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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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Management 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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Introduction

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 IFRS and 
US-GAAP.

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

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 agreement2 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 On 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]
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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 
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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. 
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Chapter II
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 The Problem formulation 

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 
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joint venture of Deutsche Börse 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 IFRS 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 
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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 persistency between IFRS 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 
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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 IASB 
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 earning quality construct 

IFRS accounting information 

US-GAAP accounting information 

IFRS
prepared 
earnings 

US-GAAP 
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Chapter III 
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 “Cost 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 earning 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, t-1) 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 (t+1) 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  Value relevance 

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.
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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 Relations between 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 Areas of 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. [IASB 
& 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 IFRS and 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 IFRS 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, IPO 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 
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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 
Company Country Sector

1 Ahold N.V. Netherlands Retail
2 Alcatel-Lucent S.A. France Electronics
3 BASF AG Germany Chemicals
4 Bayer AG Germany Pharmaceutical
5 Deutsche Telekom AG Germany Telecommunication
6 E.ON AG Germany Electricity
7 ENDESA S.A. Spain Electricity
8 ENEL S.p.A. Italy Oil & Gas
9 ENI S.p.A. Italy Energy

10 France Telecom France Telecommunication
11 Groupe DANONE S.A. France Retail
12 LAFARGE S.A. France Industry
13 Nokia Corp. Finland Technology
14 Philips Electronics N.V. Netherlands Technology
15 Repsol YPF S.A. Spain Oil & Gas
16 Sanofi-Aventis S.A. France Pharmaceutical
17 SUEZ S.A. France Industry
18 Telecom Italia S.p.A. Italy Telecommunication
19 Telefónica S.A. Spain Telecommunication
20 Total S.A. France Oil & Gas
21 Unilever N.V. Netherlands Retail
22 Vivendi S.A. France Media & Entertainment

Sample selection
Company Country Sector

1 Ahold N.V. Netherlands Retail
2 Air Liquide S.A.* France Industry
3 Alcatel-Lucent S.A. France Electronics
4 BASF AG Germany Chemicals
5 Bayer AG Germany Pharmaceutical
6 Carrefour S.A.* France Retail
7 Compagnie de Saint-Gobain* France Industry
8 DaimlerChrysler AG* Germany Industry
9 Deutsche Telekom AG Germany Telecommunication

10 E.ON AG Germany Electricity
11 ENDESA S.A. Spain Electricity
12 ENEL S.p.A. Italy Oil & Gas
13 ENI S.p.A. Italy Energy
14 France Telecom France Telecommunication
15 Groupe DANONE S.A. France Retail
16 Iberdrola S.A.* Spain Oil & Gas
17 LAFARGE S.A. France Industry
18 L'Oreal S.A.* France Retail
19 LVMH S.A.* France Retail
20 Nokia Corp. Finland Technology
21 Philips Electronics N.V. Netherlands Technology
22 Renault* France Industry
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 S.A. France Industry
29 Telecom Italia S.p.A. Italy Telecommunication
30 Telefónica 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

Dow Jones Eurostoxx  - non financials
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Figure 4: Geographical & sector dispersion for DJ Eurostoxx–non financials and Sample selection compared 

DJ Eurostoxx – non financials                    Sample selection

the accounting data (net income, earnings per 
GAAP it can be concluded that they differ significan
2 this is shown by the p-value which is extracted from
data process are performed in Excel. A t-test determ
statistically different from each other. This an
means of two groups. The p-value shows 
of the H1 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 

Table 2 (page 32) shows the descriptive statistics on the accounting and market data. Comparing 
share and sales numbers) between IFRS and US-

tly (with a confidence level of 5%). In Table 
 the t-test. All calculations concerning the 

ines whether the means of two groups are 
alysis is appropriate whenever comparing the 

at which confidence interval the H0 is rejected in favor 

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 H1 is accepted, i.e. the means are 
significantly different. When the p-value is higher than the 0,05, the H0 is accepted, meaning that 
there is no significant difference between the two sample means. 

Regarding the sample data, IFRS 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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32

,0002, i.e. highly significant). 
ooking at the other performance measures, net income and sales, it is also IFRS that reports 

ccording to the year specific results the difference between the accounting data for IFRS and 

ences are 
spectively 8%, 17% and 22%. Sales differences are increasing, which doesn�t seem logical 

ata from the descriptive accounting and financial market information shows a first indication 

ing
ata raises question which of the two produces qualitatively better data. In the following section 

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
L
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.  

A
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 differ
re
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. 

D
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 account
d
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.





Chapter V 
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 R2s, or regression coefficients. 

The first step is to apply each of the four earning attributes on the IFRS and US-GAAP data 
rately. Next, the value relevance, timeliness, persistency and predictability results for IFRS 
ectively US-GAAP data will be compared per earning attribute. Finally the significance of 
difference between the regression coefficient of the IFRS data and US-GAAP is determined, 
rder to determine if there is a significant quality difference between IFRS and US-GAAP 
ings.
t of all, the statistical techniques of performing regression analyses will be discussed. Next, 
model specification for each of the earning attributes is given. 

Regression models

 use of regression models is a technique used for the modeling and analysis of numerical data 
sisting of values of a dependent variable (or response variable) and of independent variables 
dictor or explanatory variable). Regression is a tool for determining causal relations between 
 or more variables. The regression coefficient gives the strength of this relation. When the 
ession is 1, the dependent variable is entirely explained by the independent variable is, if 0 
e is no relation what so ever between the two variables. The relation itself has the following 
ression:
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t can be interpreted according to the H0 and H1

0
hen the calculated F-value is 

 H0 hypothesis will be accepted, i.e. it is proven that the 
s es is indeed statistical significant, i.e. the independent variable 

r each of the parameters indicates the confidence of the value found for 1 and 0.
For example the regression formula between the independent variable X and the dependent 
variable Y may be described as follows: 

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 R2.
[Larsen and Marx, 2001] 

The book of Larsen and Marx on mathematical statistic provide some statistical analysis on test 
tatistics which are important to incorporate in order to control for the significance ofs

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 

levance attribute). The results from the F-tesre
hypothesis. The H0 hypothesis states that the predictor (or the independent variable) is linearly 
associated to the response (or dependent variable). If this is rejected, the H1 hypothesis is 
accepted which states that there is no linearly relation between the predictor and response (R2 ~ 
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 H  will be accepted, the 
critical F-value can be determined from the table of F-statistics. W
larger than the critical value, the
egres ion between the two variablr

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, 1 and 0, 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 1 and 0 which makes up the regression formula 
the t-value fo
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YXXY 9.001,0

Now say the t-value found for 1 (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 
uccessfully determined. [Larsen and Marx, 2001] 

he value relevance, timeliness and persistency of IFRS earnings and 

n US-GAAP earnings. The test-statistic in order to compare 

s

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 

alyzes will determine tan
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 
ignificantly more value relevant thas

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]: 

deviationstandardtheisSE
tcoefficienregressiontheisR

RRSE
RR

T

2

GAAPUSIFRS

GAAPUSIFRS

)( 22

22

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. 

n order to check for significant differences between the 

Summarizing, for each of the two samples (IFRS earnings and US-GAAP earnings) the 
regression, or R2, 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, 1 and 0, 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. I
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regression coefficients the T-statistic is used, indicating the significance of the difference 
etween two regression coefficients.b

5.2 Persistence 

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

errorstandardtheis
tyearfiscalforifirmforearningstheareX

tyearfiscalforifirmforearningstheareXwhere

ti

ti

ti

tititi

,

1,

,

,1,10,

1

XX

The formula measures persistency by explanatory power of past earnings on present earnings. A 
high regression coefficient (R

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 
ased on data from 2005 and 2006. All 66 firm-year observations regarding the sample period 

ngs to predict future earnings. 

2) indicates that the earnings are highly persistent. In the extreme 
case when R2 equals 1, the earning of the present fiscal year are entirely explained by the earning 
of the previous fiscal year. An R2 close to zero imply highly fluctuating earnings. Persistent 
earnings are viewed as higher quality, while transitory or fluctuating earnings are viewed as 
lower quality. 

b
2004-2006 are used. 

5.3 Predictability

The second measure of earnings quality is the ability of earni
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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t.yearinearningsifirmoferrorstandardtheofvariancetheis)(

lityPredictabi ti,
2

equationypersistencthefromtyearinearningsifirmofr

'

'

dicates the amount of variance or shocks between present and last years 
arnings. 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.

.4 Value relevance 

t al., value relevance concerning this research is measured using this approach. 

1,,

etcsplitsdividendsforadjustedreturnadjustedmarketmonth

titi

errostandardtheis
2

i,t

i,t

The term predictability in
e

5

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.

s in Francis eA
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. 

1025.0, PXRET ti

.),/(

/

15theisRETwhere 0.25i,t

.
,

1,

,

tyearfiscalofbeginningtheatpricesecuritytheisP
tyearfiscalforifirmforearningstheareX

ti

ti

The explanatory power of the earnings to explain the 15-month market return  is expressed in the 
R2 or the regression coefficient of the according regression formula.  
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5.5 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 
conomic income. e

The according regression formula is given below. 

tyearfiscalforifirmforreturnadjusted

RET
P
X

ti
ti

,10
,

ti 1,

marketannualtheis
atpricesecuritytheisP ti 1,

RET
tyearfiscalofbeginningthe

tyearfiscalforifirmforearningstheareti

,
,,

say 0,9), the annual return is for the most part reflected in the present 

XWhere

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 
oefficient is high (c

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 Measures 

Attribute Model Sepecification

Percistence

Predictability

Value Relevance

Timeliness

1,10, titi XX

tilityPredictabi ,
2

1,,10025, / tititi PXRET

tititi RETPX ,101,, /

Where Xi,t is the net earnings per share. Pi,t is the market price of firm i in year t, RETi,t is the 
return over year t. The terms              indicate the regression parameters for that particual 
regression equation.

10
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Chapter VI 
Results

The descriptive statistics from table 2 on page 32 already show significant differences between 
e reported earnings under IFRS 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 R²s.  
The results of the differences are presented per earning attribute in tables 4 through 7. As can be 
oticed from the tables, the regressions are done per fiscal year separately but also for the sample 

nces in the R²s throughout the 
ample period.  

 results 

e relevance comparison of IFRS and US-GAAP 
d taking the 

ree sample years together (the pooled sample) and for each fiscal year separately. 

t first the value relevance regression is run for the pooled sample. From this results it can be 
ncluded 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 H0
hypothesis which states the that the R²s are equal, in favor of the H1 hypothesis which states that 

th

n
as a whole (the pooled sample). The pooled estimation gives the result regarding the differences 
in the R²s 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 differe
s

6.1 Value relevance

Table 4 shows the results concerning the valu
earnings. The value relevance of both IFRS and US-GAAP earnings is calculate
th

A
co
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the R²s are not equal. IFRS presents significan
based

Concerning the yea

tly more value relevant earnings than US-GAAP, 
on a 5% confidence interval. 

r specific results, differences in the value relevance for IFRS and US-GAAP 
nd. Concerning the IFRS earnings, the value relevance is relatively high (37,7%) in 

004 after which it drops to 17,7% in 2005 and finally to 12,6% in 2006 (see figure 5). The value 

led R² of 17,4% for the 
ample consisting of a large number of US firms for the period 1975-2001, where in this research 

can be fou
2
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 R²s, 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 poo
s
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. 

Figure 5: Development of Value Relevance 
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iven by the 
gression coefficient is indeed significant. Given an arbitrary 5% confidence level, the H0

ults are higher than the critical value; there is a 
nt variable (see table 4, F-values are mentioned 

ere the trend line crosses the y-axis) and 1

All results concerning the year specific and pooled R²s are highly significant. This can be 
concluded from the F-statistic, which indicates if the strength of the relation g
re
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 res

lation between the independent and dependere
between [..]).

The regression parameters 0 (intercept, wh
(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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e of 1,73. The fact that the intercept values given by the 
gression model are insignificant is not strange as the model doesn�t provide data around the 

idence level, as the according t-values 
re above 1,73. Given for example an 1 of 2 indicates that if the independent variable (earnings) 

ion parameters, 0 and 1, specifies the exact relation if 
e parameters can be determined significantly. The regression parameters are shown for 

ed 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.e.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. 

The 0 (intercept) parameter shows insignificant results as t-values, presented between (..), are 
much smaller than the critical valu
re
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 1 parameter, representing the slope of the 
trend line, give mostly significant numbers at a 5% conf
a
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 R2 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 R2s 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 regress
th
additional information about the perform





6.2 Timeliness results 

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 
R²s are higher than the critical F-values of 0,43 (yearly data) and 0,63 (pooled data), i.e. the R²s 
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 

0,00%

5,00%

10,00%

15,00%

20,00%

25,00%

2004 2005 2006 pooled

IFRS

US-GAAP

44                   



University of Twente                 Information qualtiy of IFRS and US-GAAP 

45

The regression parameters  (intercept with the y-axis) and 1 (slope of the trend line), are 
e of the value relevance results, the 0 (intercept) parameter 

hows insignificant results as t-values, presented between (..), are much smaller than the critical 

r, or R , shows that there is a positive and significant relation 
etween the two variables in the timeliness attribute (F-values larger than 0,43), the slope of this 

 the research of Jennings (2003) the researchers found similar results for timeliness. They 

nd exhibit significant timeliness. However, the numbers are in favor of IFRS. 
RS earnings are significantly more value relevant and timelier than US-GAAP earnings. 

0
shown in table 5. Just as in the cas
s
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 1 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 numbe 2

b
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
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 R² 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 a
IF





6.3 Interpretation of the market-based attributes results 

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 earnings for 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 
firm ay 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 

s m
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differences between the two reporting standards might suggest that due to more accounting 
ly higher than 

po ted earning under US-GAAP. 

the year 2006 (based on the earnings relation between 2005 and 2006). 
ersistency will also be calculated on the pooled sample, based on the data from the three sample 

ows if the difference in R  between IFRS and US-GAAP is significant), the difference 
r the pooled sample is not significant. In order to conclude that the persistency of IFRS and 

rval, the found T-value has to be 
rger than the critical T-value of 1,73. According to the performed test it can be concluded that 

 0,65 in 2005 and 0,25 in 2006. Given the critical T-value of 1,73, both 
ear specific differences are again not significant. There is no significant difference in 

freedom within the IFRS framework, IFRS reported earnings are significant
rre

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 
P
years together. 

Both IFRS and US-GAAP earnings are highly persistent given the R2 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 sh 2

fo
US-GAAP earnings differ significantly on a 5% confidence inte
la
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
y
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 R2s are highly significant. This is 
concluded first of all from the F-statistics, indicating the strength of the regression or in this case 
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ns), 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 

e with the y-axis are significant for the sample year 2005 and for the 
ooled sample. That means that for the sample year 2005 and the pooled sample a trend line can 

ple firms and sample periods. First of 
ll, Monem and Farshadfar (2007) conclude that Australian earnings are persistent with R²s 

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 observatio

significant.

The regression parameters concerning 0 (intercept) and 1 (slope) are also determined for the
persistency attribute. The 1 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 1 shows the slope between past year earnings with present year earnings. The 
intercept of the trend lin
p
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 R2. 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 sam
a
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. 





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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Th is no significant difference between S 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 
pri esearch. The results for the standard dev ns from Monem and Farshadfar (2007) range 
fro ,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 
AAP: 1,17 ). 

rsistency and predictability, these differences are 
ot significant. More data is necessary to conclude on significant differences between IFRS and 

future earnings, based on present earnings show a 
h degree of variance. The same findings were found with respect to the predictive power of 

.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 earn gs, no significant differences can be found 
etween both standards. Based on the findings of his report, it doesn�t seem that IFRS earnings 

.7 Final results 

fount in this report (IFRS: 0,86; US-G

6.6 Interpretation of the accounting-based attributes results 

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 pe
n
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 
hig
earnings in prior research, using different samples (e

in
tb

are more volatile than US-GAAP earnings.  

6

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 

when doing the same research on a different sample 
eriod with also different market trends. 

le to provide interesting insights on several quality differences between IFRS 
nd US-GAAP reported earnings. 

 2006.

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 
p
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 ab
a

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
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Chapter VII 
Conclusions and Reflection 

d earnings. Quality of the reported earnings is determined by 

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 

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 answers to 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 reporte
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?
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equally value relevant. T
results
between value relev
significant) than in 

here is an interesting pattern found for the year specific value relevance 
 regarding the IFRS and US-GAAP data. More specifically, in 2004 the difference 

ance for IFRS and US-GAAP is much larger (22,8% in favor of IFRS, 
2005 (8,1% in favor of IFRS, significant), where in 2006 the very small 

e (0,4% in favor of IFRS).

ussion will 
follow in the second part of this conclusion concerning the relation between convergence actions 

d
s  2006.

how that past year�s earnings 
 or 

difference is not significant anymor

The decline in difference may very well be caused by convergence actions set out by the IASB 
and FASB in order to reduce differences between IFRS and US-GAAP. More disc

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 
oncerning the difference in the earnings� timeliness may be caused by convergence actions c

between IFRS and US-GAAP imposed by the IASB and FASB, also supported by the decline in 
ifferences between IFRS and US-GAAP earnings per share as well as the net income during the
ample period of 2004 through

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 
ear specific and pooled results. More specifically, IFRS earnings sy

explain present earnings for 83%, US-GAAP past year�s earnings show an explanatory power,
2, of 66%. Year specific results showed almost identical numbers, with IFRS earnings imposing R

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 
nd US-GAAP earnings.a
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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 
ample for the IFRS earnings are 0,87 compared to a standard deviation of 1,17 for US-GAAP 

e quality differences between IFRS and US-GAAP prepared earnings, considering several 

based attributes, no significant differences were found 
etween the reported earnings of IFRS and US-GAAP. Given a larger sample on IFRS and US-

US-GAAP for the period from 2004 through 2006, which may be caused by 
onvergence actions by the IASB and FASB. This view will further be elaborated in section 7.3. 

arded as a rule-based system as opposed to the principle-
ased approach of IFRS. The results of this research indicate that the principle-based approach 

 on the 
ur earning attributes) than the reported earnings based on the rule-based approach applied in 

AP should be created as to improve the efficiency on the financial 
arkets. 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 

s
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 
th
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-
b
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 
c
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 reg
b
applied in the IFRS standard produces qualitatively better earnings (based on the results
fo
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 IASB 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 GA
m
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question is to what extent the convergence will be directed towards a rule-based or a principle-
ased set of rules. This research suggest a principle-based approach produces qualitatively equal, 

uld have many benefits for firms and investors. More than a hundred 
ountries, under which the EU-countries, already require or demand IFRS.  Also superpowers 

est  that although 
onvergence is a very important issue, the IASB should not be focused on convergence with US-

 order to achieve the intended objective, comparing the information quality between IFRS and 

fferences
etween IFRS and US-GAAP reported earnings. The research from Francis (2004) offered a 

b
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 wo
c
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 sugg
c
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
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 di
b
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 

et, with also negative yearly returns, can produce different results concerning the 
ng-based attributes. Research from Harris 

 of reported earnings decline when the underlying 
stock market is more volatile. Results from this research are thus restricted to a positive 

he sample period is characterized by a volatile 
stock market. Also investigating a different capital market where firms report their 

egression equations, was constructed. However, the 
rst goal when the author started writing this report was to give an overall overview of quality 

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 
mark
differences between market-based and accounti
and Muller (1999) showed that quality

stock market. It would be interesting to also determine earning quality differences 
between IFRS and US-GAAP where t

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 r
fi
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 

rep in
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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 

ort g systems, as this would help readers to interpret these reported results.  

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

both standards developed their rules in order to improve the quality of financial reporting, 
th have different principles on which these rules are developed. The FASB, which issues 
AP rules, aims at the US market. The FASB wants to have accounting standard

 to high quality reporting with a maximal protection for investors on the American market. 
& Young, 2006] The American standard is fairly detailed and tries to answer every 
x accounting situation. IFRS on the other hand is not tied to one country and aim at 
ing the comparability of financial information in the international financial markets. 
e IFRS tries to become a world standard [Helleman, 2006] it doesn�t focus on just one 
 financial market, like US-GAAP..  
S, the SEC controls for the enforcement of the US-GAAP accounting rules to which US 

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

most re
choosin

mpirical research has shown that IFRS produces higher reported earnings and book value than 

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 

E
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.
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issue mentioned in the summary concern
tates that on the basis of IFRS certai

s the issue of valuation of certain assets. The summary 
n assets (such as intangible assets, PPE, investment 

s often read in 

s
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 

alue revaluation on certain assets may increase the reported earnings when these assets are v
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 

ad to differences in practice�. This example indicates the rightness of claimle
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.  

uring the sample period between 2004 through 2006 the IASB and the FASB had various joint D
initiatives to accomplish the goal of convergence. One of these initiatives was the so called 
short-term convergence3. This project started in 2002 after the meeting of the IASB and FASB at 
Norwalk, were the two boards agreed to commit resources to achieve convergence. [IASB & 
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 

.S. generally accepted accounting principles (GAAP) and International Financial Accounting  U

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 IASB 
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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