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Abstract

Following the recent EU Regulation introducing thandatory adoption of IFRS in Europe, this study
examines accounting quality in Italy from 2002 1@02. An empirical analysis is carried out by using
consolidated financial statement data and stoaeprinformation from a sample of 552 firm-year gbse
vations concerning a cohort of 92 Italian non-ficiah companies listed on the Italian Stock Exchange
Accounting quality is investigated by focusing dmee dimensions, namely: a) earnings management,
expressed as both earnings smoothing and managinimpgs towards a target; b) timely loss recognitio

c) value relevance. Each dimension is evaluatedsityg appropriate metrics introduced in previotss li
erature. Relevant changes in the measurementsrdefiom these metrics, evaluated by contrasting re
sults obtained for firms operating in the pre-a@wpperiod (i.e., from 2002 to 2004) with thosefiains
operating in the post-adoption one (i.e., from 200%007), are interpreted as changes of accounting
quality in Italy. Research findings are mixed. Thagy be particularly useful for investors, regutato
and the institutions involved in the accountingrhanization process, since they provide early eviden
of the impact of the IFRS mandatory adoption antgulevel.

Keywords: IFRS, Accounting quality, Financial reportingtémational accounting, Regulation.

1 - Introduction

The need to make progress in the financial repgtiarmonization induced the Euro-
pean Union (EU) to enact the Regulation (EC) N&@6IB002. This regulation required
EU-listed companies to prepare consolidated firrsiatements in accordance with
the International Financial Reporting Standardfk@J, issued by the International Ac-
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counting Standards Board (IASB), from 1 January520Rlember States have the pos-
sibility to extend this requirement to unlisted qmanies and to individual financial sta-
tements.

The IFRS adoption by the EU is one of the bigglsinges in financial reporting in
Europe. Thus, there is a pressing need for manageestors, regulators and institu-
tions involved in the harmonization process to krtbe effect of this change. This is
particularly true for the code-law European cowsrsince the IASB model is tilted to-
wards a common-law view of financial reporting (Ba006; Barth et al., 2008). Com-
mon-law countries have comparatively deep markagseloped shareholder’s rights,
auditing professions, and other monitoring systehhss view should form the founda-
tion for a high quality of public disclosure anddncial reporting of firms (Ball, 2006).

This paper focuses on ltaly, as a typical Europmate-law country (e.g. La Porta et
al., 1997; Zambon, 2001), and examines whether the nbarydadoption of IFRS is as-
sociated with a higher accounting quality comparethe application of Italian GAAP
(hereinafter I-GAAP). Limiting the investigation #osingle country makes it possible to
hold constant the institutional factors which gige to financial reporting incentives
(Schipper, 2005), such as the political and legatesns. It should strengthen the reli-
ability of the results. Italy offers an interestisgtting of analysis since it has many fea-
tures in common with the other Continental Europeauntries (e.g. Germany, France
and Spain), but, at the same time, it also haswts financial reporting regime and an
overall institutional context which make the coyrdn appealing case study.

In international accounting literature, accountiggality is reported as a broad
concept with multiple dimensions (Burgstahler et 2006). This study examines three
dimensions of accounting quality, namely: earningmnagement, timely loss
recognition and value relevance. They are ofterd usestudies about the effects of
accounting standards on accounting quality (e.grthB&t al., 2008; Hung and
Subramanyan, 2007).

To investigate the effect of the EU mandarory amopdf IFRS on the three above-
mentioned caracteristics of accounting qualitys tteisearch uses a sample of 552 firm-
year observations concerning a cohort of 92 Itatian-financial companies which were
listed on the Italian Stock Exchange from 2002 @072 Accounting quality is
investigated by contrasting results obtained fom$i operating in the pre-adoption
period (i.e., from 2002 to 2004) with those conaggnfirms operating in the post-
adoption period (i.e., from 2005 to 2007).

Empirical evidence shows an overall increase ofiegs management in the post-
adoption period, documented by an increase of egsnsmoothing and no significant
change of managing earnings towards a target. ifldings deriving from the meas-

1 Hereinafter, the term “IFRS” is used to refer witbthe accounting standards issued by IASB and the
International Accounting Standards (IAS), issuedthy International Accounting Standards Committee
(IASC), which was the IASB’s predecessor.
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urement of timely loss recognition indicate thaR8-adoption is associated with a de-
crease in the timeliness of the recognition of dal@sses and with a contemporaneous
increase in the timeliness in recognizing econolosses relative to gains in the re-
ported income. As for value relevance tests, reduighlight that IFRS adoption in-
creases the combined value relevance of book \aahgdeearnings. In particular, out-
comes of relative value relevance analysis highlight earnings markedly improve its
ability to explain stock prices in the post-adoptymeriod compared to the pre-adoption
one.

This study tries to contribute to the literaturedncumenting early evidence of the
effects on accounting quality of the IFRS mandagmtgption throughout the EU. Prior
research reports the impact of the voluntary IFR8pton on accounting quality in
different countries, whereas little evidence isortgd when the adoption is compulsory
(Soderstrom and Sun, 2007, p. 695). By focusing onde-law country, the study may
also provide insight on the properties of a comrwmm-accounting model versus a
code-law one.

The remainder of the paper is organised as follo®sction 2 provides the
background of the study: it discusses the usefalpésccounting quality investigation,
reviews prior literature and summarizes the maifedinces between I-GAAP and
IFRS. Section 3 deals with the methodology. Sedligmmovides the empirical findings
and Section 5 concludes.

2 — Background

2.1 —The usefulness of accounting quality investigation

In the following, accounting quality is briefly deg#ed from an international perspec-
tive as the basic attribute of information usedhie capital markets. It is of interest to
those who participate in any step of the proceser&ldy information is created, dis-
seminated, and used with the objective of effic@idacation of capital (Francis et al.,
2006, p. 8). For this purpose, it is necessary itiatket values of firms, on which the
allocation of capital is based, reflect true ecomovalues to the greatest extent possible
(Cornell and Landsman, 2003, p. 21), in order faiehtly support investment deci-
sions made by financial statement users. As an pbeanaccounting information is
valuable to capital market participants to the eixtbat it istimely andunbiasedFran-

cis et al., 2006, p. 9). The IASB, and beforehdr IASC, have developed a single set
of accounting standards that, if followed, requiempanies to report “high quality,
transparent and comparable information in finansiagtements. For this aim, the

2 JASC Foundation Constitution, Part A, para. 2. #alle at: www.iasb.org/About+Us/
About+the+Foundation/Constitution.htm
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IASB conceptual framework provides the qualitattyeracteristics of financial report-
ing that contribute to economic decision usefuln@8$B, Framework, para. 24 and
follows).

The above-mentioned considerations have motivatednt literature to measure
how the characteristics of accounting quality cleafajlowing IFRS adoption by using
various proxies. The present study follows thaeastr of research (e.g. Lang et al.,
2006; Barth et al., 2008) which measures accoumjuaity by focusing on three of its
dimensionsi) earnings managemeiit) timely loss recognition anid) value relevance.

Earnings management has been defined as an attgntpe managers to mislead
some stakeholders about the economic performantteeafompany or to influence the
outcomes of contracts that may affect their comams (Healy and Wahlen, 1999). It
results in the manipulation of economic and finahdiata operated by managers to a-
chieve a pre-specified level of earnings. A de@easearnings management usually
corresponds to an increase in accounting qualitye Main manifestations of earnings
management are income smoothing and managing tevparsitive earnings. The for-
mer is defined as the process of manipulating ithe profile of earnings or earnings
reports to make the reported income stream lesabley while not increasing reported
earnings over the long run (Fudenberg and Tirdd®51p. 75). The latter is related to
the extent to which firms use accounting discretomeport small profits in order to
avoid small losses, in this way misstating the ezainomic performance of a firm (see
Burgstalher and Dichev, 1997; Leuz et al., 2603)

Moreover, earnings management is also relatedet@ability of earnings that reflect
losses to be announced on a more timely basisisthiat timely loss recognition. In par-
ticular, earnings smoothing causes large lossé® teelatively rare, so that timely loss
recognition can be measured in terms of willingrefsmanagers to recognize large los-
ses as they occur rather than spread their eftasts multiple periods (Lang et al.,
2006; Barth et al., 2008). In addition, timely lassognition is also related to the higher
degree of verification for recognizing good news [fositive economic performance)
compared to that used for recognizing bad newsiégative economic performance) in
earnings (Basu, 1997). In general, an increasamaly loss recognition is associated
with increasing accounting quality.

Value relevance is a conceptually different, algfoequally important, dimension
of accounting quality. It is considered one ofbesic attributes (Francis et al., 2004)
and it is included among the five major areas @iteh market research (Beaver, 2002,
p. 459). Value relevance expresses the abilitynairicial statement information to cap-
ture or summarize information that affects sharnees Usually, it is indicated by the
statistical association between accounting infoironaand market prices or returns

3 This process is not new in the Italian academitext. It is close to Onida’s theory of income diaa-
tion. See Onida (1951).
4 For details about earnings management topic seen@ others, Prencipe (2006).
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(Francis and Schipper, 1999): accounting qualitgromes as long as this statistical as-
sociation increases.

2.2 —Related literature

This section summarizes prior research which op@natize accounting quality under
IFRS with earnings management, timely loss recagnitand value relevance metrics.
It does not provide clear evidence on the actuaéfies of mandatory adoption of IFRS
compared to the voluntary one.

Consistent with IFRS being associated with highmoanting quality, Barth et al.
(2008) document an improvement in accounting quatiasured by a decrease in earn
ings management and an increase either in timsly tecognition or value relevance,
based on a large worldwide sample of firms mainlg@ing IFRS on a voluntary basis.

Moving the attention to single EU country studittg findings are instead mixed.
Most of the individual country research involvesri@any. Paananen and Lin (2008),
Christensen et al. (2008), Jermakowicz et al. (2@@d Bartov et al. (2005) are among
those who find positive effects of voluntary IFR&aption on accounting quality. Paa-
nanen and Lin (2008) evaluate accounting qualipasgely for firms adopting IFRS in
the period 2002-2004 and for those adopting IFRSéperiod 2005-2006. The first
period includes voluntary adopters whereas thengkooe includes voluntary and man-
datory adopters together. Their results suggesteedse in accounting quality after the
mandatory EU adoption of IFRS. Similar findings aeported in Christensen et al.
(2008), who investigate the change in earnings gemant and timely loss recognition
among firms that voluntarily adopt IFRS between888d 2004 and those who resist
IFRS adoption until it becomes mandatory. They fihdt voluntary adopters are less
prone to earnings management and recognize lossestimely, whereas no account-
ing quality improvements are found for mandatorgdrs. Jermakowicz et al. (2007)
observe DAX-30 companies from 1995 to 2004 and fimat adopting IFRS or US-
GAAP or cross-listing on NYSE significantly incregsthe value relevance of earnings
relative to market prices. The same results, bupfofit observations only, are obtained
by Bartov et al. (2005) for a sample of 416 Gerristed firms observed from 1998 to
2000 reporting under German GAAP, US-GAAP and IFRSontrast to that, another
two studies provide opposite evidence. Van Tendalub Vanstaelen (2005) observe a
sample of German companies reporting under locaABAr IFRS from 1999 to 2001
and find that IFRS-adopters do not present diffeearnings management behaviour
compared to companies reporting under German GAB#&er on, Hung and
Subramanyam (2007) observe a sample of German coespthat elected to adopt
IFRS between 1998 and 2002 and compare their flabatatements prepared under
German GAAP and under IFRS. They find no differencealue relevance of book
value and earnings under IFRS and German GAAP.
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Mixed findings also emerge from other EU countriébe study of Horton and
Serafeim (2007) about capital maket consequencesaofdatory IFRS adoption finds
that earnings reconciliations from local GAAP t&RIF are incrementally value relevant
in the UK, France and Italy, but not in Spain. Gantwise, Panaanen (2008) finds no
evidence of any improvement of Swedish accounturaity.

It is not easy to draw reliable conclusions abdat ¢ffects of IFRS adoption on
accounting quality in the EU by comparing the ressof the above studies because of
their conflicting findings. The main reasons foattlare probably attributable to possible
sample heterogeneity and to the self-selection thissto the incentive of voluntarily
adopters towards switching to IFRS. Some distirtgogs elements of the present study
should enforce its results with respect to simieearch. Firstly, findings deriving from
cross-country studies may be biased as they relthemrather unrealistic assumption
that countries share the same political and ecom@mvironment. It is evident that this
bias is removed by limiting the analysis to a sengbuntry, because it correctly
presumes, for example, that the pricing procetiseisame for all the observed firms. In
particular, the investigation of the effects of twmpulsory nature of the transition to
IFRS in a single country ensures a common regulaimout time and terms of IFRS
compliance. From a methodological point of viewistltoncern would strengthen
findings deriving from a single-country analysiseovcross-country comparisons.
Secondly, findings related to the investigationha effects of a mandatory transition to
IFRS do not suffer from the possible sample sealactbias affecting samples of
voluntarily adopting firms. In the case of voluntadoption, it could happen that only
those firms who perceive an advantage from switghonlFRS would do it. Thirdly, the
initial set of companies is observed longitudinatiytime so that the survivorship bias
problem is minimized.

2.3 —Italian accounting rules versus | FRS

Italy is a country with a code-law legal systemwhich laws are established and en-
forced in the public sector. Accounting rules asoanshrined in legislation, whereas
accounting standards, issued by the professiorthl, bave always only played an inte-
grative and interpretative role of the law, andythave never been officially recognized
as law.
Italian accounting rules deriving from the abovgalecontext show significant dif-

ferences from IFRS. They have been characterizeenigyhasis on financial reporting
conformity with tax regulations, protection of citeds, conservatism and the historical

5 For an overview on the origin and developmentrofgssional accounting standards in Italy see, gmon
others, Bruni (2004), Marchi and Allegrini (2003).
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cost as the main measurement critexidnstitutional factors reflect the great role of
banks as suppliers of capital, the relatively poarket orientation (e.g Pagano et al.,
1998) and the high concentrated ownership (La Part., 1999). Due to the general
aim of creditor protection, recognition and measwert principles are based on a pru-
dent capital maintenance. On the contrary, IFR8gbe new accounting perspective
with a stronger economic and business orientatspecially in terms of focusing on
the information needs of the capital markets. Spadly, IFRS are formulated to ex-
press the economic substance of transaction, tirereéflecting not only the losses but
also the gains in a timely manner. By so doingy tsleould provide investors with in-
formation to aid them in making decisions.

As a result, if IFRS can be supposed to be of hdriguality than I-GAAP, then the
quality of accounting information should have imped after the adoption of IFRS.
Nevertheless, prior research points out possibkagkes that might limit the effica-
ciousness of the IFRS mandatory adoption in the Hig¢y show that the application of
accounting standards is only one of the determsahtaccounting quality, since the
other determinants, such as the political and legsiems, the financial market devel-
opment and the tax system can actually affect Gi@rreporting behaviours (Ball,
2006; Sodestrom et al., 2007). As a confirmatiothat, recent studies have found that
improvements in accounting quality, after the IF&f®ption in the EU became manda-
tory, are confined to voluntary adopters, the fatt@responding to firms with real in-
centives to adopt (Panaanen, 2008; Paananen an@Q08; Christensen et al., 2008).
Instead, it is possible that firms that have nemives to adopt IFRS respond to man-
datory compliance with a “tick-box” mentality rathéhan sincere efforts to adopt the
new standards, perhaps to reduce compliance costs{ensen et al., 2008; p. 8).

All these considerations suggest to perform anagpbry analysis about account-
ing quality in Italy following the IFRS mandatorgaption.

3 — Methodology

Coherent with prior research, this study considlerse dimensions of accounting qual-
ity: earnings management, timely loss recognitemy value relevance. They are ana-
lyzed separately by contrasting accounting datpgyesl in accordance with I-GAAP
from 2002 to 2004 with those prepared in accordamd¢ERS from 2005 to 2007.

3.1 —Earnings management metrics

The research focuses on two characteristics ofregggmqmanagement: earnings smooth-
ing and managing towards positive earnings. Cagrsistith prior research (Lang et al.,

6 The literature about the financial statement atylis vast. See, among others, Dezzani (2006)aldap
(1998), Santesso-Sostero (2001), Superti Furgazj18unetti (1995) and Terzani (1995).
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2003; Lang et al., 2006; Barth et al., 2008), taey measured by controlling for the ef-
fect of factors which are exogenous respect towatony standards and reflect the eco-
nomic environment in which a firm operates. Thesetdrs have been considered as
linked to earnings quality in prior literature (Go$ and Kothari, 1999; Penman, 2001).

As for earnings smoothing, three different metacs applied, namely: i) the vari-
ability of annual changes in net income; ii) theiadility of annual changes in net in-
come relative to the variability of annual changesash flows; and iii) the correlation
between accruals and cash flows.

The first measure of earnings smoothing evaluaaesireys variability as the stan-
dard deviation of the residuals of the regressibanmual change in net income on the
above mentioned factors, that is:

ANi = a + 1 SIZE +p, GROWTH +$3 EISSUE 54 LEV + 55 DISSUE +
+ fs TURN +/7 CF + ig AUD + g XLIST +S10 NUMEX + & (1)
where:

ANI is the annual change in net incorig, with Ni expressing net income scaled by

end-of-year total assets;

SIZEis the natural logarithm of the end-of-year markadtie of equity;

GROWTHis the annual change in sales;

EISSUEs the annual change in common stock;

LEV s end-of-year total liabilities divided by booklue of equity;

DISSUEis annual change in total liabilities;

TURNIs sales divided by end-of-year total assets;

CF is annual net cash flow from operating activitigded by end of year total as-

sets;

AUD is an indicator variable that equals one if then® auditor is PwC, KPMG,

E&Y or D&T,;

XLISTis an indicator variable that equals one if thefis listed outside the EU,;

NUMEXis the number of Stock Exchanges on which a firsiégk is listed.

The residuals of the model (1) are denoted\ldg*, and their standard deviation
oani 1S the first metric used for earnings smoothingwker values ob,n« are evidence
of increasing earnings smoothing, and vice versa.

The second metric considers the ratio betwaBiit and ACF*; the latter corre-
sponds to the residuals of the model:

ACF = a + 1 SIZE +S, GROWTH 443 EISSUE +8, LEV + 85 DISSUE +
+ fs TURN +f7; AUD + fig XLIST +f9 NUMEX + & (2)
whereACF is the change in annual net cash floWw. The ratioANi* / ACF* measures
the relationship between annual changes in nemeclative to the annual changes in
cash flows. The standard deviation of this radig«acr+, €xpresses the variability of
annual changes in net income relative to the vait\abf annual changes in cash flows.
The rationale behind the use of this metric is firats might use accruals to manage
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earnings so that the resulting variability of eags is reduced compared to that of cash
flow.

Finally, earnings smoothing is also assessed bgidernng the interdependence be-
tween accruals and cash flows. Also in this casepntrol for possible influence of en-
dogenous factors the following regression equatavasestimated:

CF = a + p1 SIZE +$, GROWTH 483 EISSUE +3, LEV + 5 DISSUE +
+ fs TURN +57 AUD + g XLIST +fg NUMEX + & (3)

ACC =a + p, SIZE +, GROWTH +33 EISSUE +84 LEV + 85 DISSUE +
+ fs TURN +57 AUD + g XLIST +fg NUMEX + & (4)

ACC indicates accruals, obtained by subtractdgfrom Ni. Earnings smoothing is
measured by the Spearman correlation coefficietwdsn the residuals of model (3),
CF*, and those of model (4ACC*. It is denoted by cr+accy. Prior literature (e.g.
Leuz et al., 2003; Ball and Shivakumar, 2005) reptirat the more negatiyger- acc)
is, the more likely earnings smoothing is. Thiglie to the possible increase of accruals
made by managers to smooth earnings when cashdlmw.

In addition, earnings management is measured bytidyiag the preference of ma-
nagers towards reporting small positive net incamseead of negative net income. The
managing towards positive earnings attitude has beeasured as the frequency of
small positive net income (Burgstalher and DichE897; Leuz et al., 2003). The pre-
sent study evaluates this characteristic of easningnagement by estimating the coef-
ficient of a dummy variabl&POSn the regression equation (e.g. Barth et al., 2008

POSTo,1) = a + f1 SPOS+p; SIZE +f3 GROWTH +4, EISSUE 445 LEV +

+ fs DISSUE +8; TURN +Sg CF + g AUD + 10 XLIST +81:NUMEX +&  (5)

SPOSequals one if net income scaled by total assdistiseen 0.00 and 0.01, and
zero otherwise. The response variaB@STin model (5) is another dummy variable
that equals one for firms operating in the postpdido period (2005-2007), i.e., those
applying IFRS, and zero otherwise. The sign andrthgnitude of the coefficiert as-
sociated toSPOS hereinafter calle@gspos provides information about earnings man-
agement practices. In particular, a negafisesmeans that firms applying I-GAAP are
more oriented towards reporting a small positiveineome compared to those apply-
ing IFRS.

3.2 —Timely loss recognition metrics

The second investigated dimension of accountinditguia timely loss recognition,
which is strictly related to earnings smoothingdaese large losses are infrequent whe-
never firms smooth earnings. On the contrary, egshare supposed to be of high qual-
ity if losses are recognized timely (Ball et al00R). Timely loss recognition is meas-
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ured by focusing on both a large negative net ircamd the asymmetric incorporation
of economic gains and losses into the reportedeco

The timely recognition of large losses is assedgeéstimating the following re-
gression equation (Lang et al., 2003; Lang e28I06; Barth et al., 2008):

POSTo,1) = a + f1 LNEG+ /3, SIZE +p3 GROWTH 454 EISSUE +§5 LEV +

+ fs DISSUE +8; TURN +g CF + g AUD + 10 XLIST +81:NUMEX +&  (6)
whereLNEG is a dummy variable that equals one if annualimme scaled by total
assets is lower than -0.20. The sign and the madmiof the coefficient; associated to
LNEG, hereinafter calleg neg, inform about timely loss recognition. In partiayl a
positive S nec indicates that large losses are recognized merpéntly in IFRS finan-
cial statements compared to I-GAAP ones.

The asymmetric incorporation of economic gains ksses into the reported in-
come is measured by the adjusidf the model proposed by Basu (1997) and used by
Ball et al. (2003):

Def(E) =a + BuperenDr + Baefenr + Baperen(Dr - 1) + goetey ~ (7)
where:

Def(E)is the deflated earnings per share, corresporidiegrnings per share at year

t divided by stock price at the end of yédr,

r is annual stock returns from six months after tinen’s fiscal year-end, corre-

sponding to an annual change in the market valeeoity;

D,- is a dummy variable that equals 1 # O.

The model assumes that positive and negative etara proxies for economic
gains and losses, respectively. The dummy variBblallows the separation of the ef-
fect of economic losses from that of economic gdmgparticular, the incremental sen-
sitivity of accounting income to contemporaneougatiwe returns, i.e., negative change
in the market value of equity, is measuredfbgere) If f3perE) iS positive and large,
then it is more presumable that economic lossesreregnized timely. Finally, the
combined effect of positive and negative returnseamings timeliness is measured by
the adjusted®?? of model (7).

3.3 —Valuerelevance metrics

This study also investigates the value relevande@GAAP and IFRS accounting num-
bers by measuring their statistical associatiorhwstiock market data. It investigates
possible changes in the combined value relevan@awiings and book value with re-
spect to stock prices. In addition, possible changethe relative value relevance of
both accounting numbers are also analyzed.

The adjusted?® and the regression coefficients of the Ohlson (1986del are the
metrics used to measure the combined value releva@me model is defined as follows:

P =a+ pieveBV+ foeve)E + &y (8)
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where:
P is the price of a share for a firm six months retiite fiscal year-end;
BV is the firm book value per share;
E is the firm earnings per share
In addition, to determine the explanatory powet thandBV have for prices indi-
vidually, equation (7) can be split into two modiel®rder to consider the relative value
relevance oBV andE respectively (Arce and Mora, 2002):
P=a+ fiev)BV+ &gy 9)
P=a+ gk + & (10)
The relative value relevance BfandBV is measured by the adjustBés and the
estimated coefficients,gv)andpfig of the corresponding models (9) and (10). In par-
ticular, by comparing the value of the adjusidieriving from model (9) with that of
model (10), it is possible to understand@¥ is more value relevant th&f) or vice ver-
sa.

3.4 —Sample selection and descriptive statistics

The empirical analysis has been carried out omgkaof 552 firm-year observations.
The sample includes consolidated financial staténdeta and capital market data
(stock prices and returns) concerning a cohorafi@n financial companies whose sha-
res were listed on the Italian Stock Exchange f&902 to 2007. These data have been
obtained from the AIDA database provided by Bur€aun Dijk Electronic Publishing.

Accounting data from 2002 to 2004 derives from I&FAfinancial statements,
whereas accounting data from 2005 to 2007 refefBR& ones. The sample is organ-
ized in such a way that the same set of 92 firmsbserved over this period of time.
Since no sampling firms voluntarily adopted IFR$obe 2005, the resulting sample is
matched. This means that the same set of 92 Ifsted adopted I-GAAP in the pre-
adoption period (i.e., from 2002 o 2004) and IFRShe post-adoption period (i.e.,
from 2005 to 2007).

Table 1 presents descriptive statistics for thealdes considered in the research
design, by distinguishing between test variable$ @mntrol variables. Both have been
computed separately for firms reporting under I-GAAnd under IFRS. The compari-
son of accounting data used as test variables Ieetteat no significant difference be-
tween I-GAAP and IFRS mean values and variabilggears for change in net income
(4Ni); the mean levels of the change in cash fla@K) is also stable whereas its stan-
dard deviation significantly increases under IFRBere is also a significant increase in

7 Consistent with prior research (such as Collinal €1997), when estimating model (1) firms wittgae
tive book value (under either I-GAAP or IFRS) areladed from the analysis. In addition, book vaisie
adjusted by subtracting earnings, in order to apaisisible multicollinearity problems since the yead
book value contains the same period’s earnings.
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the average level of accrual8GC), whose variability reduces when moving from |-
GAAP to IFRS. As for indicator variabl&POSandLNEG, it appears that mean levels
and standard deviations under IFRS reduce in badks; although these decreases are
significant forLNEG only. The latter result could signal an increabearnings man-
agement practices under IFRS.

As for test variables used to measure asymmetcarforation of economic gains
and losses in the reported income (equation 7)vahe relevance (equations 8 to 10),
descriptive statistics document that the averageldeand the variability of earnings per
share(E), the deflated earnings per shabe{(E)) and the book valudBy) significantly
increase under IFRS. This could be evidence oftanamic upturn which took place in
Italy between the two considered periods and alss confirmed by the contemporane-
ous significant increase in both the mean level tedvariability of market priced}
and stock returng’.

Table 1 — Descriptive statistics relating to testlaontrol variables used in the analy-

SIS.
I-GAAP (N=266) IFRS (N=266)
Test Variables Mean Median ggr;adfilgﬂ Mean Median ggr;adfilgﬂ
ANi 0.000 0.001 0.053 0.006 0.003 0.056
ACF 0.000 0.001 0.043 0.000 0.000 0.049**
ACC -0.053 -0.047 0.039 -0.035*** -0.029***  0.030***
SPOS 0.105 0.000 0.307 0.094 0.000 0.293
LNEG 0.040 0.000 0.196 0.011** 0.000** 0.104**=*
E 0.164 0.075 0.688 0.433*+*  0.160** 1.060***
BV 4517 2.770 4,726 5.313* 2.935 6.018***
Def(E) 0.012 0.000 0.093 0.032%** 0.045***  0.130***
R -0.002 0.000 0.225 0.234***  (0.,155***  (0.404***
P 6.822 3.820 7.942 8.785% 4.805 10.844***
Control Variables
SIZE 17.42 17.99 1.939 17.55 18.05 1.862
GROWTH 0.106 0.052 0.299 0.106 0.07z 0.330
EISSUE 0.048 0.000 0.218 0.034 0.000 0.135%**
LEV 1.836  1.533 1.635 2.090 1.591 2.224%**
DISSUE 0.082 0.011 0.326 0.148* 0.076***  0.330C
TURN 0.709 0.715 0.377 0.703 0.694 0.364
CF 0.055 0.059 0.058 0.055 0.057 0.056
AUD 0.844  1.000 0.363 0.855 1.000 0.349
XLIST 0.293 1.000 0.456 0.380** 1.000** 0.486
NUMEX 2.410 2.000 0.493 2.424 2.000 0.496

Sample of firms that adopted Italian Accountingria@rds (I-GAAP) between 2002 and 2004 (I-GAAP fiyraed
International Financial Reporting Standards (IFR8peen 2005 and 2007 (IFRS firms).

Test Variables:

ANi is the change in scaled annual earnibswhereNl is earnings is scaled by end-of-year Total Assets;
ACF is the change in annual net Cash FI@F, whereCF is scaled by end-of-year Total Assets;

ACCisNI — CF, scaled by end-of-year Total Assets;

SPOSs a dummy variable that equals Di00 < NI <0.01;

LNEGis a dummy variable that equals Nif <0.20;

r is annual stock returns from six months after tha’s fiscal year-end;

P is the closing price of the firm’s share as of si@nths after the fiscal year-end;

BVis book value of equity per shakejs earnings per share;
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Def(E) is the deflated earnings per share, correspondirgrnings per share at yeativided by stock price at the
end of yeat+1.

Control Variables:

SIZEis the natural logarithm of the end-of-year markadtie of equity;

GROWTHs annual change in sales;

EISSUEs annual change in common stock;

LEVis end-of-year Total Liabilities divided BV;

DISSUEis annual change in Total Liabilities;

TURNis sales divided by end-of-year Total Assets;

CFis annual net cash flow;

AUD is an indicator variable that equals one if thefir auditor is PwC, KPMG, E&Y or D&T;

XLISTis an indicator variable that equals one if thenfis listed outside the EU;

NUMEXis the number of Stock Exchanges on which a firstigk is listed.

Tests to compare means (Welch Two Sample t-testjans (Kolmogorov-Smirnov Two Sample Test) andddad
deviations (F-ratio test) have been performed sess whether differences in location or scale petens reported
under I-GAAP and IFRS are statistically significafihe symbols *, **, *** indicate the statisticalgiificance of the
difference betweelFRS and I-GAAP at 0.10, 0.05, and 0.01, respegtivel

The descriptive analysis of the control variablegeals that IFRS adoption causes
no significant change in the market value of eq@&ZE), as well as in the annual
change in saleslGROWTH. The mean level of annual change in common s(at®-
SUB is also unchanged although its variability desesasignificantly. Interestingly, re-
sults show that IFRS adoption coexists with a $igcgmt increase in the change of
firm’s total liabilities OISSUB, whose differences in mean and median are stafigt
significant; this increase is also confirmed by sigmificant increase in the standard de-
viation of end-of-year total liabilitiesLEV). As for the indicator variableAUD and
XLIST, results show that IFRS adoption causes an inerbath in the proportion of
firms audited by a Big 4 auditor and in the projortof firms listed outside of EU, al-
though the increase is significant 8LIST only. Finally, a slight increase in the num-
ber of stock exchanges each firm is listed on ajgmears in the IFRS period.

4 — Empirical Results and Inferences

This section summarizes the results deriving frdme empirical analysis. When
estimating regression models introduced in equati¢h) to (10), observations
corresponding to large residuals have been reméroed the analysis since they are
identified as outlies

4.1 —Earnings management and timely loss recognition

Table 2 presents the results concerning earningsggement measurement for firms
reporting under I-GAAP from 2002 to 2004 (pre-adamptperiod) and under IFRS from
2005 to 2007 (post-adoption period).

8 In practice, in a first step, each model is estadand its residuals are computed. In a secomxl tte
same model is re-estimated by deleting observattongsponding to the residuals whose absolutesvalu
is larger than three times their standard deviafioddition, data are standardized to obtaindzedized
regression coefficients which are more comparabkach other.
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Table 2 — Earnings quality metrics: comparison-@AAP and IFRS lItalian firms

Sample O pniv O sniv/ncr p(CF*, ACC) Bspos
[-GAAP firms 0.061 1.231 -0.232
-0.050
IFRS firms 0.050*** 0.941%*=* -0.350*

The sample of firms that adopted Italian AccountBtgndards (I-GAAP) between 2002 and 2004 (I-GAAKRS)

and International Financial Reporting StandardR8Jbetween 2005 and 2007 (IFRS firms) are compared.

Variable definitions:

oxnie Measures the variability afNi*, which is expressed by the residuals of a regrassi the changes in scaled
annual earningNi, on control variables;

oani s ack+ 1S the ratio ofs, - Over the variability ohCF*; ACF is the change in annual net Cash Flow scaled by end
of-year Total AssetsdF). ACF* is expressed by the residuals of a regressis?€éfon the control variables;

P(cr, accy IS the partial Spearman correlation between thigluats from the regression &fCC andCF on control
variablesACCandCF are defined in Table 1;

Bsposis the standardized regression coefficient obtaiftech regressing a dummy variabROST, ;) on another
dummy variableSPOSthat equals 1 i0.00 < NI <0.01, plus the other control variabld30ST, ;) equals 1 if a
firm belongs to the post-adoption period (2005-2007

Control variables areEV, GROWTH EISSUE DISSUE TURN, SIZE, AUD, XLISandNUMEX They are defined

in Section 2.2.1 when describing model equation (1)

Tests to comparei (F-ratio test) ganis / ace+ (F-ratio test)pcer accr (Z test of the difference between two inde-

pendent correlations) have been performed to asdesther significant differences arise when moviogn I-GAAP

to IFRS. In addition, a t-test on tfgposto check if it is statistically different from zehas also been carried out by

using a White-corrected t-statistic to control fmteroschedasticity. The symbols *, **, *** indieathe statistical

significance of the difference between IFRS and IABRAas well as of the estimated valugggios at 0.10, 0.05, and

0.01, respectively.

It emerges that the variability of net income meeadlbyo,n+ decreases in the post-
adoption period. This is consistent with an inceeasearnings smoothing. The latter is
also confirmed by the decrease of the variabilityet income relative to that of cash
flow: oanivace €quals 1.231 under I-GAAP but it significantly veés to 0.941 under
IFRS, indicating that the decrease in variabilityearnings is likely to be driven by un-
derlying cash flow. In addition, the negative ctat®n between accruals and cash flow,
pcr+accH, Significantly increases when moving to IFR& £+ acc+ equals -0.232 under
I-GAAP and -0.350 under IFRS). This result also liegincreasing earnings manage-
ment. On the contrary, there is no reliable evigerfca change in earnings management
towards a target due to IFRS adoption. Althoughabefficientfsposof model (4) is
negative gspos= -0.050), which would indicate that IFRS-adoptfitgns report a small
positive net income less frequently than I-GAAPqattlty ones, it is not statistically
significant. Summarizing, empirical evidence docuteean increase of earnings
smoothing and no change of managing earnings t@\atdrget. As Barth et al. (2008,
pp. 2-3) argue, this finding may depend on theilfidiky characterizing principle-based
accounting standards as well as a lax in theirreefoent. In particular, principle-based
IFRS are likely to increase the discretionary pousd by managers in reporting earn-
ings.

Moving to timely loss recognition, the results pa®d by the investigation of the
recognition of large losses and the asymmetricrppm@tion of economic gains and los-
ses into the reported income are summarized ineT&bl
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Table 3 — Timely loss recognition metrics: compamisf I-GAAP and IFRS Italian

firms
2 Chow
Sample Bines n 131,(AE) IBZ,(AE) 133,(AE) RAE) F-statistic
I-GAAP firms 268 0.037**  0.142*** 0.143* 0.206
-0.440** 3.61%**
IFRS firms 267 -0.08 0.029 0.378*** 0.113

The sample of firms that adopted Italian AccountBtgndards (I-GAAP) between 2002 and 2004 (I-GAAKRS)
and International Financial Reporting StandardR8Jbetween 2005 and 2007 (IFRS firms) are compared.
Pinec is the standardized regression coefficient obtaifneth regressing a dummy variabROST, ;) on another
dummy variableSPOSthat equals 1 i0.00 < NI <0.01, plus the other control variabld30STy 1) equals 1 if a
firm belongs to the post-adoption period (2005-20Cbntrol variables arekEV, GROWTH EISSUE DISSUE
TURN, SIZE, AUD, XLISandNUMEX.They are defined in Section 2.2.1 when describindehequation (1).
The remaining columns of the Table report resutiieined by estimating on the two subsamples tHeviing re-
gression equation:

Def(E) =a + PrpeiepDr + Papeiey ! *+ Papeie): Or * 1) + Epeie)

where:

Def(E) is the deflated earnings per share, corresportdimgrnings per share at yealivided by stock price at

the end of yeatr+1;

r is annual stock returns from six months after tha's fiscal year-end;

Dris a dummy variable that equals & # 0;
To check if the coefficient8, pere)) 2, pef(e)) @NAL3, pef(ey are Statistically different from zerdtests have also been
carried out by using White-corrected t-statistizontrol for heteroschedasticitip addition the last column of the
table reports the Chow-F test statistic to examamesystematic differences in the estimated modethé two sub-
samples.
The symbols *, **, *** indicate the statistical gifficance of the difference between IFRS and I-GAaA®well as of
the estimated value @fpos at 0.10, 0.05, and 0.01, respectively.

The negative and significant (at 5% level) coeffitif nec associated with large
negative losse® equation (6) fnec = -0.440) suggests that firms are less likelye r
ognize large losses under IFRS, providing eviderfca further increase in earnings
management.

Furthermore, the results concerning the asymmaémgorporation of economic
gains and losses into the reported income arecpéatly interesting. The value of the
adjusted?? of model (7) equals 0.206 under I-GAAP and 0.118euriFRS. This would
indicate that the timeliness of earnings is largadter I-GAAP. Interestingly, the coeffi-
cient for the timeliness of economic losses is fpasiand significant in both cases
(B3etE)) €quals 0.143 under I-GAAP and 0.378 under IFRE)pagh it is larger and
more significant under IFRS. This means that firegorting under IFRS proportionally
exhibit greater timeliness in recognizing econologses relative to gains. The differ-
ences in the values of the estimated coefficiehtaadel (7) under I-GAAP and under
IFRS are also confirmed by the significance of @w (1960) F-statistic used to test
for possible systematic changes in earnings timstirbetween the two accounting re-
gimes.

Overall, these results would evidence that accagnguality measured by timely
loss recognition decreases after IFRS adoptionuseci induces no significant increase
in the recognition of large losses. In additiore #symmetric incorporation of economic
losses into reported income relative to economingyacreases, but within a general-
ized decrease in the timeliness of earnings.
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4.2 —VValuereevance

Table 4 reports the results of the models (8) @) @pplied to the Italian listed compa-
nies reporting under I-GAAP in the period 2002-0dl ander IFRS in the period 2005-
07.

Table 4 — Value relevance metrics: comparisonadfdt firms reporting under I-GAAP

and IFRS.
Models:
(8) P=a+ fieveBV+ foeveE + geve;
(9 P=a+ pieyBV + &y,
(10) P=a+ ﬁl(E) E + &E)-
5 5 5 Vuong’'s
Year | N 131,(BV,E) ﬁz,(BV,E) FiBV,E) 181,(Bv) I:ti) 131,(E) FiE) Z
statistic
02-04
267 | 1.11%** -0.59%** 0.49 0.57*** 0.44 0.50*** 0.33 1.92*
I-GAAP
05-07
266 0.65** 0.10 0.54 0.74%** 0.55 0.58***  0.47 1.77
IFRS
Chow's
F sta- 5.19%**
tistic

The sample of firms that adopted Italian AccountBtgndards (I-GAAP) between 2002 and 2004 (I-GAAKRS)
and International Financial Reporting Standards ()HsSween 2005 and 2007 (IFRS firms) are comparede&ch
sample, the combined value relevance of book valweguity per shareBV) and earnings per sharg)with respect
to stock pricesK) has been measured, as well as the relative valegaree ofBV andE. The Table reports the
number of firm-year observationkl)( the estimated standardized regression coeftiigh and the adjustef’s. To
check if thep coefficients are statistically different from zetdests have been carried out by using White-caetkect
t-statistics to control for heteroschedastidity examine for systematic differences in the comblimalue relevance
for firms reporting under I-GAAP or IFRS, the Chowdst statistic is also reported. In addition, thegmitude of the
differences between adjust&ds in the relative value relevance models has aésm lassessed by computing the
Vuong Z-test. This test allows the comparison gfession models which have the same dependenbiea@® and
the same sample, but different explanatory var@afider BV). For all tests, the symbols *, **, *** indicat&¢ statis-
tical significance of the difference between IFR8 &#GAAP, as well as of the estimated valueg,0at 0.10, 0.05,
and 0.01, respectively.

A measurement of the combined value relevance ok value BV) and earnings
(E) in both periods is provided by model (8). Itsirestted coefficients and adjust&fs
show an increase in the combined value relevantkeofwo accounting numbers: the
adjusted?? of model (8),Rgv.ey increases from 0.49 to 0.54. The Chow F-statistid
to test for systematic differences between theayu&s of model (8) applied under the
two accounting regimes is significant, validatimgthis way the increase EEF(BV,E) Fo-
cusing on the regression coefficients, it emergpasBV slightly reduces its influence
on stock prices under IFRB1(gv,gydecreases from 1.11 to 0.65, though it remains sig-
nificant), and thaE has a negative influence on stock prices undeAAB (f2@gv,e)=
-0.59) but not under IFR$4sv,e)= 0.10). Although the estimatgt v g)is insignifi-
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cant, its change of sign would probably documenteased quality of earnings under
IFRS.

As previously described, the individual associatlmtweenBV or E and stock
prices, i.e., their relative value relevance, isamwed by models (9) and (10) respec-
tively. Their results show an increase in the reéavalue relevance of bo®V andE.
The first one is documented by the increasﬁzgv), the adjusted®® of model (9), from
0.44 to 0.55, while the second one arises fromirtheease o’ g, the adjusted? of
model (10), from 0.33 to 0.47. This would mean thath accounting numbers are in-
formative for investors and that their importancereases under IFRS.

Relative value relevance tests are also used &saks each period, BV results
more value relevant vis-a-vi§ or vice versaBV is relatively more value relevant than
E either under I-GAAP or under IFRS, as in both s&gv>R’g), although the differ-
ence Rgv)- Rp) tends to reduce under IFRS. This relative supigyiof BV, as well
as its decrease, is also confirmed by the Vuon@)L98statistic, which is higher and
more significant under I-GAAP. Operatively, its e value indicates the perform-
ance of model (9) is superior to that of model ((L@),BV is relatively more value rele-
vant tharE), and vice versa.

Overall, the results of value relevance tests pouitthat IFRS adoption improves
accounting quality, to be meant as the ability @fcaunting numbers to provide inves-
tors with useful information for decision purposasditionally, the relative value rele-
vance outcomes highlight that such an improvemevilves book value and, in par-
ticular, earnings. The enhancement in the roleashiags in equity valuation under
IFRS also appears from the change in the signsaferession coefficient in the com-
bined value relevance.

5 — Concluding remarks

Following the recent IFRS mandatory adoption in B¢ this study has analyzed the
impact of IFRS on accounting quality in Italy, auotry with a code-law institutional
framework.

Consistent with prior research, accounting qudiis been operationalized with
earnings managements, timely loss recognition,\atge relevance metrics. Research
findings indicate that, on the one hand, accountinglity after IFRS adoption de-
creases if considered with respect to earnings geanant and timely loss recognition:
empirical evidence shows an increase of earning®8ing and a decrease of earnings
timeliness and, in particular, of the timelinesgtad recognition of large losses. On the
other hand, results of value relevance tests lgghlan improvement of the ability of
accounting numbers to provide investors with usefidrmation for decision purposes.

These findings have important implications. It ebible inferred that moving ac-
counting rules towards high quality accounting dtads is not sufficientper se to
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guarantee improvements in accounting quality. b, falthough the higher association
between accounting numbers and share prices &RS hdoption demonstrates that in-
vestors consider accounting information usefultf@ir economic decisions, the persis-
tence (or even the worsening) of earnings managepnantices probably suggests that
the inherent flexibility in principle-based IFRS dot lead managers towards the issue
of financial statements characterized by improvetbanting quality, at least after the
first three-year period following the mandatory ption of IFRS.

The conclusion of the study is useful for regulstdnstitutions involved in the
harmonization process, investors and whoever makesof financial statement infor-
mation for decision purposes. In line with simigndies carried out for other countries
experiencing IFRS adoption, it supports the viewt tine reporting incentives of indi-
vidual firms in an institutional setting, ratheaththe accounting standards applied, lar-
gely determine the properties and quality of tmaiicial statements (Ball et al., 2003).
As a result, no measurable economic benefits \plear, even under the label of “high
quality accounting standards”, as long as real gbsun the reporting practice and tran-
sparency of IFRS adopting firms take place. In tiespect, the suggestion is that the
European Commission should now devote its effartgatds an effective legal en-
forcement system, under which countries that dopnaperly implement IFRS may be,
for example, penalized. An additional and detaileglementation guide for a correct
application of IFRS would also be necessary.

Of course, it is not possible to draw definitivdeirences from these results since
IFRS are observable only for three years. Additiaadence will be necessary in the
next future as soon as new data are availabledierao verify if the results of this study
are strengthened or not, particularly following theent international financial crisis.
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