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Past literature in accounting assessed the role of institutions, incentives and standards on accounting 

n to IFRS in the European 

nion (EU) offers a powerful research opportunity by which to assess the relative importance of institutions, 

FRS had two set 

f financial reports (one under IFRS, one under Local GAAP). In other words, data on the transition can be 

used to disentangle the roles of firms’ specific incentives, institutions and accountings standards in shaping 

reporting quality. 

In this paper, we concentrate on countries in which early adoption of IFRS was not possible and we 

argue that accounting standards can substitute both for country institutions,as far as earnings quality is 

concerned, and for firm-specific incentives. The argument regarding our first predictionis twofold. First, 

ross all EU countries – both with weak and strong institutions, there is a correspondence between IFRS and 

European institutions. The EU adopted an “endorsement mechanism” by which IAS/IFRS were not adopted 

n-bloc but standard by standard. For example, the EU opted out (did not agree to implement the standard 

 prescriptions concerning hedge accounting in case of financial instruments (IAS 39). 

Additio

ed to be implemented in European countries with both, weak and strong institutions, and if 

there is

 

1 Introduction 

quality. Ball et al. (2003) argue that together, incentives and country institutions dominate accounting 

standards: Ball et al.’s results are “consistent with the hypothesis that reporting quality is ultimately 

determined by the underlying economic and political factors which influence managers’ and auditors’ 

incentives, and not by accounting standards per se.” The 2005 mandatory transitio

U

incentives and accounting standards in shaping earnings quality, as listed firms transiting to I

o

ac

e

entirely) of the

nally, the EU played an active role in the standard setting process of the IASB. European trade 

associations, major companies, and banks lobby the standard setter on controversial or sensitive standards, just 

as affected parties in the United States have, for decades, lobbied the FASB.In brief, Europe behaves as if the 

IASB were its“neighborhood standard-setter” (Zeff, 2008). Consequently, the European 2005 version of IFRS 

was not so much an imported product as a set of internally developed and approved standards.  

Second, past literature shows that compared to Local GAAPs, IFRS increases the number and quality 

of mandatory disclosures compared to Local GAAP (Bae et al., 2008), especially for countries with weak 

institutions (Ding et al., 2007). For instance, while differences between UK GAAP and IFRS were virtually 

non-existent in the as of 2001, differences did exist in Spain and Italy (Ding et al., 2007). Thus, as we argue, if 

IFRS was develop

 conformity between institutions (weak or strong) and IFRS, we expect a stronger impact in weak 

institutions countries compared to strong institutions countries.  This is because IFRS has a smaller (larger) 

number of differences compared to Local GAAPs of strong (weak) institution countries. 

Our second prediction is that accounting standards can substitute for firm specific incentives. This 

prediction can be tested because of the impossibility for our sample firms to use IFRS before 2005. In 

countries where early adoption was possible, firms did not adopt IFRS randomly. Adopting firms tend to be 

larger, more often cross-listed, more international, and with more diffused ownership (Dumontier and 

Raffournier, 1998; Leuz and Verrecchia, 2000). In other words, firms self-select to use IFRS based on their 

specific incentives. Positive economic consequences were found for IFRS adopters (Barth et al., 2008), and 
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ves to disclose 

high qu

especially for serious adopters (Daske et al., 2008). In our setting, we concentrate on countries in which early 

adoption of IFRS was not allowed. Consistent with Christensen et al. (2008), firms with incenti

ality financial reports will do so regardless of the standards: for example, they may provide voluntary 

disclosure (Ball et al., 2010) or cross-list (Koenigsgruber, 2009). We expect the effect of the 

transitiontoIFRS for this category of firms to be limited, as they had incentives to disclose high quality reports 

prior to their adoption of IFRS.2 Firms with low incentives to generate high quality reports, however, will face 

more stringent disclosure and reporting requirements after adopting IFRS. Even if firms develop reporting 

strategies to avoid full compliance, we expect IFRS to impact the quality of their financial reports and 

consequently the change in value relevance from local GAAPs to IFRS for firms with low incentives to issue 

high quality reports. 

One might argue that the inherent flexibility of IAS/IFRS principles-based standards could provide 

greater flexibility for firms to manage earnings, thereby reducing the quality of the reported numbers, 

especially if enforcement of IAS/IFRS standards is lax (Daske et al, 2008). However, two factors limit the 

validity of this counter argument. First, as Hope et al. (2006) argue, the quality of institutions in the EU is 

sufficiently high to enable beneficial transition to IFRS. In addition, in March 2003, the newly created CESR 

(Committee of European Security regulators) published its Standard No. 1, “Enforcement of Standards on 

Financial Information in Europe”, whose goal is to set guidelines for an effective enforcement of principle-

based standards. Second, the adoption of IFRS in each country of the European country generates a network 

effect. As noted by Ramana and Sletten (2010),as more jurisdictions with economic ties to a given country 

adopt IFRS, network benefits increase the degree of IFRS harmonization among countries. Given that intra-

European trade represents two-thirds of the total value of goods and services by European Countries, we argue 

the EU is likely to benefit from these network benefits. 

The 2005 mandatory transition is a natural setting in which to analyze the pure effect of accounting 

standards combined with time invariant firm specific incentives and institutional characteristics. In this 

setting, all firms had to adopt IFRS in the same year (2005) and IFRS and Local GAAP data are reported for 

the same firm-year. This allows us to test the incremental value relevance of reconciliations between new 

standard

                                                

s (IFRS) and old standards (Local GAAP). In contrast to prior incremental changes in accounting 

standards, the 2005 mandatory transition from Local GAAP to IFRS in the EU represents a major change in a 

number of accounting and reporting standards across a large number of countries (see, for example, Ding et 

al., 2007: Bae et al., 2008). The number and size of these countries, where early adoption was not allowed 

(e.g. France, Italy, UK, and Spain), makes the 2005 mandatory transition to IFRS the biggest one-time change 

in accounting standards to date.  

Our results show that earnings and equity reconciliations (the difference between earnings and equity 

under local GAAP and IFRS) are not only statistically but also economically significant equaling 9.8% and 

100% of Local GAAP earnings and equity, respectively. On average, our results are consistent with the 

transition to IFRS increasing the value relevance of financial statements. The effect is, however, limited to 

 
2This idea is consistent with the notion of “Global Player Segment” developed by Leuz (2010). Our point is that this 
segment de facto exists. 
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nce of book value). We find that the benefits from the 

mandato

ss sectional differences in a change in accounting standards at one point in 

time, re

Most of these studies find an average in 4

s face low incentives 

and/or are located in countries with weak institutions. By contrast, we show that firms with low ex ante 

                                                

earnings reconciliations (incremental value relevance of earnings) with no additional information content in 

book equity reconciliations (no incremental value releva

ry transition to IFRS are restricted to firms with low ex ante incentives to improve reporting quality, 

which tend to be smaller firms with lower foreign sales, higher ownership concentration and lower exposure 

to foreign capital markets. The value relevance of these firms’ reconciliations is higher in European countries 

with weaker institutions and lower (or even in some tests non-existent) in European countries with stronger 

institutions. Regardless of the strength of a country’s institutions, we find reconciliations not to be value 

relevant with firms with high ex ante incentives to provide high quality.  

We believe our research design offers a powerful setting over prior literature. Ball et al. (2003) rely on 

cross sectional differences between countries and their accounting standards, while Christensen et al. (2008) 

keep country effect constant and analyze the change in standards over time. We use a difference in difference 

approach where we study the cro

moving the bias that can come from changes in underlying economic conditions, firm specific 

incentives and strength of country institutions. Because we use two sets of financial statements (IFRS and 

Local GAAP) for the same year to test value relevance, we can rule out alternative explanations for our 

findings, such as increased in analyst coverage and/or standardization of audit practices following IFRS 

adoption. Our analysis, unlike Ball et al. (2003) and Christensen et al. (2008), allows us to simultaneously test 

the impact of firm specific incentives, country institutions and accounting standards.  

 

The increase in the value relevance of higher quality accounting information and especially IFRS3 and 

the related benefits to investors has long interested accounting scholars (see, for example, Hung and 

Subramanyan, 2007; Barth et al., 2008; Christensen et al., 2008; Prather-Kinsey et al., 2008; Karampinis and 

Hevas, 2009; Morais and Curto, 2009; Paglietti, 2009; Devalle et al., 2010; and Horton and Serafeim, 2010). 

crease in value relevance of financial statements upon adopting IFRS.  

For example, Barth et al. (2008) find increased value relevance in the post-adoption period for their sample 

(327 firms in 21 countries) over the 1994-2003 period, while Horton and Serafeim (2010) find value relevance 

in the IFRS earnings reconciliations of 297 UK firms. Moreover, Ashbaugh and Pincus (2001) document that 

the convergence in firms’ accounting policies brought about by IAS (versus domestic accounting standards) is 

positively associated with the reduction in analyst forecast errors. 

Our study complements prior research on the impact of accounting standards per se, quality of 

institutions, and firm specific incentives on the quality of financial reports (notably: Ashbaugh, 2001; Ball et 

al., 2003; and Christensen et al., 2008). Ball et al. (2003) and Christensen et al. (2008) find that adopting high 

quality accounting standards does not translate in high quality financial reports if firm

 
3 Note that most research on accounting standards is focused on IFRS, with some notable exceptions. For example, 
Harris et al. (1994) find US GAAP measures to be more value relevant than the equivalent German GAAP accounting 
measures. 
4 Hung and Subramayan (2007) find value relevance only for book value of equity Local GAAP-to-IFRS reconciliations 
while finding no value relevance of Local GAAP-to-IFRS earnings reconciliations.  
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incentiv

 sample selection process and descriptive 

statistic

 IASC Board and its position on steering committees, was able to participate in 

SC deliberations. Amemorandum by the European Commission in June 2000 proposed that by 2005, 

panies in Europe. The corresponding regulation, backed by 

ed with an overwhelming majority (492 votes out of 526) by the 

5

                                 

es to have high quality reporting will increase the quality of their reports when the new higher quality 

accounting standards are introduced. Contrary to Ball et al. (2003), we further show that, in our setting, 

accounting standards will “dominate” country institutions, as the reporting quality of firms with no ex ante 

incentives to have high quality reports will change more in countries with weak institutions following the 

change in accounting standards. Our results suggest that accounting standards may substitute for firm specific 

characteristics and weak institutions if the occur in an environment in which the transition to IFRS is prepared 

and coordinated (e.g. between the EU, the IASB and the CESR).  

The remainder of the paper is organized as follows:  Section 2 describes the 2005 mandatory 

transition to IFRS.  Section 3 presents a literature review on accounting standards in Europe and value 

relevance and develops our hypotheses.  Section 4 provides the

s.  Section 5 presents our research design, data analysis and results.  Section 6 concludes and offers 

avenues for future research. 

 

2 Background on transition to IFRS in Europe 

2.1 The adoption of IFRS in Europe 

Between 1970 and 1999, the European Commission (EC) tried to harmonize accounting standards in Europe 

by enacting binding directives for national standard setters. However, the process proved slow and the results 

fell far short of the target.  In 1999-2000, the EC changed its strategy, concluding that the emergence of 

standards suitable for application worldwide would help to put Europe on an equal footing with the United 

States, especially with regard to companies’ access to capital.  Within Europe at that time, two such 

frameworks were being used for consolidated financial statements: U.S. GAAP and IAS (Commission ofthe 

European Communities, 1995). 

Adopting U.S. GAAP would have been politically difficult. By contrast, the EU considered that IFRS 

could provide a comprehensive and conceptually robust set of standards for financial reporting to serve the 

needs of the international business community. IFRS has the advantage of being developed with an 

international perspective, rather than being tailored to any single business environment. Furthermore, the EC, 

via its observer status at the

IA

adopting IFRS would be compulsory for listed com

the Council of Ministers, was approv

European Parliament in March 2002 and finally adopted in July 2002. Under this text, each IAS or IFRS 

standard is subject to explicit EU endorsement in order to ensure that it (1) is not contrary to existing 

European accounting directives, (2) is conducive to the “European public good” and (3) permits the 

production of high-quality financial information. 

The EC entrusted the preparation of standards to the IASB. However, it reserved the right to approve 

the standards individually in order to assure regulatory enforcement throughout the EU .  

                

 the basis of commission proposals. 

5To attain its objective, the EU relied on a two-tier system.  First, the “Accounting Regulatory Committee” (ARC), is a 
political committee (Zeff, 2008) that has to decide whether or not to endorse IAS on
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ssion's ARC in July 2003. The EC's endorsement covers all existing IASB 

standard

 such as France and 

the UK,

 1606/2002).6 Firms required to 

transitio

anying implementation guidelines (IG 63), firms were expected to disclose 

reconcil

      

In September 2003, the EC formally adopted a regulation endorsing IFRS and related interpretations, 

as recommended by the Commi

s and interpretations except for IAS 32 and IAS 39 and related SICs 5, 16, and 17. IAS 32 and 39, 

which deal with the accounting and disclosure of financial instruments: these elements were excluded  

because the IASB was revising them at the time of ARC’s recommendations. 

In 2003–2004, French banks protested vigorously against parts of IAS 39 on accounting for financial 

instruments and prompted then French president Jacques Chirac to speak out against the standard (Zeff, 2008). 

Pressure on the EC was intense and the ARC met on July 9, 2004 to discuss the endorsement of IAS 32 and 

IAS 39 for use in Europe. At the meeting, the ARC considered the possibility of "carving out" some 

paragraphs of IAS 39 dealing with hedge accounting and the fair value option. In November 2004 the EC 

adopted a Regulation endorsing IAS 39 Financial Instruments: Recognition and Measurement, with the 

exception of certain provisions on the use of the full fair value option for liabilities and on hedge accounting.  

The IASB amended IAS 39 following discussions with the Commission and has since eliminated one of these 

provisions (Zeff, 2008). 

Some countries, including Germany and Austria, chose to anticipate the mandatory adoption of IFRS 

in 2005 by allowing listed firms to use either domestic GAAP or IFRS. Other countries,

 decided to not allow early adoption of IFRS. In this paper, we concentrate on the latter countries. 

2.2 The Mandatory Transition to IFRS in the European Union 

Companies governed by EU law are required to prepare their consolidated accounts in conformity with IFRS 

if their securities, at their balance sheet date for the financial year starting on or after 1 January 2005, were 

admitted to trading on a regulated market of any EU Member State (EC No.

n to IFRS published their last Local GAAP financial statements for their fiscal year ending either on 

December 31, 2004 or during the year 2005 (if their fiscal year began prior to January 1, 2005 and ended 

before December 31, 2005). Along with the full set of Local GAAP financial statements published during the 

six-month period following the fiscal year end, firms disclosed information relative to the adoption of IFRS 

(partial IFRS disclosure) during the 12-month period following the fiscal year-end. The partial disclosure 

ranged from press releases with very limited information about the impact of the IFRS transition on earnings 

to the disclosure of the IFRS reconciliations.  

Following Committee of European Securities Regulators (CESR) guidelines published in December 

2003 and the accomp

iations of shareholders’ 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). Each reconciliation statement from local 

                                                                                                                                                              
Second, the “European Financial Reporting Advisory Group” (EFRAG), provides technical expertise on the subject. The 
scope of the case-by-case standard adoption mechanism was limited in the sense that the EC could not amend the 
standards, but may only accept or reject each of them as a whole. 
6 Apart from the consolidated accounts of publicly traded companies governed by EU law, every EU country had the 
right to permit or require other companies to prepare their consolidated and/or annual accounts in conformity with the 
IFRS. An exception from this rule were companies whose "debt securities only are admitted on a regulated market of any 
Member State" and companies "whose securities are admitted to public trading in a non-member State and which, for that 
purpose, have been using internationally accepted standards since a financial year that started prior to the publication of 
the EC No. 1606/2002 Regulation. 
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GAAP to IFRS had to ail as the local GAAP 

ture and hypothesis development 

3.1. Av

 due to a transition to higher quality and harmonized 

standards across countries. Armstrong et al. (2010) find a positive market reaction to events that increase the 

probability of IFRS adoption ndatory adoption of IFRS is 

nce of financial reports. The comparability of financial statements 

s where early adoption was not allowed). As noted 

above, firms in countries where early transition was allowed could choose when to adopt IFRS (with a 

be presented under the same format and with the same level of det

document. Firms were encouraged to disclose reconciliations as early as possible (paragraph 22, CESR). 

Studies by Cazavan-Jeny and Jeanjean (2009) for France and by Horton and Serafeim (2010) for the UK both 

find that all firms disclose these reconciliations but with varying levels of detail. At a minimum, firms 

disclosed earnings and book value of equity reconciliations. The first IFRS financial statements covered the 

fiscal year beginning in calendar year 2005, and ending either on the December 31, 2005 or during calendar 

year 2006. Together with their first IFRS financial statements released during the six-month period after the 

fiscal year end, firms had to release a full set of IFRS financial statements reconciliated (and comparable to 

the previous year’s statements) for the fiscal year 2004.  

 

3 Related litera

erage effect of IFRS adoption 

The idea that high quality standards should lead to accounting numbers being more informative might seem 

obvious. Early evidence on the value relevance of voluntarily adopting a new set of financial standards comes 

from the examination of firms cross-listed in the U.S. and using U.S. GAAP.  Both Amir et al. (1993) and 

Harris et al. (1994) find an increased association of non-U.S. GAAP-to-U.S. GAAP earnings and book value 

reconciliations with share prices. Harris and Muller (1999) analyze IAS to U.S. GAAP reconciliations and 

find them to be value relevant but note that IAS amounts are more highly associated with price-per-share than 

U.S.-GAAP though the reverse holds for stock returns.  

Subsequent research focuses mainly on the transition to IFRS. Arguments suggesting that adoption of 

IFRS yields benefits stem from the premise that IFRS reporting increases transparency and the comparability 

of financial statements within Europe. The transparency argument is premised upon the assumption that an 

increase in accounting quality lowers the cost of capital due to a reduction in information asymmetry.7 This is 

consistent with the idea of a positive net benefit to firms

 in Europe. Following these arguments, the ma

expected to increase the value releva

argument is based on Ball (2006), who notes that the adoption of common standards across countries may 

lower the cost for analysts to monitor and evaluate the firms’ performance. As Covrig et al. (2007) argue, 

capital markets should experience increased capital inflows, allowing public firms to expand their range of 

available financing sources and become more globally competitive. 

Several papers examine the value relevance of IFRS earnings and book values during the period of 

voluntary adoption of IFRS (prior to 2005), late adoption (in 2005, in countries where early adoption was 

allowed) and mandatory adoption (in 2005 in countrie

deadline in 2005). 

                                                 
7 For analytical arguments see Diamond and Verrecchia (1991), Baiman and Verrecchia (1996), Leuz and Verrecchia 
(2000), and Easley and O’Hara (2004).  For empirical support of the analytical argument see Barth, Konchitchki and 
Landsman (2009). 
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3.2. Fir

hristensen et al. (2008) analyze the economic consequences of IFRS adoption (short term market 

reaction

y early adopters (pre-2005) to late adopters (2005) and find that 

improvements in accounting quality (earnings management and time loss recognition) are confined to firms 

with

Arguably, like their early adoption counterparts, mandatory adopters with incentives to improve their 

rior to adopting IFRS – but without actually doing so. 

This expectation is consistent with not only Christensen et al. (2003), but also Ball et al. (2003) who argue 

that the “….implication of our results is that for countries striving to achieve higher financial reporting 

Hung and Subramanyan (2007) use a sample of 80 German firms adopting IFRS in the 1998-2002 

period and find that earnings reconciliations between German GAAP and IFRS are not value relevant though  

the book value reconciliations are value relevant. Barth et al. (2008) examine a sample of 327 firms from 21 

countries that adopted IAS between 1994 and 2003 and find an increase in the value relevance of accounting 

information in the IFRS adoption period over the prior period. On a sample of 2,071 firms from 14 countries 

derived from the post-2005 period, Beuselinck et al. (2009) find that mandatory IFRS adoption contributes to 

stock price informativeness. Karampinis and Hevas (2010) find an increase in value relevance of earnings and 

book value of equity for Greek firms adopting IFRS in 2005 (considered late adopters). On a sample of 

voluntary and mandatory adopters, Morais and Curto (2009) find that on average, adoption of IFRS in Europe 

increases value relevance of financial statements. Finally, Horton and Serafeim (2010) analyze a sample of 

297 UK firms that adopted IFRS in 2005 (mandatory adoption) and find earnings reconciliations to be value 

relevant.  

Based on these prior studies, we expect the average effect of IFRS adoption on value relevance of 

financial statements to be positive.  

 

Hypothesis 1 On average, Local GAAP-to-IFRS reconciliations will be value relevant. 

 

m specific incentives and institutional factors 

Prior studies state that the effects of IFRS adoption will depend on firm specific incentives and countries’ 

institutions (see, for example, Ball et al., 2000; Ball et al., 2003; Leuz et al., 2003; and Burghstahler et al., 

2006). 

The European firms that we analyze in this study had to adopt IFRS in 2005, regardless of their 

incentives to improve their reporting quality, and had no possibility to adopt IFRS before 2005 (mandatory 

adoption of IFRS). This is in contrast to countries and firms that have been examined in prior studies, where 

firms from certain countries had a choice to adopt IFRS either before 2005 or in 2005. These countries, in 

which voluntary adoption was allowed, conform to the signaling theory (Spence, 1973); two past studies have 

shown that benefits from adopting IFRS are confined to early IFRS adopters. Daske et al. (2008) find that 

firms with a serious commitment to transparent reporting experience higher market liquidity and a lower cost 

of capital.C

 and cost of equity) by examining a sample of 433 German firms that adopted IFRS in the 1998-2005 

periods.  They compare voluntar

 incentives to adopt IFRS (firms that adopted IFRS before 2005, or early adoption firms). 

reporting quality have improved their reporting quality p

quality, changing manager and auditor incentives is more important than mandating foreign accounting 
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Hypothesis 2a Firm specific incentives dominate accounting standards: Local GAAP-to-

 institutions is 

sufficie

es between EU countries still exist (see, for example, La 

Porta e

between countries on reporting q

accounting practices, as the de ountries, and differences exist 

ur countries versus 

code law countries. The authors interpret these results as incentives (both institutional and firm specific) in 

those countries dominating accounting standards.  

standards.”In other words, firms that wish to improve their reporting quality will do so regardless of reporting 

standards. This leads us to the following hypothesis: 

IFRS reconciliations will not be value relevant for firms with high ex ante 

incentives to improve their reporting quality.  

 The 2005 adoption of IFRS included not only the firms discussed above that had an incentive to 

improve their reporting quality, but also firms with few or no incentives to improve their reporting quality. 

According to Ball et al. (2003) there should not be any change in reporting quality for those latter firms; they 

find results “consistent with the hypothesis that reporting quality is ultimately determined by the underlying 

economic and political factors which influence managers’ and auditors’ incentives, and not by accounting 

standards per se.” However, we do expect the change in reporting quality to be positive for three reasons. 

First, Ding et al. (2007) and Bae et al. (2008) provide evidence that IFRS require more comprehensive 

disclosures than do most countries’ accounting standards. Increase in disclosures should increase the value 

relevance of their financial statements. Second, as we explain above, the EU version of IFRS standards was 

designed to fit the needs of EU firms. Finally, as Hope et al. (2006) argue, the quality of EU

ntly high to enable beneficial transition to IFRS. Our hypothesis is thus as follows: 

Hypothesis 2b Accounting standards dominate firm specific incentives: Local GAAP-to-

IFRS reconciliations will be value relevant for firms with low ex ante 

incentives to improve their reporting quality.  

 

Despite the average quality of EU institutions being sufficiently high to enable beneficial transition to 

IFRS (Hope et al., 2006), the cross-sectional differenc

t al., 1998, and Leuz et al., 2003). Past literature explores the impact of institutional differences 

uality. Ball et al. (2000) argue that standards alone do not determine financial 

mand for accounting income varies across c

between code law and common law countries, with the latter countries having more timely accounting 

income.Ali and Hwang (2000) show that value relevance is lower in countries with bank-oriented (as opposed 

to market-oriented) financial systems. Their results are consistent with lower demand for published value 

relevant financial reports in bank-oriented systems where banks have direct access to company information 

(se, for example, Mueller, Gernon and Meek, 1994). Hung (2001) finds low value relevance of financial 

statements in countries with low shareholder protection. Leuz et al. (2003) argue that differences among 

countries’ levels of earnings management come from different levels of investor protection. Bushman and 

Piotroski (2006) find that investor protections play a significant role in creating incentives for timely loss 

recognition, which has an impact on value relevance. Ball et al. (2003) analyze four East Asian countries 

(Hong Kong, Malaysia, Singapore and Thailand)with weak institutions and low incentives, but high quality 

accounting standards. They find no differences between the quality of reporting in those fo



 11

version of IFRS was not so m

approved. Arguably, the resul ic incentives, and accounting 

standards was higher in Europe in 2005 than it was for the four East Asian countries that adopted foreign 

standard

countries can improve investor protection 

and mak

istics. More precisely, we split our sample into two groups based on firm 

characte

ow 

ex ante incentives to have high quality reporting. We label this group “Local Firms,” as they are small firms 

The difference between Ball et al (2003)’s sample and ours is that in our case, the European 2005 

uch of an imported product as a set of standards internally developed and 

ting match between institutions, firm specif

s that didnot necessarily fit their institutions. Finally, our sample of countries with weak institutions 

(France, Italy, Poland and Spain) displays, on average, institutional quality evenlower than the four East Asian 

countries (see, for example,  Leuz et al., 2003) examined in Ball et al. (2003). 

A particular characteristic of EU countries is that differences between Local GAAP and IFRS vary 

with the strength of their institutions. Countries with strong institutions have a small number of differences 

between their Local GAAP and IFRS, while countries with weak institutions have a large number of 

differences between their Local GAAP and IFRS (see La Porta et al., 1998: Leuz et al., 2003: Ding et al., 

2007: and Bae et al., 2008).  

Because the differences between local GAAPs and IFRS are small, accounting standards per se, will 

have little impact on the quality of reports in countries that already demonstrate a good fit between their 

institutions, enforcement and Local standards.  These countries might not benefit from IFRS introduction.  

If, as we hypothesize, accounting standards dominate institutions, countries with weak 

institutionsstand to gain from the transition to IFRS. These benefactors will also be the countries where the 

differences between Local GAAPs and IFRS are the largest, which enables us to test this hypothesis.There are 

several reasons for such a hypothesis. First, as Hope et al. (2006) argue, the quality of EU institutions is 

sufficiently high to enable beneficial transition to IFRS. Second, as we argue above, there is 

conformitybetween standards and institutions because the standards are a product of European institutions. 

Finally, Hope et al. (2006) view IFRS as a vehicle through which 

e their capital markets more accessible to foreign investors. We thus hypothesize as follows: 

Hypothesis 3a Local GAAP-to-IFRS reconciliations will be value relevant in countries with 

weak institutions and large differences between Local GAAP and IFRS.  

Hypothesis 3b The Local GAAP-to-IFRS reconciliations will be less (or zero) value relevant 

in countries with strong institutions and small differences between Local 

GAAP and IFRS than they would be in other countries. 

4. Research design and sample selection 

4.1 Research design 

To analyze the impact of the transition to IFRS, we begin by assessing the average effect of the IFRS-Local 

GAAP reconciliations across all countries and firm types. We first test for the incremental value relevance of 

IFRS earnings and book equity. Next, we examine whether the value relevance of IFRS reconciliations varies 

with firm specific character

ristics. The first group is composed of firms with ex ante incentives to have high quality reporting. 

We label this group “International Firms,” asthey are large firms, with a diffused ownership, a high proportion 

of international sales and are cross-listed in another market. The second groupis composed of firms with l
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with co

 returns 

specific level spe

share price to the book value ially 

estimate l at time

and IFRS. The restated IFRS i

guidelines (IG63) firms publish ings and book values 

at time t. The time t release of of IFRS should bias the results 

downward and reduce any value relevant imp l (1) examines the value relevance of Local 

ntrolling shareholders and a majority of operations performed locally. Finally, we analyze whether the 

value relevance of IFRS reconciliations varies with the quality of institutions and the distance between Local 

GAAP and IFRS.  

Countries are classified into “Strong” and “Weak” institution countries according to the quality of 

their institutions proxied by the quality of their legal enforcement, the importance of investors’ rights, the size 

of their equity markets, and the average level of ownership concentration. To compare the value relevance of 

per share book values and earnings under both Local GAAP and IFRS for the same fiscal year, we 

sequentially test two specifications of valuation models: a price-level specification and a

ation.The price- cification is derived from the Ohlson (1995) valuation model, which relates 

of common equity per share and earnings per share. First, we sequent

 the price mode  t for per share book values and earnings published according to Local GAAP 

nformation for time period t is published at time t+1. Following the CESR 

 some information on the future impact of IFRS on earn

information about the time t+1 impact 

act at time t+1. Mode

GAAP book values and earnings.  Model (2) examines any impact from disclosures at time t on the future 

impact of IFRS as if the full IFRS information was released at time t. Model (3) decomposes the per share 

book value of equity under IFRS (BVPSIFRS) into two components: the per share book value of equity under 

local GAAP (BVPSLocal) and the Local GAAP to IFRS equity reconciliation (BVPSIFRS-Local). Earnings are 

decomposed following the same logic.  This last regression model, which is similar to Harris and Muller 

(1999), is used to determine any incremental value relevance of the difference between local GAAPs and 

IFRS in the transition period.  

All independent variables are trimmed at the 2.5% level. Consistent with the suggestions of Barth and 

Kallapur (1996), the market value models are estimated with White's (1980) correction for heteroskedasticity. 

The price models are estimated as follows: 

��
Pj,t  0 1(BVPSj,t

Local ) 2(EPSj,t
Local)  I country  I industry     (1)  

��
Pj,t  0  1(BVPSj,t

IFRS)  2(EPSj, t
IFRS )  I country  I industry      (2)

 

 

      

Pj, t   0 1(BVPSj, t
Local ) 2(BVPSj, t

IFRS‐Local ) 3(EPSj, t
Local )  4(EPSj,t

IFRSLocal )

         Icountry  Iindustry    
(3) 

 

Where, 

 
  Pj,t

= the price per share for firm j six months after the fiscal year-end of period t 

 
  BVPS j, t

Local= the book value of owners' equity per share calculated under Local GAAP for firm j at 

time t 

 
  EPS j, t

Local = the earnings per share calculated under Local GAAP for firm j at time t 

 
  BVPS j, t

IFRS = the book value of owners' equity per share calculated under IFRS for firm j at time t 



 
  
EPS j, t

IFRS= the earnings per share calculated under Local GAAP for firm j at time t 

 
  BVPS j, t

IFRSLocal = the difference between IFRS and Local GAAP book value of owners' equity per share 

for firm j at time t 

 
  EPS j, t

IFRS Local = the difference between IFRS and Local GAAP earnings per share for firm j at time t 

 Industry and country dummies are included as control variables.8 
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The

ublishing their reports relative to their positive reconciliation 

counterparts. To prevent this from having an impact on our results, we also  

price per share, 12 months after the year end (end of the subsequent fiscal year) and at the time of full IFRS 

disclosure (18 months after the fiscal year end, when firms w f restated 

financial statements – 18 months after the fiscal year end). For the regression model including year t+1 we 

modify model (3) to include the change in IFRS earnings and book valu ar t to year t+1. 

These untabulated results are qualitatively unchanged. 

A positive and statistically significant coefficient on the EPSIFRS (BVPSIFRS) variables is consistent with 

) reflecting value relevant information on average. The coefficients for the EPSIFRS-

Local d BV nts are on average 

incrementally valu

Retu els are included to complement our level-based analysis both to follow the Kothari and 

Zim an's (1 tial to yield more 

convincing evidence", and because n 

estimations relative to levels-based specifications (Christie, 1987; Easton, 1998). We derive our return model 

from ur price earnings level and 

earnings changes vari

The retu s are estimated for the period ending 6 months into the transition period as 

follows: 

 price per share is measured six months after the fiscal year-end to ensure that the annual report and 

additional disclosures about the IFRS transition were available to investors. Horton and Serafeim (2010) show 

that negative reconciliation firms delay p

estimate regressions models on

ere required to publish a full set o

e of equity from ye

IFRS earnings (book value

an PSIFRS-Local variables provide tests of whether the reconciliation adjustme

ed by the market after controlling for IFRS amounts.  

rn mod

merm 995) suggestion, that "use of both return and price models has the poten

scale and heteroskedasticity problems are largely mitigated in retur

 o models as suggested by Easton and Harris (1991). They show that both 

ables must be included when combining book value and earnings in valuation models. 

rn model regression

   (4) 

 (5) 

Rj,tis the stock return (inclusive of dividends) for firm j during year t (6 months into t+1). The form of the 

return models is derived from models used in Amir et al. (1993), and Barth and Clinch (1996) who investigate 

the value-relevance of reconciliations from Foreign-GAAP to US-GAAP, as well as Harris and Muller (1999) 

who investigate the value-relevance of IAS versus US-GAAP accounting measures. The significance of the 

coefficient associated with the EPSIFRS-Local variable (scaled by share price) indicates whether incremental 

                                                 
8All inferences and findings are insensitive to the inclusion / exclusion of dummy variables. 
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ing have one major drawback, resulting from firms not 

pub

le to decompose earnings like in the 

pric

 for the prior year.9 As the second model we estimate the two-year return ending 18 month into the 

transition (untabulated). Compared to model (5) we add the change in EPSIFRS between years one and two 

(scaled by share price) as an explanatory variable. Our results are qualitatively unchanged m 

this analysis).  

One of the linchpins of our framework of analysis is that average effect may var g to firm and 

e of 1 if the firm is cross-listed in some other market than its 

                                                

value relevant information was released to the market with the publication of IFRS financial reports. 

Compared to the price models, return models in our sett

lishing the reconciliation of the change in earnings between Local GAAP and IFRS (ΔEPSIFRS-Local). 

Consequently, we cannot analyze the relative value relevance by comparing R² from models (4) to R² from a 

similar model where instead of Local GAAP we would use IFRS earnings, since the information on ΔEPSIFRS 

is not available. Nor can we estimate the full model (5)as it is not possib

e models (ΔEPSIFRS-Local/P would be required to complete the model). We have no prior on the impact this 

additional variable might have on our results. 

As with the price models, we estimate regression model for the return period ending twelve months after the 

end of the fiscal year (untabulated). Our results are qualitatively unchanged. We also estimate two return 

models for the period ending 18 months after the fiscal year end (six months after the end of the second year). 

In the first case we estimate the one-year return model with scaled EPSIFRS and ΔEPSIFRS for the second year 

as explanatory variables. We compareR² from this regression to theR² from the Local GAAP regression 

(model 4)

when we perfor

y accordin

country specific factors. We hypothesize that the benefits of IFRS are likely to be confined to local firms, as 

international firms are likely to have upgraded the quality of their financial reports before the transition to 

IFRS. To distinguish between local and international firms we perform a cluster analysis with four variables 

that describe the difference between firms with no ex ante incentives to improve their reporting practices 

(local firms) and firms with ex ante incentives to improve reporting practices (international firms). We use the 

following variables in the factor analysis:  

 Sizej,t = ln(MVj,t),  where Size is the  natural log of Market Value (MV) of firm j at time t.  

 %FSalesj,t=FSalesj,t /Salesj,t, where %FSalesj,t is the percentage of Local GAAP foreign sales (FSalesj,t) to 

Local GAAP total annual sales (Salesj,t) of firm j in year t.10 

 %CloselyHeldSharesj,t=CloselyHeldSharesj,t / TotalSharesOutstandingj,t, where %CloselyHeldSharesj,t is 

the percentage of closely held shares (CloselyHeldSharesj,t) to total number of shares outstanding 

(TotalSharesOutstandingj,t). 

 XLIST is a binary variable taking a valu

domestic market and zero otherwise.  

Arguably, the larger firms will have a higher proportion of international sales, a smaller percentage of 

closely held shares and a greater exposure to foreign (and multiple) capital markets providing the company 

with more incentives to improve the quality of financial reports prior to the introduction of IFRS, leaving less 

room for improvement from IFRS adoption. By contrast, smaller firms with a lower percentage of foreign 

 
9 Since in this case we compare data from two fiscal periods, the observed change in R² may be due to other unobserved 
factors.  
10 Using IFRS instead of Local GAAP data to compute %FSALES variable does not change our results qualitatively.  
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amples of International firms and Local firms. We expect International firms to be associated 

with

local GAAP and IFRS (hypothesis 3). First, we perform a cluster 

ak Institution 

ong institutions: outside directors’ rights, the 

e use the distance between Local GAAP and IFRS (from Bae et al. 2008).12 

sales, more closely held shares and less exposure to foreign (and multiple) capital markets will benefit more 

from IFRS adoption given their comparatively lower level of quality of financial reporting in the pre-IFRS 

period. We label the former International and the latter Local firms. We re-estimate regressions (1) through 

(3) for the sub s

 a higher value relevance of financial statements, both, under Local GAAP and IFRS. However, 

consistent with our second hypothesis, we expect to find a significantly higher coefficient on the 

reconciliation variables (EPSIFRS-Local and BVPSIFRS-Local) for Local firms than for International firms.  

Finally, we analyze the impact of the quality of institutions across countries on the value relevance of 

earnings and equity IFRS reconciliations. We expect the value relevance of IFRS reconciliations to be higher 

in countries with weak institutions and large differences between local GAAP and IFRS than with strong 

institutions and small differences between 

analysis on the factors identified in prior literature to distinguish between Strong and We

countries. Based on prior literature (Leuz et al. 2003, Lang et al. 2006) we identify four variables that best 

describe countries with weak institutions versus countries with str

quality of legal enforcement, the importance of the equity market and ownership concentration11. All these 

variables are taken from Leuz et al. (2003). In order to take into account the IFRS characteristics, as the fifth 

variable in our cluster analysis w

We estimate the following regression models: 

Pj,t   0 1(BVPSj, t
Local ) 2(BVPSj,t

IFRS‐Local ) 

      

j, t
IFRSLocal ) 6(EPSj, t

IFRSLocalx Strong Institutions) 7(Strong Institutions)

 Iindustry 
 
(6) 

      

Rj, t  0  1(
EPS j, t

Local

Pj, t1

3(BVPSj, t
IFRS‐Local x Strong Institutions)  4(EPSj, t

Local )

 5(EPS

)  2 (
EPSj, t

IFRSLocal

Pj, t1
)  3 (

EPSj, t
IFRSLocal

Pj, t1
x Strong Institutions)  4  (Strong Institutions)

5(
EPSj, t

Local

Pj, t1
)  Iindustry    (

7)
 

Consistent with our third hypothesis we expect to find a negative and statistically significant 

coefficient associated with the interaction between the Strong Institution variable and reconciliations.  

Powell et al. (2009) note that common divisors induce spurious correlation in OLS regression models. 

They argue the level of spurious correlation depends on the coefficients of variation of the dependent variable, 

independent variable and the divisor and, depending on the first two moments of their distributions, the 

expected level of correlation can be quite high. Since both price and return models are respectively scaled by 

the number of shares and the share price, in addition to the price model and the return model, as a robustness 

check, we estimate the undeflated market value models (untabulated) as follows: 

                                                 
11 Prior literature identifies other variables that could be used in this analysis (see Lang et al. 2006). However, increasing 

wn by Ding et al. (2007) the quality of institutions and the distance between Local GAAP and IFRS are 
the number of variables does not change the cluster distribution of countries in our sample. 
12 As sho
negatively correlated. Consequently, our results are unchanged if we exclude this variable from the analysis. 



 

��
MVj,t  0 1(BVj, t

Local ) 2(Ej,t
Local ) 3(SHRj,t )  I country  I industry    (8)  

��
MVj,t  0  1(BVj,t

IFRS) 2(Ej, t
IFRS )  3(SHRj,t ) I country  I industry    (9)  

MVj,t  0 1(BVj, t
Local ) 2(BVj,t

LocalIFRS) 3(E
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    ��

j,t
IFRS)  4(Ej, t

IFRSLocal )  5(SHRj,t )

 I country  I industry ��
  (10) 

(11)

Where, 

 = the market value of owners' equity for firm j six months after the fiscal year-end of period t 

 

      

MVj,t   0 1(BVj, t
Local ) 2(BVj, t

LocalIFRS ) 3(BVj, t
IFRS‐Local x Strong Institutions )  4(Ej, t

IFRS )

 5(Ej, t
IFRSLocal ) 6(EPSj, t

IFRSLocalx Strong Institutions ) 7(Strong Institutions ) 8(SHRj, t )

 Iindustry   

 

  
MVj,t

��BVj,t
Local= the book value of owners' equity calculated under Local GAAP for firm j at time t 

 Local
tj,E = the earnings calculated under Local GAAP for firm j at time t 

 IFRSBV  = the book value of owners' equity calculated under IFRS for firm j at time t tj,

 IFRS
tj,E = the earnings calculated under Local GAAP for firm j at time t 

   BVj,t
LocalIFRS= the difference between IFRS and Local GAAP earnings of owners' equity for firm j at 

time t 

 
��Ej,t
IFRSLocal= the difference between IFRS and Local GAAP earnings of owners' equity for firm j at 

time t 

 
��
SHRj, t= the number of shares outstanding for firm j at time t 

 

Consistent with the suggestions of Barth and Kallapur (1996 e e ations are 

estimated undeflated with White's (1980) correction for heteroskedasticity and include a separate variable, to 

proxy for scales, the number of common shares outstanding (SHR). The mar ' equity is 

measured six months after the fiscal year-end to ensure that the annual report and additional disclosures about 

the IFRS transition were available to investors. Compared to the price, our market value model results are 

qualitatively unchanged.  

4.2 Sample Selection   

Datastream database to create a sample of publicly traded European firms with total assets 

of m re than €  

years). We exclude all firms with negative book equity according to IFRS reports. This gives us a clean 

), the market valu qu

ket value of owners

We use the 

o 10 million and available data on accounting standards for years 2004 and 2005 (transition
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sam  of large ironment 

and to avoid a selection bias, our sample includes only those nine European countries where early adoption of 

IFRS was not allowed (Th

and ere there ountries where 

early on was not po

arising from different times of adoption of IFRS naturally present in prior studies. Prior research on the 

voluntary adoption 

accounting change are likely to adopt it (Leuz and Verrecchia, 2000).15 

We divid

Local GAAPs. Firms reporting their financial statements under local GAAP for the fiscal year ending on 

31.12.2004 belong to the 2004 sample, while firms reporting their financial statements under local GAAP for 

the fiscal year mple. Panel A of Table 1 shows the 

distribution of the sample of 1,735 firms by country and restated year. 1,304 firms (75%) of the sample belong 

to the 2

e Datastream database to obtain information on book values, earnings and market 

values for each firm in our final sample of t the original (Local GAAP) and restated 

(IFRS) 

all compared to the median value of the 

Local GAAP equity. These figures suggests cross sectional variations in the effects of the transition to IFRS. 

                                                

ple  non-distressed European firms13. To analyze firms in the mandatory transition env

e UK, France, Italy, Sweden, Norway, Spain, The Netherlands, Poland and Ireland) 

 wh  were at least 20 firms corresponding to the above criteria14. By focusing on c

 adopti ssible, our sampling procedure removes the firm self-selection bias and the bias 

of IFRS may also suffer from a sample selection bias, as only firms which benefit from the 

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

ending during calendar 2005 belong to the 2005 sa

004 sample (firms with a 31.12. fiscal year end) while 431 firms (25%) belong to the 2005 sample 

(firms with other than 31.12. fiscal year end). British firms represent 31% of our sample, followed by French 

(23%), Swedish (12%) and Italian firms (11%). Firms from the remaining five countries (Norway, Spain, The 

Netherlands, Poland and Ireland) each represent less than 6% of the sample and a combined total of 23%. 

Insert table 1 about here 

We further use th

 1,735 firms. We collec

data for the last Local GAAP year (restated year). All figures are translated into euros using the 

exchange rate at the end of each fiscal year for countries that do not use the euro (Norway, Poland, UK, and 

Sweden). As shown in Panel B of Table 1, firms in our sample have average total assets (TA) of €9.2 billion 

(median of €240 million) according to their last Local GAAP annual financial statements. The average market 

capitalization (MV) equals €2.38 billion (median of €212 million).  

We provide descriptive statistics on our main variables of interest: earnings per share (EPS), book 

value of equity per share (BVPS) and reconciliations amounts in Panel C of Table 1. Mean reported EPS 

under IFRS (1.68) is on average 9.8% higher than under Local GAAP (1.45). Book value of equity is just over 

twice the amount on average under IFRS (20.94) than under Local GAAP (10.24) while the median numbers 

are more comparable with a difference of 36% (3.96 versus 3.13). However, when considering the median 

value of the adjustment (3 cents per share), it appears to be quite sm

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

14 Slovenia and Slovakia did not allow for early transition to IFRS, however the data constraints lead us to exclude them 
from our sample. Including firms from these two countries does not change our results qualitatively.  
15The importance of controlling for this self selection bias are highlighted by Daske et al. (2008) which shows that the 
capital market effects of IFRS adoption are most pronounced for firms that voluntarily switch to IFRS. In the same vein, 
Christensen et al. (2008) find that benefits from the transition to IFRS are confined to early (voluntary) adopters. 
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ship 

(low percentage of closely held shares) a e same cluster. Firms in this cluster are 

labeled 

 each variable used in the cluster analysis 

for each

lly significant, at 

the 1% level, indicating the value relev ccounting information published in the 

annual 

S regression (column two Table 3, Panel A, 

Adjuste

Table 2 presents the variables used to partition our sample. To test our second hypothesis, we first 

distinguish between “Local” and “International” firms by using the procedure described in section 4.1. A 

cluster analysis is performed based on four variables that capture the likelihood of benefiting from IFRS: size 

(measured as the log of the market value of equity), the proportion of foreign sales, the percentage of closely 

held shares and a dummy variable coded one if the firm is cross listed and zero otherwise. All variables are 

extracted from the Thomson One Banker database. The cluster analysis results in two groups. Panel A of 

Table 2 reports the mean values of each variable used in the cluster analysis for each group.  

Insert table 2 about here 

Consistent with intuition, large firms, with a high proportion of foreign sales, a diffuse owner

nd cross listed belong to th

“International Firms”. Other firms (small firms, with local operations, controlling shareholders, and 

lower exposure to foreign markets) are labeled “Local Firms”. 

To test hypothesis 3, we performed a cluster analysis based on the distance between local GAAP and 

IFRS and four variables that capture institutional strength: outside directors’ right index, the quality of legal 

enforcement, and the importance of the equity market and ownership concentration. The Distance variable is 

taken from Bae et al. (2008), while other variables are taken from Leuz et al. (2003). The cluster analysis 

results in two groups. Panel B of Table 2 shows the mean values of

 group. As reported in Panel B of Table 2, countries in the first cluster are characterized by low 

outside directors’ rights, a weak legal enforcement, the unimportance of equity markets and a concentrated 

ownership and large differences between their GAAP and IFRS. Countries in the second cluster share the 

exact opposite characteristics. From this cluster analysis, we create a dummy variable (“Strong institutions”) 

coded one for countries from cluster two, and zero otherwise. This analysis leads us to discriminate between 

France, Italy, Poland and Spain on the one hand, and United Kingdom, Ireland, The Netherlands, Sweden and 

Norway on the other hand (see Table 2, Panel C).  

5. Data Analysis  

5.1 The average Relative and Incremental Value Relevance of IFRS 

Table 3 shows the estimated regressions with the market value six months after the beginning of the 

transition period. 

Insert table 3 about here 

As expected (and consistent with prior research), the Model 1 coefficients associated with Earnings 

(EPSLocal) and Book Value (BVPSLocal) are both positive (resp. 3.019 and 0.602) and statistica

ance of the Local GAAP a

report. Model 2 is estimated using IFRS instead of Local GAAP values. The coefficients associated 

with earnings per share (5.022) and per share book value of equity (0.133) are also statistically significant and 

positive. Comparing the R-squared for the Local GAAP regression before the transition (column one in Table 

3, Panel A, Adjusted R²=0.676) to the R-squared for the IFR

d R²=0.667) shows a slight decrease. Since, as we argue in section 4.1, firms do not report the 

reconciliation for year t-1, we cannot compute the change in IFRS earnings. We, however, compare R² from 
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eriods, as well as no change in the relative value relevance 

of accounting information (i.e., R²) between oreover, Devalle et al. (2010) find mixed 

evidence of an incre ments in the value 

relevanc

rther in the Section 5.3. 

Model 3 (Price Model) decomp hare under IFRS (BVPSIFRS) into two 

compon

 return model (Model 5) estimates in Panel B.  

2005 Local GAAP return model regression to the R² from 2006 IFRS return model regression. These results 

are shown in Table 3 Panel B. R² for the return model under IFRS is smaller compared to the R² for the Local 

GAAP model(8.4% versus 16.5%). Our results contrastwith the findings of Barth et al. (2008) who analyze 

the pre- and post-IFRS transition value relevance in the voluntary transition setting and find an increase in the 

value relevance (increase in R-squared) after the transition to IFRS. The Barth et al (2008) findings appear 

consistent with Christensen et al. (2008) who argue that benefits from the transition are confined to voluntary 

adopters. However, as argued by Barth et al. (2008), their results (and ours) might be due to other changes that 

have taken place during the 2004-2005 transition periods.Note that Tsalavoutas et al. (2009) on a sample of 

195 Greek firms, do not find significant change in the value relevance of book value of equity and earnings 

between the 2004 pre-IFRS and 2005 post-IFRS p

the two periods. M

ase in value relevance on a European sample. In addition, improve

e of the financial reports could be confined to certain countries (see Hung and Subramayan, 2007). 

We explore this fu

oses the book value per s

ents: the book value per share under local GAAP (BVPSLocal) and the Local GAAP to IFRS equity 

reconciliation (BVPSIFRS-Local). Earnings are decomposed following the same logic. Overall, the R² of model 3 

(0.710) turn out to be significantly higher than the R² of models 1 (0.676) and 2 (0.667) (see Panel A of Table 

4). The difference between the Local GAAP and IFRS Book value per share (BVPSIFRS-Local) is not statistically 

significant (t=1.383). This finding is not surprising given that any adjustments resulting from the transition to 

IFRS must be recorded in equity according to IFRS 1. In other words, BVPSIFRS-Local may be difficult to 

interpret for investors. The coefficient associated with earnings per share reconciliations (EPSIFRS-Local) is 

positive (3.620) and statistically significant (t=5.245). The coefficients reported in model 3 on EPSLocal and 

BVPSLocal are not significantly different from the coefficients reported in model 1. Overall these results are 

consistent with IFRS earnings disclosures being incrementally value relevant. Such is not the case for IFRS 

book value disclosures. Model 5 (Return Model) decomposes earnings per share under IFRS scaled by share 

price (EPSIFRS/P) into two components: scaled earnings per share under Local GAAP (EPSLocal/P) and scaled 

Local GAAP to IFRS reconciliation of scaled EPS (EPSIFRS-Local/P). The coefficient associated with the 

reconciliation is positive and statistically significant (0.229, t=2.385) confirming our findings from the price 

model (Model 3). Model 3 and Model 5 estimates are reported thefirst column of Table 4, Panel A and B 

respectively.  

Insert table 4 about here 

5.2. Firm specific characteristics and Value relevance of IFRS reconciliations 

We analyze whether the value relevance of IFRS reconciliations vary with firm specific 

characteristics. Consistent with our earlier discussion, we anticipate that the value relevance of IFRS 

reconciliations will be higher for “Local Firms” than for “International Firms”. Table 4 reports our value 

relevance analyses for the two sub samples “International Firms” and “Local Firms”. The price model (Model 

3) estimates are reported in Panel A and the
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tries had to upgrade their financial reports before the transition to IFRS to meet investors’ 

requirements. In other words, the benefit asso ious for these firms. We note that in 

price model reg an for “Local 

Firms” 

irms (0.204 versus 

0.124). 

ntries with “weak” institutions, as firms located in “strong” institutions countries 

have ex

istically different from zero.These results indicate the value 

In our price model, consistent with the findings for the entire sample, coefficients on EPSLocal and 

BVPSLocal are positive and significant for each sub sample. While the coefficients on EPSLocal are statistically 

and economically indistinguishable among the two samples (3.665 and 4.009 respectively), the coefficient on 

BVPSLocal for International firms (0.580) is larger than for Local firms (0.438). IFRS Reconciliations on BVPS 

(BVPSIFRS-Local) are insignificant in both samples, consistent with findings for the full sample. The main 

difference between the sub samples is that the EPS reconciliation (EPSIFRS-Local) is significant only for “Local 

Firms” (4.090, t=5.769).  

The return model estimates for “International” and “Local Firms” confirm our results from the price 

model analysis. In both subsamples the coefficients associated with price deflated Local GAAP EPS 

(EPSLocal/P) and price deflated change in Local GAAP earnings (ΔEPSLocal/P) are positive and statistically 

significant. There is no statistically significant difference in coefficients associated with these two variables 

between the two subsamples. While for “International Firms” the coefficient associated with the reconciliation 

(EPSIFRS-Local/P) is not statistically significant (0.217, t=1.236), it is positive and statistically significant for the 

subsample of “Local Firms” (0.259, t=2.241).  

Theseresults are consistent with the benefits from the transition to IFRS being concentrated on certain 

types of firms, namely “Local Firms”. Our explanation is that highly “International Firms” in mandatory 

adoption coun

ciated with IFRS is less obv

ressions the adjusted R² for “International Firms” is significantly higher th

(0.769 versus 0.676) despite the IFRS reconciliation on EPS being not significant for international 

firms while it is for “Local Firms”.This is consistent with the idea that “International Firms” were more able 

than “Local Firms” to vehicle information to market participants before the transition to IFRS as their Local 

GAAP BVPS and EPS exhibit a stronger association with stock prices. The opposite is the case for return 

model regressions where adjusted R² is higher for Local Firms than for International F

However, as we explain in section 4.1, our model does not contain the reconciliation between changes 

in IFRS and changes in Local GAAP earnings (ΔEPSIFRS-Local/P). Consequently, we draw no inferences based 

on these results.   

5.3 Strength of Institutions and Value Relevance of IFRS reconciliations 

Next, we analyze whether the value relevance of IFRS reconciliations varies with the strength of a 

country’s institutions. In our hypothesis development, we argued that the benefits of the transition to IFRS 

should be stronger in cou

-ante incentives to produce high quality financial reports. Table 5 reports estimation of regression 

models6 (Panel A) and 7 (Panel B)where reconciliation variables are interacted with the variable “Strong 

Institutions”. In price models, consistent with Tables3 and 4, coefficients on EPSLocal and BVPSLocal are 

positive and significant for the whole sample and each subsample. The coefficient on EPSIFRS-Localis positive 

and significant (4.123, t=5.352) for the whole sample. The coefficient on the interaction term between 

EPSIFRS-Local and “Strong Institutions” is negative and significant (-2.257, t=2.938) for the whole sample. The 

sum of these last two coefficients is not stat
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relevanc

-Local and “Strong Institutions” is not statistically significant and neither is the coefficient 

7. Conclusion 

In this study we analyze the role of he quality of reporting. We 

find tha

 

results s

orts). Between Local firms the value relevance of IFRS earnings 

e of the transition to IFRS is reduced when a firm is based in a country with “Strong Institutions” as 

far as earnings reconciliations are concerned.  

Insert table 5 about here 

The coefficients on BVPSIFRS-Local and the interaction term between BVPSIFRS-Local and “Strong 

Institutions” are not statistically significantconfirming our results on book value reconciliations from Table 4. 

In columns two and three, we report the same regression for “International Firms” (column two) and 

“Local Firms” (column three).We find that earnings reconciliations are value relevant only for Local Firms 

(4.716, t=6.011). Moreover, institutions appear to play a role only for Local Firms. The coefficient on the 

interaction term between EPSIFRS-Local and “Strong Institutions” is negative and statistically significant (-2.475, 

t=876) in column three (Local Firms), while its sum with the coefficient associated with EPSIFRS-Local yields a 

positive and statistically significant coefficient.This suggests that benefits exist in weak and strong institution 

countries but they are higher in countries with weak institutions. The coefficient on the interaction term 

between BVPSIFRS

associated with the BVPSIFRS-Local variable.  

The results of the return model (Panel B) show a similar pattern as the results for the price model. For 

the whole sample, earnings reconciliations (scaled by share price) are positive and statistically significant 

(0.261, t=1.748). The coefficient associated with the interaction term is negative, consistent with our results 

for the price model, but it is not statistically significant (-0.093, t=0.435). In columns two and three of Panel B 

we report model estimates for our subsamples of “International Firms” and “Local Firms” respectively. While 

the coefficients associated with the reconciliation variable and the interaction are statistically significant 

(0.445, t=2.432 and -0.556, t=2.150 respectively) for the sample of “Local Firms” this is not the case for 

“International Firms”.The sum of the two coefficients in the “Local Firms” regressions is not statistically 

significant indicating benefits to be limited only to “Weak Institutions” countries.  

Overall our findings are consistent with the idea that IFRS reconciliations are (1) value relevant only 

for earnings per share, (2) mainly for Local Firms, (3) located in “Weak Institutions” countries. 

accounting standards in improving t

t when accounting standards are developed to fit the needs of firms and the type of institutions in 

countries where they are adopted, they can dominate firm specific incentives and country institutions. Our

how that adopting higher quality accounting standards can have positive impact on reporting quality 

for firms with low ex ante incentives to provide high quality reports. Our results also show this effect is more 

pronounced in countries with weak institutions and large differences between Local GAAP and IFRS.  

We test value relevance of reconciliations published during the 2005 mandatory transition of 

European Union firms to IFRS. Our results show a large and significant impact of the IFRS transition on 

earnings. Earnings reconciliations are value relevant, while book equity reconciliations do not appear to add 

information to investors. Our results further indicate the positive effects of IFRS adoption are limited to small 

firms with low foreign sales, concentrated ownership and low exposure to foreign capital markets (with low 

ex ante incentives to have high quality rep
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reconciliation will vary across countries by the quality of their institutions and the distance of Local GAAP to 

IFRS. We find the effect to be stronger in countries with weaker institutions and larger differences between 

their domestic GAAP and IFRS.  

Our results complement and extend the results of prior research on interaction between accounting 

standards, firm specific incentives and institutional characteristics (Ball et al., 2003; Christensen et al., 

2008).Our research also contributes to the literature on value relevance (e.g. Barth et al., 2008) and transition 

to IFRS (e.g. Daske et al. 2008).  
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Table 1 – Descriptive Statistics 
Panel A: Country and Year of Transition Breakdown 

Country 2004 2005 All Years All Years 

Spain 89 4 93 5% 
France 317 77 394 23% 
Great Britain 244 297 541 31% 
Ireland 21 9 30 2% 
Italy 180 14 194 11% 
Netherlands 86 5 91 5% 
Norway 96 1 97 6% 
Poland 87 8 95 5% 
Sweden 184 16 200 12% 

http://ssrn.com/abstract=1286474
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Total 1304 431 1735 100% 
 
Panel B: Descriptive statistics 

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

Total Assets 1735 9,200 60,000 1 57 240 1,300 940,000

Market Cap 1735 2,381 9,671 2 53 212 985 170,000

 
Panel C: 

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

Return (R) 1735 0.08 0.17 -0.28 -0.02 0.06 0.15 0.63

Price (P) 1735 18.09 31.38 0.05 2.40 7.02 19.12 345.00

EPSLocal 1735 1.45 3.28 -3.77 0.05 0.43 1.50 47.37

EPSIFRS-Local 1735 0.25 1.78 -35.14 -0.01 0.02 0.15 31.01

EPSIFRS 1735 1.68 3.56 -1.94 0.08 0.48 1.72 37.36

BVPSLocal 1735 10.24 24.70 -0.09 0.98 3.13 9.21 494.70

BVPSIFRS-Local 1735 10.63 39.41 -4.78 -0.35 0.03 2.49 379.61

BVPSIFRS 1735 20.94 51.20 -0.13 1.03 3.96 17.23 668.34

 
 
 
Table 1. Sample of publicly traded European firms with total assets in excess of €10 million that transitioned 
from Local GAAP to IFRS in the 2004-2005 period. The sample consists of firms from countries where the 
transition to IFRS was mandatory in the 2004-2005 period. Panel A shows the sample by country of 
incorporation. Years 2004 and 2005 are the calendar years of the transition from Local GAAP to IFRS. Panel 
B shows descriptive statistics computed based on Local GAAP and IFRS reported financial statements for the 
same firm-year sample. TA is total assets and BV is the book value of common equity at the end of the last 
Local GAAP fiscal year. OPINC and NI are operating income and net income for the last Local GAAP fiscal 
year. MV is the market value six month after the fiscal year end for the restated (last Local GAAP) year. All 
data were collected from the Datastream database. Financial data, other than Earnings Per Share (EPS) and 
Book Value Per Share (BVPS) are in € millions.                        
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Table 2 – Partitioning variables 
Panel A: Cluster analysis - firm specific factors 

Cluster 
Size Foreign sales 

Closely Held 
Shares 

Foreign listing 

International Firms 13.09 66.47 32.95 0.16

Local Firms 12.41 7.73 43.15 0.11

Whole sample 12.69 32.41 38.86 0.13

 
Panel B: Cluster analysis – country specific factors 

Cluster 

Outside 
directors 

rights 

Legal 
Enforcement 

Importance of 
Equity 
Market 

Ownership 
Concentration 

Distance Local 
GAAP-IFRS 

Weak Institutions 2.57 8.03 8.22 0.38 1.00

Strong Institutions 4.17 9.50 22.01 0.22 0.31

Whole sample 3.50 8.89 16.28 0.28 0.62

 
Panel C: Country descriptives 

Country 
Strong 
Institution 

Spain 0 
France 0 
United Kingdom 1 
Ireland 1 
Italy 0 
Netherland 1 
Norway 1 
Poland 0 
Sweden 1 

 
Table 2: Panel A presents the result of the cluster analysis on four firm specific variables: size, foreign sales, 
closely held shares and foreign listing. All data are collected from the Worldscope database. Panels B and C 
present the result of the cluster analysis based on five country specific variables: quality of legal enforcement, 
outside directors’ right index, importance of the equity market, ownership concentration and distance between 
local GAAP and IFRS. All variables are taken from Leuz et al. (2003) and Bae et al. (2008). The cluster 
analysis results in two groups labeled “Weak institutions” and “Strong institutions” respectively. The dummy 
variable “Strong institutions” is coded 1 if the firm belongs to a country labeled as “Strong institutions”, zero 
otherwise.  
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Table 3: Relative value relevance of IFRS earnings and book values 

Panel A - Price Model Local GAAP June 2005 IFRS June 2005 
  b/t b/t 

EPSLocal 3.019***

  (4.179)

BVPSLocal 0.602***

  (5.128)

EPSIFRS 5.022***

  (8.598)

BVPSIFRS 0.133***

 (4.954)
Industry and Country Fixed Effects  Included  Included 

Number of observations 1735 1735
F 43.916 37.364
Prob>F 0.000 0.000
R-squared 0.683 0.673
Adjusted R-squared 0.676 0.667

 

Panel B – Return Model  Local GAAP June 2005  IFRS June 2006 
  b/t b/t 

EPSLocal/P 0.199***

  (4.244)

ΔEPSLocal/P 0.268***

  (3.474)

EPSIFRS/P  0.120***

   (2.638)

ΔEPSIFRS/P  0.159**

   (2.301)
Industry and Country Fixed Effects Included Included

Number of observations 1735 1735
F 7.631 6.267
Prob>F 0.000 0.000
R-squared 0.183 0.102
Adjusted R-squared 0.165 0.084

 
Table 3: Two regression models, with Pj,t (Share price 6 months into the transition period) as the dependent 
variable (Panel A) and two regression models with Rj,t. (One year return for the period ending 6 months after 
the end of the fiscal year) as the dependent variable (Panel B). The sample consists of publicly traded 
European firms with total assets of over €10 million, which transitioned from Local GAAP to IFRS in the 
2004-2005 periods. BVPSLocal = the book value of owners' equity per share calculated under Local GAAP for 
firm j at time t. EPSLocal = the earnings per share calculated under Local GAAP for firm j at time t. BVPSIFRS = 
the book value of owners' equity per share calculated under IFRS for firm j at time t. EPSIFRS = the earnings 
per share calculated under IFRS for firm j at time t. BVPSIFRS-Local = the difference between IFRS and Local 
GAAP book value of owners' equity per share for firm j at time t. EPSIFRS-Local = the difference between IFRS 
and Local GAAP earnings per share for firm j at time t. ΔEPSLocal isthe change in earnings per share under 
Local GAAP. ΔEPSIFRS isthe change in earnings per share under IFRS. P is the price per share at the 
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beginning of the fiscal year.  *, ** and *** represent significance at 10%, 5% and 1% levels respectively. 
Industry and Country dummies are included. All data were collected from the Datastream database. 

 



Table 4: Value relevance of IFRS earnings and earnings reconciliations 
Incremental value relevance and Firm Specific Incentives 

Panel A – Price Model All Firms 
International 

Firms Local Firms 
  b/t b/t b/t 

EPSLocal 3.857*** 3.665*** 4.009***

  (5.383)  (4.279)  (3.884)
BVPSLocal 0.460*** 0.580*** 0.438**

  (3.846)  (4.758)  (2.580)
EPSIFRS-Local 3.620*** 1.855 4.090***

  (5.245)  (1.052)  (5.769)
BVPSIFRS-Local 0.029 0.011 0.031

  (1.383)  (0.550)  (1.080)
Industry and Country Fixed Effects  Included Included Included

Number of observations 1735 652 1083
F 45.651 28.099 27.077
Prob>F 0.000 0.000 0.000
R-squared 0.716 0.782 0.686
Adjusted R-squared 0.710 0.769 0.676

 

Panel B – Return Model  All firms 
International 

firms 
Local Firms 

  b/t b/t b/t 

EPSLocal/P 0.211*** 0.171** 0.249***

  (4.487)  (2.298)  (4.098)
EPSIFRS-Local/P 0.229** 0.217 0.259**

  (2.385)  (1.236)  (2.241)
ΔEPSLocal/P 0.274*** 0.397*** 0.212**

  (3.547)  (2.914)  (2.322)
Industry and Country Fixed Effects Included Included Included
Number of observations 1735 652 1083
F 7.643 3.86 8.575
Prob>F 0.000 0.000 0.000
R-squared 0.186 0.173 0.231
Adjusted R-squared 0.168 0.124 0.204

 
Table 4: Two regression models, with Pj,t (Share price 6 months into the transition period) as the dependent 
variable (Panel A) and Rj,t (One year return for the period ending 6 months into the transition period) as the 
dependent variable (Panel B). The sample consists of publicly traded European firms with total assets of over 
€10 million, which transitioned from Local GAAP to IFRS in the 2004-2005 periods. The sample is divided in 
two subsamples: “International Firms” and “Local Firms”, following the cluster analysis presented in Table 2. 
The third regression modelsare estimated separately for the full sample and each of the subsamples. BVPSLocal 
= the book value of owners' equity per share calculated under Local GAAP for firm j at time t. EPSLocal = the 
earnings per share calculated under Local GAAP for firm j at time t. BVPSIFRS = the book value of owners' 
equity per share calculated under IFRS for firm j at time t. EPSIFRS = the earnings per share calculated under 
IFRS for firm j at time t. BVPSIFRS-Local = the difference between IFRS and Local GAAP book value of 
owners' equity per share for firm j at time t. EPSIFRS-Local = the difference between IFRS and Local GAAP 
earnings per share for firm j at time t. ΔEPSLocal isthe change in earnings per share under Local GAAP. P is the 
price per share at the beginning of the fiscal year. Industry and Country dummies are included. *, ** and *** 
represent significance at 10%, 5% and 1% levels respectively. All data were collected from the Datastream 
database. 
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Table 5: Value relevance of IFRS earnings and earnings reconciliations 
Role of Institutions 

Panel A - Price Model All Firms 
International 

Firms Local Firms
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  b/t b/t b/t

Strong institutions -8.206*** -7.691*** -7.983***

 (7.318) (5.138) (5.112)
EPSLocal 4.147*** 3.691*** 4.294***

 (5.697) (4.176) (4.122)
EPSIFRS-Local 4.123*** 1.320 4.716***

 (5.352) (0.727) (6.011)
EPSIFRS-Local x Strong Institutions -2.257*** -0.167 -2.475***

 (2.938) (0.075) (2.876)
BVPSLocal 0.471*** 0.673*** 0.454**

 (3.644) (5.139) (2.364)
BVPSIFRS-Local 0.114 1.029 0.094

 (0.800) (1.359) (0.472)
BVPSIFRS-Local x Strong Institution -0.095 -1.024 -0.078

 (0.665) (1.351) (0.404)
Industry dummies  Included Included Included
Number of observations 1735 652 1083
F 34.117 24.156 25.194
Prob>F 0.000 0.000 0.000
R-square 0.701 0.777 0.669
Adjusted R-square 0.696 0.766 0.660

 

Panel B - Return Model All Firms 
International 

Firms Local Firms
  b/t b/t b/t 

EPSLocal/P 0.183*** 0.176** 0.290***

 (3.762) (2.362) (5.522)
EPSIFRS-Local/P 0.261* 0.237 0.445**

 (1.748) (1.169) (2.432)
EPSIFRS-Local/P x Strong Institution -0.093 0.287 -0.556**

 (0.435) (0.863) (2.150)
ΔEPSLocal/P 0.352*** 0.216* 0.187**

 (4.217) (1.812) (2.393)
Strong Institution 0.023*** 0.012 0.039***

 (2.736) (0.903) (3.450)
Industry dummies  Included Included Included
Number of observations 1735 652 1083
F 4.200 2.798 5.376
Prob>F 0.000 0.000 0.000
R-squared 0.083 0.121 0.137
Adjusted R-squared 0.066 0.079 0.113

 
 
Table 5. Two regression models, with Pj,t (Share price 6 months into the transition period) as the dependent 
variable (Panel A) and Rj,t (One year return for the period ending 6 months into the transition period) as the 
dependent variable (Panel B). The sample consists of publicly traded European firms with total assets of over 
€10 million, which transitioned from Local GAAP to IFRS in the 2004-2005 periods. The sample is divided in 
two sub-samples: “International Firms” and “Local Firms”, following the cluster analysis presented in Table 
2. Regression is estimated separately for the full sample and each of the subsamples. BVPSLocal = the book 
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value of owners' equity per share calculated under Local GAAP for firm j at time t. EPSLocal = the earnings per 
share calculated under Local GAAP for firm j at time t. BVPSIFRS = the book value of owners' equity per share 
calculated under IFRS for firm j at time t. EPSIFRS = the earnings per share calculated under IFRS for firm j at 
time t. BVPSIFRS-Local = the difference between IFRS and Local GAAP book value of owners' equity per share 
for firm j at time t. EPSIFRS-Local = the difference between IFRS and Local GAAP earnings per share for firm j 
at time t. ΔEPSLocal isthe change in earnings per share under Local GAAP. P is the price per share for firm j at 
time t-1. “Strong Institution” is a dummy variable coded 1 if the country belongs to the cluster two of the 
cluster analysis of Table 2, and 0 otherwise. Industry dummies are included. *, ** and *** represent 
significance at 10%, 5% and 1% levels respectively. All data were collected from the Datastream database. 
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