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ABSTRACT

This study examines whether the convergence of International Financial Reporting Standards (IFRS) is
associated with higher accounting quality for Sri Lankan firms using a sample of 157 firms listed in
Colombo Stock Exchange (CSE). The companies listed in CSE were mandated to adopt IFRS converged
SLFRS in preparation of their financial statements with effect from 01 of January 2012. Prior to the full
convergence of IFRS, Sri Lankan firms reported under Sri Lankan Accounting Standards (SLAS). Thus,
this study compares several measures of accounting quality for Sri Lankan firms under two reporting
regime to identify the improvement of accounting quality in post IFRS convergence. Following prior
studies, this study uses eight individual measures of accounting quality related to earnings smoothing,
managing towards earnings targets, timely loss recognition and value relevance. Firms are said to have
improved accounting quality if they display lower levels of earnings smoothing, less management towards
earnings targets, more timely loss recognition and higher levels of value relevance. The general results
indicate that general, accounting quality of Sri Lankan firms is improved after fully convergence of IFRS
in terms of displaying less management towards earnings targets and more timeliness of loss recognition.
However, there is no evidence on improvement of accounting quality as been improved with regards to
reducing earnings smoothing and improving value relevance. In addition, the results of this study revealed
that earning smoothing has increased significantly following convergence of IFRS. Further, the value
relevance of accounting numbers is very low under SLFRS.
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1. Introduction

IFRS are globally accepted high quality a single set of accounting standards developed by International
Accounting Standards Board (IASB), which is formerly known as International Accounting Standards
Committee (IASC). The primary objective of IFRS is to reduce information asymmetries between
countries (Barth ef al., 2008) and different users of the financial statements, primarily investors (Haller et
al., 2009). Many studies investigating consequences of IFRS adoption have revealed that the accounting
quality under IFRS is higher than that of under Local Accounting Standards. (Ball et al., 2003; Barth et al.,
2008; Capkun et al., 2008). When the quality of financial statements is increased, it reduces the
information asymmetries for different users (Street et al. 2000; Tarca, 2004; Ashbaugh et al., 2001; Gordon
et al., 2010). However, whether or not the mandatory IFRS adoption led to a higher accounting quality is
still controversial. Therefore, studies which examine the consequences of IFRS adoption provide an
opportunity to understand how the IFRS are being applied and whether the required disclosures are useful
to investors for equity decision. Currently, though there are number of empirical studies in other countries
(Barth et al., 2008, Ball et al., 2003; Barth et al., 2008; Capkun et al., 2008) which examine the effects of
mandatory IFRS adoption, there are few empirical researches in Sri Lanka in this regards. The purpose of
this study, therefore, is to investigate whether or not the accounting quality of Sri Lankan firm has been
increase following fully convergence of IFRS (in Sri Lanka SLFRS) in 2012.

The application of IFRS could increase the accounting quality if it removes the alternatives and increase
the extent to which accounting measurements reflect the underline economic position and limit
management’s discretion to report accounting amounts that are less reflective of the firm’s economic
position and performance, e.g., by managing earnings. Further, the application of IFRS could enhance the
transparency and comparability of information, consequently the value relevance of information is
increased. Accounting quality could also be increased when adapting IFRS require the firms to recognize
large losses in the period in which they occur rather than deferring them to future periods. A pivotal study
on the voluntary adoption of IFRS was conducted by Barth et al. (2008). They examine whether the
application of IFRS is associated with higher accounting quality than the application of non-US domestic
accounting standards or not for a broad sample of firms in 21 countries. The authors measure accounting
quality in terms of earnings smoothing, managing towards earnings targets, timely recognition of losses
and value relevance. Barth et al. (2008) identified that the indications of better accounting quality are
lower earnings smoothing and management towards earnings targets, more timely recognition of losses and
higher levels of value relevance. The finding of the study reveals that generally firms applying IFRS
exhibit less earnings smoothing, less managing of earnings towards targets, more timely loss recognition
and higher value relevance compared to a matched sample of firms applying domestic standards. There
have been several studies that examined accounting quality following IFRS adoption in terms of reductions
in earnings management. For example, Jeanjean and Stolowy (2008) examined whether firms from the
UK, France and Australia show changes in earnings management (operationalized as the ratio of small
reported profits to small reported losses) post IFRS adoption. Based on data for 2002-2006, they did not
find a reduction in earnings management. In fact, earnings management significantly increased in France.
Similarly, Callao and Jarne (2010) find, based on their study of firms from 11 EU countries using data
from 2003-2006, found that earning management has increased post IFRS adoption. The countries where
earnings management (operationalized in terms of discretionary accruals) has increased the most are
France and the UK. Callao and Jarne (2010) argue that the increase in earnings management observed
might be attributable to additional flexibility and subjectivity that IFRS introduces in the reporting of
certain items compared to local standards.

However, the intention of the application of IFRS is to enhance the true and fair view of the financial
position and financial performance of an enterprise and ensure high degree of transparency comparability
of financial statements. Therefore, it is reasonable to predict that accounting amounts determined in
accordance with IFRS are of higher quality than those determined in accordance with previous Sri Lankan
Accounting standard (SLASs). But, the firm’s regulatory, enforcement, political, economical and
attestation environment also affects accounting quality (Ball, Robin, and Wu, 2003). Even if high quality
reporting standards are adopted, there is still a risk of no improvement in accounting quality may occur
when firms have incentives and opportunities to manipulate their financial statements (Leuz, 2003). For
instance, when there is a weak system of enforcement in a country, then the incentives of firm insiders to
engage in earning manipulation and produce low quality reports may not be constrained (Ball,2001; Ball,
2006). The evidence of prior studies such as Ali and Hwnag (2000), Ball et al. (2000), Leuz et al. (2003),
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Burgstahler, Hail, and Leuz, (2006) suggest that countries where strong enforcement is established produce
high quality financial information compared to weak enforcement countries. Therefore, there may be
systematic differences in the consequences of IFRS adoption in strong enforcement countries and weak
enforcement countries. Thus, it seems that the increase or decrease in accounting quality after IFRS
adoption is depending upon different factors. Specifically, whether IFRS are of higher or low quality than
local standards and the efficiency of enforcement mechanisms.

Another very important aspect that influenced to the national accounting systems, at the accounting
quality, cultural differences. A study conducted by Hope (2003) revealed that financial reporting and
disclosures are affected by culture in which firms operate. According to Finch (2009) culture is “the
collective programming of the mind which distinguishes the members from one human group from
another”. Further, he stated that human group shares its own social norms, consisting of common
characteristics such as value systems. There are huge differences between cultures and reducing such
differences are very difficult and time-consuming process, even in the globalized and integrated economy.
To demonstrate existing cultural differences, Hofstede (2008) in his cross-cultural study categorized
countries according to the cultural differences he observed in his study. According to Hofstede (2008) the
main cultural differences between countries are individualism versus collectivism, large versus small
power distinct, strong versus weak uncertainty avoidance and masculinity versus femininity. These cultural
differences affects, to high extent, financial reporting, and due to this produce differences between
financial statements in different countries. Hence, there is no doubt, that due to those differences in
cultures, the improvement or decline in accounting quality in post IFRS adoption period may not solely be
depend upon whether IFRS are of higher or low quality than Local Accounting Standards.

According to the above argument, it can be noted that whether or not application of IFRS improve the
accounting quality is still in doubt. Because changes in accounting quality may be affected by different
factors, that are not attributable to financial reporting systems, such as political, economical, cultural and
enforcement environment. Even though many prior studies found that there is improvement in accounting
quality in the post IFRS adoption period, these results cannot be generalized to the developing countries,
because most of these studies are based on developed countries such as UK, Germen, France, etc.
Therefore, the following research question will be addressed in this study.

“Does accounting quality improve in term less earning management, timely loss recognition and higher
value relevanceafter full convergence of IFRS in 2012?”

The remainder of this paper is organized as follows. The second section reviews previous studies related to
the IFRS adoption and its consequences in international jurisdictions. Research design and the
methodology are presented in the section three. Results are then discussed, followed by concluding
remarks.

2. Literature Review

Several studies have been conducted to investigate the accounting quality in post IFRS adoption period
using earning management approach. Studies such as Jeanjean and Stolowy (2008) investigate earning
management of the UK, France and Australia following mandatory adoption of IFRS. The proxies that they
used were the ratio of small reported profit to small reported losses. In addition, their study was conducted
based on data for 2002 to 2006. However, they find that earning management has not been reduced under
IFRS. In fact, earning management significantly increase in France. Similarly, Callao and Jarne (2010)
find, based on their study of firms from 11 EU countries using data from 2003-2006, that earnings
management has increased post IFRS adoption. The countries where earnings management
(operationalised in terms of discretionary accruals) has increased the most are France and the UK. Callao
and Jarne (2010) argue that the increase in earnings management observed may be attributable to
additional flexibility and subjectivity that IFRS introduces in the reporting of certain items compared to
local GAAPs.

Ahmed et al. (2012) examined the changes in accounting quality using data from 2002- 2007 from 20
countries that adopted IFRS and 15 countries that did not. Their results indicate that firms that adopt IFRS
exhibit significant increases in income smoothing and aggressive reporting of accruals, and a significant
decrease in timeliness of loss recognition compared to benchmark firms that do not adopt IFRS. However,
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the results do not indicate significant differences across IFRS and benchmark firms in meeting or beating
earnings targets. In line with the explanations provided by Callao and Jarne (2010), Ahmed et al. (2012)
attribute their findings to the greater flexibility and managerial discretion provided by IFRS compared to
domestic GAAP. Ahmed et al. (2012) find that their results primarily hold for firms in strong enforcement
countries. Therefore, the authors argue that the enforcement mechanisms in these countries were not able
to counter the initial effects of greater flexibility in IFRS relative to domestic GAAP.

When the UK firms adopt IFRS mandatorily for the first time in 2005, they had to restate their previous
year’s financial statements according to IFRS guidelines. This was a good opportunity for the researchers
to compares IFRS statement to UK GAAP statements. Horton and Serafein (2009) examine whether the
disclosure of these IFRS reconciliation adjustments to previously disclosed UK GAAP accounts have
information content. The evidence indicated that differences in earnings per share between UK GAAP and
IFRS figures for the prior year’s accounts are positively and significantly associated with share price,
indicating that investors find the reconciliations value relevant. Further analysis reveals that the values of
the positive reconciliation adjustments are significantly associated with share prices even before the date
the reconciliations are disclosed to investors through the first set of IFRS financial statements. In contrast,
the negative reconciliation adjustments are associated with share prices only after the reconciliations are
disclosed. The authors argue that this is consistent with the premise that managers communicate good news
even prior to [FRS adoption, as opposed to bad news which was revealed only after the firm adopted IFRS.
Thus, IFRS appears to provide a medium through which negative information is revealed more reliably to
investors.

A recent study that carries out a pre-post [FRS adoption comparison of accounting quality is done by Chen,
Tang, Jiang and Lin (2010). Their sample includes publicly listed companies in 15 member states in the
EU. Accounting quality is measured in terms of earnings smoothing, management towards earnings targets,
and magnitude of absolute discretionary accruals, accruals quality and timely loss recognition. Data for the
pre- adoption period is collected from 2000-2004 while the IFRS period includes 2005- 2007. The results
provide some evidence of improvements in accounting quality. That is, post IFRS adoption there is
evidence of less managing earnings toward a target, a lower magnitude of absolute discretionary accruals
and higher accruals quality. However, the results also indicate higher levels of earnings smoothing and less
timely recognition of losses in the IFRS adoption period.

A study focusing purely on accounting quality of UK firms post IFRS adoption is latridis (2010). His
sample excludes financial institutions and consists of 241 firms listed on the LSE. The results revealed that
firms report less smooth accounting numbers, more timely recognition of losses and a lower frequency of
small profits post IFRS adoption, which is indicative of less earnings management. In addition, based on
regressions of accounting numbers and market measures (such as share price and returns) the author finds
that the IFRS amounts are more value relevant than UK GAAP amounts. The author states that his findings
show that the implementation of IFRS has reduced the scope for earnings management, is related to more
timely loss recognition and more value relevant accounting measures. However, the sample period of this
study is limited to 2004 for the pre-adoption period and 2005 for the post- adoption period that undermines
the reliability of the results. In addition, this study excludes firms from the financials industry that limits
the generalizability of the results given that a high percentage of firms on the LSE are from the financials
industry.

Aubert and Grudnitski (2011) investigate the impact of IFRS adoption by identifying significant
differences in return on assets (ROA) amounts for firms calculated under local accounting standards and
restated IFRS figures for the 2004 financial year (as stated in the 2005 annual reports). The evidence shows
significant differences between ROA under local accounting standards and IFRS figures for firms from
Belgium, Finland, France, Germany, the Netherlands, Norway, Sweden, Switzerland and the UK. However
the authors did not find any evidence that IFRS earnings numbers are more value relevant or timely
compared to local standards, indicating that while mandatory IFRS adoption may have an impact on firm
reporting numbers, these changes may not necessarily translate to more informative and high quality
financial reports.

Verriest, Gaeremynck and Thornton (2012) also investigated the IFRS adoption process. Specifically they
examine the association between corporate governance strength (based on variables such as board

independence, board functioning and audit committee effectiveness) and firms’ compliance and disclosure
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choices made by first- time IFRS adopters. The results indicate considerable diversity in compliance and
disclosure between firms. The evidence shows that firms with stronger governance mechanisms engage in
more transparent IFRS restatements, comply with IFRS more rigorously and provide better disclosure
quality than firms with weaker governance. Thus, the authors highlight the importance of stronger
governance guidelines in promoting higher adoption quality.

Hung and Subramanyam (2007) conducted similar studyusing 80 German firms to compare the effect of
IFRS adoption on the financial statement to those using German GAAP. They compare the restated
financial statement with the financial statement prepared under IFRS in the adoption year. Results indicate
that the book value calculated using restated financial statement and financial statement under IFRS are
value relevant, but not value relevance for earning. In addition, they found that total assets and book value
are significantly higher under IFRS and there is a higher variability in book value and earnings under
IFRS. Finally, they find that the adoption of IFRS require the firms to recognize larger loss frequently.
When the UK firms adopt IFRS mandatorily for first time in 2005, they had to restate their previous year’s
financial statements according to IFRS guidelines. This was a good opportunity for the researchers to
compares IFRS statement to UK GAAP statements. Horton and Serafein (2009) examined whether the
disclosure of these IFRS reconciliation adjustments to previously disclosed UK GAAP accounts have
information content.The evidence indicated that differences in earnings per share between UK GAAP and
IFRS figures for the prior year’s accounts are positively and significantly associated with share price,
indicating that investors find the reconciliations value relevant. Further analysis reveals that the values of
the positive reconciliation adjustments are significantly associated with share prices even before the date
the reconciliations are disclosed to investors through the first set of IFRS financial statements. In contrast,
the negative reconciliation adjustments are associated with share prices only after the reconciliations are
disclosed. The authors argue that this is consistent with the premise that managers communicate good news
even prior to IFRS adoption, as opposed to bad news which was revealed only after the firm adopted IFRS.
Thus, IFRS appears to provide a medium through which negative information is revealed more reliably to
investors.

Davalle, Onali and Magarini (2010) also investigate whether value relevance (operationalized in terms of
the relationship between accounting numbers and market data) increased after IFRS adoption. Their results
for the overall sample (with firms from Germany, Spain, France, Italy and the UK) indicate that the value
relevance of earnings has increased post IFRS adoption while the value relevance of book value of equity
has decreased. However, further analyses on individual country data provides mixed evidence whereby the
influence of earnings on share price increased in Germany, France and the UK while the influence of book
value of equity decreases in each of the countries excluding the UK. In addition, the authors analyzed
changes in the earning smoothing and timeliness of losses and the results do not provide any evidence that
earnings smoothing has decreased and timeliness of losses increased for firms in any of the sample
countries post IFRS adoption. The authors argue that these results provide evidence that the IASB’s aim to
improve cross-border comparability of financial statements by means of harmonization of accounting
standards and improvements in accounting quality may not have been achieved.

3. Methodology
3.1 Population and Sample

The population of this study is all the companies listed on CSE. As on the 01% of July 2014, there were 292
companies listed on CSE representing 20 business sectors. However, the final sample of the study consists
of 157 companies. Following is the sampling procedures of the study. First, all the companies listed under
Banking, Finance and Insurance industry sector were excluded, since the regulatory and enforcement
mechanisms for these companies are far different from that of for other companies'. Thus, accounting
quality of these companies may be higher than other companies even prior to mandatory adoption of IFRS
(SLFRS). Second, the companies with non-March financial year ending were excluded from the sample.

'Banking, Finance and Insurance companies are govern by specific regulations(i.e. Banking Act no. 30 of
1988, Finance Business Act no 42 of 2011, Finance Leaﬁ‘lng Act no. 56 of 2000 and Insurance Industry Act
no. 42 of 2000) in addition to Company Act no. 07 of 2007, SLFRSs and Listing rules etc. These
additional regulations require these companies to disclose more information and to be more transparent.
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The reason for this is the companies with December financial year ending (non- March) have not prepared
their financial statements for the year of 2014 at the time of this study is conducted. Some analysis
performed in this study required at least two year of data for pre and post IFRS (SLFRS) comparison.
Since IFRS (SLFRS) was mandated in 2012, it is unable to obtain two years of post IFRS (SLFRS)
adoption data for companies with December financial year ending. Third, companies quoted on or after
315t March 2010 were excluded due to the sample period of the study spans from financial year 2009/2010
to 2013/2014. Finally, several companies were excluded from the final sample due to insufficient of data
available over the sample period.

3.1 Data

This study focuses on Sri Lankan firms listed on CSE, because these firms required to report their financial
statements according to IFRS (SLFRS) for financial periods starting from 1% January 2012. The data
collected for this study covers the time period from 2009 to 2014. The names of all the companies listed on
the CSE, along with their quoted date, industry sector, market capitalization were obtained from the CSE
website. Annual reports and stock market data for these firms were also obtained from the CSE. All
accounting data such as Turnover, Net profit, Total assets, Total Liabilities, Cash flow from operating
activities, no. of Ordinary shares and Book value of equity were collected manually referring annual
reports of each companies for the five years. This is ended up with 785 firms-year observations (157 firms
into five years) of which 471 firms-year observations under SLAS reporting and 314 firms- year
observations under IFRS (SLFRS) reporting. The pre-post IFRS comparison was carried out pooling these
observations under SLAS and IFRS (SLFRS) separately.

3.2 Hypotheses Development
3.2.1 Accounting Quality

Accounting quality is a vague concept and has no clear definition. But previous researches have
established several mechanisms for measuring accounting quality such as earning management, timely loss
recognition and value relevance. In line with previous empirical studies such Lang et al. (2003), Lang et al.
(2006), Barth et al. (2008), and Paananen and Lin (2009), this study will operationalize accounting quality
in term of earning management, timely loss recognition and value relevance.

3.2.1.1 Earning Management

Earning management or earnings smoothing can be defined as under-reporting or over-reporting of
earnings using discretionary accruals to reduce earnings volatility over the time (Dye 1988; Goel and
Thakor 2003; Arya, Glover and Sunder 2003). Some studies argue that earning management has been
reduced in the post IFRS adoption period so that earning quality is improved. Studies suggesting that the
adoption of IFRS gains significant improvement in earning quality often depend on the idea that IFRS are,
perhaps, more principle based than local accounting standards. Therefore, the financial statements prepared
applying IFRS are providing more transparent and realistic information that reflect the firm’s underline
economic position than those under local accounting standards. For example, most of the assets and
liabilities are measured at fair value under IFRS, which may better reflect real economic value of the assets
and liabilities. However, the prediction about firm’s assets depends on whether the assets are marketable or
have an active market (Linsmeier 2013). In addition, the IASB has taken steps, in developing IFRS, to
reduced alternative accounting treatments and to require accounting measurement that better reflect the
firm’s real economic position and performance and that limit managements’ opportunistic decision in
determining accounting amounts (Barth et al. 2008) and this in turn improve the earning quality. Therefore,
based on these argument following hypothesis is developed.

H;: Earning management of Sri Lankan firms has been decreased significantly after the full
convergence of IFRS

3.2.1.2 Timely Loss Recognition

Timely loss recognition refers to the incremental timeliness of recognizing losses than profits into
accounting earnings, which results from higher verifiability threshold of gain recognition than of loss
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recognition (Basu 1997; Watts 2003). Recognition of losses is considered timely if they are included in the
financial statements as they occur instead of being spread over multiple future periods. Chen, Tang, Jiang
and Ling (2010) conducted a study comparing accounting quality in pre and post IFRS adoption period.
They have operationalized the accounting quality in term of absolute discretionary accruals, accruals
quality and timely loss recognition. Data for the pre- adoption period is collected from 2000-2004 while
the IFRS period includes 2005- 2007. The result of this study is indicative of improvement in accounting
quality. They find that firms exhibit less earning management and more timely loss recognition in post
IFRS adoption period. This is result also consistent with Barth et al. (2008). Firms’ may tend to recognize
large negative earning frequently under IFRS because IFRS are principle-based accounting standards that
require insiders to recognize losses of any magnitude exactly in the period in which they occurred.
Therefore, it is reasonable to predict that firms tend to recognize more losses under IFRS. Accordingly,
following hypothesis is developed.

H,: Sri Lankan firms have reported large negative earnings after full convergence of IFRS than before

full convergence of IFRS

3.2.1.3 Value Relevance

There have been several studies, which focus on value relevance of accounting amounts after mandatory
adoption of IFRS. These include Goodwin, Ahmed and Heaney (2008) and Ahmed and Goodwin (2006)
from Australia; Gjerde, Knivsfla and Saettem (2008) from Norway; Horton and Serafeim (2009) and
Christensen, Lee, and Walker (2007) from UK. There are also some studies focuses on multiple countries
IFRS adoption and value relevance. For example, Capkun, Cazavan-Jeny, Jeanjean and Weiss (2007) for
7EU countries; and Wang (2008) for 14 EU countries find that no incremental value relevance under IFRS
adoption. Studies conducted by Christensen, Lee, and Walker (2007) and Horton and Serafeim (2009) find
that UK firms exhibit incremental price relevance under IFRS. Another study conducted by Capkunet. al.
(2007) reveal IFRS financial statement convey more value relevant information relative to local UK
GAAP. Wang (2008) observe the return and net income reconciliation under IFRS and find that is once
again consistent with incremental value relevance for IFRS. All of the studies focus on mandatory IFRS
adoption use incremental value relevance approach. The reason is that incremental value relevance
approach test whether IFRS information has incremental explanatory power for share price. However, most
of the previous empirical studies suggest that [FRS amounts are highly value relevant. Thus, following
hypothesis are formulated.

H;: Financial information of Sri Lankan firms is highly value relevant under IFRS

Based on the above discussion, it can be concluded that mandatory adoption of IFRS resulted in less
earning management, more timely loss recognition and higher value relevance. Except few studies, all
other studies are consistent with these findings. Therefore, in line with previous studies the last hypothesis
is derived as follows.

H: Post IFRS) accounting quality of Sri Lankan firms is higher due to less earning management, more

timely loss recognition and higher value relevance.

3.3 Research Model

As previously mentioned, the main objective of this study is to investigate whether or not mandatory IFRS
adoption improve the accounting quality of Sri Lankan Firms. In line with previous studies, the accounting
quality is measured in term of earning management, timely loss recognition and value relevance.
Therefore, this study uses multivariate analysis based on following model.

Accounting Quality = f (IFRS Adoption, firm level control variable)
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3.6.1 Earning management measures

This study uses four earning management metrics where three of them are for earning smoothing and one
is for managing towards earning targets. The first earnings smoothing metric is the variability of the
change in net income (ANI) used in previous studies such as Lang et al. (2005), Barth et al. (2006), Barth
et al. (2008), Paananen and Lin (2009), Chen et al. (2010). Earnings smoothing is indicated by a smaller
variance in the ANI variable. However, the variance of changes in net income is affected by a several firm
level factors that are not attributable to earnings smoothing. Therefore, this metric of earnings smoothing is
based on the residual from the following equation of ANI on control variables:

ANlit =ap+t alSIZEit + azGROWTHit + a3E]SSUEl-t + a4LEVl-t + aSDISSUEit + a6TURNit + a7OCFit
+ aSAUDlt + a9CLOSElt + 8lt ..................... (1)

Where:

Size (SIZE) = Natural logarithm of book value of total assets at the end of the
financial year

Growth (GROWTH) = Annual percentage change in sales at the end of the financial year

Equity Issue (EISSUE) = Annual percentage change in book value of equity at the end of the
financial year

Leverage (LEV) = Annual percentage change in book value of equity at the end of the
financial year

Debt Issue (DISSUE) = Annual percentage change total liabilities at the end of the financial
year

Turnover (TURN) = Annual sales scaled by total assets at the end of the financial year

Cash flows (OCF) = Annual net cash flow from operating activities scaled by total assets at
the end of the financial year

Auditor (AUD) = Indicator variable is set to one if the firm’s auditor
PricewaterhouseCoopers, KPMG and Ernst & Young and zero
otherwise

Closely Held shares (CLOSE) =  Percentage of closely held shares of the firm at the of the financial year

The second metric of earnings smoothing is constructed as the ratio of the variability of ANI divide by
change in operating cash flows (AOCF). The change in net income (ANI) is divided by change operating
cash flow (AOCF) since firms with more volatile cash flows tend to have more volatile earnings. If
managers use discretionary accruals to smooth earnings, then the variability of earnings should be lower
than the variability cash flows. Since the change in operating cash flows can be affected by other factors
not related to earnings smoothing, AOCF is first regress with control variables.

AOCF;, = ay + aySIZE;, + a,GROWTH;, + aEISSUE;, + a4LEV,, + asDISSUE,, + azTURN;, +
070CF;, + 0gAUD;, + agCLOSE ; + &}peveccveersvercec )

Third earnings smoothing metric of this study is based on the Spearman correlation between accruals
(ACC) and cash flows (OCF). Insiders may use their accounting discretion to conceal significant changes
in a firm’s operating cash flows by the early reporting of future revenues or delaying the reporting of
current expenses to conceal poor current performance. They may also wish to hide stronger than expected
current performance to create a buffer for the future (Leuz et al., 2003). Accruals and cash flows generally
have a negative correlation, however, a larger negative correlation indicates earnings smoothing as
managers react to poor cash flows by increasing accruals or concealing better than expected performance
by decreasing accruals (Land and Lang, 2002; Drake et al., 2009). Same as with equation (1) and (2), the
residuals for equation (03) and (04) are derived. These residuals were named as OCF* and ACC*
respectively.
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OCF,,

agAUD

= ag + oSIZE;; + ayGROWTH;; + a3EISSUE;, + o4LEV;, + asDISSUE;, + asTURN; +

it T OQCLOSE ;f + €jpeuuiiiiiiiiiiiiie, 3)

ACCit =0yt OL1S]ZEit + OCZGROWTHl-t + a:;,E]SSUEit +t oyLEV;, + OCSD[SSUEit + agTURN;, +
0(8/1 UDlt + OL9CLOSEU + glt ....................................... (4)

The forth earning management measure is managing earning towards targets. Therefore, in this metric of
earning management, it assesses the firms’ tendency to manage earning towards target that is towards small
positive net income. Following Burgstahler and Dichev (1997) ‘small positive net incomes’ is defined to be
where net income scaled by total assets is between 0 and 0.01. A firm’s tendency to report small positive
earnings could be affected by a variety of factors unrelated to earnings management. Accordingly, instead
of directly comparing the frequency of small positive net incomes between IFRS (SLFRS) and SLAS, this
study uses the following pooled regression:

IFRS (0,1);, = oy + a;SPOS;, + 05SIZE;; + a3GROWTH,, + a4EISSUE;, +asLEV;, + acDISSUE;, +
a7TURN;, + agOCF;, +agAUD;, + G (qCLOSE j; 450t oo (05)

In here, IFRS (0,1) is an indicator variable, which is given a value of one for observations under IFRS and
zero for observations under SLAS. SPOS is an indicator variable set to one for observations where annual
net income scaled by total assets is between 0 and 0.01 and zero otherwise (Lang et al., 2003). A negative
coefficient for SPOS indicates that there is a lower frequency of small positive net incomes under IFRS
compared to SLAS, therefore demonstrating better accounting quality.

3.6.3 Timely Loss Recognition measures

When a firm earns large negative losses, it is important to recognize such losses as they occur rather than
deferring into multiple periods because it provides investors with more value relevant information and
managers are forced to stem the losses faster (Ball and Shivakumar 2005). Therefore, this study
investigates whether the firms recognize large losses as they incur. This study operationalized large losses
(LNEG) as observation when annual net income scaled by total assets is less than -0.2 value of one is
assigned and zero otherwise. A higher frequency of LNEG is indicative of better accounting quality as it
shows that managers are recognizing large losses in the period in which it occur. The firm’s likelihood of
recognizing large losses as they occur may be depend upon several factors not attributable to earning
management. Therefore, instead of comparing frequency of large losses (LENG) between pre and post
IFRS period, timely loss recognition is measured as the coefficient of LENG variable from following
equation (6), which is also included control variable.

IFRS (0,1);, = ay + a;LENG,, + a,SIZE;, + a3GROWTH,, + a EISSUE;+asLEV;, + a,DISSUE,, +
a7TURN;, + agOCF ;, +agAUD;, + 0.1 gCLOSE y + Cif .occccccceiverscversccessciseesseessseesseeee (06)

In above equation, IFRS (0,1) is an indicator variable, which is given a value of one for observation under
IFRS (SLFRS) and zero for observations under SLAS. LNEG is an indicator variable set to one for
observations where annual net income scaled by total assets is less than -0.2 and zero otherwise.
Accordingly, a positive coefficient for LNEG suggests that firms recognize large losses more frequently
under IFRS compared to SLAS, and they therefore have better accounting quality.

3.6.4 Value Relevance measures

This study includes three measures of value relevance. First, value relevance measure is based on the
association (adjusted R ) from a regression of share prices on earnings and book value of equity derived
from Ohlson (1995).Firms with superior accounting quality are expected to exhibit higher association
between share prices and earnings because higher quality earnings should better reflects a firm’s
underlying economics (Ali and Hwang, 2000). Share price (P), is first regressed on industry indicator
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variable in order to control for mean differences in share price across industries. The residuals from this
regression (MVPS*) are then regressed on book value of equity per share (BVPS) and net income per
share (NIPS). Share price (MVPS) used in this study is the price of shares three months after financial
year-end. The reason for this is that financial statements (annual reports) of firms are made available for
thg public mostly after three months time. Thus, the first value relevance measure is based in the adjusted
R from equation (7).

*

MVPS ;= oyt a;BVEPS;+ a,NIPS;, + &, (7)

A higher adjusted R?indicates that there is a closer association between earnings and share prices, therefore
greater usefulness of financial information to users. Thus, a higher adjusted R? is indicative of better
accounting quality.

Second and third value relevance metric of this study is based on the explanatory power (adjusted R?) from
regressions of net income on annual stock return. Following Barth ef al. (2007) earning and return
relationship is calculated separately for the firms with positive and negative returns. This is because the
firm are divided into to two categorize as good new firms and bad new firms. Then, taking earning as
dependent variable two reverse regressions were estimated for good news and bad news firms separately.
Same as the equation (07), earning, measured as net income per share divided by share price at beginning
of the year (NIPS/P), is first regressed on industry indicator variable to control for mean difference across
industries. The residual from this regression is named as [NIPS/P]* and which is then regress on annual
stock return (RETURN). Following Lang, Raedy, and Wilson (2006) and Barth, Landsman, and Lang
(2008), annual stock return (RETURN)is measuredas the natural logarithm of the ratio of stock price three
months after fiscal year end to stock price nine months before fiscal year end, adjusted for dividends.
*

[NIPS/P] =0+ 0 RETURN  (HE oo (8)

As with previous equation (07), thispregression was estimated separately for pre adoption and post
adoption periods. A higher adjusted R indicates that there is a closer association between earnings and
return, therefore greater usefulness of financial information to users. Thus, a higher adjusted R? is
indicative of better accounting quality.
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4. Result and Discussion
4.1 Descriptive Statistics

Table 4.1 presents the descriptive statistics for all variables that pooled over sample period from 2010 to
2014.

Table 4.1: Descriptive statistics for test and control variables

Mean Median Maximum Minimum Std. Dev. Obser.

Test Variables

ANI 0.014 0.011 0.131 -0.095 0.054 785
AOCF 0.011 0.013 0.201 -0.191 0.092 785
ACC 0.006 0.000 0.195 -0.140 0.080 785
OCF 0.056 0.053 0.244 -0.114 0.086 785
SPOS 0.084 0.000 1.000 0.000 0.278 785
LNEG 0.029 0.000 1.000 0.000 0.169 785
RETURN | 0.050 0.085 1.859 -2.029 0.905 785
NIPS/P 0.117 0.061 0.706 -0.085 0.182 783
MVPS 199.628 70.500 1,300.000 4.900 332.981 785
BVPS 143.082 53.578 777.975 2.242 210.785 785
NIPS 12.975 4.112 79.375 -3.375 20.821 785

Control Variables

LEV 0.805 0.577 2919 0.018 0.779 785
GROWTH | 0.178 0.133 1.085 -0.360 0.328 785
EISSUE 0.186 0.106 0.962 -0.193 0.275 785
DISSUE 0.219 0.090 1.845 -0.447 0.530 785
TURN 0.787 0.635 2.392 0.046 0.655 785
SIZE 9.401 9.430 10.530 8.024 0.662 785
OCF 0.056 0.053 0.244 -0.114 0.086 785
ADU 0.777 1.000 1.000 0.000 0.416 785
CLOSE 75.886 75.820 99.799 48.668 15.658 785

4.4 Multivariate results and hypotheses testing

Table 4.2 reveals that none of the earnings smoothing metrics supported for H; andHa4. Inconsistent with
the prediction, earning management of SL firms has not decline after mandatory adoption of IFRS
(SLFRS). Instead, earning smoothing has been increased significantly following IFRS (SLFRS) adoption.
However, earning smoothing measured in term of correlation between accrual and cash flow has been
decreased, but it is not statistically significant. There has been a decrease in managing towards earning
targets measured in term of frequency of SPOS following IFRS (SLFRS) adoption. In addition, SL firms
exhibit more timely loss recognition under IFRS (SLFRS) compared to SLAS. Therefore, H, and H4 are
supported by both of these accounting quality measures. Same as earning smoothing measures, none of the
value relevance measures supported for Hsand Hs, indicating lower value relevance of accounting
information under IFRS (SLFRS) compared to SLAS.
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Table 4.2: Summary of the results of accounting quality metrics.

Earning Smoothing Prediction SLAS IFRS Z-scores Hi,Hy4
Variance of ANI* 0.0019  0.0006 4.597® Not supported
Variance of ANI*/AOCF* SLAS <IFRS  2.9691 0.7125  4.131® Not supported
Correlation OCF* and ACC* -0.6995  -0.6749  0.639® Not supported
Managing toward earnings targets _ Prediction Coefficient Wald stat ~ Hi, H4
Frequency of SPOS Negative -0.3534 -3.8599* Supported
Timely loss recognition Prediction SLAS IFRS Wald stat  H>, Hy4
Frequency of LNEG Positive 0.2981 2.9486* Supported
Value relevance Prediction SLAS IFRS Z-scores Hs, Hy
MVPS* and accounting numbers 41.84% 4.78% - Not supported
NIPS/P* and RETURN SLAS < IFRS

Good News 5.16% 1.87% - Not supported
Bad News 2.48% - 0.56%

* Significant at the p<0.001 levels. (a) Significant but contrary to the prediction. (b) Consistent with the
prediction but not statistically significant.

The results of this study are consistent with the results of prior studies on mandatory IFRS adoption such
as Jeanjean and Stolowy (2008) who found that the pervasiveness of earnings management
(operationalized in terms of small loss avoidance) did not decline after the introduction of IFRS in
Australia, France and the UK. Similarly, Callao and Jarne (2010) fond that earnings management in terms
of the level of discretionary accruals has increased in the UK post IFRS adoption. The results of this is also
Consistent with Chen et al. (2010) who looked at listed firms in 15 EU member states and find that
earnings smoothing in terms of the variance of ANI* increased after the adoption of IFRS. However,
inconsistent with the results of this study the authors find that timeliness of loss recognition
operationalized in terms of the frequency of LNEG decreased post IFRS adoption. Present study finds that
significant increase in timeliness of loss recognition in SL firms post IFRS (SLFRS) adoption.

The part of finding of this study are similar to that of Devalle et al. (2010) who did not find a reduction in
earnings smoothing (Variance of ANI*), while other part of findings are not similar because Devalle et al.
(2010) find that a decrease in the timeliness of loss recognition (LNEG) for firms from the UK, Germany,
Italy, France and Spain post IFRS adoption. Likewise, Ahmed et al. (2012) examined the accounting
quality of firms from 20 countries including the UK. The authors found that income smoothing
(operationalized in terms of variance of ANI*, variance of ANI*/AOCF*, correlation between OCF* and
ACC*) increased post IFRS adoption. The results of Ahmed et al. (2012) also reveal that the timeliness of
loss recognition decreased post IFRS adoption. The results of the present study for the management
towards earnings targets supports & H4 and H; are consistent with Chen et al. (2010) because they find a
reduction in the frequency of small positive net incomes (SPOS) post IFRS adoption. In addition, the
results for all three measures of value relevance in this study revealed that there is no closer association
between accounting numbers and market measures under IFRS (SLFRS). Therefore, The findings related
to value relevance measures of this study are inconsistent with most of prior studies such as Devalle et al.
(2010), Iatridis (2010), Samarasekara (2013), report that the influence of earnings and book value of equity
on market measures such as share price and returns increased in the UK post IFRS adoption.
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5 Conclusion

The results for the full sample of 157 firms provided evidence of less managing towards earnings targets
and more timely loss recognition for SL firms after full convergence of IFRS. However, the results did not
show reductions in earnings smoothing or improved value relevance following convergence of IFRS. This
implies that while there are benefits of applying IFRS (SLFRS) to SL firms, these benefits are not
consistent across all aspects of accounting quality. The results for five out of eight measures of accounting
quality used in this study did not show improvement in accounting quality following full convergence of
IFRS because of several reasons, First, this study considered two years under IFRS (SLFRS) and during
this immediate years following IFRS convergence accounting quality of the firms may not improved from
all the aspect as firms need some time to understand and implement the IFRS. Second, the regulation and
enforcement mechanism may not stronger enough, compared countries like UK, Germany and France, to
force the firms to apply IFRS (SLFRS) genuinely to achieve expected benefit. Furthermore, each of the
measures that are used in this thesis captures different aspects of accounting quality and it is reasonable to
assume that the effect of IFRS (SLFRS) on each of these measures will not be uniform (Dechow, Ge and
Schrand, 2010). The results for the full sample revealed that despite SLAS being perceived to be of high
quality with few differences with international standards, SL firms benefited from the adoption of IFRS
(SLFRS) through improvements in certain aspects of accounting quality, such as reductions in managing
towards earnings targets and improvements in timeliness of loss recognition.
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