clear indications of this
correlation between the two attributes. This is not surprising as both metrics use earnings and the
firm’s market returns as input.

According to the pooled sample, IFRS is significantly more timely than US-GAAP in reflecting
news in the earning numbers. IFRS scores 16,4% on timeliness against 11,1% for US-GAAP
earnings (T = 6,06, i.e. highly significant at a 5% confidence level).

Year specific results show a constant decline of the timeliness concerning the IFRS earnings, just
as in the case of the value relevance results, which is not surprising given the correlation between
these two attributes, discussed in the research of Francis. For US-GAAP the timeliness of the
earnings are rather constant. The biggest difference in timeliness is for the year 2004 (IFRS
equals 23,6%, US-GAAP equals 7,6%, T = 10,8). All F-values concerning the yearly and pooled
R?s are higher than the critical F-values of 0,43 (yearly data) and 0,63 (pooled data), i.e. the R?s
are significant.

This same declining trend, as was found in the value relevance results, is found for the timeliness
of IFRS earnings, while timeliness of US-GAAP earnings shows a rather constant pattern. This
trend can be interpreted in different ways as explained in the following paragraph. Timeliness of
IFRS earnings is relatively high for the year 2004, 23,6% (significant, F = 5,88, which is larger
than the critical F-value of 0,43 given the sample size with 22 year observations) after which it
drops to 16,7% (significant, F = 3,86) in 2005 and finally in 2006 earnings’ timeliness is 16,4%
(significant, F = 1,91). Timeliness of US-GAAP earnings are, as in the case of the value
relevance results, fairly constant; in 2004, 2005 and 2006 the timeliness is respectively 7,6% (F
= 1,56, significant) 11,8% (significant, F = 2,55) and finally 7,8% (significant, F = 1,69).

Figure 6: Development of Timeliness
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The regression parameters iy (intercept with the y-axis) and u; (slope of the trend line), are
shown in table 5. Just as in the case of the value relevance results, the w (intercept) parameter
shows insignificant results as t-values, presented between (..), are much smaller than the critical
value of 1,73. Again, the sample data for determining earnings’ timeliness doesn’t provide data
around the intercept, as earnings don’t come close to 0. The «; parameter values, representing the
slope of the trend line, doesn’t give significant numbers at a 5% confidence level, concluded
from the calculated t-values (the calculated t-values are lower than the critical t-value of 1,73).
Although the regression number, or R?, shows that there is a positive and significant relation
between the two variables in the timeliness attribute (F-values larger than 0,43), the slope of this
relation is insignificant, i.e. more data points have to be provided in order to conclude on the
slope of the trend line of the two variables.

In the research of Jennings (2003) the researchers found similar results for timeliness. They
found that for a sample using IAS as the accounting standard, the timeliness was 21,0% on
average. Francis et al. (2004) found an average R? for timeliness of 21,9% for the sample
consisting of a large number of US firms for the period 1975-2001.

The pooled results as well as the year specific development are in line with the value relevance
results. Both market-based measures proof that IFRS and US-GAAP earnings are significantly
value relevant and exhibit significant timeliness. However, the numbers are in favor of IFRS.
IFRS earnings are significantly more value relevant and timelier than US-GAAP earnings.
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6.3 Interpretation of the market-based attributesresults

Given the results on the market-based attributes from paragraph 6.1 and 6.2 it can be concluded
that, on a 5% confidence interval, IFRS earnings are significantly more value relevant and
timelier than US-GAAP earnings. Summarizing, the results concerning the value relevance for
the pooled sample are 21,9% for IFRS earnings against 12,5% for US-GAAP earnings. The
timeliness of IFRS earnings are 16,4% against 11,1% for the US-GAAP earnings, considering
the pooled sample.

Concerning the year specific results for the market-based attributes, an interesting development
is noticed. Differences are relatively high in 2004, decline in 2005 and finally in 2006 the
differences become insignificant, i.e. no significant differences exist in 2006 between the value
relevance and timeliness results. This declining trend is visualized in figures 5 and 6 on page 40
and 43.

Higher reported earningsfor IFRS compared to US-GAAP

A first remark concerns the trend noticed in the yearly difference between IFRS and US-GAAP
value relevance and timeliness. This same trend is noticed in the differences between IFRS and
US-GAAP net income and also in the differences in the earnings per share, shown in the
descriptive statistics table on page 32. Concerning the IFRS and US-GAAP net income numbers,
the difference is highest in 2004 with an average differences of € 814.000 in favor of IFRS, after
which it declines to € 470.000 in 2005 and finally to € 186.000 in 2006. Difference between the
reported earnings per share between IFRS and US-GAAP is also the highest in 2004, i.e. € 0,58
difference in favor of IFRS after which the difference declines to € 0,27 in 2005 and € 0,28 in
2006 in favor of IFRS.

Although differences with respect to the value relevance and timeliness results are declining,
IFRS earnings are significantly more value relevant and timelier, as a consequence of IFRS
earnings being significantly higher than US-GAAP earnings (table 2, page 32). A reason for
IFRS reported earnings to be higher can possibly be explained by investigating the accounting
rules imposed by IFRS. In academic literature IFRS is often described as principle-based
whereas US-GAAP is described as rule-based [EY, 2006]. This might suggest that IFRS leaves
more room for interpretation by the firms in specific accounting situations. This could lead to
higher reported earnings, as described in the descriptive statistics, compared to US-GAAP as
firms may use the degree of freedom which IFRS imposes in their advantage, i.e. apply the
accounting principles in such a way that it will increase reported earnings. This affect is shown
in a study by Ernst & Young [EY, 2006]. In this study principles concerning the use of financial
instruments (IAS 32 and IAS 39), pensions (IAS 19) and business combinations (IFRS 3) show
considerable more freedom when comparing the rules imposed by US-GAAP concerning these
issues. More freedom with respect to the application of accounting rules in specific accounting
situations doesn’t necessary have to imply higher reported earnings. Given the descriptive
statistics on reported earnings from both IFRS and US-GAAP and the knowledge about key
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differences between the two reporting standards might suggest that due to more accounting
freedom within the IFRS framework, IFRS reported earnings are significantly higher than
reported earning under US-GAAP.

6.4 Persistency results

The results from the persistency metrics are presented in table 6. Persistency of IFRS and US-
GAAP earnings is calculated for the years 2005 (based on the earnings relation between 2004
and 2005) and for the year 2006 (based on the earnings relation between 2005 and 2006).
Persistency will also be calculated on the pooled sample, based on the data from the three sample
years together.

Both IFRS and US-GAAP earnings are highly persistent given the R of 82,6% for the IFRS
pooled sample and 65,9% for the US-GAAP pooled sample. Given the low T-statistic of 0,73
(which shows if the difference in R* between IFRS and US-GAAP is significant), the difference
for the pooled sample is not significant. In order to conclude that the persistency of IFRS and
US-GAAP earnings differ significantly on a 5% confidence interval, the found T-value has to be
larger than the critical T-value of 1,73. According to the performed test it can be concluded that
there is no significant differences in persistency between IFRS and US-GAAP earnings
concerning the pooled sample for the year 2005 and 2006.

Considering the year specific results, i.e. 2005 and 2006, no significant differences are found
between IFRS and US-GAAP earnings persistency. Although IFRS exhibits greater persistency
shown in figure 7, these differences are not significant on a 5% confidence level. IFRS
persistency equals 74,4% and 92,8% for respectively 2005 and 2006 against 50,2% and 87,5%
concerning US-GAAP earnings for respectively 2005 and 2006. The T-value concerning the
yearly differences equals 0,65 in 2005 and 0,25 in 2006. Given the critical T-value of 1,73, both
year specific differences are again not significant. There is no significant difference in
persistency for IFRS and US-GAAP earnings for the year specific and pooled results.

Figure 7: Development of the Persistency
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Looking at the persistency results of IFRS and US-GAAP individually (table 6) it is concluded
that all results concerning the year specific and pooled R’s are highly significant. This is
concluded first of all from the F-statistics, indicating the strength of the regression or in this case

48



University of Twente Information qualtiy of IFRS and US-GAAP

the relation between the past year’s earnings with present earnings. The F-value has to be higher
than 0,63 concerning the pooled sample data (66 observations) and 0,43 concerning the year
specific sample data (44 observations), given a 5% confidence interval. From table 6 it can be
concluded that all regressions performed on the pooled and year specific data are highly
significant.

The regression parameters concerning iy (intercept) and «; (slope) are also determined for the
persistency attribute. The ; parameters for the pooled and year specific results are highly
significant which can be concluded from the high values for the t-statistics presented between the
(..) in table 6. The ¢, shows the slope between past year earnings with present year earnings. The
intercept of the trend line with the y-axis are significant for the sample year 2005 and for the
pooled sample. That means that for the sample year 2005 and the pooled sample a trend line can
be constructed that describes the relation between the dependent and independent variable.

The most important figure however, which represents the persistency of the reported earnings, is
the regression coefficient, or R%. The parameters which describe the trend line concerning the
regression are not further used in this research

The results found in this research show that earnings under IFRS and US-GAAP for the sample
period are highly persistent. Other researchers found much lower persistency numbers for
reported earnings, which were gathered from different sample firms and sample periods. First of
all, Monem and Farshadfar (2007) conclude that Australian earnings are persistent with R?s
between 40% and 90% for the period 1993 through 1999. Results from Francis et al (2004) on
the persistency shows a lower number, i.e. an overall 21,7% persistency for US firms for the
period 1975-2001. The reason why in this report the persistency results were higher than the
results found in other researches is likely because the underlying stock market was not volatile,
i.e. the market was going up every year by around 20%. A volatile market is likely to be
followed by volatile earnings, which causes lower persistency results.
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6.5 Predictability results

Predictability is measured by looking at the variance shocks of the persistency equation. More
specifically, the predictability measure used in this research determines the variance between
present earnings with prior year earnings. If the variance between these two earnings is high, the
earnings exhibit low predictive value. The variance is extracted from the residuals from the
persistence equation, discussed in chapter five.

Table 7 shows the results concerning the predictability of IFRS and US-GAAP earnings. The
values in the table correspond to the standard deviation (square root of the variance) in the
standard error from the persistency equation. At first sight, US-GAAP earnings seems to exhibit
greater variance in the residuals on the pooled sample, with a standard deviation of 1,17,
compared with IFRS earnings, with a standards deviation of 0,86. However the F-statistic, which
in this case shows if the variances of two samples are significantly different, gives a value of
0,059, which is smaller than the critical value of 0,63 given the 66 data points for the pooled
sample. It can be concluded that there is no significant difference in the predictive value of IFRS
and US-GAAP earnings.

The year specific results show an identical development as for the persistency results.
Concerning the years 2005 and 2006, IFRS exhibits greater predictability, as the variance of the
earning shocks is lower (see figure 8). However this difference in predictability is not significant
as the calculated F-values are 0,21 and 0,26 which are lower than the critical F-value of 0,43,
given the 44 data points for the yearly results.

Figure 8: Development of the variance of the earnings shocks
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There is no significant difference between IFRS and US-GAAP earnings concerning the
predictability of the earnings.

The numbers found in this research for the standard deviations of the residuals are comparable to
prior research. The results for the standard deviations from Monem and Farshadfar (2007) range
from 0,32 through 1,16 with a mean value of 0,6 concerning the predictability results for
Australian firms for the period 1993-2003. The results are also in line with the results found in
the research of Francis et al. (2004), where they found an average standard deviation of 1,054
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(pooled result) for US-firms for the period of 1975-2001, which is close to the pooled results
fount in this report (IFRS: 0,86; US-GAAP: 1,17).

6.6 Interpretation of the accounting-based attributesresults

No significant differences with respect to the persistency and predictability are found concerning
the reported earnings from the IFRS and US-GAAP sample data. Although the results at first
sight show that IFRS earnings exhibit greater persistency and predictability, these differences are
not significant. More data is necessary to conclude on significant differences between IFRS and
US-GAAP persistency and predictability.

No signs on the convergence of IFRS and US-GAAP can be noticed looking at the persistency
and predictability results concerning the sample period. Comparing the difference between
persistency and predictability for the year 2005 with 2006 doesn’t indicate a significant decline
in this difference. The results from the market-based attributes show however that differences
between IFRS and US-GAAP earnings are declining significantly. This is likely because no
significant differences could be found between accounting-based attributes for IFRS and US-
GAAP earnings.

As the results show, earnings — as one of the most important figures in accounting information-
are highly persistent. This can be concluded from persistency results. The IFRS earnings’
persistency equals 83% against 66% regarding US-GAAP earnings. The predictive value of
earnings, represented by the variance in the persistency of the earnings, shows that there is a lot
of uncertainty in the persistency, meaning that future earnings, based on present earnings show a
high degree of variance. The same findings were found with respect to the predictive power of
earnings in prior research, using different samples (e.g. Francis et al. 2004 and Monem and
Farshadfar, 2007).

Several arguments can be formulated that challenge the results based on the comparison of IFRS
and US-GAAP earnings persistency and predictability. First, unlike the value relevance and
timeliness results, no signs of convergence can be noticed, i.e. differences are not significantly
declining between IFRS and US-GAAP earnings. Secondly, several studies on the
implementation of IFRS claim that IFRS reporting are more volatile than for instance US-GAAP
reporting [DNB,2005]. Looking at the persistency and predictability results, which are both good
measures for the volatility within reported earnings, no significant differences can be found
between both standards. Based on the findings of this report, it doesn’t seem that IFRS earnings
are more volatile than US-GAAP earnings.

6.7 Final results

First of all the results from applying the earning attributes suggest that accounting information,
whether it is stated according to IFRS or US-GAAP is value relevant, persistent, predictable and
exhibits timeliness, proven by the significance found in the according results.
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Concerning the comparison of IFRS and US-GAAP prepared earnings, significant differences in
value relevance and timeliness are found. Considering the accounting-based attributes, i.e.
persistency and predictability, no significant differences could be found between the two
financial accounting standards.

Several remarks are however to be made. First of all, the overall findings can only be applied to
the European equity market for the period 2004-2006. Prior literature on the quality of IFRS and
US-GAAP earnings using different sample selections, show different results. Also the results are
for a short period, i.e. 2004-2006, which is characterized by an overall up-trend in the stock
market. Results may differ significantly when doing the same research on a different sample
period with also different market trends.

Secondly, the overall quality is determined by a selection of four earning attributes, based on a
summary of seven earnings attributes that are widely used in accounting literature, provided by
Francis et al. (2004). Next to the four attributes applied in this research, there are three earning
attributes mentioned by Francis et al. that had to be excluded from this research, i.e. accrual
quality, smoothness and conservatism. Including more attributes gives a better picture on overall
earning attribute differences. However, the two accounting-based and two market-based
attributes were able to provide interesting insights on several quality differences between IFRS
and US-GAAP reported earnings.

This report shows some interesting results on the comparison of IFRS and US-GAAP earnings. It
gives an indication that there are significant differences between earnings prepared under both
reporting systems, based on the descriptive statistics on net income and earnings per share. These
differences have led to significant differences concerning value relevance and timeliness of the
reported earnings. The results on the market-based attributes further more show an interesting
pattern in the year specific result. Difference where much higher for the year 2004 and started to
decline in 2005 and 2006.

53



University of Twente Information qualtiy of IFRS and US-GAAP

Chapter Vil

Conclusions and Reflection

This chapter represents the final conclusions to this report and will reflect the outcome of this
report regarding the research objective, the main question and the research questions.

7.1 Conclusions and answersto the Research Questions

The motives for this research are to show if there are quality differences between IFRS and US-
GAAP reported earnings, based on four unique earnings attributes. Many of the academic
literature on the information quality of accounting standards determine the quality of these
standards by looking at the reported earnings. The literature on earnings quality currently
embraces various aspects of this concept. No unique definition of earnings quality can be found.
Different studies focus on just one earning attribute in determining this quality, other researchers
take several earning attributes into account, depending on the researcher’s view about what they
see as important criteria for reported earnings. Quality of the reported earnings is determined by
different earning attributes developed by several researchers. Francis et al. summarized these
widely used earning attributes in their article “Cost of equity and earning attributes” which is
used as a leading article in this paper.

The research objective of this report is to compare the earning quality of IFRS and US-GAAP
reported earnings using a sample of European firm which report their earnings under both IFRS
and US-GAAP. The main question of this paper is stated as follows:

What are the quality differences between IFRS and US-GAAP prepared earnings, considering
several earning attributes?

The research framework for this comparative study consists of four evaluation criteria on which
the overall earning quality will be determined. The research findings are further elaborated
considering each research question:

What are the differences in value relevance between IFRS and US-GAAP reported earnings?

Concerning the value relevance results it can be concluded that IFRS earnings are significantly
more value relevant than US-GAAP earnings. The results show that the explanatory power of
reported earnings to explain the firm’s market return for IFRS is 0,21 against 0,12 for US-
GAAP, regarding the pooled sample over the sample period of 2004 through 2006.

Regarding the year specific results, IFRS is significantly more value relevant than US-GAAP for
the sample year 2004 and 2005. For the year 2006, IFRS and US-GAAP reported earnings are
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equally value relevant. There is an interesting pattern found for the year specific value relevance
results regarding the IFRS and US-GAAP data. More specifically, in 2004 the difference
between value relevance for IFRS and US-GAAP is much larger (22,8% in favor of IFRS,
significant) than in 2005 (8,1% in favor of IFRS, significant), where in 2006 the very small
difference is not significant anymore (0,4% in favor of IFRS).

The decline in difference may very well be caused by convergence actions set out by the [ASB
and FASB in order to reduce differences between IFRS and US-GAAP. More discussion will
follow in the second part of this conclusion concerning the relation between convergence actions
and the results from this report.

What are the differences in timeliness between IFRS and US-GAAP reported earnings?

Timeliness results are identical to the value relevance results. IFRS earnings exhibit more
timeliness than US-GAAP earnings. Looking at the pooled results, the firms’ market return
explains 16,4% of the IFRS earnings and 11,1% of the US-GAAP earnings, i.e. IFRS is
significantly timelier than US-GAAP.

The same trend as in the value relevance results can be found for the timeliness results.
Differences in 2004 are much larger (16,0% in favor of IFRS, significant) than in 2005 (5,1% in
favor of IFRS, significant). In 2006 this difference in timeliness is not significant anymore (0,1%
in favor of IFRS).

The results concerning the timeliness of IFRS and US-GAAP earnings can be interpreted in the
same way as the value relevance results. Both results show the same differences with respect to
the IFRS and US-GAAP earning quality comparison. The reason for the declining trend
concerning the difference in the earnings’ timeliness may be caused by convergence actions
between IFRS and US-GAAP imposed by the IASB and FASB, also supported by the decline in
differences between IFRS and US-GAAP earnings per share as well as the net income during the
sample period of 2004 through 2006.

What are the differences in persistency between IFRS and US-GAAP reported earnings?

First of all, both IFRS and US-GAAP reported earnings are highly persistent according to the
year specific and pooled results. More specifically, IFRS earnings show that past year’s earnings
explain present earnings for 83%, US-GAAP past year’s earnings show an explanatory power, or
R?, of 66%. Year specific results showed almost identical numbers, with IFRS earnings imposing
more persistency than US-GAAP earnings. The differences for the pooled as well as the year
specific results are however not significant. Although it might seem that IFRS earnings are more
persistent, more research, i.e. data over a longer period of time, is needed in order to conclude on
this difference in favor of IFRS. So far, there is no significant difference in persistency for IFRS
and US-GAAP earnings.
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What are the differences in predictability between IFRS and US-GAAP reported earnings?

Somewhat identical to the persistency results are, not surprisingly, the predictability results. At
first sight IFRS seems more predictable as the standard deviation in the persistency equation is
lower. Standard deviation of the residuals in the persistency equation concerning the pooled
sample for the IFRS earnings are 0,87 compared to a standard deviation of 1,17 for US-GAAP
earnings. Again, the results do not conclude that IFRS earnings exhibit greater predictability than
US-GAAP earnings, as the results are not significant. More research, i.e. more data over a longer
period of time, is needed in order to conclude if IFRS is to be significantly more predictable than
US-GAAP earnings.

Having answered the sub questions, the main research question can now be answered: ‘What are
the quality differences between IFRS and US-GAAP prepared earnings, considering several
earning attributes?’ In general, this report finds significant differences with respect to the
market-based attributes between reported earnings under IFRS and US-GAAP. More
specifically, IFRS earnings are significantly more value relevant and timelier than US-GAAP
earnings. Concerning the accounting-based attributes, no significant differences were found
between the reported earnings of [FRS and US-GAAP. Given a larger sample on IFRS and US-
GAAP data may prove otherwise, as the results seem to be in favor of IFRS.

An interesting finding on the market-based attributes results is that differences started to decline
between IFRS and US-GAAP for the period from 2004 through 2006, which may be caused by
convergence actions by the IASB and FASB. This view will further be elaborated in section 7.3.
This report has not been able to provide a general overview on the information quality
differences between IFRS and US-GAAP reported earnings due to several limitations, which will
be discussed in the next section, 7.2. The first goal of the author, providing a general overview,
is however partly met by determining the quality of reported earnings based on several earning
attributes adopted from prior literature.

As discussed earlier, US-GAAP is regarded as a rule-based system as opposed to the principle-
based approach of IFRS. The results of this research indicate that the principle-based approach
applied in the IFRS standard produces qualitatively better earnings (based on the results on the
four earning attributes) than the reported earnings based on the rule-based approach applied in
the US-GAAP standard. Due to the convergence actions of the IASB and FASB, both standards
are changing. In literature on the convergence of IFRS and US-GAAP it is often read that IFRS
seems to be becoming more and more complex or detailed over the years, i.e. the FASB seems to
have the upper hand with respect to the direction of the convergence, i.e. rule- versus principle-
based. As a consequence, it should be important for the [ASB to indicate to which degree IFRS
should be based on general accounting rules (principle-based approach) or specific rules (rule-
based approach), and also to which degree deviation from the specific rules is allowed.

Eventually, one global GAAP should be created as to improve the efficiency on the financial
markets. The IASB and FASB are already working towards one global standard by their jointly
efforts in order to eliminate differences between both IFRS and US-GAAP. An interesting
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question is to what extent the convergence will be directed towards a rule-based or a principle-
based set of rules. This research suggest a principle-based approach produces qualitatively equal,
if not better, reported earnings than a rule-based approach, despite several claims made by the
SEC that a rule-based approach should ensure for qualitatively better reporting in stead of a
principal-based approach. The SEC has recently recognizes the principle-based IFRS as high
quality and transparent reporting, as it has accepted the use of IFRS by foreign filers in the
future. This development suggests that IFRS will eventually be adopted as the global standard,
but probably not until the FASB has changed the IFRS rules to its preference.

A global GAAP would have many benefits for firms and investors. More than a hundred
countries, under which the EU-countries, already require or demand IFRS. Also superpowers
like Canada, India and South Korea will demand IFRS in the near future (see figure 1 on page 9).
The United States, as the most important superpower, has not yet demand for the use of IFRS,
but the recent decisions made by the SEC which will allow the use of IFRS for foreign filers is
an important step towards the acceptance of IFRS as the global standard to ensure high quality
reporting. A possible consequence is that the American influence on IFRS will rise because of
the recent decision by the SEC to allow IFRS in the United States. It would be interesting to see
IFRS still holding its principle-based approach, in stead of a far-reaching level of detailed rules
which characterize US-GAAP. In the light of the results, the author suggest that although
convergence is a very important issue, the IASB should not be focused on convergence with US-
GAAP, rather the IASB’s resources should be used to develop international accounting
standards.

7.2 Limitations of the Research

Certain remarks and observations can be made concerning the research output and research
process in reflection to the research objectives.

In order to achieve the intended objective, comparing the information quality between IFRS and
US-GAAP by focusing on the reported earnings, the chosen framework is an essential aspect of
the final outcome. The decision to focus on the reported earnings stems from discussions in
accounting literature in which it is stated that earnings are the most important accounting figure
in annual reports for various users such as investors. The sample used in order to compare
reported earnings under IFRS and US-GAAP consists of European firms which report in
compliance with IFRS and reconcile a part of their information to US-GAAP. Selecting firms
that are listed on the same market offers the advantage that financial market elements (like
market structure and organization) are comparable for all sample firms. Data regarding the
sample is available for 2004 through 2006.

The next step was to choose an appropriate framework in order to investigate quality differences
between IFRS and US-GAAP reported earnings. The research from Francis (2004) offered a
summary of seven widely applied earning attributes throughout accounting research. However,
due to several restrictions based on the sample firms and sample period used in this report, three
out of the seven earning attributes could not be determined.
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The research objective, i.e. comparing quality differences between IFRS and US-GAAP earnings
by considering several earning attributes, is considered to be met, but several remarks are in
order.

= Results concerning the quality differences between IFRS and US-GAAP are based on a
specific framework of analysis on earning quality that was used for the purpose of this
research. When investigating US-GAAP and IFRS reported earnings based on a different
set of earning attributes, that are not included in this report, or any other framework in
order to determine quality differences in reported earnings for that matter, the overall
results may be different from the overall results found based on the four selected earning
attributes. The results based on the four earning attributes applied in this report are in
favor of IFRS, i.e. IFRS reports qualitative better earnings with respect to value relevance
and timeliness. Considering the results of this report it is thus not possible to conclude on
which accounting standards, IFRS or US-GAAP, reports qualitatively better earnings.
Only some of the quality aspects of earnings are investigated throughout this research,
which cannot form an overall conclusion on the quality of the reported earnings.

#= The results are based on a short time interval, i.e. from 2004 through 2006, and on a
specific capital market, i.e. the European market. Within the time-period from 2004
through 2006, the European stock market was in a rather constant uptrend. The market
adjusted stock return for the Dow Jones Eurostoxx was 22%, 21% and 19% for
respectively 2004, 2005 and 2006. Investigating earning quality in a more volatile
market, with also negative yearly returns, can produce different results concerning the
differences between market-based and accounting-based attributes. Research from Harris
and Muller (1999) showed that quality of reported earnings decline when the underlying
stock market is more volatile. Results from this research are thus restricted to a positive
stock market. It would be interesting to also determine earning quality differences
between IFRS and US-GAAP where the sample period is characterized by a volatile
stock market. Also investigating a different capital market where firms report their
accounting information in compliance with IFRS may produce different results with
regard to the results of this report.

In retrospect, a more structured approach could have significantly improved the efficiency and
decrease the time spent on this report. Specific factors complicated the research context that
should have been resolved in an early stage. The framework of analysis could have been earlier
developed, as the author considered several methods in order to determine the quality of the
reported earnings reported under IFRS and US-GAAP. After the paper of Francis et al. (2004)
was adopted as a leading article, the framework in order to investigate quality differences was
defined and the model, consisting of the regression equations, was constructed. However, the
first goal when the author started writing this report was to give an overall overview of quality
differences between IFRS and US-GAAP. This goal could not be met due to the complexity of
the topic and restrictions based on the chosen framework for investigating earning quality
differences between IFRS and US-GAAP.
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7.3 Reflection on the results

Having discussed the findings of this report regarding quality differences between IFRS and US-
GAAP earnings, it is interesting to investigate the accounting differences between the two
reporting systems, as this would help readers to interpret these reported results.

It would be almost impossible to discuss all accounting differences between both standards and
the effect of these differences on the quality of the reported earnings. These different rules
however are due to a different philosophy of both standards. In literature these philosophies are
described as principle-based (IFRS) and rule-based (US-GAAP). The following will discuss both
of these philosophies and accordingly how these different philosophies produce a different set of
rules which in turn may be the cause for qualitatively different earnings.

While both standards developed their rules in order to improve the quality of financial reporting,
they both have different principles on which these rules are developed. The FASB, which issues
US-GAAP rules, aims at the US market. The FASB wants to have accounting standards which
lead to high quality reporting with a maximal protection for investors on the American market.
[Ermnst & Young, 2006] The American standard is fairly detailed and tries to answer every
complex accounting situation. IFRS on the other hand is not tied to one country and aim at
increasing the comparability of financial information in the international financial markets.
Because IFRS tries to become a world standard [Helleman, 2006] it doesn’t focus on just one
specific financial market, like US-GAAP..

In the US, the SEC controls for the enforcement of the US-GAAP accounting rules to which US
firms have to apply to. For IFRS this is done by the government of each country in which IFRS
is used as the accounting standard. The Dutch authority for financial markets (the AFM)
concludes in a study on the application of IFRS across European countries that IFRS rules are
applied differently across countries. [http://www.afm.nl, see reference for exact address] What
most researchers on IFRS and US-GAAP agree upon is that [FRS offers firms more freedom in
choosing how to determine their financial information than US-GAAP. [Helleman, 2006]

Empirical research has shown that IFRS produces higher reported earnings and book value than
US-GAAP [EY, 2006]. A possible explanation for these findings is perhaps that IFRS offers
more freedom than US-GAAP on how to interpret the accounting rules in specific firm
situations. Helleman states that “US-GAAP is in Europe characterized as ‘cookbook-
accounting’. Due to extensive rules, the required reporting is determined for almost any firm
situation, without much freedom for interpretation.” When looking at these differences in rules
set out in the IFRS and US-GAAP standard, it is important to know which specific rules cause
differences in reported earnings. This affect is shown in a study by Ernst & Young [EY,2006]. In
this study principles concerning the use of financial instruments (IAS 32 and IAS 39), pensions
(IAS 19) and business combinations (IFRS 3) show considerable more freedom when comparing
the rules imposed by US-GAAP concerning these accounting issues.

Looking at the appendix of this report [PriceWaterhouseCoopers, October 2007], interesting
differences can be noticed on several accounting issues for IFRS and US-GAAP. The very first
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issue mentioned in the summary concerns the issue of valuation of certain assets. The summary
states that on the basis of IFRS certain assets (such as intangible assets, PPE, investment
property and derivatives) may be revalued to fair value, while US-GAAP states that revaluation
is only allowed for certain types of financial instruments. This example indicates that IFRS
offers first of all more freedom in choosing how to revaluate certain assets. Also applying fair
value revaluation on certain assets may increase the reported earnings when these assets are
revaluated at a higher level than the year before. Another difference on IFRS and US-GAAP
which may very well influence the reported earnings concerns the issue of revenue recognition.
IFRS states that revenue is recognized ‘based on several criteria, which require the recognition of
revenue when risks and rewards and control have been transferred and the revenue can be
measured reliably’. US-GAAP states on this issue that revenue is recognized ‘similar to IFRS in
principle, although there is extensive detailed guidance for specific types of transactions that may
lead to differences in practice’. This example indicates the rightness of claims often read in
literature concerning the principle-based IFRS approach against the rule-based US-GAAP
approach. It also indicates IFRS having more accounting freedom as there is no such an
extensive detailed guidance for specific types of transactions such as in the case of the US-
GAAP standard. More of these differences can be found throughout this summary of differences
and similarities which might cause differences in the reported earnings under both standards.

Together the IASB and the FASB have made a significant commitment to reducing the
differences between IFRS and US-GAAP in recent years. In their first joint meeting on
September 18, 2002 at Norwalk, Connecticut, the IASB and FASB both agreed to commit
resources to achieve convergence. The Boards also discussed “an historic project” which, in
collaboration with the SEC, was aimed at eliminating the major differences between IFRS and
US-GAAP. As a consequence IFRS and US-GAAP are converging to another since 2002
onwards. [IASB & FASB, 2006] Looking at the results on the information quality of both IFRS
and US-GAAP it can be noticed that during the sample period of 2004 through 2006 differences
in earning quality are declining. This may very well be an indication of actions taken by the
FASB and IASB regarding the convergence of IFRS and US-GAAP during the sample period.
During the sample period between 2004 through 2006 the IASB and the FASB had various joint
initiatives to accomplish the goal of convergence. One of these initiatives was the so called
short-term convergence?. This project started in 2002 after the meeting of the [ASB and FASB at
Norwalk, were the two boards agreed to commit resources to achieve convergence. [[ASB &
FASB, 2006] This project resulted for instance in changes in the financial accounting rules
concerning earning per share reporting during the sample period of 2004 through 20064.

3 The overall objective of the short-term convergence effort is to improve financial reporting in
the United States, while concurrently eliminating a variety of individual differences between
U.S. generally accepted accounting principles (GAAP) and International Financial Accounting

4 A summary of decisions reached to Date can be found at: http://www.fasb.org/project/short-
term_intl_convergence.shtml#eps.
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Next to issues on the quality differences concerning IFRS and US-GAAP, other issues play a
role in the acceptance of financial reports that comply with IFRS in the US capital market. A
recent article concerning the possible acceptance of IFRS by foreign filers in the US market
shows there are serious concerns for American regulators and US-GAAP-filing firms. Should the
SEC for instance enforce the IFRS rules differently than the enforcement by other countries?
Will the enforcement of IFRS lead to more legal proceedings? Is IFRS easier to understand than
US-GAAP? How will the role of the FASB change when accepting IFRS? How will the
enforcement of IFRS impact the competitiveness of US financial markets and US companies?
[Cheney, 2007]. The US has committed itself to a convergence agreement set up by the [ASB
and FASB towards accepting IFRS in the US without a US-GAAP-based reconciliation sheet.
The same is done in the EU, were US-GAAP based financial reports will be accepted as of 2009.
At the mean time the IASB and FASB are trying to converge the two accounting standards, as to
minimize differences concerning the accounting information. As for these differences, the results
from this report show that concerning the reported earnings, differences declined during the
sample period. More specifically, where in 2004 and 2005 significant quality differences were
found, these differences disappeared in the year 2006. The overall results indicate that the two
accounting standards are indeed conferencing with respect to the reported earnings.
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Appendix:

Summary of similarities and differences between IFRSand US-GAAP

Subject | IFRS | US GAAP | Page

Accounting framework

Historical cost or Genarally uses historical cost, but intangible | No revaluations except for certain types of 12,30

valuation assets, property, plant and equipment (PFE) | financial instrument.

and investment property may be revaluad to
fair value. Derivatives, cartain other financial
inzgtruments and biological azsats are
revalued to fair value.

First-time adoption of | Full retrespective application of all IFRSs First-time adoption of US GAAP requires 12

accounting effective at the reporing date for an entity's | retrospective application. There is no

framework first IFRS financial statements, with some requirement to present reconciliations of

optional exemptions and limited mandatory | equity or profit or loss on first-time adoption
exceptions. Reconciliations of profit or loss | of US GAAR

in respect of the last perod reportad undar

pravious GAAP of aquity at the end of that

period and of aquity at the start of the

earliest period presented in comparatives

must be included in an entity's first IFRS

financial statemants.

Financial statements’

Components of Two years' balance sheets, income Similar to IFRS, except three years required | 13

financial statemants | staterments, cash flow statements, changes | for SEC registrants for all statements except

in equity and accounting poicies and notes. | balance sheet. Specific accommodationsin
cartain circumstances for foreign privata
issuers that may offer relief from the three-
year requirement.

Balance sheet Doas not prescribe a particular format. A Entitias may presant either a classified or 14

currant/non-cumant presantation of assaets non-classified balance sheet. ltems ontha
and liabilities iz uzad unless a liquidity face of the balance sheet are generally
presantation provides more relevant and presantad in decraasing order of liquidity.
reliable information. Certain minimum tems .
are presanted on the face of the balanca SEC ra.glstrants should follow SEC
sheat, regulations.
Income statemeant Doas not prescribe a standard format, Present as either a single-step or multiple- 15
although expenditure is presented in one of | step format.
two formats (function or nature). Certain ' .
minimum tems are presented on the face of Expendituires are presented by function.
the income statemnart. SEC ragistrants should follow SEC
regulations.
Exceptional Doas not use the temm but requires separate | Similarto IFRS, but individually significant 16
{significant) iterns disclosure of temns that are of such size, iterns are presented on the face of the
incidence or natura that their separata income statement and disclosed inthe
disclozurs is necessary to explain the notes.,
performance of the entity.

Extraordinary iterns | Prohibited. Dafined as being both infrequant and 16
unusual, and are rare. Nagative goodwill is
prasantad as an extracrdinary itam.

Statement of A SoBRIE can be presentad as a primary Total comprehensive income and 16

recognised income staternent, in which caze a staterment of accumulated other comprehensive income

and expense changes in shareholders’ equity is not are disclosed, presented either as a separate

(SoRIEYOther prasantad. Alternatively, it may be disclozad | primary staterment of combined with the

comprahensive separately within the primary staterment of income statemeant or with the statement of

income and changes in shareholders’ equity. changes in stockholders’ equity.

statermnent of

accumulated othar

comprehensive

income

comprehensive

income

 Mid-2007, the 1ASE voted to approve the issuance of a revised version of 145 1, Prasentation of Financial Stataments.

Similarities and Differences - A comparison of IFRS and US GAAP - October 2007

65

65



associates

liabilities, revenue and profiticss is required.

Subject IFRS US GAAP Page
Statement of Statement shows capital transactions with Similar to IFRS except that US GAAP does |17
changes in shara owners, tha movemeant in accumulated not have a SoRIE, and SEC nules permit the
[stock) holders' profitloss and a reconciliation of all cther staternent to be presented either as a
equity components of equity. The statement is primary staterment or in the notes.
presented as a primary statement excapt
whean a SoRIE is presentad. In this case, only
disclosurs in the notes applies.
Cash flow statements | Standard headings but limited guidance on | Similar headings to IFRS, but more specific [ 17
~ formmat and method | contents. Use direct or indirect method. guidance for items includad in each
category. Diract or indirect method used.
Cash flow statements | Cash includes cash equivalents with Similar to IFRS, except that bank overdraftz | 18
- definition of cash maturities of three mornths o leas from the are excluded.
and cash equivalents | date of acquisition and rmay include bank
overdrafts.
Cash flow statements | Mo exemptions. Limitad exemptions for certain investrent 17
- examptions entities and defined banefit plans.
Changes in Comparatives and prior year are restated Similar to IFRS. 19
accounting palicy against opening retained sarnings, unless
specifically exemptad.
Correction of errors | Comparatives are restated and, if the emor | Similar to IFRS. 19
occurred before the eadiest prior period
presented, the opening balances of assets,
liabilities and equity for the earliest prior
pericd presanted are restatad.
Changes in Reparted in income statemant inthe cument | Similar to IFRS. 19
accounting estimates | period and future, if applicable.
Consolidated financial statements
Consolidation model | Based on contral, which is the power to A bipclar consolidation model is used, which | 20
govem the financial, and cperating policies. | distinguishes between a variable interest
Control is presumed to exist when parent model and a voting interest model.
owns, directly or indirectly through ) . -
subsidiaries, more than one half of an gf‘ ﬁrﬁh‘;‘“ ”1:]9"95;;"“:_’:1' 15 d{scus:eld
antity's voting power. Control also exists rﬁw.l n gt: cf :ctmg'l d_am; mg -
when the parent owns half or less of tha cu. ro lcan & direct or indira an may
voting power but has legal or contractual ?E‘f_'?t \;'rth Iasr?tthllan iﬂ'};: l_::wna_rshll P "
rights to control, or de facto control (rare t decf!:;cu rT ll“nlc:: ';;;"?" arnotion if
circumstances). Tha existence of cumantly o de Io md .ro . tg-r B vary rara |
awercisable potertial vating rights is also averamplayad In practics.
taken into consideration.
Special purpose Consolidated where the substance ofthe Variable interest entitios (VIEs) are 21
entities (SPE) relaticnship indicates contral, conzolidated when the entity has a variable
interest that will absorb the majority of the
expected losses, raceive a majority of the
expected returns, or bath.
A voting interest entity in which the entity
helds a controlling financial interest is
consolidated.
If an BPE meets the definition of a qualifying
SPE (QSPE), the transfer or does not
conzolidate the QSPE.
Defintion of Based on significant influence, which is the | Similar to IFRS, although the term ‘equity 21
associate powerto participata in the financial and imvestment' is used instead of 'associate’.
aperating policy decisiors, prasumed if 20%
or greater intarast,
Prazantation of Equity method iz usad. Share of post-tax Similar to IFRS. 22
asaociate results results is shown.
Disclosures about Detailed information on associates’ assets, | Similar to IFRS. 22

Simnilarities and Differences - A comparison of IFRS and US GAAP - October 2007

L]
3
|1=
5
=
T
o
=
o
L]
o
=
3
E
7]
G
Pl
@
E
=
=3
%)




w
c
3
<2
S
o
3,
o)
5
=
o
&
o
@
-
D
&

Subject IFRS Us GAAP Page
Accounting policies | Adjustments are made for consolidation Mo adjustment to accounting policies is 22
of associate purposes to the associate's policies to required if the associate follows an
conform to those of the investor. acceptable alternative US GAAP treatment.
Presentation of jointly | Both proportional consolidation and equity | Equity method required except in spacific 23
controlled entities method permitted. circumstances.
fjoint ventures)
Employee share Consolidated where substance of Similar to IFRS except whera specific 24
[stock) trusts relationship indicates control (SIC-12 model). | guidance applies for Employee Stock
Entity’s own shares held by an employee Ownership Plans (ESOPs) in SOP 93-6.
share trust are accounted for as treasury
shares.
Business combinations®
Types: acquisitions or | All business combinations are acquisitions, | Similar to IFRS. 25
Mergers thus the purchase method is the anly
method of accounting that is allowed.
Purchase method - | Assets, liabilities and contingent liabilities of | There are specific differences to IFRS. 26
fair values on acquired entity are fair valued. Goodwill is
acquisition recognised as the residual between the g?;gm;?:erg Illfat;IIIt{:&; ;Ehgﬁi{;u;f:c:ﬁn
consideration paid and the percentage of the perlr:?d' e
fair value of the business acquired. .
d # their fair value can be determined, or
In-process research and development is » they are probable and can be reasonably
generally capitalised. astimated.
gﬁg'”ﬂﬁfef;;?ﬂf;tﬂ? jcr;:dgzz :;e Specific rules exist for acquired in-process
g Y a research and development (generally
enristing liability at acquisition date. Liabilities expensed)
for future losses or other costs expected to )
be incurred as a result of the business Some restructuring liabilities relating solely
combination cannot be recognised. to the acquired entity may be recognised if
specific criteria about restructuring plans are
met.
Purchase method - Included in cost of combination at Generally, not recognised until contingency | 26
contingent acquisition date if adjustment is probable is resolved and the amount is determinable.
consideration and can be measured reliably.
Purchase method - | Stated at minority's share of the fair value of | Stated at minority's share of pre-acquisition | 27
minority interests at | acquired identifiable assets, liabilities and carrying value of net assets.
acquisition contingent liabilities.
Purchase method - Capitalised but not amorised. Goodwill and | Similar to IFRS, although the level of 26
intangible assets with | indefinite-lived intangible assets are tested impairment testing and the impairment test
indefinite useful lives | for impairment at least annually at either the | itself are different.
and goodwill cash-generating unit (CGU) level or groups
of CGUs, as applicable.
Purchase method - | The identification and measurament of Any remaining excess after reassessment is | 28
negative goodwil acquirea’s identifiable assets, liabilities and | used to reduce proportionately the fair
contingent liabilities are reassessed. Any values assigned to non-current assets (with
excess remaining after reassessment is certain exceptions). Any excess is
recognised in income statement recognised in the income statement
immediately. immediately as an extraordinary gain.
Business Mot specifically addressed. Entities elect and | Generally recorded at predecessor cost; the |29
combinations consistently apply either purchase or usa of predecessor cost or fair value
involving entities pooling-of-interest accounting for all such depends on a number of criteria.
under common transactions.
contral
Revenue recognition
Revenus recognition | Based on several criteria, which require the | Similar to IFRS in principle, although there is | 30

recognition of revenus when risks and
rewards and control have been transferred
and the revenue can be measured reliably.

extensiva detailed guidance for specific
types of transactions that may lead to
differences in practice.

* In June 2007, the IASE and FASE voted to approve the issuance of a joint standard on business combinations that will replace the current versions of

IFRS 3 and FAS 141.
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held for sale or
disposal group

sale if their carrying amount will be
recovered principally through a sale
transaction rather than through continuing
usa. A non-current asset classified as held
for sale is measured at the lower of its
carrying amount and fair value less costs to
sell. Comparative balance sheet is not
restated.

Subject IFRS Us GAAP Page
Multiple-element Revenue recognition criteria are applied to Arrangements with multiple deliverables are | 31
arrangements each separately identifiable component of a | divided into separate units of accounting if
transaction to reflact the substance of the deliverables in arrangement meet specified
transaction - eg, to divide one transaction criteria outlined in EITF 00-21. Specific
into the sale of goods and to the subsequent | guidance exists for software vendors with
servicing of those goods. Mo further detailed | multiple-elemeant revenua arrangements.
guidance exists.

Construction Accounted for using percentage-of- Similar to IFRS; howeaver, completed 3z

contracts completion method. Completed contract contract method is permitted in rare
method is prohibited. circumstances.

Expense recognition

Interest expense Recognised on an accruals basis using the | Similar to IFRS. 34
effective interest method.

Interest incurred on borrowings to construct | Similar to IFRS with some differences inthe | 44
an asset over a substantial period of time detailed application.

are capitalised as part of the cost of the

asset.

Employee benefits: Projected unit credit method is used to Similar to IFRS but with several areas of 34

pension costs - determine benefit obligation and plan assets | differences in the detailed application.

defined benefit plans | are recorded at fair value. Actuarial gains Actuarial gains and losses cannot be
and losses can be deferred. If actuarial gains | deferred and are recognised in accumulated
and losses are recognised immediately, they | other comprahensive income with
can be recognised outside the income subsequent amortisation to the income
statement. statement.

Employee share- Expense for services purchased is Similar model to IFRS, although many areas | 36

basad payment recognised based on the fair value of the of difference exist in application.

transactions equity awarded or the liability incurred.

Termination benefits | Termination benefits arising from Four types of termination benefits with three | 37
redundancies are accountad for similarly to | different timing methods for recognition.
restructuring provisions. Termination Termination indemnity schemes are
indemnity schemes are accounted for basad | accounted for as pension plans; related
on actuarial present value of benefits. liability is calculated as either vested benefit

obligation or actuarial present value of
benefits.

Assets

Acquired intangible Capitalised if recognition criteria are met; Similar to IFRS, except revaluations are not | 39

assets amortised over useful life. Intangibles permitted.
assigned an indefinite useful life ara not
amortised but reviewed at least annually for
impairment. Revaluations are permitted in
rare circumstances.

Internally generated | Research costs are expensed as incurrad. Unlike IFRS, both research and 40

intangible assets Development costs are capitalised and development costs are expensed as
amortised only when specific criteria are incurred, with the exception of some
met. software and website development costs

that are capitalised.

Property, plant and Historical cost or revalued amounts are Historical cost is used; revaluations are not | 40

equipmeant usad. Regular valuations of entire classes of | permitted.
assets are required when revaluation option
is chosen.

Nan-current assets Mon-current assets are classified as held for | Similar to IFRS. 42
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Subject IFRS US GAAP Page
Leases - A lease is a finance lease if substantially all | Similar to IFRS, but with more extensive 42
classification risks and rewards of ownership are form-driven requirements.
transferred. Substance rather than form is
important.
Leases - lessor Amounts due under finance leases ars Similar to IFRS, but with specific rules for 42
accounting recorded as a receivable. Gross earnings leveraged leasas,
allocated to give constant rate of return
based on (pre-tax) net investment methad.
Impairment of long- | Impairment is a one-step approach under Impairment is a two-step approach under 44
lived assets held for | IFRS and is assessed on the basis of IS GAAR Firstly, impairment is assessed on
use discounted cash flows. If impairment is the basis of undiscounted cash flows. If less
indicated, assets are written down to higher | than carrying amount, the impairment loss is
of fair value less costs to sell and value in measurad as the amount by which the
use. Reversal of impairment losses is carrying amount exceads fair value. Revarsal
required in certain circumstances, except for | of losses is prohibited.
goodwill.
Investmeant proparty | Measured at depreciated cost or fairvalue, | Treated the same as for other properties 45
with changes in fair value recognised inthe | (depreciated cost). Industry-specific
income statement. guidance applies to investor entities (for
example, investmeant entities).
Inventories Carried at lower of cost and net realisable Similar to IFRS; however, use of LIFO is 45
value. FIFO or weighted average method is | permitted.
used to determine cost. LIFO prohibited.
P Rewversal of write-down is prohibited.
Reversal is required for subsequent increase
in value of previous write-downs.
Biological assets Measured at fair value less estimated point- | Not specified. Generally historical cost used. | 46
of-sale costs, with changes in valuation
recognised in the income statement.
Financial assets — Depends on classification of investment — if | Similar accounting model to IFRS, with some | 46
measurement held to maturity or loans and receivables, detailed differences in application.
they are carried at amortised cost; otherwise
at fair value. Gains/lossas on fair value
through profit or loss classification (including
trading instruments) is recognised in incoms
staterment. Gains and losses on available-
for-sale investments, whilst the investments
are still held, are recognised in equity.
Derecognition of Financial assets are derecognised based on | Significantly differsnt model to IFRS and 48
financial assets risks and rewards first; control is secondary | derecognition is based on control. Requires
test. legal isolation of assets even in bankruptcy.
Liabilities
Provisions — general | Liabilities relating to present obligations from | Similar to IFRS. However, probable isa 50
past events recorded if outflow of resources | higher threshaold than ‘more likely than not'.
is probable (defined as more likely than not)
and can be reliably estimated.
Provisions - Restructuring provisions recognised if Recognition of liability based solely on 50
restructuring detailed formal plan (identifying specified commitment to plan is prohibited. In order to
information) announced or implementation recognise, restructuring plan has to meet
effectively begun. definition of a liability, including certain
criteria regarding likelihood that no changes
will be made to plan or that plan will be
withdrawn.
Contingencies Disclosa unrecognised possible losses and | Similar to IFRS. 51
probable gains.
Deferred income Full provision method is used (some Similar to IFRS but with many differences in | 52

taxes — general
approach

exceptions) driven by balance sheet
temporary differences. Deferred tax assets
are recognised if recovery is probable (more
likely than not).

application.
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Subject IFRS Us GAAP Page

Government grants Recognised as deferred income and Similar to IFRS, except when conditions are | 54
amortised when there is reasonable attached to grant. In this case, revenue
assurance that the entity will comply with the | recognition is delayed until such conditions
conditions attached to them and the grants | are met. Long-lived asset contributions are
will be received. Entities may offset capital recorded as revenue in the period received.
grants against asset values.

Leases — lesses Finance leases are recorded as asset and Similar to IFRS. Specific rules should be met | 54

accounting obligation for future rentals. Depreciated to record operating or capital lease.
over useful life of asset. Rental payments are
apportioned to give constant interest rate on
outstanding obligation. Oparating lease
rentals are charged on straight-line basis.

Leases — lesses Profit arising on sale and finance leassback | Timing of profit and loss recognition 54

accounting: sale and | is deferred and amortised. If an operating depends on whether saller relinquishes

leaseback lease arises, profit recognition depends on substantially all or a minor part of the use of
transactions whether the transaction is at fair value. the asset. Losses are immediately
Substance/linkage of transactions is recognised. Specific strict criteria should be
considered. considered if the transaction involves real
estate.
Financial liabilities Capital instruments are classified, Application of the US GAAP guidance may 55
versus equity depending on substance of issuer's result in significant differences to IFRS, for
classification contractual obligations, as either liabilty or | example, certain redeemable instruments
equity. are permitted to be classified as ‘mezzanine
equity’ (ie, outside of permanent equity but
Mandatorily redeemable preferance shares also separate from debt).
are classified as liabilities.

Convertible debt Convertible debt (fixed number of shares for | Conventional convertible debt is usually 56
a fixed amount of cash) is accounted foron | recognised entirely as liability, unless thera is
split basis, with proceads allocated between | beneficial conversion featurs.
equity and debt.

Derecognition of Liabilities are derecognised when Similar to IFRS. a7

financial liabilities extinguished. Difference between carrying
amount and amount paid is recognised in
income statement.

Equity instruments

Capital instruments - | Show as deduction from equity. Similar to IFRS. 58

purchase of own

shares

Derivatives and hedging

Derivatives Derivatives not qualifying for hedge Similar to IFRS. However, differences can 59
accounting are measurad at fair value with arise in the detailed application.
changes in fair value recognised in the
income statement.

Hedge accounting is permitted provided that
certain stringent qualifying criteria are met.

Other accounting and reporting topics

Functional currency | Currency of primary economic environment | Similar to IFRS. G2

clefinition in which entity operates.

Functional currency — | If indicators are mixed and functional Similar to IFRS. However, no specific 62

determination

currency is not obvious, judgment is used to
cetermine functional currency that most
faithfully represents economic results of
entity's operations by giving priority to
currency that mainly influsnces sales prices
and currency that mainly influences direct
costs of providing the goods and services
hefore considering the other factors.

hierarchy of factors to consider. In practice,
currency in which cash flows are settled is
often key consideration.
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Subject

IFRS

Us GAAP

Page

Presentation
currency

When financial statements are presented in a
currency other than the functional currency,
assets and liabilities are translated at
exchange rate at balance sheet date.

Income statement items are translated at
exchange rate at dates of transactions, or
average rates if rates do not fluctuate
significanthy.

Similar to IFRS.

63

Earnings per share —
diluted

|AS 33 is prescriptive about the procedure
and methods used to determine whether
potential shares are dilutive.

‘Treasury share’ method is used for share
optionsfwarrants.

Similar in principle to IFRS, although there
are differences in application.

63

Related-party
transactions -
definition

Determined by level of direct or indirect
control, joint control and significant influence
of one party over another or commaon control
with another entity.

Similar to IFRS.

64

Related-party
transactions -
disclosures

Mame of the parent entity is disclosed and, if
different, the ultimate controlling party,
regardiess of whether transactions occur.
For related-party transactions, nature of
relationship (seven categories), amount of
transactions, outstanding balances, terms
and types of transactions are disclosad.
Disclosure of compensation of key
management personnegl is required within the
financial statements.

Similar to IFRS except that disclosure of
compensation of key management
personnel is not required within the financial
statements.

Segment reporting -
scope and basis of
disclosures

Applies to public entities and entities that
file, or are in the process of filing, financial
statements with a regulator for the purposes
of issuing any instrument in a public market.
Reporting of operating segments is based
on those segments reported internally to
entity's chief operating decision-maker for
purposes of allocating resources and
assessing performance.

Applies to SEC registrants. Basis of
reporting is similar to IFRS.

65

Segment reporting -
disclosures

Disclosures for operating segments are profit
or loss, total assets and, if regularly reported
internally, liabilities. Other items, such as
external revenues, intra-segment revenues,
depreciation and amortisation, tax, interest
income, interest expensa and various
material items, are disclosed by segment
where such items are included in the
segment profit/loss or are reported internally.
For geographical areas in which the entity
operates, revenues and non-current assets
are reported. Disclosura of factors used to
identify segments and about major
customers is required.

Similar disclosures to IFRS.

65

Discontinued
operations -
definition

Operations and cash flows that can be
clearly distinguished for financial reporting
and represent a separate major line of
business or geographical area of operations,
or a subsidiary acquired exclusively with a
view to resale.

Wider definition than IFRS. Component that
is clearly distinguishable operationally and
for financial reporting can be a reportable
segment, operating segment, reporting unit,
subsidiary or asset group.

66

Discontinuad
operations -
presentation and
main disclosures

At a minimum, a single amount is disclosed
on face of income statement, and further
analysis disclosed in notes, for current and
prior periods.

Similar to IFRS. Discontinued operations are
reported as separate line items on face of
income statemeant before extraordinary
items.

67

Post-balance-sheet
events

Financial statements are adjusted for
subsequent events providing evidence of
conditions that existed at the balance shest
date and materially affecting amounts in
financial statements {adjusting events). Mon-
adjusting events are disclosed.

Similar to IFRS.

67
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Subject IFRS Us GAAP Page
Interim financial Contents are prascribed and basis should be | Similar to IFRS. Additional quarterly 67
reporting consistent with full-year statements. reporting requiremants apply for SEC

Frequency of reporting (g9, quarterly, half-
year) is imposad by local regulator or is at
discretion of entity.

registrants (domestic US entities only).
Interim reporting requirements for foreign
private issuers are based on local law and
stock exchange requirements.
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