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Could IFRS Replace US GAAP?

A Comparison of Earnings Attributes and Informativeness in the US Market

Abstract

We compare various earnings attributes of two accounting standards in one regulatory
environment. We consider all firms that file Form 20-F reconciliations from IFRS to USGAAP
with the SEC for 2004-2006. We find USGAAP and IFRS share many earnings attributes with
two notable exceptions: USGAAP exhibits higher cash persistence and value relevance. Both
IFRS and USGAAP accruals are incrementally informative over cash flows. While USGAAP
net income has incremental informativeness over IFRS earnings and cash flows, the reverse is
not true. USGAAP exhibits higher relative information content. Our results inform US

regulators considering whether to permit, or require, IFRS.
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Could IFRS Replace US GAAP?

A Comparison of Earnings Attributes and Informativeness in the US Market

1. Introduction

United States regulators are currently deliberating whether to permit or require US firms to
prepare primary financial statements using International Financial Reporting Standards (IFRS)
(SEC 2007a).

“We appreciate that the U.S. public capital market has not experienced the co-existence

of two sets of accounting standards for use by U.S. issuers. The Commission is issuing

this Concept Release to gather input on the potential significance and effect of any such
change to investors, issuers and market participants as well as to the accounting

profession in general.” (SEC 2007a, p. 7.)

We are interested in the “potential significance of IFRS versus US GAAP reporting to
investors, issuers and market participants.” Specifically, we examine the quality of IFRS
reported earnings using metrics adapted from the academic literature. As explained in the SEC’s
quote above, US domiciled firms that are listed in the US are currently required to report under
US GAAP. We effectively employ the set of non-US. firms that report both IFRS and US
GAAP earnings and shareholders’ equity in the same year, in the same (US) market to assess the
two standards.

We address two related research questions using a sample of foreign firms that use IFRS
for their financial statements in their home country and files US GAAP reconciliations with the
SEC. First, are IFRS earnings of higher or lower quality than US GAAP Earnings? Second, are

IFRS earnings more or less informative than US GAAP earnings?



Our first research question acknowledges that the relevant measure of earnings quality
depends on the intended/presumed use of financial accounting information, e.g., for valuation,
contracting or other reasons. Rather than limiting our assessment of quality to valuation, we
operationalize earnings quality using a host of measures of earnings attributes that have generally
been associated with quality of financial reporting. We document that US GAAP and IFRS are
not distinguishable using earnings attributes most commonly evaluated in the accounting
literature. This finding is consistent with allowing US firms to report under IFRS or US GAAP.

In response to our second research question, we find that neither US GAAP nor IFRS
exhibit relative value relevance over the other. For our sample period, however, US GAAP
reconciliation remains incrementally informative. Our second research question should be
interpreted with caution since it does not consider alternative non-market uses of accounting
information that should also be relevant in regulatory deliberations.

Our sample of all foreign firms that list in the US and report under IFRS is clearly self-
selected. These firms chose to list in the US, creating a selection problem that might lead to
biased inferences, see Ashbaugh (2000) and Lang, Raedy and Yetman (2006). Nevertheless,
these firms are more likely to be similar to US firms in terms of product market interactions and
investor clientele, see Khanna, Palepu, and Srinivasan (2004) and Bradshaw, Bushee and Miller
(2004), suggesting that they might be the most relevant group of firms from which to draw
inferences applicable to the general population of publicly traded US firms for which the SEC is

currently deliberating whether to permit or require the use of IFRS.

1.1  Contribution
Our paper makes both conceptual and methodological contributions. First, our research

design exploits an international setting where one common regulatory body, the SEC,



announced, well in advance of filing deadlines, that it would carefully review the filings of
financial accounting information under two accounting standards (Nicolaisen 2005). The fiscal
years end 2005 and 2006 provide a one-time setting where U.S.-listed firms provide a matched
pair of IFRS and US GAAP numbers for comparing earnings attributes of IFRS and US GAAP
in a single regulatory environment. Second, while the U.S. literature on incremental value
relevance separate earnings into cash flow and accruals, prior international studies have failed to
do this. We control for the presence of cash flows. Third, based on the FASB and IASB
Conceptual Frameworks, we supplement the growing list of earnings attributes commonly
associated with earnings quality by proposing cash flow predictability and cash flow persistence
as additional earnings attributes. Fourth, as we test for incremental value relevance, we employ
the effect of accounting standards on both the income statement and the balance sheet. We

provide a detailed discussion of these contributions in sequence below.

1.1.1  SEC Review process

Prior international accounting research documents that, in addition to accounting
differences, legal institutions, enforcement, capital structure, and market demand affect the use
of accounting information. This complicates the evaluation of international comparisons of
earnings prepared under different accounting standards. In our setting, this concern that
regulatory regimes are correlated with earnings quality is lessened because all sample firms are
registered with the SEC and the SEC made it known, well in advance, that 2005 and 2006 fiscal

year-end IFRS filings would be subject to review (Nicolaisen 2005). If this SEC review is of as

! See Bhattacharya et al. (2000), Holthausen and Watts (2001), Leuz, Nanda, Wysocki (2003) and Ball and
Shivakumar (2005), among others



high, or higher, quality than the review that foreign regulators in, say Mexico? otherwise would
have done, then all firms in our sample are subject to the same level of scrutiny regarding their
financial reporting under both US GAAP and IFRS. If instead some foreign regulator, say
Switzerland, applies a more stringent regulatory review, then the filings subject to the more
stringent review could be viewed as more credible. The effect of either higher or lower level of
enforcement from a foreign regulator is further mitigated in our research setting because we use
the firm as its own control when we compare earnings prepared under IFRS and earnings
prepared under US GAAP. Nonetheless, the foreign regulators are more likely to review IFRS
earnings than US GAAP reconciliations which could a priori induce a bias towards detecting
higher quality of IFRS earnings than US GAAP earnings, but that runs counter to our findings.
In summary, the SEC review should result in less cross-country variation due to differences in
the level of enforcement.

Since U.S. regulators base decisions on cost-benefit analyses that consider many diverse
financial statement users, our analyses employ a large number of different earnings attributes.
For each of our earnings attributes, we calculate these attributes in two separate cross sectional
analyses, one for US GAAP and another for IFRS. Each firm appears twice, once in each cross-
sectional analysis. Our analysis can therefore be thought of as if it were a comparison of

matched pairs where the firm is used as its own control.

1.1.2 Cash flow and value relevance
We consider many different earnings attributes from the prior literature under IFRS and
US GAAP, including a measure of predictability and persistence of earnings Francis et al.

(2004). Current 1ASB and FASB conceptual frameworks cite cash flows as central to the

2 See Bhattacharya, Daouk, Jorgenson, and Kehr (2000)



objectives of financial reporting (FASB 1978, IASB 2001).®> Corresponding to these objectives,

we introduce two related earnings attributes: predictability and persistence of cash flows.

1.1.3 Incremental value relevance tests

Our incremental value relevance tests consider the simultaneous effect on the income
statement and on the balance sheet. Under International Financial Reporting Standard no. 1
(IFRS 1), first-time adopters of IFRS must reconcile transition net income and shareholders’
equity from the previous basis of accounting to IFRS. For example, a U.K. company that
adopted IFRS in 2005 would provide 2004 and 2005 net income reconciled from UK GAAP to
IFRS, and reconcile beginning 2004 shareholders’ equity from UK GAAP to IFRS. The effect
of adoption has a current year effect on the income statement and a cumulative effect on the
balance sheet. The effect on the balance sheet is the cumulative year effect from previous years
and the cumulative prospective effect of say asset revaluations.

Prior studies on value relevance regress either stock price or stock returns on unexpected
accounting variables. Following Kothari and Zimmerman (1995), we use returns as dependent
variables. One framework for value relevance studies is the Edwards-Bell-Ohlson argument that,
under clean surplus accounting, market prices are based on book value and earnings. It follows
immediately that cumulative dividends are based on levels of earnings and changes in earnings
relative to the previous year. This holds true for any single accounting standard, either US
GAAP or IFRS. However, all firms in our sample disclose two sets of earnings and book value.

In this setting, it is reasonable to think of investors employing a two stage heuristic. First,

® “Financial reporting should provide information to help present and potential investors and creditors and other
users in assessing the amounts, timing, and uncertainty of prospective cash receipts from dividends or interest and
the proceeds from the sale, redemption, or maturity of securities or loans. Since investors' and creditors' cash flows
are related to enterprise cash flows, financial reporting should provide information to help investors, creditors, and



investors estimate market value under both US GAAP and IFRS separately. Second, investors
weigh the two value estimates according to their assessment of various metrics regarding
earnings attributes. Consequently, our value relevance tests include levels of cash flows and
levels of accruals and changes of cash flows and changes of accruals. In our subsequent tests of
the incremental value, relevance of US GAAP over IFRS information employs both levels and
changes for cash flows, IFRS accruals, and the difference between US GAAP and IFRS.

The results of our study should be of interest to regulators, standard-setters, and US
companies. As noted above, the SEC has specifically called for input on the effects of the two
standards. As standard-setters like the IASB or FASB move toward convergence, better
understanding the similarities and differences in the earnings attributes of IFRS and US GAAP
should be of use in decision-making. Finally, this paper has to potential to provide US
companies information regarding the quality of US GAAP versus IFRS earnings should those
firms be given the choice or someday be required to adopt IFRS

The rest of the paper is organized as follows: Section 2 discusses related literature.
Section 3 describes the research design and develops hypotheses. In Section 4, we discuss

sample selection and description. In Section 5, we present results, and Section 6 concludes.

2. Related Literature:
Prior to the wide scale adoption of IFRS, researchers have examined relative information
content of accounting numbers derived under alternative accounting standards. A body of
literature has focused on reconciliations from non-US to US GAAP (SEC Form 20-F, Item 17 or

18). While our study is, in part, designed to provide insight for regulators who may ultimately

others assess the amounts, timing, and uncertainty of prospective net cash inflows to the related enterprise.” (FASB
1973, p. 25).



permit or mandate the use of either IFRS or US GAAP, the literature provides an historical view
of the value relevance of reconciliations. Pownall and Schipper (1999) discuss the body of
research using Form 20-F reconciliation data, observing that prior research documents
differences between US GAAP and both non-US GAAPs and IAS, and offers some evidence that
the differences are value-relevant. For example, Amir, Harris, and Venuti (1993) investigate the
value relevance of reconciling items between domestic and US GAAP earnings and shareholders'
equity using a sample of 101 cross-listed companies during the period 1981-1991. Their results
suggest that the reconciliations are value relevant, both in aggregate and for some specific
components (property revaluations and capitalized goodwill). Harris and Muller (1997),
examining only reconciliations between US GAAP and IAS for 31 companies from 1992 to
1996, provide inconclusive evidence of the usefulness of the reconciliations. They find US
GAAP earnings reconciliation is value relevant and US GAAP is associated more highly with
market measures after controlling for IAS amounts in certain models (market value and returns)
but not all models (per-share).

Taking a different approach, studies that are more recent investigate the properties of
accounting measures for US cross-listed companies. Land and Lang (2002) compare US cross-
listed to non-cross-listed companies using a sample from 1990 through 2001, and find that cross-
listed companies exhibit less earnings smoothing, more timely loss recognition, and more value-
relevance than non-cross-listed companies. Complementing this study, Lang, Raedy and Wilson
(2006) compare US cross-listed companies to US companies. They find that US GAAP
accounting measures of cross-listed firms differ from those of US firms in terms of the time-
series properties of earnings and accruals, and the degree of association between accounting data
and share prices. Taken together, these studies suggest that although the properties of US cross-

listed companies differ from those of non-cross-listed companies, differences in the reporting of



US cross-listed companies and US companies exist even with the reconciliations. As an
example, evidence from these studies suggests that cross-listed firms engage in less earnings
management than non-cross-listed firms, even though they manage earnings more than US firms
do. While these studies compare earnings across firms, our study focuses on earnings attributes
resulting from differences in IFRS and US GAAP accounting standards, rather than across firm
types. Next, we consider the results of studies that compare 1AS to US GAAP.

Research focusing on the properties of accounting information under IAS generally
suggests that IAS reporting produces accounting measures of higher quality when compared to
domestic GAAP, but not US GAAP. Using a sample of 319 IAS reporting companies from 1990
to 2003, Barth, Landsman, and Lang (2006) show that companies using IAS exhibit less earnings
smoothing, more timely loss recognition, and more value-relevance than those applying domestic
(non-US) GAAP. Ashbaugh and Pincus (2001) find that the analysts forecast error of companies
using IAS are smaller than those using domestic GAAP. However, comparing IAS to US GAAP
companies using a sample 428 IAS reporters from 1990 through 2004, Barth, Landsman, Lang,
and Williams (2006) find that 1AS firms exhibit more earnings smoothing, more timely loss
recognition, and a lower association between accounting amounts and share price. For the sub
sample of firms that are cross-listed, they observe similar reporting quality for IAS and US
GAAP measures.

In the context of the current policy debate, the evidence these studies offer is somewhat
limited. First, most companies in these studies adopted IAS voluntarily, producing a self-
selection bias. Prior research shows that profitable, growing companies are more likely to adopt

IFRS.* Inferences from such a sample are likely to be less applicable to a population of

* International Financial Reporting Standards (IFRS) consist of the body of accounting standards issued by the
IASB. The term IFRS is used throughout this paper to refer to the body of standards issued by the International
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companies that are mandated to follow the standards. Second, several studies investigate the
reconciliations from domestic GAAP but these are not being reconsidered by the SEC and
domestic (non-IFRS) GAAP is no longer the primary focus in those countries now requiring
IFRS. Third, since IAS (now IFRS) were revised substantially in the early 2000’s, results from
pre-2002 studies may or may not be generalizable to the present. Consequently, the results of
past studies cannot sufficiently satisfy the demand for evidence relevant to the current debates of
whether or not topermit or require US companies to use IFRS instead of US GAAP..
Additionally, the methodology employed in the international studies often ignores cash
flows. This is especially evident when the cross-country literature is compared with US,
“domestic” information content literature. Ignoring cash flows may be the result of lack of data.
Cash flow data have not been required in all home country jurisdictions, as it is under IFRS.
Nevertheless, for the most part, prior studies ask: “Are (US-based) earnings incrementally
informative above and beyond (non-US) earnings?” and, for the most part, ignore cash flows.
Finally, at a conceptual level, we consider that either IFRS or US GAAP provide higher
information content. That is, we do not assume, a priori, that US GAAP will provide
incremental information relative to IFRS as appears to be the case in prior studies of US GAAP
reconciliations. Our research questions are explored in light of the current regulatory questions.
Consequently, we structure our tests to allow for either US GAAP or IFRS to emerge as the more
value-relevant. Absent conditions where one can empirically test the question “How do
investors interpret IFRS reported by US registrants without a US GAAP reconciliation?”, we
provide indirect evidence regarding the relative information content over a brief window where

two sets of earnings are provided for the same firm, in the same year, in the same regulatory

Accounting Standards Board, and those in-force International Accounting Standards (1ASs) issued by the IASB’s
predecessor, the International Accounting Standards Committee.
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environment.

3. Research Design

In our first set of tests, we examine earnings attributes under IFRS and US GAAP. Our
second set of tests further explores the incremental and relative value relevance of the two
standards.
3.1 Earnings Attributes

We first discuss the earnings attributes that do not refer to market returns and next
discuss those that do.
3.1.1 Accounting-based Earnings Attributes

While there are multiple earnings attributes in the literature, we first follow Francis,
LaFond, Olsson and Schipper (2004) and describe our implementation of their measures of the
attributes below. We adapt our implementations because we are interested in comparing the
earnings attributes of a given set of firms under two accounting standards, denoted by s below,
whereas Francis et. al. (2004) are interested in constructing firm-specific measures of earnings

attributes. In addition, we face different data limitations.®

Accrual Quality

Francis et. al. (2004) use the accrual quality measure proposed in Dechow and Dichev

(2002).  Discretionary current accruals in a period are expected to relate to lagged,

® Due to limitations of US GAAP accounting information required in the 20-F and availability, we are not able to
obtain the same financial statement information under both IFRS and US GAAP as Francis et. al. (2004) use to
calculate some of their attributes. For instance, total current assets are not required to be reported under US GAAP
nor is depreciation.

12



contemporaneous and leading cash receipts and disbursements. The discretionary part of current
accruals is estimated as the residual (g) from the following cross-sectional regression:

ACCS’” =@y, + gol’SCFij’S + gozysCFOj’t’S + gps’SCFOj’t_1 +Vg it
where ACCs; = firm j’s total accrual calculated as net income less cash flows from operations in
year t under standard s, where s is IFRS or US GAAP, CFOj; = cash flows from operations of
company j in year t and subscripts j, t, and s denote firm, year, and accounting standard,
respectively. All variables are divided by the firm’s market value at time t.

Based on the above regressions, we define accrual quality as the standard deviation of the
estimated residuals for each accounting standard, IFRS and US GAAP. We differ from Francis
et. al. (2004) in two respects. First, we note that the dependent variable employed in Dechow
and Dichev (2002) is Working Capital or the firm’s total current accruals measured as (41CA4 -
ACL — ACash + ASTDEBT), where CA is current assets, CL is current liabilities and STDEBT is
debt in current liabilities. In contrast, we use total accruals because measures of working capital
are not uniformly reported under both IFRS and US GAAP. This difference is driven, in part by
the difference in accounting standards, since IFRS defines, but under IAS 1 does not require
separate listing of current assets (IASB 2008b). Second, we scale by total market capitalization
while Francis et. al. scale by the book value of total assets. Two different asset measures (IFRS
and US GAAP) exist for each of our sample firms. Third, we estimate cross-sectional regression
for each accounting standard, s=IFRS, US GAAP, whereas Francis et. al. estimate a time-series

regression for each firm. Parallel to Dechow and Dichev (2002), the standard deviation of the
residuals ( AccrualQuality, = Jazi\?jyt's i) from equation (1) is our measure of accrual quality for

accounting standard s= IFRS, USGAAP.
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Earnings Persistence and Predictability

Persistence is associated with earnings quality because transitory earnings components
are supposed to have been smoothed out, see Penman and Zhang (2002), among others. Our
measures of earnings persistence and earnings predictability are based on the relation between

current and past earnings as follows:
le,j,t = ¢o,s +¢1,les,j,t—1 +Vs,j,t
Where Nls,j; is firm j’s net income in year t under standard s, where s is IFRS or US GAAP.

Variables are divided by the firm’s market value at time t-1.

The estimated coefficient, ¢ 1, measures earnings persistence. The larger (smaller)

values of persistence relate to more (less) persistent earnings. The standard deviation of the
residuals from the equation is interpreted as earnings predictability. Large (small) values of
predictability suggest less (more) predictable earnings.

Francis et. al. (2004) estimate (2) as a time-series regression for each firm and find firm-
specific measures of earnings persistence that vary across firms in their sample. Our earnings
persistence captures only average under any accounting standard. Despite the firm-level
variation in earnings persistence documented in FLOS, our cross-sectional measure is
comparable because our firms reported under both accounting standards and therefore any

difference in average earnings persistence should be due to accounting standards.

Cash Persistence and Predictability

Given that both standards purport to create measures of income that better predict future

cash flows, we generate measures of cash flow persistence and predictability similar to earnings

14



persistence and predictability. Our measures of cash flow persistence and cash flow
predictability are also based on the relation between current cash flows, past earnings where past
earnings is separated into past cash flows and past accruals as follows:
CFO,,  =¢os +$,,CFO; ,  +#, ACC; ,  +V;,¢
where CFOs,j; is firm j’s net income in year t under standard s, where s is IFRS or US GAAP.
All variables are divided by the firm’s market value at time t -1.

The regression assesses the ability of accruals (under the different standards) to aid in the

prediction of current cash flows, controlling for past cash flows. Similar to the earnings-based

measures, the estimated coefficient, ¢ 15, measures cash flow persistence and the standard

deviation of the residuals from the equation is interpreted as cash flow predictability.

Earnings smoothness

Several prior papers — including Trueman and Titman (1988) and Tucker and Zarowin
(2006) — suggest that smoothness is a desirable earnings attribute. Following Leuz, Nanda, and
Wysocki (2003) and Francis et al. (2004), we measure earnings smoothness relative to that of
cash flow from operations. Smoothness is defined as the ratio of the standard deviation of
income before extraordinary items to the standard deviation of cash flows from operations. We
measure smoothness as the cross-sectional measure of earnings smoothness for each accounting
standard. The measure of smoothness is computed as the ratio of the standard deviation of all
company’s net income under either IFRS or US GAAP divided by beginning market values over
the standard deviation of all company’s cash flows from operations divided by beginning market

values. Smoothnesss = 6(Nls;)/c(CFOy).
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3.1.2 Market-based Earnings Attributes

Timeliness and Conservatism

Watts (2003a, 2003b) argues that conservatism in earnings is a desirable property. Kim
and Kross (2005) suggest that increasing accounting conservatism plays a role in the greater
ability of earnings to predict future cash flows. The FASB/IASB conceptual framework project
report lists one of the objectives of financial reporting as meeting capital providers’ interest in
assessing “the entities ability to generate net cash inflows” (FASB-1ASB 2008).

Following Basu (1997), Pope and Walker (1999), Givoly and Hayn (2000) and Francis et.
al. (2004), among others, we use the following regression to obtain measures of timeliness and
conservatism.

NI, ;. =aps o NEG ;, + B RET; + B, NEG, ; e RET; +a,;,

s, j,t S, j,t
where NEG is an indicator variable equally one is RET is negative and zero otherwise. NI is
divided by the firm’s market value at time t -1.

Similar to other earnings attributes, the above equation is estimated separately for each standard,
s.  Our measure of timeliness is the negative adjusted R® from the above regression. Our

measure of Conservatism is the ratio of the coefficient on bad news to the coefficient on good

news = (ﬂl’5+ﬂ2’s)/ﬂlvs. Larger values of timeliness (conservatism) imply more timely

(conservative) earnings.

Relevance
The final earnings attribute we examine is value Relevance. Following FLOS, we
measure value relevance as the negative adjusted R? from the following regression:

RET” =Yo0s t 71s le,j,t + 7, ANI + €

s, ji.t e

16



Large (small) values of Relevance suggest less (more) value relevant earnings. We further
explore and discuss value Relevance in the next section. NI and ANI are divided by the firm’s

market value at time t -1.

3.2 Incremental VValue Relevance

Our next set of tests further explores the Relevance of each standard. Incremental value
relevance tests consider the simultaneous effect on the income statement and on the balance
sheet. As is well-known, adoption of a new standard has a current year effect on the income
statement and, possibly, a cumulative effect on the balance sheet. The effect on the balance
sheet is the cumulative year effect from previous years and the cumulative prospective effect of
say asset revaluations.

One analytical starting point for value relevance studies is the Edwards-Bell-Ohlson
argument that, under clean surplus accounting, market prices are based on book value and
earnings. It follows immediately that cumulative dividends are based on levels of earnings and
changes in earnings relative to the previous year. This holds true for any single accounting
standard, either US GAAP or IFRS. However, all firms in our sample disclose two sets of
earnings and book value of equity. In this setting, it is reasonable to think of investors
employing a two stage heuristic. First, investors estimating market value under both US GAAP
and IFRS separately. Second, investors weigh the two value estimates according to their
assessment of various metrics regarding earnings attributes. Prior studies on value relevance
report regressions of stock returns on unexpected cash flows and unexpected accruals. Because
of the argument in the previous paragraph, our initial value relevance tests include levels of cash

flows and levels of accruals and changes of cash flows and changes of accruals. Our subsequent

17



tests of the incremental value relevance of US GAAP over IFRS information employs both levels
and changes for cash flows, IFRS accruals, and the difference between US GAAP and IFRS.

Prior accounting studies, including Rayburn (1986), report that accounting accruals have
incremental information content above and beyond cash flows from operations in the US. An
accrual model provides insights beyond an (earnings) model, in that each accrual measure is
incrementally informative to operating cash flows. While the earnings relevance regression can
show that each earnings measure is significantly related to returns, one could not rule out the
possibility that operating cash flows could be driving results. To investigate this hypothesis in
our sample, we regress stock returns on both cash flows and accruals under each accounting
standard:

RET,, =70+ y/l’SCFO“ + ;/ZSACFOJ.’t +73, ACC, ;  + ;/4’SAACCS,“ +e @

s, it I
where RET;; is firm j’s 12-month return ending the month the current year’s, t, Form 20-F is
filed with the SEC.

Large (small) values of Relevance suggest more (less) value relevant earnings. AS is
common, earnings under accounting standard s have incremental information content over cash

flows from operations when the null hypothesis that y,, =y, =0.

The reconciliation difference between IFRS earnings and US GAAP earnings can also be
defined as the differences between IFRS accruals and US GAAP accruals:
Diff;, = Nl sganp.jt = Nliggs. it = ACClscanp.ji = ACC ers i1 @)
because cash flows from operations are assumed independent of the accounting standard.

Estimating the following regression allows a test the null hypothesis that y, =y, =0

which would imply that earnings prepared under accounting standard s have no incremental

information content above and beyond earnings prepared under the other standard. These tests

18



provide evidence of whether differences between IFRS and US GAAP are informative.

RETj,t = 70,5 + yl,sCFOj,t + 7/2,5ACFOj,t + 73,5ACCs,j,t + 74,5AACCs,j,t

3
+y, ; Diff @)

+ 7/6‘,5ADiffsijt +8 )

s, .t

3.3  Relative Value Relevance

In our final tests, we examine the relative informativeness of difference in accruals
between US GAAP and IFRS earnings. We compare the explanatory power of estimating
regression (1) twice-once under IFRS and once under US GAAP. We follow Dechow (1994)

and compare the explanatory power of the goodness of fits associated with these two regressions,

RZ. and R’.up, USiNg a Vuong test.

4. Sample Selection and Descriptive Statistics

Our sample includes firms who filed with the U.S. Securities and Exchange Commission
using IFRS, with 20-F reporting dates from 1/1/06 to 8/1/07. Since 20-F filers have until six
months after their fiscal year end to file with the SEC, and some file for an extension to file,
12/31/05 year end filers are expected to file no later than 7/30/06. In determining whether or not
a firm is an IFRS filer, we examined the audit report and accounting policy footnote for each 20-
F filed with the SEC during this time.

We verified for all countries that IFRS adoption was mandated for 2005. We collect
fiscal year 2005 IFRS earnings, US GAAP earnings and operating cash flows from fiscal year
2005 20-F filings. Operating cash flows and IFRS earnings for 2004 are also collected from
fiscal 2005 20-F filings. Market data for the US stock market are collected from Compustat.

Table 1 provides descriptive statistics firms in this study. Panel A of Table 1 describes

the sample for which we have on market values and stock returns of 156 firms from 23 countries.

19



For comparison, we converted the data into a common currency, U.S. Dollars. Firms in the 13
countries represented in the European Union and in Australia and Norway were required to adopt
IFRS no later than fiscal years starting January 1, 2005.

Panel B of Table 1 reports the means, standard deviations, and medians for our
accounting variables under IFRS and US GAAP scaled by the beginning of year market values
(the scalar is the same under both accounting standards for each firm-year pair of observations).
The average (median) net income is 0.171 (0.080) under IFRS and 0.146 (0.073) under US
GAAP. As expected, cash flows from operations exhibit statistically significantly higher
variance than net income calculated under either IFRS or US GAAP with p-values of 0.00
(untabulated). This arises because cash flows from operations and accruals accounting standards
are highly negatively correlated as reported in Table 2 below, which is consistent with accruals
inducing smoothing of earnings prepared on an accrual basis relative to the benchmark of cash
basis of accounting.

The mean (median) net income under IFRS exceeds US GAAP by 0.025 (0.006). This
difference represents the reconciliation difference reported in 20-F.°® We can reject the null
hypothesis that the difference between IFRS and US GAAP net income is significantly different
from zero with a p-value of 0.02 (untabulated). IFRS is less conservative for our sample of
firms. The difference in IFRS and US GAAP earnings represents the difference in reported
accruals defined as the difference between IFRS earnings and (IFRS) cash flows. To the extent
that cash flows are independent of the accounting standard for a given reporting entity, the
reconciliation difference between earnings reported under US GAAP and IFRS mainly

represents the difference between current accruals under these two accounting standards.
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Nevertheless, the difference in accruals that would have been reported under IFRS and US
GAAP may also represent differences between the accounting standards’ definition of the
reporting entity and consolidation rules. Specifically, IFRS allows proportional consolidation,
while US GAAP does not. To avoid capturing differences in the accounting for minority-
interests, we carefully analyzed minority interests for each company and took care to measure
earnings as net income excluding minority interests. While not reported, we also tabulated
income under Home GAAP used prior to IFRS adoption and compared their means. Consistent
with the much discussed convergence of accounting standards as a consequence of IFRS
adoption, we observe a statistically significantly larger difference between home GAAP and US
GAAP net income relative to the difference between IFRS and US GAAP income.

Table 2 reports correlations between our variables. As expected, we observe high
correlations between net incomes reported under US GAAP and IFRS. However, there is low
correlation between operating cash flows and annual market returns and the remaining variables.
Barth, Landsman, and Lang (2006), among others, interpret the correlation between cash flows
from operations and accruals (both scaled) as an alternative indicator of smoothness. In our
sample, the correlation between cash flows from operations and accruals are -0.895 and -0.919

under IFRS and US GAAP, respectively.

5. Empirical Analysis and Results
Table 3 compares six accounting-based earnings attributes under IFRS and US GAAP.
The three earnings attributes of Accrual Quality, Earnings Predictability, and Smoothness are

more favorable for US GAAP, while the results on Earnings Persistence, Cash Persistence, and

® The Appendix describes accounting differences by category between IFRS and US GAAP net income reported by
companies in our sample. We identify 19 main categories of differences, showing that most of these can be positive
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Cash Predictability imply that IFRS is more favorable. Of these six accounting-based attributes,
we are able to perform statistical tests of the equality of three earnings attributes: Accrual
Quiality, Earnings Predictability, and Cash Predictability. Our statistical tests show that none of
these differs significantly between IFRS and US GAAP. We conduct a sensitivity check for the
smoothing measure reported in Table 3. Smoothness is reported in Table 3 based on the
aggregate US and IFRS samples. In addition to this test, we calculated smoothness using a firm-
specific measure. For companies in our sample for three years, we divide the standard deviation
of net income over the three years by the standard deviation of cash flows from operations over
the three years to obtain a smoothness measure by company. Tests indicate that the firm-specific
smoothing measure under US GAAP is significantly lower (p-value = 0.03) than that under
IFRS.

Table 4 compares three market-based earnings attributes under IFRS and US GAAP.
Timeliness and conservatism appear greater under US GAAP, although we do not have any
formal statistical tests. The relevance of earnings is significantly greater under US GAAP (p-
value = 0.030).

Table 5 reports the results of our incremental value relevance tests. As a benchmark, we
initially report the results of a returns regression on the levels and changes in cash flows from
operations denoted by CFO and ACFO, respectively. This regression specification follows from
Easton and Harris (1991) under the cash basis of accounting. As expected, we find that cash
flows from operations are significantly related to returns. The adjusted R? of the cash basis

regression is 5.1%. Given this benchmark, we next address the incremental value relevance from

(increasing IFRS net income relative to US GAAP) or negative.
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investors observing — in addition to cash flows — earnings under each accounting standard.’
First, IFRS accruals levels and changes significantly contribute to the explanatory power with an
increase in the adjusted R? to 10.6%. Similarly, US GAAP accruals levels and changes add the
explanatory power of the regression beyond cash flows with an increase in the adjusted R? to
16.3%. Thus, the accrual basis of accounting is incrementally informative relative to the
benchmark cash basis of accounting under both IFRS and US GAAP. To ensure that our
comparisons are not driven by differences in cross-sectional variation in the dependent variables,
we follow a suggestion by Lo and Lys (2000) and reran all analyses reported in Table 5 for a
fixed common sample.®

Table 5 also reports two results regarding the incremental value relevance of
reconciliation between US GAAP earnings and IFRS earnings. First, we take the US perspective
and questions whether reconciliation from IFRS to US GAAP is incrementally informative to
IFRS earnings and cash flows. Following Easton and Harris (1991), we again include all
accounting variables in both levels and changes. We find that reconciliations from IFRS to US
GAAP - the differences between IFRS Accruals and US GAAP Accruals — are incrementally
informative to IFRS. Second, we take the non-US perspective that questions whether
reconciliation from US GAAP to IFRS is incrementally informative to US GAAP earnings and
cash flow from operations. This perspective is relevant for whether non-US regulators should
allow home firms that are cross-listed in the US to continue to exclusively report under US
GAAP, which has been the practice on the German exchange, Neue Markt (Leuz 2003). In

addition, this perspective might be relevant for the European Union considering whether to

" The number of observations in each regression varies slightly due to the deletion of regression outliers, identified
as those observations with the absolute value of the residual exceeding three.

® Rayburn (1986) conducts similar analysis, excluding changes in earnings and changes in cash flows from
operations. We conduct similar analysis and find similar (untabulated) results.
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require that US firms listed in the EU be required to reconcile from US GAAP to IFRS. We find
no evidence that reconciliations from US GAAP to IFRS — the differences between IFRS
Accruals and US GAAP Accruals — are incrementally informative to IFRS. From a capital
market perspective alone, this result provides no basis for concern for foreign regulators
regarding US GAAP reporting companies relative to IFRS reporting companies.

The above results from Table 5 concerned incremental information content of IFRS and
US GAAP and tested whether additional information is “better” for investors. We finally report
the results on the relative information content of IFRS and US GAAP which are designed to
address the question as to which of two mutually exclusive accounting standards is preferable.
Following Dechow (1994), we test relative information content by comparing the adjusted Rs of
the two non-nested regressions in Table 5. The adjusted R’ of these regressions are not
significantly different. Inability to reject the null hypothesis of no difference in the explanatory
power of these regressions has two possible interpretations for a US regulator contemplating to
allow US firms to report under IFRS. Either the null hypothesis is true in which case IFRS and
US GAAP possess equal relative information content. Combining this first interpretation with
our inability to find many differences in accounting-based and market-based earnings attributes,
a US regulator might feel more comfortable allowing US firms to report under IFRS.

Alternatively, our inability to reject the null hypothesis of relative information content is
driven by a lack of power in our tests. Such lack of power is often driven by limited data
availability. Since we include in our sample all firms that reported under both US GAAP and
IFRS, this leaves US regulators with the option to collect more data. One manner in which this
might be done is by conducting a pilot study requesting that some US firms report under IFRS.

A previous SEC pilot study, “Regulation SHO Pilot”, randomly assigned firms to be exempt
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from rules on short selling price limits.” For accounting standards, one immediate concern is, of
course, that the costs of conducting such a study would be quite high and those costs would be
initially borne disproportionately by registrants.

We also applied a battery of sensitivity analyses to the pooled regression analysis
reported in Table 5. First, sensitivity tests provide information about the possibility of clustering
in our data when we use the same firm in more than one year. The presence of clustering may
result in overstated t-statistics that, in turn, would more likely provide evidence to reject the null
hypotheses. We conducted our analyses using each firm only once and found qualitatively
similar results.

Second, our sample only includes firms for the fiscal years 2004 through 2006. Based on
the findings of Daske et al. (2007, 2008) we recognize that early IFRS (pre-2005) adopters might
be different from last minute adopters (2005). We conduct two additional (untabulated)
analyses. First, we exclude the pre-2005 adopters, second we exclude the first time adoption
year from our sample. The second specification provides evidence as to whether our results are
influenced by adoption-year effects. For example, one-time adjustments under IFRS 1 may
result in accounting adjustments to income statements and to a lesser extent, balance sheets in the
first year. Furthermore, the preparers might not have much experience with IFRS in the adoption
year as in future years. In addition, US regulators might spend more, or less, resources on
monitoring the accounting numbers in the adoption year. Finally, financial statement users
might gain experience with IFRS over time leading to lesser value relevance in the adoption

year. Our results are robust to these sensitivity tests.

® “The Regulation SHO Pilot demonstrates the Commission’s commitment to base our regulatory decisions on sound
empirical research,” said SEC Chairman Christopher Cox. “The pilot is a unique opportunity to better understand

the effect of short selling price limits in US financial markets.” (http://www.sec.gov/news/press/2006/2006-94.htm)
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6. Conclusion

This paper is set at the backdrop of three related recent regulatory developments. First,
many countries have recently adopted a new accounting standard, IFRS. Second, the SEC no
longer requires foreign firms that report under IFRS to submit reconciliation to US GAAP.
Third, the SEC is considering whether to permit or perhaps someday require some or all US-
registered firms to prepare filings using IFRS. Leading up to this proposal, the SEC announced
that it would review, and eventually reviewed IFRS-based 20-F filings for fiscal years ended
2005 and 2006. Accordingly, US-listed, IFRS reporting firms were subject to US regulatory
scrutiny. The literature documents that enforcement, regulatory oversight and legal institutions
affect the role of accounting, see Ball, Kothari, and Robin (2000), Leuz, Nanda, and Wysocki
(2003). To the extent that our sample firms provide both IFRS and US GAAP information for a
single firm, and each of those firms is US listed, we control for differences in the enforcement
and regulatory reporting environments.

Overall, our evidence suggests that US GAAP and IFRS are of comparable earnings
quality. Nonetheless, US GAAP-reconciled income is incrementally informative in this period,
suggesting that discontinuing reconciliation of IFRS to US GAAP result in less useful financial
statements for valuation purposes.

Some caveats are in order when interpreting our results. First, our sample consists of
firms voluntarily subjected to U.S regulation and securities markets. Bradshaw, Bushee and
Miller (2004) show that these firms tend to choose accounting methods when reporting under
their home GAAP that are closer to US GAAP. This would bias us against finding evidence of

incremental informativeness of US GAAP reconciliations.
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Second, to the extent that a subset of our tests utilizes value-relevance measure, we
ignore the notion that financial statements users rely on accounting for other purposes, including
contracting and performance evaluation. For example, Bharath, Sunder, and Sunder (2008)
document how earnings attributes vary with firms’ choice of public or private debt. Further, Wu
and Zhang (2008) find that firms CEO turnover and employee layoffs become more sensitive to
earnings after firms voluntarily adopt IFRS. Finally, Dye and Sunder (2001) argue allowing two
accounting standards to coexist facilitates competition among standard setters leading to higher
standards in the long run. Such non-market trade-offs should also be considered as regulators

contemplate allowing US firms to report under IFRS.
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Table 1: Descriptive Statistics

Panel A: Market Capitalization and Annual Returns

Market Capitalization

Number of: (USD mil) RET

Country Companies Obs. Mean Median Mean Median
Australia 7 12 2,634 2,390 0.237 0.187
Belgium 1 3 4,747 4,747 0.273 0.189
Bermuda 1 3 1,053 1,053 0.754 0.601
China 9 27 8,029 3,102 0.406 0.240
Denmark 3 8 6,600 7,690 0.435 0.371
Finland 4 10 6,948 9,199 0.299 0.187
France 18 48 24,176 14,816 0.310 0.307
Germany 9 23 24,313 15,604 0.346 0.412
Ireland 4 10 7,028 6,013 0.395 0.390
Italy 7 21 22,024 12,514 0.222 0.187
Jersey 1 2 455 455 0.544 0.544
Luxembourg 3 7 2,975 3,092 0.636 0.438
Mexico 1 3 243,292 243,292 0.418 0.357
Netherlands 15 36 19,296 11,826 0.354 0.302
Norway 1 2 11,617 11,617 0.376 0.376
Papua New Guinea 1 3 1,859 1,859 -0.022 -0.022
Portugal 2 5 10,270 10,270 0.168 0.194
Russia 1 1 51 51 0.699 0.699
South Africa 3 5 11,273 11,273 0.325 -0.042
Spain 6 17 43,783 44,673 0.268 0.237
Sweden 6 15 15,930 15,562 0.455 0.147
Switzerland 5 13 50,526 21,846 0.179 0.157
United Kingdom 46 121 23,105 8,936 0.161 0.178

All 156 396 21,559 34,080 0.227 0.224

Market Capitalization is the beginning year market value and presented in U.S. dollars for
comparability. RET is the 12-month return ending the month of the 20-F filing. The number of
companies and observations (156 and 396, respectively) is number for which we have accounting
data. The number of observations for which we have market data is lower.
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Table 1: Descriptive Statistics (continued)

Panel B: Descriptive Statistics for Variables Used in Regression Models

Tests of
Equality of
Means and
Medians_

Variables by Standard n? IFRS n USGAAP (p-values)
NI mean 396 0.171 394 0.146 0.792

std 1.370 1.228

med 0.080 0.073 0.065
ANI mean 250 0.044 248 0.030 0.571

std 0.309 0.224

med 0.012 0.011 0.858
ACC mean 395 0.024 393 0.000 0.900

std 2.635 2.616

med -0.056 -0.064 0.142
AACC mean 232 0.412 230 0.401 0.983

std 5.631 5.505

med -0.003 0.000 0.710
Other Variables n
Diff mean 394 0.025

std 0.198

med 0.006
ADiff mean 248 0.014

std 0.181

med 0.000
CFO mean 396 0.184

std 3.150

med 0.136
ACFO mean 233 -0.382

std 5.501

med 0.010

NI is the annual net income of the company, CFO is the annual cash flows from operations of the
company, ACC is the difference between NI and CFO, Diff is the difference between ACC IFRS
and ACC US GAAP, the symbol, A, represents the annual change in the variable, RET is the 12-
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month return ending the month of the 20-F filing. All financial statement variables are scaled by
beginning year market price.

8 The number of observations varies due to the data required to estimate each variable. For

instance, the change variables require two years of data, so there are fewer observations.
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Table 2: Correlations between Operating Cash Flows, Net Income and Accruals under IFRS, US GAAP, and

Annual Returns
(Pearson correlations above the diagonal and Spearman correlations below)?

CFO

ACFO

NI IFRS

ANI IFRS

NI US GAAP

ANI US GAAP

CFO ACFO
-0.658
0.000
233

0.335

0.000

233
0.464 0.128
0.000 0.051
395 233
0.148 0.154
0.019 0.019
250 232
0.442 0.065
0.000 0.325
393 232
0.091 0.214
0.155 0.001
248 230

NI
IFRS

0.515
0.000
395

-0.986
0.000
233

0.573
0.000
250

0.852
0.000
394

0.460
0.000
248

ANI
IFRS

-0.191
0.002
250

-0.365
0.000
232

0.451
0.000
250

0.471
0.000
249

0.762
0.000
248

NI US
GAAP

0.543
0.000
393

-0.984
0.00
232

0.995
0.000
394

0.432
0.000
249

0.503
0.000
248

ANI US
GAAP

-0.429
0.000
248

0.130
0.049
230

-0.038
0.555
248

0.818
0.000
248

-0.041
0.516
248

ACC
IFRS

-0.895
0.000
395

0.163
0.013
233

-0.078
0.120
395

0.558
0.000
250

-0.114
0.024
393

0.517
0.000
248

AACC
IFRS

0.642
0.000
232

-0.998
0.000
232

0.990
0.000
232

0.414
0.000
232

0.988
0.000
231

-0.080
0.224
230

ACC
US GAAP

-0.919
0.000
393

0.240
0.000
232

-0.138
0.006
393

0.516
0.000
249

-0.168
0.001
393

0.523
0.000
248

AACC
US GAAP

0.652
0.000
230

-0.999
0.000
230

0.989
0.000
230

0.402
0.000
230

0.988
0.000
230

-0.088
0.182
230

Diff

0.205
0.000
393

-0.758
0.000
232

0.771
0.000
394

0.539
0.000
249

0.702
0.000
394

-0.006
0.920
248

ADiff

0.202
0.001
248

-0.786
0.000
230

0.819
0.000
248

0.703
0.000
248

0.792
0.000
248

0.166
0.009
248

R

& Correlations are in the first row, p-values in the second and number of observations in the third
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Table 2:

Correlations between Operating Cash Flows, Net Income and Accruals under IFRS, US GAAP, and

Annual Returns (continued)
(Pearson correlations above the diagonal and Spearman correlations below)?

ACC
IFRS

AACC
IFRS

ACC
US GAAP

AACC

US GAAP

Diff

ADiff

RET

NI ANI NI US ANI US ACC AACC ACC US AACC
CFO ACFO  IFRS IFRS GAAP GAAP IFRS IFRS GAAP US GAAP Diff ADIff
-0.787 -0.272 0.015 0.162 -0.014 0.152 -0.121 0.997 -0.135 0.163 0.317
0.000 0.000 0.769 0.010 0.783 0.016 0.066 0.000 0.041 0.001 0.000
395 233 395 250 393 248 232 393 230 393 248
-0.236 -0.607 0.232 0.514 0.163 0.338 0.386 -0.202 1.000 0.908 0.809
0.000 0.000 0.000 0.000 0.013 0.000 0.000 0.002 0.000 0.000 0.000
232 232 232 232 231 230 232 231 230 231 230
-0.790 -0.279  -0.068 0.072 0.031 0.157 0.940 0.313 -0.215 0.089 0.238
0.000 0.000 0.179 0.257 0.542 0.013 0.000 0.000 0.001 0.079 0.000
393 232 393 249 393 248 393 231 230 393 248
-0.213  -0.665 0.149 0.366 0.207 0.405 0.320 0.844 0.348 0.901 0.797
0.001  0.000 0.024 0.000 0.002 0.000 0.000 0.000 0.000 0.000 0.000
230 230 230 230 230 230 230 230 230 230 230
0.026  0.001 0.205 0.135 -0.164 -0.126 0.048 0.123 -0.178 -0.068 0.932
0.604 0.992 0.000 0.033 0.001 0.047 0.343 0.062 0.000 0.302 0.000
393 232 394 249 394 248 393 231 393 230 248
0.052 -0.007 0.159 0.280 -0.038 -0.207 -0.016 0.295 -0.139 -0.074 0.455
0416 0919 0.012 0.000 0.549 0.001 0.796 0.000 0.028 0.266 0.000
248 230 248 248 248 248 248 230 248 230 248
0.196 0.178 0.310 0.276 0.297 0.362 -0.062 -0.024 -0.073 -0.014 -0.015 -0.100
0.000 0.013 0.000 0.000 0.000 0.000 0.264 0.741 0.189 0.846 0.786 0.153
326 195 325 206 324 205 325 194 324 193 324 205

& Correlations are in the first row, p-values in the second and number of observations in the third
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Table 3: Accounting-based Earnings Attributes under IFRS and US GAAP

Standard
Accounting-based Attributes n? 1FRS US GAAP
Accrual Quality 102 0.215 0.199°
Earnings Persistence 245 1.061 0.985
Earnings Predictability 245 0.115 0.112°¢
Cash Persistence 236 1.129 1.088
Cash Predictability 236 0.164 0.174°
Smoothness 396 0.201 0.160

Accrual Quality is the standard deviation of the residual from the regression of accruals on future year,
current year, and previous year’s cash flows from operations. Earnings Persistence is the estimated
coefficient on previous year’s net income from a regression of current net income on previous year’s net
income. Earnings Predictability is the standard deviation of the residual from the Earnings Persistence
regression. Cash Persistence is the estimated coefficient on previous year’s operating cash flows from a
regression of current operating cash flows on previous year’s cash flows from operations and accruals.
Cash Predictability is the standard deviation of the residual from the Cash Persistence regression.
Smoothness if the standard deviation of net income divided by the standard deviation of operating cash
flows by standard.

# The number of observations varies due to the data required to estimate each attribute. For instance,
Accrual Quality requires three years of data for the same company, Earnings Persistence requires two
years, and Smoothness requires only one year. Therefore, we have fewer observations for the Accrual
Quality attribute compared to the Smoothness attribute.

® Test of equality p-value = 0.519.

¢ Test of equality p-value = 0.709.
¢ Test of equality p-value -= 0.337.
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Table 4: Market-based Earnings Attributes under IFRS and US GAAP

Standard
Market-based Attributes n? 1IERS US GAAP
Timeliness 323 0.030 0.035
Conservatism 323 2.853 5.241
Relevance 200 0.246 0.280°

Timeliness is the adjusted R? from a regression of net income on an indicator variable equaling one if the
company’s annual return is negative and zero otherwise, the company’s annual return, and the interaction
of the annual return and the indicator variable. Conservatism is the ratio of the sum of the estimated
coefficients on the annual return and the interaction variable divided by the estimated coefficient on the
annual return from the Timeliness regression. Relevance is the adjusted R? from a regression of annual
returns on net income and changes in net income.

a

The number of observations varies due to the data required to estimate each attribute. For instance,
Relevance requires two year of data for the same company and Timeliness and Conservatism only one
year. Therefore, we have fewer observations for the Relevance attribute compared to the Timeliness and
Conservatism attributes.

® Vuong test p-value 0.030.
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Table 5: OLS Regressions of Operating Cash Flows and Accruals
under IFRS and US GAAP and Changes in Operating Cash Flows and
Accruals under IFRS and US GAAP on Annual Returns

The dependent variable is RET, the 12-month return ending the month of the 20-F filing.

Panel A: Regression Models

1) (2) 3 (4) (5)
INT 0.269 0.273 0.263 0.249 0.249
(0.000) (0.000) (0.000) (0.000) (0.000)
CFO 0.195 0.089 0.036 0.067 0.067
(0.001) (0.486) (0.741) (0.545) (0.544)
ACFO 0.080 0.949 1.049 1.048 1.048
(0.001) (0.000) (0.000) (0.000) (0.000)
ACC IFRS 0.047 0.062
(0.781) (0.676)
AACC IFRS 0.917 0.948
(0.000) (0.000)
ACC US GAAP 0.022 0.062
(0.877) (0.676)
AACC US GAAP 0.956 0.989
(0.000) (0.000)
Diff 0.232 0.294
(0.641) (0.581)
ADiff -0.778 0.170
(0.053) (0.696)
Adj. R? 5.1% 10.6% 16.3% 16.4% 16.6%
Number of obs. 188 186 183 181 181
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Table 5: OLS Regressions of Operating Cash Flows and Accruals
under IFRS and US GAAP and Changes in Operating Cash Flows and
Accruals under IFRS and US GAAP on Annual Returns (continued)

Panel B: Tests of Incremental Explanatory Power

Explanatory power of: Incremental to: p-value
ACC IFRS and > CFO and ACFO 0.000
ACC AIFRS
ACC US GAAP and > CFO and ACFO 0.000
AACC US GAAP
Diff and ADiff > CFO and ACFO and 0.082
ACC IFRS and
AACC IFRS
Diff and ADiff CFO and ACFO and 0.511
ACC US GAAP and
AACC US GAAP

NI is the annual net income of the company, CFO is the annual cash flows from operations of the
company, ACC is the difference between NI and CFO, Diff is the difference between IFRS
Accruals and US GAAP Accruals, the symbol, A, represents the annual change in the variable,
ANNUAL RETURN is the 12-month return ending the month of the 20-F filing. All financial
statement variables are divided by beginning year market price. The number of observations in
each regression varies slightly due to the deletion of regression outliers, identified as those
observations with the absolute value of the residual exceeding three.

40



Appendix

Reported Differences between IFRS and US GAAP Net Income

This appendix provides descriptive statistics for topical accounting differences by
category between IFRS and US GAAP net income. Differences in taxes, compensation
(pensions, share-based payments), business combinations, property, plant and equipment and
investments were the most often noted as presented in Table 1A, panel a. Positive (negative)
mean and median differences correspond to US GAAP net incomes that are higher (lower) than
net incomes reported under IFRS, reported in Table 1A, panels b and c.

Tax differences are the most commonly reported IFRS/US difference. This is not
surprising since taxes are driven, in part, by the other IFRS/US differences in income and
shareholders’ equity. Nevertheless, the standards for accounting for income taxes under IFRS
(IAS 12) and US GAAP (FAS 109) are similar. Both standards require firms to account for
current and expected future tax consequences of book to tax differences. Nevertheless,
differences between IFRS and US GAAP are evident. For example, IFRS does not require
recognition of deferred tax effects on the initial recognition of asset or liability whereas US
GAAP does. As a result of differences between IFRS and US GAAP, 133 (41%) of sample
companies reported differences due to deferred taxes separately. Sample companies such as
Ducati (2005) reported differences in deferred tax.

Compensation differences are reconciled in 111 (33%) of the sample firm years. Under
IFRS, under US GAAP (Appendix A, Panel a). Of those 111 firm-years for which differences
were reported, 42 were associated with a higher US GAAP net income, whereas 69 were

associated with a lower US GAAP net income as compared with IFRS.
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Compensation differences between IFRS/US GAAP income are noted mostly where
IFRS and US GAAP vyields different current period expenses for pensions and share-based
compensation. 1AS 19, Employee Benefits, is the principal source of guidance for non- share
based employee benefits and compensation under IFRS, whereas IFRS 2 provides guidance for
share-based payments. Multiple standards apply under US GAAP, including FAS 87, FAS 132,
and FAS 112 for employee benefits, and FAS 123R for share-based payments. With respect to
share-based payment, in 2005, IFRS 2 required measurement of compensation under fair value,
while US GAAP maintained provisions for calculating awards using the intrinsic value method.
As a result, in 2005, companies (e.g., Thomson (2006)) reported differences in their share-based
compensation expense. Others, such as Royal & Sun Alliance Insurance Group plc (2005)
recorded pension compensation differences under US GAAP and IFRS.

Forty-one percent of the sample firm-years’ included an IFRS to US GAAP reconciling
item for business combinations. While revised standards IFRS 3 and SFAS 141R converge
business combination standards, the new standards are required for fiscal years beginning on or
after January 1, 2009. During the time of our study, the standards for business combinations
remained diverged under IFRS and US GAAP. Differences between IFRS and US GAAP pre-
convergence include (i) difference in partial consolidation (allowed under IFRS, but not under
US GAAP), (ii) the recognition of negative goodwill as an increase to current period income in
the year of acquisition (allowed under IFRS, not under US GAAP, e.g., Air-France KLM
(2006)), as well as (iii) accounting differences related to the date of an acquisition, and
accounting for business combinations achieved in stages.

Panels b and ¢ of Table 1A provides a summary of reconciling items by positive and
negative differences. Of the reconciling items reported by sample firms, compensation

differences were associated with the highest mean increase from IFRS to US GAAP.
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Differences in the accounting for business combinations were associated negative difference

between IFRS and US GAAP, driving US income lower than income reported under IFRS.
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Panel a: Overall summary

Table 1A
Summary of Differences by Category in Net Income under IFRS and Net
Income under US GAAP

Category
Tax

Compensation (including share based)

Business combinations
Other®

Property, plant and equipment
Investments

Intangibles

Derivative

Debt

Discontinued operations
Leases

Revenue recognition
Foreign currency
Provisions

Inventory

Restructuring

Deferred charges
Cumulative effect of accounting
change

Loans (primarily financial institutions)
Total Number of Observations

Rank
Absolute
% Rank  Value of
n*  Reporting of % Mean
133 41% 1 3
111 34% 2 2
88 27% 3 1
83 25% 4 15
75 23% 5 11
68 21% 6 14
66 20% 7 4
54 16% 8 18
36 11% 9
35 11% 10
33 10% 11 17
26 8% 12 12
25 8% 13 19
24 7% 14 10
18 5% 15 16
17 5% 16 7
11 3% 17 6
10 3% 18 8
10 3% 19 13
328

All%®
Std
Mean Dev  Median
-0.106  1.113 0.000
0.173 1.078 -0.001
-1.806 16.670 -0.002
0.002 0.031 0.000
-0.005 0.026 0.000
-0.002  0.018 0.000
-0.088 0.619 -0.002
-0.001 0.027 -0.001
0.023 0.115 0.001
-0.007 0.009 -0.003
0.001 0.023 0.000
0.004 0.014 0.000
-0.001  0.007 0.000
-0.005 0.016 0.000
-0.002 0.004 0.000
0.011 0.141 0.000
-0.011 0.019 -0.003
-0.010 0.020 -0.001
-0.002 0.003 -0.001
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Income under US GAAP (continued)

Panel b: Summary by positive items

Table 1A
Summary of Differences by Category in Net Income under IFRS and Net

Tax

Compensation (including share based)

Business combinations
Other®

Property, plant and equipment
Investments

Intangibles

Derivative

Debt

Discontinued operations
Leases

Revenue recognition
Foreign currency
Provisions

Inventory

Restructuring

Deferred charges
Cumulative effect of accounting
change

Loans (primarily financial institutions)

Positive Items ®

d

% Rank Rank

n* Reporting of % Mean
73 22.3% 1 10
42 12.8% 2 1
30 9.1% 5 8
33 10.1% 4 7
39 11.9% 3 12 (tie)
28 8.5% 6 11
17 5.2% 10 2
18 5.5% 8 5
24 7.3% 7 4
4 1.2% 16 15 (tie)
17 5.2% 9 9
14 4.3% 11 6
12 3.7% 13 12 (tie)
12 3.7% 12 14
8 2.4% 15 15 (tie)
11 3.4% 14 3
3 0.9% 19 18 (tie)
0.9% 18 15 (tie)
0.9% 17 18 (tie)

Mean
0.007
0.473
0.008
0.011
0.003
0.006
0.065
0.016
0.037
0.001
0.008
0.012
0.003
0.002
0.001
0.054

0

0.001
0

Std
Dev

0.012
1.722
0.011
0.046
0.006
0.014
0.252

0.03
0.139
0.001
0.026
0.013
0.005
0.002
0.001
0.116
0.001

0.002
0

Median
0.003
0.002
0.002
0.002
0.001
0.001
0.001
0.004
0.001
0.001
0.001
0.005

0
0.001
0.001
0.004

0

0
0

45



Table 1A
Summary of Differences by Category in Net Income under IFRS and Net
Income under US GAAP (continued)

Panel c: Summary by negative items

Negative Items ad

% Rank Rank Std
n® Reporting of % Mean Mean Dev Median
Tax 60 18.3% 2 2 -0.244 1.654 -0.004
Compensation (including share based) 69 21.0% 1 9 -0.011 0.022 -0.003
Business combinations 58 17.7% 3 1 -2.744  20.531  -0.006
Other® 50 15.2% 4 16 (tie) -0.004 0.011 -0.001
Property, plant and equipment 36 11.0% 7 (tie) 7 -0.014 0.035 -0.002
Investments 40 12.2% 6 12 (tie) -0.007 0.019 -0.002
Intangibles 49 14.9% 5 3 -0.142 0.698 -0.003
Derivative 36 11.0% 7 (tie) 10 -0.009 0.022  -0.002
12
Debt 12 3.7% (tie) 15 -0.005 0.012 -0.001
Discontinued operations 31 9.5% 9 11 -0.008 0.01 -0.004
Leases 16 4.9% 10 13 -0.007 0.016  -0.003
12
Revenue recognition 12 3.7% (tie) 14 -0.006 0.007  -0.003
Foreign currency 13 4.0% 11 16 (tie) -0.004 0.007  -0.001
12
Provisions 12 3.7% (tie) 8 -0.013 0.021 -0.001
Inventory 10 3.0% 15 16 (tie) -0.004 0.005 -0.002
Restructuring 6 1.8% 19 4 -0.067 0.16 -0.001
Deferred charges 8 2.4% 16 5 -0.016 0.021  -0.003
Cumulative effect of accounting 17
change 7 2.1% (tie) 6 -0.015 0.023  -0.003
Loans (primarily financial institutions) 1 2.1% (tile7) 19 -0.003 0.003  -0.002
Notes:

# Mean and median amounts are divided by beginning market value.

® Reconciling data items are combined for years 2004, 2005, and 2006

¢ The category “Other” includes reconciling items that company's identified as "other" plus
other categories of reconciling items collected and combined due to few number of companies

reporting (2% or less) or small magnitude.

¢ Companies reconcile from IFRS net income to US GAAP net income. So, positive (negative)

reconciling items increase (decrease) IFRS net income.
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