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Abstract 

 

This study examines how European Union firms used the flexibility of IFRS 1 during the 2004/2005 

mandatory transition from Local GAAPs to IFRS to set their 2004 reconciliated IFRS earnings. More 

precisely, we analyze earnings reconciliations published during the 2004/2005 mandatory transition 

from Local GAAPs to IFRS in Europe, a period during which firms had to disclose earnings both 

under the old GAAP and IFRS. Our sample is comprised of 1,635 firms from the nine countries 

subject to IFRS 1 where early adoption of IFRS was not allowed. We posit and find that firms with 

negative Local GAAP earnings are more likely to report positive Local GAAP-to-IFRS earnings 

reconciliations, while firms with large positive earnings under Local GAAP are more likely to report 

negative Local GAAP-to-IFRS earnings reconciliations. We also find firms that increase (decrease) 

their first benchmark IFRS earnings are more likely to show a decrease (increase) in earnings in 

subsequent reporting periods. Markets returns are associated with meeting or beating last year 

earnings only if managers set the bar high in the previous period, consistent with compensation 

related factors to this IFRS transition earnings management. Overall, this evidence is consistent with 

firms using the flexibility of IFRS1 and resulting reconciliations to manage their earnings.   
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I. Introduction 

The European Union’s (EU) transition to IFRS1 in 2005 represents the single largest event in recent 

accounting history, designed to increase the quality, the comparability and consistency of accounting 

and reporting standards. For financial statement users, one of the difficulties of a transition to a new 

set of accounting standards is the lack of any long timescale against which post-transition figures can 

be compared. To mitigate this difficulty, under IFRS 1, firms had to publish in 2005/2006 their 2004 

earnings under both local GAAP and IFRS. IFRS 1 sets forth a general principle: firms must 

establish at least one set of comparative financial statements, applying all the same standards as for 

the 2005 financial statements. IFRS 1, however, contains exceptions to this general rule, which allow 

firms to choose not to apply certain standards used in 2005 on their 2004 IFRS reconciliated 

statements. As documented by many surveys, this flexibility was actually exercised by firms2. This 

flexibility provides managers with some ability to manage their 2004 earnings under the new set of 

standards without any impact on their 2005 and subsequent earnings.  

 

In this paper, we investigate how managers use th echoices under IFRS 1 to set the level of their first 

(2004) IFRS earnings. Unlike earnings management under the same set of standards, the choices 

offered during the year of the transition to IFRS are unique, as they are not available nor do they 

reverse out in the subsequent periods.  Our analysis provides additional evidence on managerial 

choice of accounting information.   

 

The IFRS transition framework provided managers with the abilily to increase or decrease earnings 

reconciliations. The literature on earnings management and the transition to IFRS leads to three  

 

                                                 
1 International Financial Reporting Standards (IFRS) are those issued by the International Accounting Standards Board 
(IASB) an independent body based in Europe.  Prior to 2001, when the IASB changed their nomenclature to IFRS, these 
standards were called International Accounting Standards (IAS).   
2
See for instance: Deloitte:  “IFRS Conversion –The European experience and a look ahead” (2008) 



hypotheses about the use of this flexibility. We first hypothesize that, on average, negative Local 

GAAP firms will be more likely to show positive earnings reconciliations than positive Local GAAP 

firms. We label this hypothesis the current earnings management hypothesis. Prior research by 

Horton and Serafeim (2010) find a negative market reaction is associated with publishing negative 

Local GAAP-to-IFRS reconciliations. This provides all managers with an incentive to report positive 

Local GAAP-to-IFRS reconciliations. Consistent with this hypothesis, Horton and Serafeim (2010) 

find firms with negative reconciliations delay the publication of their financial statements. While 

avoiding negative Local GAAP-to-IFRS earnings reconciliation should benefit firms that report 

losses under Local GAAP, this is not necessarily true for firms with positive earnings. Degeorge et 

al. (1999) provide a hierarchy of earnings management priorities. They argue that firms with positive 

earnings will have an incentive to smooth its future earnings (see also DeFond and Park, 1997). To 

the extent that some positive earnings firm’s expected benefit from smoothening their earnings 

outweigh expected benefit from reporting positive Local GAAP-to-IFRS reconciliations, given the 

flexibility, they will chose not to report positive Local GAAP-to-IFRS reconciliations.  

Second, we hypothesize that, within the distribution of positive Local GAAP earnings firms, the 

better performing firms will have a higher probability of reporting negative Local GAAP-to-IFRS 

reconciliations than their counterparts. We label this hypothesis the income smoothing hypothesis. 

Prior research demonstrates the importance for managers to smooth earnings and beat prior years 

results (Healy, 1985; Holthausen, Larcker and Sloan, 1995; Defond and Park, 1997; Degeorge et al., 

1999; Graham et al., 2005). Orszag and Choudhary (2005) show that, in 2003, 79% of the FTSE 100 

firms use EPS growth as the sole performance criteria to determine bonuses. While the compensation 

of the last year under Local GAAP is unlikely to be impacted by the transition to IFRS, the 

subsequent year’s compensation will be a function of the change in earnings between the year of 

IFRS transition and the subsequent year. This will provide managers with the incentive to show 

lower IFRS earnings in the transition year so as to be able to show better IFRS earnings in the future. 

As we argue above, managers have incentives to engage in this kind of behavior only if they report  



positive earnings. Consistent with DeFond and Park (1997), we expect that the higher the Local 

GAAP earnings the higher the probability firms will manage their earnings in this way.  

Regardless of the reasons why firms decide to manage their first IFRS earnings, up or down 

compared to their Local GAAP earnings, the decision to do so will have consequences for their 

future reporting. By managing their first IFRS earnings firms are effectively setting the benchmark 

(setting the bar) for future earnings. A firm that reports positive (negative) reconciliations by 

managing earnings makes it more (less) difficult to meet or beat those earnings in the future. We thus 

hypothesize accordingly: If earnings were managed up (down) we expect firms to have a lower 

(higher) probability of meeting or beating those earnings in the subsequent reporting periods. We 

label this third hypothesis, the setting the bar hypothesis. 

We use the Datastream database to create a sample of publicly traded European firms with available 

data on accounting standards for the years 2004 and 2005 (transition years). We only include firms 

from the nine European countries where early adoption of IFRS was not allowed (The UK, France, 

Italy, Sweden, Norway, Spain, The Netherlands, Poland and Ireland). Our results are consisted with 

all of our three hypothesis.  First, we find that firms reporting negative Local GAAP earnings are 

more likely to report positive Local GAAP-to-IFRS earnings reconciliations than firms with positive 

Local GAAP earnings. Second, firms reporting large positive Local GAAP earnings are more likely 

to report negative Local GAAP-to-IFRS reconciliations. Finally, firms reporting positive 

reconciliations are more likely to report a negative change in earnings in subsequent reporting 

periods, while those with negative reconciliations are more likely to experience a positive change in 

earnings. These results are consistent with managers using the choices offered by IFRS 1 to manage 

their IFRS earnings upward (downward) more often when they report negative (positive) Local 

GAAP earnings. Our results are not driven by the distance between local GAAP and IFRS, nor by 

any mechanical effects of the IFRS transition (country, industry fixed effects, book-to-market and 

levels of goodwill, R&D and financial instruments). 

 



This preference for managing earnings appears to be driven by a preference to manage share price, 

compensation considerations (Degeorge et al. 1999) and / or psychological factors (Burgstahler and 

Dichev, 1997). In subsequent tests we analyze the market reaction around earnings announcements 

in the year following the transition to IFRS. We find positive and statistically significant cumulative 

abnormal returns only for firms that set the earnings benchmark high in the year of the transition and 

meet or beat this high benchmark earnings or analyst forecasts in the next fiscal year. By contrast, we 

find no market reaction for firms that beat or meet targets but set their earnings benchmark low in the 

year of transition to IFRS. These results are consistent with investors being able to see through 

earnings management during the transition period.  

 

This study contributes to the growing literature on the change in accounting standards from Local 

GAAPs to IFRS by analyzing the management of earnings reconciliations published during this 

transition. This should provide important considerations for countries transitioning to IFRS in the 

future (e.g. Canada or the U.S.) as well as countries engaged in substantial modifications to their 

financial standards (e.g. the expected change of IFRS in 2013). This paper also contributes to the 

earnings management literature by analyzing how firms “set the bar” high or low during a period of 

changes in accounting standards.   Our results suggest earnings reconciliations are a stronger 

predictor of a future change in earnings than the Local GAAP change in earnings. This means that 

financial statements users should consider not only the absolute level of the numbers but also the 

sign and the magnitude of the earnings reconciliations when predicting future earnings under a new 

set of standards.  By doing so, financial statement users can mitigate the absence of a long timescale 

for benchmarking when a new GAAP comes into force.  

In the next section we describe the process of the mandatory transition to IFRS in Europe.  Section 3 

presents related literature, and Section 4 our hypotheses and our research design. Section 5 describes 

the sample selection process and provides descriptive statistics. Section 6 presents our data analysis 

and results. We discuss robustness checks in Section 7. Finally we provide our conclusions in 

Section 8.  



 

II. Background on the transition to IFRS 

Publicly listed European Union firms were required to prepare their consolidated accounts under 

IFRS for their fiscal year starting on or after 1 January 2005 (EC No. 1606/2002).3 Together with 

their 2004 Local GAAP financial statements firms published additional disclosures on the adoption 

of IFRS. CESR4 guidelines (December 2003) and the implementation guidelines (IG 63), 

recommend disclosure of equity, income statement and cash flow statement reconciliations to IFRS 

(CESR 2003). CESR recommended disclosure of reconciliations as early as possible (CESR 2003). 

According to Cazavan-Jeny and Jeanjean (2009) and Horton and Serafeim (2010) all firms in France 

and the UK made detailed disclosures of reconciliations during 2005. Additionally, in accordance 

with IAS 34 (Interim financial reporting) and IFRS 1, firms adopting IFRS in 2005 had to publish 

2004 interim reconciliations under both, Local GAAP and IFRS. Once they published their 2005 

IFRS financial statements, for comparability, firms had to publish complete 2004 financial 

statements under IFRS. Therefore, European firms first adopting IFRS in 2005 for calendar year 

financial statements report in accordance with the following timetable: 

‐ January 1, 2004 – Transition date; 

‐ December 31, 2004 – Local GAAP financial statements; 

‐ December 31, 2005 – First IFRS financial statements with comparative IFRS information. 

 

To ease the burden of conversion the International Accounting Standards Board (IASB) undertook a 

project to provide guidance for first‐time adopters with IFRS 1 First Time Adoption of International 

Financial Reporting  Standards.  IFRS 1  requires  that  the accounting policies adopted  comply with 

IFRS and apply retrospectively to all periods presented.  

                                                 
3 EU countries were allowed to enlarge the scope of application. Certain firms were exempt from adopting IFRS. For full 
explanation see EC No. 1606/2002 Regulation. 
4 CESR is the Committee of European Securities Regulators. 



In preparing the opening IFRS balance sheet, the following principles should be followed: (1) 

recognition of all assets and liabilities as defined by IFRS (including those previously unrecognised 

under Local GAAP); (2) de-recognition of all assets and liabilities recognised under Local GAAP but 

which do not qualify under IFRS; (3) classification of assets and liabilities as required by IFRS; (4) 

valuation of these assets and liabilities in accordance with IFRS rules. The effects of any adjustments 

are recorded in equity.  

A first-time adopter should consistently apply the same accounting policies throughout the periods 

presented in its first IFRS financial statements, and these accounting policies should be based on the 

latest version of the IFRS effective at the reporting date. IFRS 1 states that the transitional provisions 

in other IFRSs do not apply to first-time adopters. In other words, firms may incur significant cost to 

transition towards IFRS. In order to minimize the cost of transition, IFRS 1 provides ten optional 

exemptions5 to the general principle of retrospective applications. Certain exemptions have only a 

balance sheet effect and others have an impact on the profit and loss statement and the balance sheet. 

In this paper, we concentrate on six exemptions that may help firms to “set the bar”, in the sense of 

having an impact on 2004 earnings. Table 1 summarizes the effect of these six main exemptions on 

earnings.  

Insert table 1 about here 

Two important features concerning IFRS 1 exemptions deserve to be underlined. First, the effect of 

exemptions on the earnings trend between 2004 and 2005 may differ according to firm 

characteristics. For instance, the possibility of not applying IAS 32 and 39 in 2004 may result in an 

increase in net income if the performance of financial assets recognized in the income statement in 

2005 is positive. Alternatively, this exemption can translate into a decrease in net income if the 

performance of financial assets recognized in the income statement in 2005 is below the 2004 

performance. Second, anticipating the effect of the exemptions on the earnings trend necessitates 

                                                 
5 There are optional exemptions in the following areas: (1) Business combinations; (2) Fair value or revaluation as 
deemed cost; (3) Employee benefits; (4) Cumulative translation differences; (5) Compound financial instruments; (6) 
Assets and liabilities of subsidiaries; (7) Designation of previously recognized financial instruments; (8) Share-based 
payment; (9) Insurance contracts; and (10) Changes in existing decommissioning, restoration and similar liabilities. 



insider information that is not easily accessible to third parties. For instance, recognizing all 

translation losses in accumulated profits or losses at the opening IFRS balance sheet date (IAS 21) 

may result in a positive earnings trend if the subsidiary that generated the original loss is 

deconsolidated in 2005. As a “reset to zero” because of this exemption, the loss will not be 

recognised. In other words, accounting choices made by managers can’t be easily unravelled by third 

parties. 

Body Shop International (BSI) could illustrate the use of IFRS 1 options. In their first annual 

statements under IFRS, the 2005 Annual Report (published in 2006), BSI reported a net income 

under IFRS of £29.2 million for the fiscal year 2005 and a restated for comparison purposes IFRS net 

income for the fiscal year 2004 of £28.8 million. Consequently, BSI appears to have beaten prior 

year earnings by £0.4 million in the fiscal year 2005.  

In the footnotes, however, BSI reports a detailed explanation of its transition to IFRS and its impact 

on the 2004 net income. The footnotes reveal that BSI elected to ignore the exemption provided for 

IAS 32/39 and applied the standard retrospectively. They also reveal that BSI elected to apply IFRS 

2 (share based payment) to establish its comparative financial statements. Together, these two 

choices resulted in an earnings difference of £-0.9 million (net of tax) between 2004 UK GAAP net 

income and the restated IFRS 2004 net income. Had management elected the derivative / share based 

payment exemptions, BSI would have reported an net income under IFRS of £29.7 fiscal year 2004 

and consequently a decrease in net income of £0.5 million in 2005 compared to 2004 (instead of an 

increase of £0.4 million). 

All EU firms had to adopt IFRS at the latest in 2005. While in 14 countries firms had a choice to 

adopt IFRS before 2005, in eleven countries this option did not exist and they can apply the optional 

exemptions of IFRS 1. We examine changes in countries where early adoption was not allowed. The 

absence of the choice to adopt IFRS early provides us with a sample of firms that is fully 

representative of their respective economies, is subject to options offered by IFRS1 and eliminates 



any timing bias due to managerial discretion6. This is particularly valuable in terms of an economic 

interpretation of our results. 

 

III. Related literature 

This study stands at the crossroads of two research streams; earnings management and accounting 

standards transitions. The transition to IFRS and the flexibility offered by IFRS1 provide a unique 

setting for examining the use of standards for earnings management. 

III.1. Why “setting the bar” is important? 

Accounting earnings are viewed as the premier information item provided in financial statements 

(Lev, 1989) and are important for the stock market which reacts favorably to positive earnings news 

(Kothari, 2001). Since investors need a benchmark to evaluate a firm’s performance, managers are 

especially concerned with reporting earnings that meet or exceeds thresholds. Past literature provides 

several explanations for this behavior. The prospect theory (Kahneman and Tversky, 1979) 

postulates that decision-makers derive value from gains and losses with respect to a reference point, 

rather than from absolute levels of wealth, and that value functions are usually convex in losses and 

concave in gains, losses are more displeasing than the equivalent gain. This suggests that investors 

prefer firms that report a series of small gains rather than those with volatile earnings. The 

transaction cost theory (Burgstahler and Dichev, 1997) states that the firm interacts with its 

stakeholders based on an implicit contract, with no legal standing. Stakeholders are likely to use 

various sources of information (including past and current performance) to help assess a firm’s 

ability to fulfill the implicit claims in the future. Burgstahler and Dichev (1997, p. 122) suggest that 

because, “…the costs of storing, retrieving, and processing information are sufficiently high that at 

least some stakeholders determine the terms of transactions with the firm based on heuristic cutoffs 

at zero levels or zero changes in earnings”. This argument is supported by Graham et al. (2005) who 

argues that simple heuristics reduce the costs of information processing due to the availability of 

                                                 
6 For differences between early and late adopters in countries where early adoption was allowed see e.g. Christensen et 
al. (2008).  



abundant information (p. 21). Given the technical difficulty to understand IFRS and their impact on 

financial statements, we believe transaction costs play a particularly important role in the mandatory 

transition to IFRS. Finally, managerial compensation provides another explanation to meet or beat 

earnings targets. Watts and Zimmerman (1986) show that accounting choice influences contractual 

arrangements - especially compensation contracts. Performance benchmarks and the formulas used 

to calculate annual bonuses for senior executives have only recently been disclosed. However, 

surveys on CEO compensation in Europe suggest that EPS and growth in earnings are important 

determinants of executive compensation. For instance, Orszag and Choudhary (2005) show that, in 

2003, 79% of the FTSE 100 firms use EPS growth as the sole performance criteria to determine 

bonuses. They also report that performance criteria are rarely updated. In the same vein, a survey on 

executive compensation (PriceWaterhouseCoopers, 2006) reports a growing importance of 

benchmarks and targets in the determination of bonuses among the 250 largest UK firms. In other 

words, the performance of a company as measured by accounting data could have a significant 

impact on the level of management’s compensation. Degeorge et al. (1999) argue: “If accepting 

lower earnings today might result in a termination or a lost bonus, substantially greater earnings 

tomorrow may not represent a desirable trade-off. When earnings are near the unacceptable range, 

executives' incentives to manage them upward will be significant.” With the transition to IFRS, 

managers have a unique opportunity to blur the perception of “unacceptable range” earnings by 

reporting positive local GAAP to IFRS reconciliations. 

 

Past literature suggests that the sign of earnings can be a good proxy for “unacceptable earnings”. 

For instance, Hayn (1995), Burgstahler and Dichev (1997) and Degeorge et al. (1999) find a 

discontinuity of the earnings distribution around zero. In other words, firms avoid reporting losses. 

Beyond the zero benchmark, other important thresholds include the prior year’s reported earnings 

and the financial analysts’ consensus. Degeorge et al. (1999) provide evidence on the hierarchy of 

these three earnings thresholds.  They find that avoiding reporting losses is the most important, 

followed by reporting increases in earnings. Graham et al.’s (2005) survey confirm the overall 

results: reporting a profit is seen as an important benchmark for 65.2% of the respondents, reporting 



an increase in earnings is important for 85.2% of the respondents. Healy (1985), Holthausen et al. 

(1995) and Degeorge et al. (1999) argue that managers manage their earnings downward if they are 

at the upper bound of their bonus contracts. Graham et al. (2005) asked CFOs whether they prefer 

smooth or bumpy earnings paths, keeping cash flows constant. An overwhelming 96.9% of the 

respondents indicate their preference for a smooth earnings path. A chief motivation to smooth 

earnings comes from the reduction in perceived risk by investors, which in turn should lower the cost 

of capital and thereby increase the value of the firm.  Smooth earnings paths are also thought to ease 

the prediction of future earnings. Academic research underlines this preference for smooth earnings. 

For instance, DeFond and Park (1997) present evidence that when current earnings are good and 

expected future earnings are poor, managers save earnings for the future periods. 

 

III.2. Past literature on the effects of IFRS adoption 

Research on the voluntary (pre-2005) transition from Local GAAP to IFRS focuses on the economic 

consequences of voluntary IFRS adoption and its impact on the levels of earnings management, 

value relevance, cost of capital and liquidity. Leuz and Verrecchia (2000) find adoption of IFRS or 

US GAAP is associated with a lower bid-ask spread and a higher share turnover. Covrig et al. (2007) 

find voluntary IAS adoption improves capital allocation efficiency through reducing home bias 

among foreign investors. Barth et al. (2008) find lower levels of earnings management and higher 

value relevance of earnings upon the transition to IAS. Daske et al. (2008) find, however, that only 

those voluntary (early) adopters committed to transparency are the ones that profit from higher 

liquidity and lower cost of capital following adoption of IAS. Finally, Armstrong et al. (2010) find a 

positive market reaction associated with events increasing the likelihood of IFRS being adopted in 

Europe. The above cited research mostly indicates positive net benefits arising from the transition to 

IFRS.  However, recent research on the mandatory (2005) transition to IFRS is less clear as to 

whether the transition was entirely beneficial. Christensen et al. (2007) find transition benefits in 

terms of cost of capital and market reaction to IFRS announcements are directly linked in the UK to 

a firm’s willingness to adopt IFRS. While finding a reduction in the cost of capital and an increase in 



equity valuation, Daske et al. (2009) find these results are stronger for voluntary than for mandatory 

adopters, for firms with incentives to be transparent and in countries with a high level of legal 

enforcement.  Daske et al. (2009) also caution against attributing their results for mandatory adopters 

“solely or even primarily to IFRS mandate”.  Christensen et al. (2008) compare early (voluntary) and 

late (mandatory) adopters of IFRS in Germany and find no improvements in accounting quality for 

late adopters. They attribute this to late adopters’ lack of incentives (resistance) to adopt IFRS.  

 

Several prior studies focus on reconciliations between Local GAAP and IFRS published in the year of 

transition to IFRS. Hung and Subramayan (2007) analyze the value relevance of reconciliations on a 

sample  of German  firms  that  voluntarily  adopt  IFRS.  They  find  no  value  relevance  for  earnings 

reconciliations, while  book  equity  reconciliations  seem  to  add  information  to  the market.  They 

attribute these findings to the German bank oriented economy. Capkun et al. (2009) analyze cross 

sectional differences in the value relevance of earnings reconciliations of mandatory adopters from 

nine European countries and  find  the  impact of  firms’  incentives, Local GAAP‐to‐IFRS differences 

and  institutional  environment  are  all  positively  related  with  the  value  relevance  of  earnings 

reconciliations. Horton and Serafeim  (2010) analyze a  sample of UK mandatory adopters of  IFRS 

and  find  earnings  reconciliations  to  be  value  relevant.  In  addition  they  find  negative  abnormal 

returns  and  increased  trading  activity  for  firms  reporting  a  negative  IFRS‐to‐UK  GAAP 

reconciliations. Horton  and  Serafeim’s  (2010)  results  indicate  that  firms with  incentives  to  avoid 

reporting  negative  earnings  reconciliation  used  the  IFRS  1  transition  provisions  to  do  so.  On  a 

sample of French firms Cormier et al. (2009) show that managerial incentives influence the decision 

to  strategically  elect  one  or more  optional  exemptions  of  IFRS1  at  the  transition  date.  Finally, 

Christensen  et  al.  (2010)  find  bigger market  reactions  to  IFRS  reconciliation  announcements  for 

firms that face a greater likelihood and costs of covenant violation. 

 



We contribute to the above literature on the transition to IFRS by analyzing how mandatory IFRS 

adopters manage their first IFRS earnings to set their benchmark earnings for future reporting 

periods. 

 

IV. Hypotheses development and research design 

IV.1. Hypotheses 

In addition to the difference between Local GAAPs and IFRS, as explained in section 2 above, IFRS 

1 provides firms with additional possibilities to manage 2004 reconciliated IFRS earnings at the first 

adoption of IFRS.  

 

The Horton and Serafeim (2010) study indicates that all firms have incentives to avoid reporting 

negative Local GAAP-to-IFRS reconciliations in order to avoid a negative market reaction. By 

contrast, the above cited prior literature on income smoothing indicates managers of firms with 

positive earnings, and in particular those with large positive earnings have a preference for 

smooth earnings (e.g. DeFond and Park, 1997). Moreover,  Degeorge et al. (1999) argue beating 

last year’s earnings ranks second only to avoiding losses in the hierarchy or management 

preferences. These two studies indicate that there is a sub-sample of firms with positive earnings 

that will have incentives to show lower IFRS than Local GAAP earnings (negative Local GAAP-

to-IFRS reconciliation) in order to enable them to more easily meet or beat this benchmark in the 

future. This leads to our first hypothesis that, on average, firms with positive earnings under Local 

GAAP will have a lower probability to report a positive Local GAAP-to-IFRS reconciliation 

compared to their counterparts with negative Local GAAP earnings. We label this hypothesis: the 

current earnings management hypothesis. 

 

It is possible, however, that the incentives of firms with negative Local GAAP earnings are not 

homogeneous. Prior studies on earnings management show that managers face short term 



incentives to avoid reporting small losses and they manage earnings to show small profits instead 

(see Burgstahler and Dichev, 1997; Degeorge et al., 1999; Jacob and Jorgensen, 2007; Kerstein 

and Rai, 2007). As these studies imply, firms reporting small losses under Local GAAP would 

have strong incentives to report positive Local GAAP-to-IFRS reconciliations that would allow 

them to report a small profit under IFRS. Given that firms already manage earnings to avoid 

losses under Local GAAP, and given that all other firms with negative earnings under Local 

GAAP have incentives to report positiveearnings reconciliations as well, it is unclear whether in 

this situation small loss firms will have a higher probability of reporting positive reconciliations 

compared to other loss firms. 

 

On the other end of the distribution of firms with negative Local GAAP earnings there are firms with 

large losses. Prior research indicates these firms might be inclined to take a “big bath” (see e.g. 

Healy, 1985, Watts and Zimmerman, 1986). However, the “big bath” theory relies on recording more 

losses in the current period, which enables not recording those losses in subsequent reporting 

periods. This trade-off is not available in the case of the transition to IFRS and the application of 

IFRS1. As we explain above, the flexibility under IFRS1 does not allow for early recording of losses 

for the purpose of not showing them in future periods, as there is no mechanical reversal of items. As 

with avoiding small losses, firms willing to take a big bath would do so already under Local GAAP. 

Finally, it is unclear if, for these firms, the incentive to show a bigger future increase in earnings is 

stronger than the incentive to avoid reporting a negative Local GAAP-to-IFRS reconciliation (and 

avoiding a negative market reaction).  

 

Our second hypothesis relates to firms with positive earnings under Local GAAP. Changes in 

accounting standards make the prediction of future earnings more difficult as the impact of new 

standards on the earnings stream is uncertain. This provides an additional incentive for managers to 

smooth earnings. DeFond and Park (1997) and Degeorge et al. (1999) argue that firms with high 

positive earnings will have a preference for beating past earnings and smoothening their earnings 



over time. They argue this is more so for firms with high positive earnings compared with their low 

positive earnings counterparts. For this reason, we expect firms with high positive earnings to use 

their Local GAAP-to-IFRS reconciliations to set their first reconciliated 2004 IFRS earnings lower in 

order to facilitate meeting or beating them in the future. We label this hypothesis: the income 

smoothing hypothesis.  

 

While the above two hypotheses cover the average behavior of sub-samples of firms adopting IFRS 

in 2005, it is not possible to entirely disentangle all the reasons why firms manage Local GAAP-to-

IFRS reconciliations and why they choose to report positive or negative ones. As we argue above, 

the reasons for such decisions could be numerous. That said, we can, ex post, test the consequences 

of such choices.  

 

Regardless of where in the distribution of losses and profits under Local GAAP the firm is, a 

decision to manage Local GAAP-to-IFRS reconciliations up will set the bar higher for future 

earnings. Conversely, the decision to manage its reconciliations down will make it easier for 

managers to meet or beat the bar in the future. This reasoning is the basis for our third hypothesis. 

We expect firms with a positive (negative) Local GAAP-to-IFRS reconciliation to have a lower 

(higher) probability of meeting or beating their first IFRS earnings in the subsequent reporting 

periods. We label this hypothesis: the setting the bar hypothesis. 

 

The above cited literature suggests compensation contracts and market perception are the main 

motives behind managers engaging in earnings management and ”setting the bar” behavior. To 

discriminate between these two explanations we test if the stock market reacts differently to meeting 

or beating targets (last year’s earnings and analyst forecasts) in the year following the transition to 

IFRS, conditional on the size and the sign of Local GAAP-to-IFRS reconciliations. A positive 

market reaction to meeting or beating thresholds irrespective of the sign of Local GAAP-to-IFRS 



reconciliations would indicate managers have a market-driven reason to manage their first IFRS 

numbers (to set the bar low). Alternatively, if there is no market reaction to meeting or beating 

earnings in year t+1 and earnings have been managed by reconciliations in year t, this would indicate 

there are no market-driven reasons for this behavior and thereby imply managers have contract-

driven reasons for managing the first IFRS earnings.  

 

IV.2. Research design 

To test if and how firms manage their earnings and “set the bar” in the year of transition and the 

impact, if any, this has on future earnings we base our research design on the loss avoidance and 

income smoothing literatures.  

 

A study by Kerstein and Rai (2007) provides a methodology particularly useful to test our 

hypotheses. They test for the probability of changes in quarterly distributions of earnings from the 

third to fourth quarter to establish if firms manage earnings to avoid small losses. Using this 

approach should, according to Durtschi and Easton (2005, 2009), mitigate the problem of scaling 

and any problems associated with drawing inferences about earnings management from the shape 

of earnings distribution used in prior research (e.g. Burgstahler and Dichev, 1997, Jacob and 

Jorgensen, 2007). We modify and adapt this approach to meet the requirements of our research 

questions. 

 

We partition our sample of Net Income under Local GAAP and Net Income under IFRS into 

positive and negative earnings. Then we partition negative and positive earnings into 0.5% 

intervals of earnings scaled by the beginning of the year market value7. We repeat this for Local 

GAAP earnings and IFRS earnings. Our proxy for change in earnings is the change in interval 

                                                 
7Durtschi and Easton (2009) argue that scaling net income by market value, among other problems, yields spurious 
effects and recommend the use of a combination of the Kerstein and Rai (2007) approach, but with intervals created 
based on undeflated earnings. In untabulated findings we repeat our analysis for unscaled earnings. This approach yields 
qualitatively unchanged results. 



(from Local GAAP earnings to IFRS earnings). A firm that moves to a higher interval due to 

earnings reconciliation is treated as a firm that experienced an increase in earnings, one that 

moves to a lower interval experienced a decrease in earnings and one that did not change interval 

as a firm that did not experience a change in earnings. 

 

We then use positive and negative earnings to analyze if firms with negative Local GAAP earnings 

have a higher probability of an increase in earnings due to reconciliations. Consistent with prior 

research on large losses (e.g. Barth et al., 2008) we choose a high cut-off of 20% (earnings scaled 

by the beginning of the year market value) above which we consider firms to have reported large 

earnings. In unreported results, however, we use a cut-off of 10% and the median value of positive 

earnings (see e.g. DeFond and Park, 1997) as cut-off points. These two robustness checks provide 

qualitatively unchanged results. We test if firms with large positive Local GAAP earnings have a 

higher probability of a decrease in earnings due to reconciliations.Our research design allows us 

to directly compare earnings under both Local GAAP and IFRS.  

 

Similar to Kerstein and Rai (2007), we control for risk factors and other cross sectional 

differences between firms in our sample by introducing size, book-to-market ratio, industry and 

country dummies.8  This controls for differences in fundamentals unrelated to earnings 

management. That said, the ability of firms to manage earnings might come from firm specific 

characteristics. The transition to IFRS changes accounting standards under which firms report 

their earnings, but the ability of a firm to manage earnings through reconciliations will depend on 

the differences between IFRS and their Local GAAP and on firm specific characteristics. For 

example, if a firm with large intangible assets adopts IFRS in a country where IFRS accounting 

rules for intangible assets differ significantly from comparable Local GAAP rules, this will 

arguably allow it more flexibility when reporting Local GAAP-to-IFRS reconciliations and IFRS 

earnings. If one of our subsamples (negative, large positive and other firms) comprises mostly of 

                                                 
8 Other variables, however, may be used in their place or as additional control variables. Consequently, we introduce 
additional variables to describe risk, namely book leverage, and current ratio (un-tabulated). This yields unchanged 
results. 



these firms, this could bias our results. To account for this possibility we run a robustness check 

(untabulated) to control for the ability to manage earnings. Following Ding et al. (2007) and Bae 

et al. (2008) we identify accounting for intangible assets, research and development expenses and 

financial assets to be the main differences between Local GAAP and IFRS. In un-tabulated 

results we include these variables separately and together in our analysis (we already control for 

country fixed effects that take into account differences in distances between Local GAAP and 

IFRS standards across countries). This robustness check yields qualitatively unchanged results.  

 

Before discussing our models, we present and define the variables used in our analyses. 

 

 

NegativeLocal = 1, if Net Income under Local GAAP of firm j in year t is negative, zero 
otherwise 

 

Large PositiveLocal = 1, if Net Income under Local GAAP scaled by market value of firm j in year 
t is higher or equal to 20%, zero otherwise 

 

UPIFRS-Local, t = 1 if, scaled Net Income under IFRS is in a higher interval than scaled Net 
Income under Local GAAP, zero otherwise 

 

DOWNIFRS-Local, t = 1 if, scaled Net Income under IFRS is in a lower interval than scaled Net 
Income under Local GAAP, zero otherwise 

 

UNCHIFRS-Local, t = 1 if, scaled Net Income under IFRS is in the same interval as scaled Net 
Income under Local GAAP, zero otherwise 

 

UPIFRS, t+1/ UPIFRS, t+2 = 1 if, scaled Net Income under IFRS in year t+1/t+2 is in a higher interval 
than scaled Net Income under IFRS in year t, zero otherwise 

 

DOWNIFRS, t+1/DOWNIFRS, t+2= 1 if, scaled Net Income under IFRS in year t+1/t+2 is in a lower 
interval than scaled Net Income under IFRS in year t, zero otherwise 

 



UNCHIFRS, t+1/UNCHIFRS, t+2= 1 if, scaled Net Income under IFRS in year t+1 is in the same interval 
as scaled Net Income under IFRS in year t, zero otherwise 

 

BTM = Book-to-Market ratio = Book value of Equity under Local GAAP scaled by 
Market value of equity of firm j at the beginning of year t 

 

Size = Natural Log of Market value of equity of firm j at the beginning of year t 

 

IND   = Industry indicator variable 

 

Country   = Country indicator variable 

 

 

In order to test our hypotheses we estimate the following logit regression models: 

 

UPIFRS-Local, t = β0 + β1(NegativeLocal, t) + β2(Large PositiveLocal, t) + β3(BTM) + β4(Size) + ε(1) 

 

DOWNIFRS-Local, t = β0 + β1(NegativeLocal, t) + β2(Large PositiveLocal, t) + β3(BTM) + β4(Size) + ε (2) 

 

UNCHIFRS-Local, t = β0 + β1(NegativeLocal, t) + β2(Large PositiveLocal, t) + β3(BTM) + β4(Size) + ε (3) 

 

We introduce both variables of interest (NegativeLocal, t and Large PositiveLocal, t) in the model 

simultaneously to compare both, firms with negative earnings and large positive earnings to non-

large positive earnings firms. This also enables a post-estimation comparison of coefficients 

associated with the two independent variables. Estimating regression models with one variable of 

interest at the time (untabulated) yields qualitatively unchanged results.   

 



Consistent with our first two hypotheses, we expect to observe a positive coefficient associated with 

a NegativeLocal, t variable in the regression model (1) and a positive coefficient associated with a 

Large PositiveLocal, t variable in regression model (2). We also expect to observe negative coefficients 

associated with both, NegativeLocal, t and Large PositiveLocal, t variables in the regression model (3).  

 

As argued in the hypothesis section, it is unclear whether firms reporting small losses (large 

losses) under Local GAAP would have a higher probability of reporting positive (negative) 

earnings reconciliations than other firms in our sample. Assuming a large enough number of 

firms in the first negative interval (closest to zero) our results for small loss firms suggest these 

firms have a higher probability of increasing their earnings than firms belonging to other 

intervals. However, in order for this to hold, the size of the interval has to be at least 5% (scaled 

earnings). The results for large losses (scaled earnings below 20%) do not support the notion that 

they behave differently from other loss firms, i.e. the probability of them reporting a negative 

Local GAAP-to-IFRS reconciliation is not higher with these firms than with other firms in the 

sample.  

 

To our final hypothesis we define the change in earnings between year t earnings and year t+1 

earnings (both under IFRS) in the same manner as the change in earnings between year t earnings 

under Local GAAP and year t earnings under IFRS. These variables are then used as the dependent 

variable and reconciliations as the independent variables to estimate if reconciliations contain 

information about future earnings. In order to test the predictive power of earnings reconciliations we 

estimate the following logit regression models: 

 

UPLocal, t+1 = β0 + β1(DOWNIFRS-Local, t) + β2(DOWNLocal, t) + β3(BTM) + β4(Size) + ε (4) 

 



DOWNIFRS, t+1 = β0 + β1(UPIFRS-Local, t) + β2(UPLocal, t) + β3(BTM) + β4(Size) + ε  (5) 

 

UNCHIFRS, t+1 = β0 + β1(UNCHIFRS-Local, t) + β2(UNCHLocal, t) + β3(BTM) + β4(Size) + ε (6) 

 

 

To account for the possibility of firms managing years t and t+1 (e.g. 2004 and 2005) jointly, we also 

estimate regression models (4)-(6) with dependent variables at time t+2. Introducing a longer lag 

between dependent and independent variables mitigates the problems of interpretation of our results 

associated with the possibility of time t variables being jointly determined with time t+1 values.  

 

Consistent with our third hypothesis, we expect to find positive coefficients associated with the 

DOWNIFRS-Local, t, DOWNLocal, t, UPIFRS-Local, t, UPLocal, t, UNCHIFRS-Local, t, and UNCHLocal, t variables. 

This would indicate that firms which set a higher benchmark during the transition would show a 

subsequent decrease in earnings. Conversely, firms that set a lower benchmark IFRS earnings during 

the transition would show a subsequent increase in earnings. We also expect firms with no 

significant earnings reconciliations to experience no subsequent change in earnings.  

 

Finally, we analyze abnormal returns around earnings announcement in the year after the transition 

(i.e.: 2006 if the fiscal year end is December). The study primarily uses the market model for 

assessing the abnormal stock price reaction at the announcement of earnings. It considers the 

following as the return generating model (i.e., the model for ‘normal’ returns),  

 

Rjt = αj + βj Rmt + εjt          (7) 

 



Rjt and Rmt are the daily return on the stock of company J and on the market at time t respectively, αj 

and βj are the stock specific parameters, and εjt represents the random error. The study uses the period 

(-30, +60) relative to the day of alliance announcement (day 0) for estimating the parameters. Firms 

with less than 30 observations in the estimation window are dropped. Stock returns data is from 

Datastream; announcement dates are from I/B/E/S. For each country, we selected the local MSCI 

index to compute Rmt. The abnormal return for a given day is computed as the difference between the 

realized return and the return predicted by the market model for that day. Cumulative Abnormal 

Returns (CARs) are computed for various windows around the event day (i.e., +/- 2 days around the 

earnings announcement). 

 

We test if CARs are different from zero for various subsamples. We use three variables to partition 

our sample: (1) the level of earnings management during the transition (UPIFRS-Local, t, DOWNIFRS-

Local, t and UNCHIFRS-Local, t) (2) a dummy variable coded 1 if IFRS earnings in year t+1 are superior to 

IFRS earnings in year t, (3) a dummy variable coded 1 if IFRS earnings in year t+1 are superior to 

the last analyst consensus before the announcement of IFRS earnings in year t+1.9 

 

First, we test whether the mean CAR is different from zero if firms meet or beat earnings the year 

after the transition conditional on earnings management during the transition. We expect market 

rewards (CAR) to be positive if the firm meets or beats the prior year’s IFRS earnings only if those 

earnings are not managed downwards (that is if UPIFRS-Local, t is equal to one). If managed downwards 

(DOWNIFRS-Local, t is equal to one), beating this level of earnings is easy and should not bring useful 

information. 

 

                                                 
9 Instead of UPIFRS-Local, t, DOWNIFRS-Local, t and UNCHIFRS-Local, t, in a robustness check, we use Local GAAP-to-IFRS 
reconciliation residuals from the model 2’ to determine if reconciliations were managed up or down. This yields 
qualitatively unchanged results.   



Second, we analyze the sign of the mean CAR if firms meet or beat earnings analyst consensus the 

year after the transition to IFRS. We expect market rewards (positive mean CAR) if the firm meets 

or beats the consensus only if the prior year’s IFRS earnings are not managed downwards (UP is 

coded one). The rationale is that if the first IFRS earnings are managed downward then it is likely 

that the consensus is biased downwards too. Therefore meeting or beating the analysts’ consensus is 

relatively easy and won’t be rewarded by investors.  

 

V. Sample Selection 

We use the Datastream database to create a sample of publicly traded European firms with total 

assets of more than €10 million and available data on accounting standards for the years 2004 and 

2005 (transition years). We exclude all firms with negative book equity according to IFRS reports. 

This gives us a clean sample of large non-distressed European firms10. To analyze firms in the 

mandatory transition environment and to avoid a selection bias, our sample includes nine European 

countries where early adoption of IFRS was not allowed (The UK, France, Italy, Sweden, Norway, 

Spain, The Netherlands, Poland and Ireland). Early adoption of IFRS was strictly forbidden in eleven 

countries, but data constraints lead us to exclude Slovenia and Slovakia from our sample. We divide 

the sample according to the calendar year of the last financial statements reported under the Local 

GAAPs. Panel A of Table 2 shows the distribution of the sample of 1,635 firms by country.11  Most 

of our sample consists of firms from big European countries, Great Britain, France, Italy and Sweden 

which together represent 80% of the total sample. Panel B of Table 2 shows the distribution of firms 

by Industry. According to the ICB industry classification more than 25% of firms are industrials, 

followed by financials, consumer services and consumer goods.  

                                                 
10 We perform several robustness checks where we analyze all firms in the database regardless of their size, firms with 
total assets  over €100 million, and finally firms with negative equity. All of these checks yield qualitatively unchanged 
results. 

11 1,117 firms or 72% have a 31.12. fiscal year end resulting in their transition to IFRS beginning on January 1st 2005 
while 464 or 28% of firms have other than a 31.12. fiscal year end resulting in their transition beginning between January 
1st 2005 and December 31 2005, depending on the date of their fiscal year beginning. Using only firms with a 31.12. 
fiscal year end or controlling for year fixed effects in our regressions does not change our results qualitatively.  



 

Insert table 2 about here 

VI. Data Analysis 

The original (Local GAAP) and the restated (IFRS) reports for the last GAAP (pre-transition) year 

(e.g. 2004) are used to test for the presence of earnings management during the transition period. The 

full restated (IFRS) reports are published with a one-year delay at the end of the transition period 

(e.g. April 2006). However, firms had to choose which and to what extent they will apply IFRS at the 

beginning of the transition year (e.g. 01.01.2005). According to the CESR guidelines (December 

2003) and the implementation guidelines (IG 63), firms were expected to disclose reconciliations of 

shareholder’s equity and the profit and loss account as well as an explanation of the main 

adjustments to the cash flow statement (paragraph 25, CESR 2003) during the fiscal year in which 

they start implementing IFRS. Since they are required to restate the previous accounting period’s 

financial statements according to IFRS and the chosen techniques, earnings management, if any, will 

be reflected in the restated (IFRS) numbers for the pre-transition accounting period. Original and 

restated financial statements give us an opportunity to directly compare earnings under Local GAAP 

and IFRS for the same accounting period. We use the changes in earnings instead of accruals (e.g. 

Leuz et al. 2003) as a measure of earnings management because the set of same firm-year 

observations enables us to directly compare the performance of firms for the same reporting period 

under both Local GAAP and IFRS. Furthermore, data on accruals and cash flows for firms in our 

sample (which is not available in the Datastream database under both Local GAAP and IFRS) would 

indicate the level of earnings management as opposed to the presence of earnings management 

during the transition, which is the focus of our study. Our methods are consistent with prior research 

on managerial discretion during changes in accounting standards (e.g. Balsam et al., 1995, Kerstein 

and Rai, 2007).   

 



We begin by examining the impact of the transition from Local GAAP to IFRS on earnings. For an 

easier interpretation, and consistency with Jacob and Jorgensen (2007), Kerstein and Rai (2007) we 

scale earnings by market value at the beginning of the fiscal year. Descriptive statistics are shown in 

Table 3. The mean earnings increased from 4.59% to 6.20% with the median increasing from 6.15% 

to 7.17%. Both changes are statistically significant. Compared to the restated IFRS earnings, average 

earnings in the following year decrease to 5.43% (median decreases to 6.55%). Table 3 also shows 

descriptive statistics for other variables used in our study.  

 

Insert table 3 about here 

 

Next, we divide our sample into positive and negative Local GAAP firms, and into 0.5% Net Income 

intervals. Table 4 Panel A provides the number and the percentage of firms that, by the means of 

reconciliations, increased their earnings (passed from a lower Net Income interval to a higher Net 

Income interval), decreased their earnings (passed from a higher Net Income interval to a lower Net 

Income interval) or remained unchanged (remained in the same Net Income interval). While 62.21% 

of negative Local GAAP firms increase their earnings, this is true for 57.71% of positive Local 

GAAP firms. There is no significant difference between proportions of positive and negative Local 

GAAP firms that lower their earnings when they adopt IFRS. Finally, and by consequence, the 

proportion of firms whose earnings remains unchanged is higher for the positive Local GAAP firms 

sample (20.36%) than for the negative Local GAAP firm sample (17.39%). Firms with Large 

Positive Local GAAP earnings increase their earnings by means of reconciliations in 50.55% of 

cases, less often than the whole sample where this equals 58.53%. These firms, however, decrease 

their earnings in 40.66% of cases, which is significantly higher than the average for the whole 

sample which equals 21.65%. Consequently, the percentage of firms whose earnings remain 

unchanged under IFRS equals 8.79% for the sample of Large Positive Local GAAP earnings firms 



and 19.92% for the whole sample respectively. The difference between the two proportions is 

statistically significant.   

 

Insert table 4 about here 

 

We estimate the logit regression models (1), (2) and (3). Table 4 Panel B shows these results. The 

coefficient associated with the NegativeLocal variable is positive and statistically significant in the 

first regression (model 1) indicating that the probability of an increase in earnings resulting from 

Local GAAP-to-IFRS reconciliations is higher for negative Local GAAP firms, which is consistent 

with our first hypothesis. The reported odds ratios indicate the results are not only statistically, but 

also economically significant. The odds of a firm with negative Local GAAP earnings having a 

positive reconciliation is 1.33 times the odds of a firm with positive Local GAAP earnings having a 

positive earnings reconciliation. We interpret this as a sign of firms using reconciliations to manage 

their earnings upwards especially when they show a loss under Local GAAP. The coefficient 

associated with the Large PositiveLocal variable is positive and statistically significant in the second 

regression model (2). This indicates that firms with large positive earnings lower their earnings more 

than their counterparts, which is consistent with our income smoothing hypothesis. The odds of a 

firm with large positive earnings reporting a negative Local GAAP-to-IFRS reconciliation is more 

than two and a half times higher (2.65 times) than other firms. Consequently, firms with unchanged 

earnings under IFRS compared to Local GAAP are less likely to be drawn from the population of 

either Negative or Large Positive Local GAAP firms. The coefficients associated with both variables 

of interest are negative and statistically significant, while the odds ratio indicates negative and large 

positive earnings firms are significantly less likely (0.664 times and 0.357 times respectively) to 

report unchanged earnings under IFRS compared to other firms in our sample. The above results are 

consistent with DeFond and Park (1997) and Degeorge et al. (1999) loss avoidance and anticipatory 

income smoothing behavior.  



Next, we test if earnings reconciliations contain information relevant for future earnings. We 

estimate regression models (4) – (6) for a change in earnings at times t+1 and t+2. Table 5 shows 

these results.  

Panel A of Table 5 shows the direction of earnings after the negative, positive or no impact of 

earnings reconciliations. Almost half of firms with negative earnings reconciliations experience an 

increase in earnings in the subsequent two years (48.02% and 57.95% respectively).  This is 

significantly higher than for the rest of our sample. Similarly, more than half of the firms with 

positive earnings reconciliations experience a decrease in earnings in year t+1 and year t+2 (58.20% 

and 52.26% respectively) compared to earnings in year t. This is significantly higher than for firms 

that had a negative or neutral impact of earnings reconciliations on their earnings.  

 

We then estimate logit regression models (4)-(6) for years t+1 and t+2 and show them in Panels B 

and C of Table 5. Coefficients associated with all Local GAAP-to-IFRS earnings reconciliations are 

positive and statistically significant indicating reconciliations contain information about future 

earnings. Odds ratios indicate the results are economically significant. In the regression model (4) we 

find the coefficient associated with the DOWNIFRS-Local, t variable to be positive and statistically 

significant indicating that negative earnings reconciliations increase the likelihood of higher earnings 

in years t+1 and t+2. The odds of an increase in earnings for year t+1 (year t+2) are 1.67 times (1.98 

times) higher when an earnings reconciliation is negative. Our results also indicate the drop in 

earnings in year t (under Local GAAP), preceding the transition, also increases the likelihood of an 

increase in earnings in year t+1. However, the predictive ability of this variable (DOWNLocal, t) 

disappears when we try to predict the increase in earnings between year t and year t+2. In both 

regressions, the coefficient associated with the Local GAAP-to-IFRS reconciliation variable is higher 

than the coefficient associated with the variable for a change in earnings in year t, with the difference 

between the two coefficients being statistically significant.  

 



Insert table 5 about here 

 

Regression model (5) shows that positive earnings reconciliations are associated with a future 

decrease in earnings. This decrease in earnings is persistent as the same results hold in both, the 

regression model for year t+1 and year t+2. The coefficient associated with the UPIFRS-Local, t variable 

is positive and statistically significant in both regressions, as is the coefficient associated with the 

UPLocal, t variable representing the increase in Local GAAP earnings for year t. The odds ratio for the 

reconciliation variable is 1.35 (1.46) for year t+1 (year t+2) indicating that our results are both, 

statistically and economically significant. There is no statistically significant difference between the 

two coefficients in the regression for year t+1 earnings, while in the regression for year t+2 earnings 

the coefficient associated with the change in earnings is not statistically significant indicating 

positive Local GAAP-to-IFRS reconciliations equally increase the likelihood of an increase in 

earnings more than the change in Local GAAP earnings.  

 

Model (6) shows a positive and statistically significant coefficient associated with the UNCHIFRS-

Local, t variable indicating that no change in earnings due to the transition to IFRS can serve as a 

predictor of future earnings. The results suggest that firms reporting no change in earnings due to 

Local GAAP-to-IFRS reconciliations have a higher likelihood of reporting no change in their future 

earnings. Again, this result is persistent, since it holds for both, change in earnings in year t+1 and 

year t+2 (both with respect to IFRS earnings in year t). The results are both, statistically and 

economically significant, as the odds ratio for the UNCHIFRS-Local, t variable equals 2.017 (for year t+1 

regression) and 2.606 (for year t+2 regression). The coefficient associated with the UNCHLocal, t 

variable is positive but not statistically significant in both regression models indicating that the no 

change in Local GAAP earnings before the transition does not impact the likelihood of the no change 

in earnings after the transition.  

 



In the first analysis, we estimate the mean CAR for firms that meet or beat their first IFRS earnings 

level versus firms that do not. In the second analysis, we analyze the mean CAR for firms that meet 

or beat analyst consensus versus firms that do not. In our last analysis, we estimate cumulative 

abnormal returns (CAR) around earnings announcements. More precisely, we estimate the sign of a 

mean CAR for different scenarios. Panel A of Table 6 reports the mean CAR for the sampled firms 

conditional on (1) if the firm meets (or beats) the last IFRS earnings or not and (2) on the degree of 

earnings management of the first IFRS numbers. Each firm is classified as UPIFRS-Local, t (if the 

comparative earnings figures were managed upwards), DOWNIFRS-Local, t (if the comparative earnings 

figures were managed downwards) or UNCHIFRS-Local, t (if the firm does not belong to the first two 

cases).  

This yields six subsamples.  

 

Insert table 6 about here 

 

We find that abnormal returns are positive for firms meeting or beating last year earnings only if the 

first IFRS earnings are higher than their comparable Local GAAP earnings. All other things being 

equal, an upward earnings management for year t makes it harder to meet or beat earnings in year 

t+1. If the firm meets or beats last year’s earnings while managing downwards the first IFRS 

earnings, we observe an insignificant market reaction (mean CAR = -0.001, p=.760). This finding is 

consistent with the idea that investors are able to see through earnings management during the 

transition to IFRS. Even though not-significant, we note that the mean CAR is negative (-0.001, 

p=.865) if the firm fails to meet last year’s earnings and managed downwards its first IFRS numbers; 

by contrast, we observe a positive mean CAR (0.002, p=.499) if the first IFRS numbers were 

managed upwards (making it more difficult to meet or beat last year benchmark). 

 



Following the same logic as in Panel A, Panel B tabulates the mean CAR for the sampled firms 

conditional on (1) if the firm meets (or beats) the analyst consensus or not and (2) on the direction of 

the earnings management of the first IFRS numbers. Conditional on meeting or beating the analysts’ 

consensus, we observe that the mean CAR is positive only for firms that managed upwards their first 

IFRS earnings (0.013, p=0.000). By contrast, if earnings in the transition are managed downwards, 

the mean CAR is positive but insignificant (0.008, p=.147). Interestingly, if the firm fails to meet or 

beat the analysts’ forecast, the mean CAR is negative and significant only for firms that managed 

downwards (-0.013, p=0.013). If managed upwards, the mean CAR is negative (-0.004), but 

insignificant (p=.254). Once again, this is consistent with investors being able to disentangle reasons 

for meeting or beating earnings targets. 

 

VIII. Conclusion  

In this study we analyze the use of IFRS 1 options to manage 2004 earnings during the mandatory 

transition of European firms to IFRS during 2004-2005 for all firms listed in nine countries where 

early adoption of the IFRS standards was not allowed. We use a sample of 1,635 firms from nine EU 

countries and examine earnings reconciliations resulting from Local GAAP to IFRS transition. Our 

data is fully comparable as it is derived from a population of same year financial statements 

published under both, Local GAAP and IFRS. This sample coupled with the mandatory transition in 

all countries and all firms listed in those countries at the same time allowed us to remove sample 

selection and time delay biases present in prior studies.  

 

Earnings reconciliations published during the transition period equal 1.53% of firm market value. 

This represents 35% of Local GAAP earnings. Our results show that firms with negative earnings 

under Local GAAP are more likely to report positive Local GAAP-to-IFRS reconciliations than 

firms with positive earnings under Local GAAP. Our results also show that firms with high positive 

earnings under Local GAAP are more likely to report negative Local GAAP-to-IFRS reconciliation 



than other firms. Finally, firms that reported positive (negative) Local GAAP-to-IFRS reconciliations 

are less (more) likely to meet or beat their first IFRS earnings in the subsequent reporting periods. 

Our findings are consistent with managers using Local GAAP-to-IFRS reconciliations to manage 

their first IFRS earnings, some to achieve short-term objectives (avoid negative market reaction) 

while others to achieve long-term objectives (show earnings increases in the future).  

 

We also find that investors are able to see through this earnings management during the transition to 

IFRS as only firms that set the bar high and meet it or beat it in the next reporting period are 

rewarded by a positive market reaction.  

 

Our results provide additional insight into the IFRS transition process and its consequences for users 

of financial statements during and following the transition to IFRS.  
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Table 1  Impact of IFRS 1 on earnings 

IFRS  Optional Exemptions  Impact on financial statements  Effect on future earnings, 
12‐31‐2004 

IFRS 3 

 

Business combinations 

An entity may keep the 
original previous-GAAP 
accounting, that is, not 
restate: 

1. previous mergers 
or goodwill 
written-off from 
reserves; 

2. the carrying 
amounts of assets 
and liabilities 
recognized at the 
date of acquisition 
or merger; 

3. how goodwill was 
initially determined 
(do not adjust the 
purchase price 
allocation on 
acquisition). 

 

However, should it wish to 
do so, an entity can elect 
to restate all business 
combinations starting from 
a date it selects prior to the 
opening balance sheet 
date. 

 

In all cases, the entity must 
make an initial IAS 36 
impairment test of any 
remaining goodwill in the 
opening IFRS balance 
sheet, after reclassifying, 
as appropriate, previous 
GAAP intangibles to 
goodwill. 

Firms that choose to apply IFRS 
3 retrospectively need to restate 
goodwill at the amount before 
any amortization.  

+Future net income is 
likely to increase in all 
cases because goodwill 
will not be amortized 
after the transition date.  

IAS 16, 
IAS 38, 
and 

Fair value of revaluation 
as Deemed cost 

a. These assets may be 

 

Revaluations are credited to 
equity and amortized with the 

+/- 

Future net income could 
be higher or lower by the 



IAS 40 

 

measured at their fair 
value at the opening IFRS 
balance sheet date (this 
option applies to 
intangible assets only if an 
active market exists). Fair 
value becomes the 
“deemed cost” going 
forward under the IFRS 
cost model. “Deemed 
cost” is a surrogate for an 
actual cost measurement. 

 

b. If, before the date of its 
first IFRS balance sheet, 
the entity had revalued any 
of these assets under its 
previous GAAP either to 
fair value or to a price-
index-adjusted cost, that 
previous GAAP revalued 
amount at the date of the 
revaluation can become 
the deemed cost of the 
asset under IFRS. 

 

c. If, before the date of its 
first IFRS balance sheet, 
the entity had made a one-
time revaluation of assets 
or liabilities to fair value 
because of a privatization 
or initial public offering, 
and the revalued amount 
became deemed cost under 
the previous GAAP, that 
amount (adjusted for any 
subsequent depreciation, 
amortization, and 
impairment) would 
continue to be deemed cost 
after the initial adoption of 
IFRS. 

asset same amount in 2004 and 
2005 if the residual useful 
life of the assets span over 
2004 and 2005. 

 

IAS 19   Employee Benefits By so doing, first-time adopters 
avoid having to amortize these 

+/-This exemption is 
especially beneficial to 



IAS 19 requires firms to 
measure the compensation 
cost associated with 
employees’ benefits and to 
recognize that cost over 
the employees’ respective 
service periods (Epstein, 
2006). Cumulative 
actuarial gains and losses 
are recognized in 
accordance with the 
corridor approach. IFRS 1 
allows firms to calculate 
the net pension obligation 
at the transition date 
without consideration of 
the corridor approach, and 
to eliminate unrecognized 
actuarial gains and losses 
by charging them to equity 
in the opening IFRS 
balance sheet. 

gains and losses to future net 
income. 

firms with actuarial losses 
because they avoid future 
decreases in net income 
by eliminating the need to 
amortize the 
unrecognized losses in 
excess of the corridor. 

IAS 21 

 

Cumulative Translation 
Differences 

An entity may elect to 
recognize all translation 
adjustments arising on the 
translation of the financial 
statements of foreign 
entities in accumulated 
profits or losses at the 
opening IFRS balance 
sheet date (that is, reset the 
translation reserve 
included in equity under 
previous (local) GAAP to 
zero).. 

If the entity elects this 
exemption, the gain or loss on 
subsequent disposal of the 
foreign entity will be adjusted 
only by those accumulated 
translation adjustments arising 
after the opening IFRS balance 
sheet date. If the entity does not 
elect to apply this exemption, it 
must restate the translation 
reserve for all foreign entities 
since they were acquired or 
created 

+/-Firms with cumulative 
translation losses can 
avoid future decreases in 
net income by electing 
this exemption. 

IFRS 2  Share based payments 
A  first‐time  adopter  has 
an  option  not  to  apply 
IFRS  2  retrospectively  to 
equity  instruments 
granted  on  or  before 
11/7/2002  or  instruments 
granted  after  11/7/2002 
and  not  vested  before 
January 1, 2004. 

  ‐ usually decreases 
income in 2004 and in 
2005 if tranches are still 
being expensed. 



IAS  32 
and  IAS 
39 

Designation of previously 
recognized financial 
instruments 
A first time adopter has 
the ability not to apply IAS 
32 and 39 to prior year 
restatements (2004) and 
instead disclose prior year 
(2004) and current year 
(2005) financial 
instruments under Local 
GAAP. 

The  impact  of  this  exemption 
depends on the performance of 
financial instruments. 

+/‐for instruments 
previously carried at the 
lower of cost or market, 
the revaluation could 
decreases future net 
income because a portion 
of the unrealized gain on 
the financial asset has 
recognized directly in 
equity at the transition 
date. 

 

Table 1 The impact of IFRS 1 on earnings. The table shows the real and the potential impact IFRS 1 application in 2005 
had on earnings during the transition to IFRS. IFRS 1 is the International Financial Reporting Standard 1 “First Time 
Adoption of IFRS” which sets out procedures that firms must follow when they adopt IFRS for the first time.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

Table 2 Sample 

Panel A – Countries and Years of Restatement 

  Total %

Spain 95 5.81%

France 395 24.16%

United Kingdom 598 36.57%

Ireland 27 1.65%

Italy 173 10.58%

The Netherlands 82 5.02%

Norway 65 3.98%

Poland 59 3.61%

Sweden 141 8.62%

Total 1635 100.00%

 

 

Panel B – Industries 

Industry Total %

Oil and Gas 52 3.19%

Basic Materials 83 5.08%

Industrials 417 25.50%

Consumer Goods 198 12.11%

Health Care 67 4.10%

Consumer Services 228 13.94%

Telecommunications 19 1.16%

Utilities 40 2.45%

Financials 356 21.77%

Technology 175 10.70%

Total 1635 100.00%

 



Table 2 Sample of firms that transitioned from Local GAAP to IFRS in 2005. Firms come from nine European Union 
countries where early transition to IFRS was not allowed. Panel A is the distribution of the sample by country and year 
that was restated for which the data exists under both, Local GAAP and IFRS. Panel B shows the distribution of firms by 
ICB industry. Data come from Datastream and Worldscope databases. 

 

 

Table 3 – Descriptive Statistics 

 

Variable N Mean S.D. Min 0.25 Mdn 0.75 Max

NILocal, t 1635 0.0459 0.1191 -0.3697 0.0172 0.0615 0.0991 0.2960

NIIFRS, t 1635 0.0620 0.1202 -0.3327 0.0295 0.0717 0.1111 0.3422

NIIFRS, t+1 1635 0.0543 0.1084 -0.3241 0.0280 0.0655 0.1004 0.2947

NIIFRS, t+2 1625 0.0670 0.1087 -0.2809 0.0331 0.0711 0.1102 0.3510

ΔNILocal, t 1598 0.0254 0.1904 -0.3624 -0.0434 -0.0085 0.0365 0.7998

NIIFRS-

Local, t 1635 0.0153 0.0407 -0.0669 -0.0010 0.0056 0.0206 0.1638

ΔNIIFRS, 

t+1 1635 -0.0108 0.1183 -0.3852 -0.0411 -0.0077 0.0226 0.3619

ΔNIIFRS, 

t+2 1625 0.0028 0.1344 -0.3880 -0.0359 -0.0010 0.0351 0.4232

CARt+1 1059 0.0050 0.0570 -0.1680 -0.0260 0.0000 0.0360 0.1840

BTM 1635 0.6838 0.4463 0.0339 0.3636 0.5843 0.9372 2.0159

Size 1635 19.5464 2.0720 13.6589 18.0935 19.4119 20.8853 25.9245

 

Table 3 Sample of firms that transitioned from Local GAAP to IFRS in the 2005-2006 period. Firms come from nine 
European Union countries where early transition to IFRS was not allowed. NI = net income divided by the beginning of 
the year market value; CAR = cumulative abnormal return over the three day window surrounding earnings 
announcement; BTM = book value of equity scaled by market capitalization; Size = natural log of the market 
capitalization. t is the year of restatement. Data are collected from Datastream and Worldscope databases. 

 

 

 



Table 4 Determinants of Local GAAP-to-IFRS reconciliations 

Panel A – Proportions of changes in Net Income due to reconciliations 

  N 
UPIFRS-

Local, t
DOWNIFRS-

Local, t
UNCHIFRS-

Local, t Total

PositiveLocal, t 1336 57.71% 21.93% 20.36% 100%

NegativeLocal, t 299 62.21% 20.40% 17.39% 100%

Large 
PositiveLocal, t 91 50.55% 40.66% 8.79% 100%

All 1635 58.53% 21.65% 19.92% 100%

 

Panel B – Logit regression models 

  

(1) 

UPIFRS-

Local, t odds

(2)

DOWNIFRS-

Local, t odds

(3) 

UNCHIFRS-

Local, t odds

NegativeLocal, t 0.288** 1.334 -0.026 0.974 -0.410** 0.664

 (2.002) (0.149)  (2.306)  

Large 
PositiveLocal, t -0.313 0.731 0.975*** 2.650 -1.029*** 0.357

 (1.287) (3.789)  (2.705)  

BTM 0.287** -0.028  -0.431***  

 (2.107) (0.172)  (2.672)  

Size 0.162*** -0.086**  -0.152***  

 (5.346) (2.367)  (4.223)  

Constant -4.265*** 1.879**  1.914**  

 (5.630) (2.118)  (2.149)  

Country FE Included Included  Included  

Industry FE Included  Included  Included   

N 1635 1635 1635  

Wald Chi2 92.54 69.55 68.13  

Prob>Chi2 0.00 0.00 0.00  

Pseudo R2 0.045  0.042  0.043   



 

Table 4 Sample consists of firms that transitioned from Local GAAP to IFRS in the 2005-2006 period. Firms come from 
nine European Union countries where early transition to IFRS was not allowed. NegativeLocal= 1, if Net Income under 
Local GAAP of firm j in year t is negative, zero otherwise; Large PositiveLocal= 1, if scaled Net Income under Local 
GAAP of firm j in year t is >=20%, zero otherwise UPIFRS-Local, t = 1 if, scaled Net Income under IFRS is in a higher 
interval than scaled Net Income under Local GAAP, zero otherwise; DOWNIFRS-Local, t = 1 if, scaled Net Income under 
IFRS is in a lower interval than scaled Net Income, zero otherwise. UNCHIFRS-Local, t = 1 if, scaled Net Income under 
IFRS is in the same interval as scaled Net Income under Local GAAP, zero otherwise. BTM= Book-to-Market ratio 
equal to Book value or Equity under Local GAAP scaled by Market value of equity of firm j at the beginning of year t. 
Size = Natural Log of Market value of equity of firm j at the beginning of year t. Country FE and Industry FE are country 
and industry fixed effects respectively. Values in brackets are t statistics. *, ** and *** represent 10%, 5% and 1% 
significance levels respectively. Odds are the odds ratios. Data come from Datastream and Worldscope databases. 



Table 5 Predictive Power of Reconciliations 

 

Panel A – Proportions of reconciliations and changes in earnings 

 

  N 
UPIFRS, 

t+1
DOWNIFRS, 

t+1
UNCHIFRS, 

t+1 Total 

DOWNIFRS-

Local, t 354 48.02% 48.87% 3.11% 100% 

UPIFRS-Local, t 957 37.20% 58.20% 4.60% 100% 

UNCHIFRS-

Local, t 324 39.20% 52.78% 8.02% 100% 

Total 1635 39.94% 55.11% 4.95% 100% 

 

  N 
UPIFRS, 

t+2
DOWNIFRS, 

t+2
UNCHIFRS, 

t+2 Total 

DOWNIFRS-

Local, t 352 57.95% 39.49% 2.56% 100% 

UPIFRS-Local, t 953 43.65% 52.26% 4.09% 100% 

UNCHIFRS-

Local, t 320 43.44% 47.81% 8.75% 100% 

Total 1625 46.71% 48.62% 4.68% 100% 

 

Panel B – Logit regression models – year t+1 

 

  

(4) 

UPIFRS, t+1 odds 

(5) 

DOWNIFRS, 

t+1 odds 

(6) 

UNCHIFRS, 

t+1 odds 

DOWNIFRS-

Local, t 0.514*** 1.672    

 (3.944)     

DOWNLocal, t 0.240** 1.272    

 (2.208)     



UPIFRS-Local, t   0.301*** 1.352   

   (2.815)    

UPLocal, t   0.318*** 1.374   

   (2.899)    

UNCHIFRS-

Local, t    0.702*** 2.017

    (2.851)  

UNCHLocal, t    0.256 1.292

    (0.556)  

BTM -0.253*  0.275**  -0.374  

 (1.849)  (2.036)  (1.442)  

Size -0.098***  0.057**  0.197***  

 (3.320)  (1.987)  (3.337)  

Constant 1.405*  -1.437*  -7.522***  

 (1.858)  (1.959)  (4.041)  

Country FE Included Included Included  

Industry FE Included  Included  Included   

N 1598 1598 1451  

Wald Chi2 64.85 63.55 38.67  

Prob>Chi2 0.00 0.00 0.00  

Pseudo R2 0.032  0.031  0.053   

 

Panel C – Logit regression models – year t+2 

 

  

(4) 

UPIFRS, t+2 odds

(5) 

DOWNIFRS, 

t+2 odds

(6) 

UNCHIFRS, 

t+2 odds 

DOWNIFRS-

Local, t 0.683*** 1.980    

 (5.328)     



DOWNLocal, t 0.131 1.140    

 (1.228)     

UPIFRS-Local, t   0.380*** 1.462   

   (3.565)    

UPLocal, t   0.162 1.175   

   (1.488)    

UNCHIFRS-

Local, t    0.958*** 2.606

    (3.726)  

UNCHLocal, t    0.530 1.699

    (1.314)  

BTM 0.045  0.018  -0.587*  

 (0.339)  (0.134)  (1.842)  

Size 0.037  -0.058**  0.121**  

 (1.314)  (2.047)  (2.424)  

Constant -1.527**  0.940  -4.716***  

 (2.078)  (1.303)  (3.415)  

Country FE Included Included Included  

Industry FE Included  Included  Included   

N 1588 1588 1588  

Wald Chi2 47.7 41.39 43.96  

Prob>Chi2 0.00 0.00 0.00  

Pseudo R2 0.023  0.019  0.063   

 

Table 5 Sample consists of firms that transitioned from Local GAAP to IFRS in the 2005-2006 period. Firms come from 
nine European Union countries where early transition to IFRS was not allowed. NegativeLocal= 1, if Net Income under 
Local GAAP of firm j in year t is negative, zero otherwise; Large PositiveLocal= 1, if scaled Net Income under Local 
GAAP of firm j in year t is >=20%, zero otherwise UPIFRS-Local, t = 1 if, scaled Net Income under IFRS is in a higher 
interval than scaled Net Income under Local GAAP, zero otherwise; DOWNIFRS-Local, t = 1 if, scaled Net Income under 
IFRS is in a lower interval than scaled Net Income, zero otherwise. UNCHIFRS-Local, t = 1 if, scaled Net Income under 
IFRS is in the same interval as scaled Net Income under Local GAAP, zero otherwise. BTM= Book-to-Market ratio 
equal to Book value or Equity under Local GAAP scaled by Market value of equity of firm j at the beginning of year t. 
Size = Natural Log of Market value of equity of firm j at the beginning of year t. Country FE and Industry FE are country 
and industry fixed effects respectively. Values in brackets are t statistics. *, ** and *** represent 10%, 5% and 1% 
significance levels respectively. Odds are the odds ratios.  Data come from Datastream and Worldscope databases. 



 

Table 6 – Market Reaction to Earnings Announcements for year t+1 

 

Panel A - Last Year's Earnings 

Mean CAR 
UPIFRS-

Local, t 
DOWNIFRS-Local, 

t 
UNCHIFRS-

Local,t 
All 
Firms 

Fail to Meet or Beat 0.002 -0.001 0.007 0.003

N 256 50 56 362

t-stat 0.677 -0.171 0.827 0.880

p 0.499 0.865 0.412 0.379

Meet or Beat 0.009*** -0.001 0.003 0.005**

N 378 138 108 624

t-stat 3.036 -0.306 0.526 2.443

p 0.003 0.760 0.600 0.015

     

     

Panel B - Analyst Forecasts 

Mean CAR 
UPIFRS-

Local, t 
DOWNIFRS-Local, 

t 
UNCHIFRS-

Local,t 
All 
Firms 

Fail to Meet or Beat -0.004 -0.013** 0.008 -0.004

N 245 82 57 384

t-stat -1.142 2.548 0.885 -1.498

P 0.254 0.013 0.380 0.135

Meet or Beat 0.013*** 0.008 0.003 0.010***

N 389 106 107 602

t-stat 4.696 1.460 0.478 4.506

P 0.000 0.147 0.634 0.000

 

Table 6 Tabulation of the mean cumulative abnormal returns (CAR). Sample consists of firms that transitioned from 
Local GAAP to IFRS in 2005-2006 period. Firms come from nine European Union countries where early transition to 
IFRS was not allowed. Firms belong to a Fail to Meet or Beat subsample if a firm does not beat or meet preceding year 
IFRS earnings (Panel A) or analyst forecasts (Panel B) respectively, all in the year following IFRS transition. Otherwise, 



the firm belongs to Meet or Beat subsample. UPIFRS-Local, t = 1 if, scaled Net Income under IFRS is in a higher interval 
than scaled Net Income under Local GAAP, zero otherwise; DOWNIFRS-Local, t = 1 if, scaled Net Income under IFRS is in 
a lower interval than scaled Net Income, zero otherwise. UNCHIFRS-Local, t = 1 if, scaled Net Income under IFRS is in the 
same interval as scaled Net Income under Local GAAP, zero otherwise. T-stat is a result of a t-test of a difference 
between the mean CAR and zero. *, ** and *** represent 10%, 5% and 1% significance levels respectively.Data come 
from Datastream and Worldscope databases. 

 

 

 

 

 


	I. Introduction
	The European Union’s (EU) transition to IFRS in 2005 represents the single largest event in recent accounting history, designed to increase the quality, the comparability and consistency of accounting and reporting standards. For financial statement users, one of the difficulties of a transition to a new set of accounting standards is the lack of any long timescale against which post-transition figures can be compared. To mitigate this difficulty, under IFRS 1, firms had to publish in 2005/2006 their 2004 earnings under both local GAAP and IFRS. IFRS 1 sets forth a general principle: firms must establish at least one set of comparative financial statements, applying all the same standards as for the 2005 financial statements. IFRS 1, however, contains exceptions to this general rule, which allow firms to choose not to apply certain standards used in 2005 on their 2004 IFRS reconciliated statements. As documented by many surveys, this flexibility was actually exercised by firms. This flexibility provides managers with some ability to manage their 2004 earnings under the new set of standards without any impact on their 2005 and subsequent earnings. 
	III.1. Why “setting the bar” is important?
	The Horton and Serafeim (2010) study indicates that all firms have incentives to avoid reporting negative Local GAAP-to-IFRS reconciliations in order to avoid a negative market reaction. By contrast, the above cited prior literature on income smoothing indicates managers of firms with positive earnings, and in particular those with large positive earnings have a preference for smooth earnings (e.g. DeFond and Park, 1997). Moreover,  Degeorge et al. (1999) argue beating last year’s earnings ranks second only to avoiding losses in the hierarchy or management preferences. These two studies indicate that there is a sub-sample of firms with positive earnings that will have incentives to show lower IFRS than Local GAAP earnings (negative Local GAAP-to-IFRS reconciliation) in order to enable them to more easily meet or beat this benchmark in the future. This leads to our first hypothesis that, on average, firms with positive earnings under Local GAAP will have a lower probability to report a positive Local GAAP-to-IFRS reconciliation compared to their counterparts with negative Local GAAP earnings. We label this hypothesis: the current earnings management hypothesis.
	It is possible, however, that the incentives of firms with negative Local GAAP earnings are not homogeneous. Prior studies on earnings management show that managers face short term incentives to avoid reporting small losses and they manage earnings to show small profits instead (see Burgstahler and Dichev, 1997; Degeorge et al., 1999; Jacob and Jorgensen, 2007; Kerstein and Rai, 2007). As these studies imply, firms reporting small losses under Local GAAP would have strong incentives to report positive Local GAAP-to-IFRS reconciliations that would allow them to report a small profit under IFRS. Given that firms already manage earnings to avoid losses under Local GAAP, and given that all other firms with negative earnings under Local GAAP have incentives to report positiveearnings reconciliations as well, it is unclear whether in this situation small loss firms will have a higher probability of reporting positive reconciliations compared to other loss firms.
	A study by Kerstein and Rai (2007) provides a methodology particularly useful to test our hypotheses. They test for the probability of changes in quarterly distributions of earnings from the third to fourth quarter to establish if firms manage earnings to avoid small losses. Using this approach should, according to Durtschi and Easton (2005, 2009), mitigate the problem of scaling and any problems associated with drawing inferences about earnings management from the shape of earnings distribution used in prior research (e.g. Burgstahler and Dichev, 1997, Jacob and Jorgensen, 2007). We modify and adapt this approach to meet the requirements of our research questions.
	We partition our sample of Net Income under Local GAAP and Net Income under IFRS into positive and negative earnings. Then we partition negative and positive earnings into 0.5% intervals of earnings scaled by the beginning of the year market value. We repeat this for Local GAAP earnings and IFRS earnings. Our proxy for change in earnings is the change in interval (from Local GAAP earnings to IFRS earnings). A firm that moves to a higher interval due to earnings reconciliation is treated as a firm that experienced an increase in earnings, one that moves to a lower interval experienced a decrease in earnings and one that did not change interval as a firm that did not experience a change in earnings.
	We then use positive and negative earnings to analyze if firms with negative Local GAAP earnings have a higher probability of an increase in earnings due to reconciliations. Consistent with prior research on large losses (e.g. Barth et al., 2008) we choose a high cut-off of 20% (earnings scaled by the beginning of the year market value) above which we consider firms to have reported large earnings. In unreported results, however, we use a cut-off of 10% and the median value of positive earnings (see e.g. DeFond and Park, 1997) as cut-off points. These two robustness checks provide qualitatively unchanged results. We test if firms with large positive Local GAAP earnings have a higher probability of a decrease in earnings due to reconciliations.Our research design allows us to directly compare earnings under both Local GAAP and IFRS. 
	Similar to Kerstein and Rai (2007), we control for risk factors and other cross sectional differences between firms in our sample by introducing size, book-to-market ratio, industry and country dummies.  This controls for differences in fundamentals unrelated to earnings management. That said, the ability of firms to manage earnings might come from firm specific characteristics. The transition to IFRS changes accounting standards under which firms report their earnings, but the ability of a firm to manage earnings through reconciliations will depend on the differences between IFRS and their Local GAAP and on firm specific characteristics. For example, if a firm with large intangible assets adopts IFRS in a country where IFRS accounting rules for intangible assets differ significantly from comparable Local GAAP rules, this will arguably allow it more flexibility when reporting Local GAAP-to-IFRS reconciliations and IFRS earnings. If one of our subsamples (negative, large positive and other firms) comprises mostly of these firms, this could bias our results. To account for this possibility we run a robustness check (untabulated) to control for the ability to manage earnings. Following Ding et al. (2007) and Bae et al. (2008) we identify accounting for intangible assets, research and development expenses and financial assets to be the main differences between Local GAAP and IFRS. In un-tabulated results we include these variables separately and together in our analysis (we already control for country fixed effects that take into account differences in distances between Local GAAP and IFRS standards across countries). This robustness check yields qualitatively unchanged results. 
	Before discussing our models, we present and define the variables used in our analyses.
	As argued in the hypothesis section, it is unclear whether firms reporting small losses (large losses) under Local GAAP would have a higher probability of reporting positive (negative) earnings reconciliations than other firms in our sample. Assuming a large enough number of firms in the first negative interval (closest to zero) our results for small loss firms suggest these firms have a higher probability of increasing their earnings than firms belonging to other intervals. However, in order for this to hold, the size of the interval has to be at least 5% (scaled earnings). The results for large losses (scaled earnings below 20%) do not support the notion that they behave differently from other loss firms, i.e. the probability of them reporting a negative Local GAAP-to-IFRS reconciliation is not higher with these firms than with other firms in the sample. 
	VI. Data Analysis
	Horton J. and G. Serafeim. 2010. Market reaction to and valuation of IFRS reconciliation adjustments: first evidence from the UK, Review of Accounting Studies forthcoming.


