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1. Introduction
This thesis explores whether the implementation of a uniform set of accounting standards has influenced levels of accounting conservatism across the European Union (EU), specifically in relation to the United Kingdom (UK) and continental Europe. 

This study focuses on earnings conservatism, defined as the differential recognition of gains and losses in accounting practices (Basu 1997) and measured by the skewness of earnings distributions as well as asymmetric timeliness of earnings in stock market returns. Conservative earnings are identified as those which are negatively skewed in relation to their associated cash flows (Givoly and Hayn 2000) as well as those which exhibit greater asymmetry between gains and losses (Basu 1997). The accounting standard referred to in this study is the International Financial Reporting Standards (IFRS) whose use has been required for all listed companies in the EU since 2005.   

The goals of IFRS as a uniform accounting standard are to promote representational faithfulness, neutrality, and comparability in financial information. Along with these goals the IASB has deemed conservatism as an undesirable characteristic of financial information (IASB 2006). Based on these goals as well as the opinion of the IASB on conservatism one would expect that the mandatory adoption of IFRS would decrease levels of accounting conservatism in the EU. However, this thesis hypothesizes that the levels of accounting conservatism do not significantly change as a result of a uniform accounting standard due to existing institutional factors which influence levels of conservatism, differ between regions in the EU, and do not change as a result of a uniform accounting standard.
As described by Grambovas et al. (2006) international accounting research is generally conducted so that institutional factors affecting firms are similar within each country, but vary across the sample of countries compared in the study. Although the EU is comprised of countries whose characteristics have evolved in similar and dissimilar ways since their origin as EU members and no two countries are exactly the same, in research (LaPorta et al. 1998, Ball et al. 2000, Giner and Rees 2001, García Lara and Mora 2004, García Lara et al. 2008) there is a tendency to classify these countries based on the origins of their current laws. For this reason as well as for the purpose of this study described in Sections 1.1 and 1.2, the distinction is made between the UK and continental Europe based on common and code-law origins respectively. The continental European countries examined in this study include Belgium, the Netherlands, Germany, France, Luxembourg, Italy, Spain, and Portugal. These countries are selected as the sample of continental European countries on the basis of the following criteria: (1) they are all members of the EU and (2) all members of the eurozone. The countries of Eastern Europe are eliminated from the continental European sample, as they are more recent members to the EU. In addition, an assumption is made as in García Lara and Mora (2004) that the countries of Western Europe, as the initial members of the EU, have a similar economic setting, which has been stabilizing inflation, deficit spending, interest rates, and public debt since 1992
. Following Grambovas et al. (2006) continental Europe will be regarded as cohesive in this study. In this way there will be one value of earnings conservatism for continental Europe, instead of a different value of earnings conservatism for each of the eight continental European countries included in this study. Grambovas et al. (2006) believe that this approach to measuring conservatism is the most “economically sensible approach” to evaluate conservatism across regions, such as continental Europe and the UK, in which institutional factors as “the drivers of earnings conservatism” differ (Grambovas et al. 2006, 356). It is important to note that although conservatism in continental Europe is examined cohesively, annual financial data required to calculate earnings conservatism is collected at the firm-level in each country. This data is then collectively used to measure earnings conservatism for the eight countries included in the continental European sample as a single value. 
In total, this thesis measures earnings conservatism for 546 and 952 UK and continental European firms respectively from 2002 through 2007 by the use of a skewness measure of earnings and a reverse regression on stock return values.  

1.1 Usefulness

The globalization of financial information has prompted professional organizations worldwide to address the challenges of operating at an international level. In Europe, nine of the most prominent accounting institutes have collaborated in the Common Content Project. The accounting institutes involved in the Common Content Project recognize the diverse needs of international stakeholders as a challenge resulting from globalization and aim to address it by developing, maintaining, and unifying high quality practices of accounting within Europe (Common Content). In the same way, the global trend towards the internationalization of accounting and capital markets has also sharpened the professional focus on accounting standards which can serve the needs of accounting information users across borders (Ball et al. 2000). The IFRS, developed by the International Accounting Standards Board (IASB), are expected to achieve this purpose and serve as a globally accepted accounting standard. The IFRS website announces “progress toward this goal has been steady” as “all major economies have established time lines to converge with or adopt IFRSs in the near future” (ifrs.org). As of the first quarter of 2011, more than 100 countries are using IFRS as their reporting language for publically listed firms. Included in these countries are all EU members, Brazil, Australia, Mexico, Canada, and Korea. Despite the vast numbers of countries that have already committed to implementation or have implemented IFRS, several major markets have yet to make a formal commitment to adoption. These countries include India, Japan, and China, and the United States (US). 

The US Security and Exchange Commission (SEC) has established that in 2011 a formal decision will be made as to whether the Financial Accounting Standards Board’s (FASB) US Generally Accepted Accounting Principles (GAAP) will adopt IFRS obligating publically listed domestic firms within the US to comply to IFRS (ifrs.org). Since 2007 the use of IFRS has been permitted in the US for foreign listers (ifrs.org). Prior to 2007, all foreign listers were required to use the annual Form 20-F to reconcile their financial statements from their domestic GAAPs to US GAAP (Alford et al. 1993). On March 10, 2011, The Chairman of the IASB, Sir David Tweedie, delivered a speech to the US Chamber of Commerce in which he revealed that “a truly global standard must include the United States,” and that the remaining major markets, India, Japan, and China, have not yet complied because they are carefully considering the forthcoming choice of the SEC in their own decision as to whether to adopt IFRS (Tweedie, 1).
Currently, the FASB and the IASB are coming to the end of the ninth year of a collaboration to converge US GAAP and IFRS (Tweedie). The efforts towards convergence began in 2002 with the Norwalk Agreement between the FASB and IASB. This agreement recognized each Board’s “commitment to the development of high quality, compatible accounting standards that could be used for both domestic and cross-border financial reporting” (Memorandum of Understanding 2002, 1). After the Norwalk Agreement was established several updates on the progress of convergence have been issued as Memorandums of Understanding. In February of 2006 an update established that the Memorandum of Understanding was based on three principles: 

· “convergence of accounting standards can best be achieved through the development of high quality, common standards over time,

· trying to eliminate differences between two standards that are in need of significant improvement is not the best use of the FASB’s and the IASB’s resources – instead, a new common standard should be developed that improves the financial information reported to investors, 

· serving the needs of investors means that the boards should seek to converge by replacing weaker standards with stronger standards” (A Roadmap for Convergence between IFRSs and US GAAP 2006-2008, 2006, 1). 

In addition to establishing these three principles, the Memorandum of 2006 set up convergence goals to be completed by 2008. In September of 2008, another update to the Memorandum of Understanding was released. In this update, the past achievements of convergence, such as the elimination of the reconciliation requirement for foreign listers in the US, were discussed and a new milestone for the completion of the remaining Memorandum projects was set for June 2011. In April 2011, the most recent progress report to the Memorandum was released. The FASB and IASB’s efforts thus far have resulted in convergence on issues such as fair value measurements, share-based payments, business combinations, pensions, and the presentation of financial statements. The April 2011 update to the Memorandum notes that three long-term projects - financial instruments, revenue recognition, and leasing - which have not been finalized remain in the convergence process. In addition this latest progress report extends the deadline of completing the remaining Memorandum work beyond June 2011 (Progress report on IASB-FASB convergence work, 2011). The FASB and IASB’s progress on short-term convergence work and Memorandum of Understanding projects as of April 21, 2011 can be seen in Appendix 16.1 and Appendix 16.2 respectively.      

Research conducted in this thesis is useful because it can be applied to the US if the decision is made to adopt IFRS in 2011. A review of related existing literature reveals that the institutional factors of the US are repeatedly classified as similar to the UK, both countries of the Anglo-Saxon model. First, the US practices common-law, which was derived in the UK and spread to the British colonies, including the US (LaPorta et al. 1998). Pope and Walker (1999) and Ball et al.’s (2000) studies both conclude that the UK exhibits levels of conservatism similar to the US; however, the methods each country uses in classifying earnings news differ. As in the UK, accounting standards in the US are developed in a joint effort both privately, by the FASB, and publically, by the SEC (Alford et al. 1993). These country specific institutional factors of the UK as well as those of continental Europe will be explained further in Section 4.3.  
This thesis will attempt to discover whether the mandatory implementation of IFRS in Europe affects the level of earnings conservatism in UK relative to continental Europe. A separation is made between the UK, a country of the Anglo-Saxon model, and continental Europe, countries of the Continental model, two of the most well-known accounting philosophies (Joos and Lang 1994). Earnings conservatism in these two regions are investigated separately, analyzed, and compared before and after the mandatory implementation of IFRS. If the US chooses to require the use of IFRS for its domestic firms, this study can provide a suggestion to financial statement users and standard-setters as to how earnings conservatism may change in the US, also a country of the Anglo-Saxon model, in comparison to Europe. 
In addition to its usefulness in the application to the US, this thesis can be made use of by standard-setters, financial statement users, investors, and capital institutions in the EU. The results of this research can provide an indication as to whether any differences found in earnings conservatism between the UK and continental Europe before the mandatory adoption of IFRS in 2005 have decreased or increased once both regions were required to use the same accounting standard. This knowledge will alert users as to whether the institutional factors specific to each region are more influential on conservatism than a set of standards, or whether the IASB’s goal of comparability and transparency in financial statements was successful in eliminating or decreasing any variances found in conservatism prior to 2005.
            
1.2 Relevance 
The concept of how historical information reported in financial statements can be made useful, relevant, and reliable for future decision making by investors is a major component of financial accounting theory. Studies concerning the usefulness of financial statement information are conducted either under the information content or measurement perspective. The information content perspective on decision usefulness of financial information explores how the market responds to the release of new information by investigating changes in share prices and trading volumes. The measurement perspective examines the relationship between accounting variables and the stock market. Value relevance, a component of the measurement perspective of decision usefulness, is the ability of financial statements to capture information that is relevant to investors and reflect this information in share returns and prices (Scott 2003). 
Empirical evidence shows a decline of value relevance over the past 30 years (Watts 2003a, Scott 2003). Lev’s (1989) study concluded that earnings have a limited usefulness as they moderately predict stock returns and prices. He finds a weak correlation between earnings and stock prices explained by the low information content of reported financial information and earnings. This low information content could be a result of accounting measurement and valuation methods, as well as management bias. Brown et al. (1999) measure value relevance using the R2 values from a regression of stock market value on accounting variables. They find that the R2 indicator shows a decrease in value relevance over time from 1958 through 1996. 
This study will focus on the measurement perspective of information usefulness, specifically value relevance, as previous studies (Ryan and Zarowin 2003, Hellman 2008) have credited accounting conservatism as a reason for the observed decline in value relevance.  
1.3 Research Question and Sub-Questions

The main research question that this study aims to answer is:

· How does the mandatory adoption of IFRS as a common set of accounting standards influence earnings conservatism in the UK and continental Europe? 
In order to derive an answer to the research question and add structure to this study, the main research question will be answered using a series of sub-questions:

1. What is accounting conservatism? And what are the two types of accounting conservatism?
2. According to prior empirical research, how can earnings conservatism be measured?
3. According to prior research, what are the explanations and institutional factors which influence earnings conservatism?
4. What does prior research show about earnings conservatism in the UK and continental Europe?
5. What are the goals of IFRS as a uniform accounting standard?
6. What is the opinion of the IASB and IFRS on accounting conservatism?
7. What does prior research show about the effects of IFRS on accounting conservatism?
8. What research approaches can be taken when examining earnings conservatism?
9. What hypotheses can be formulated based on prior research?
10. What is an appropriate research design that can be used to for the empirical research in this study?
11. According to the empirical research of this study, does earnings conservatism exist in the UK and continental Europe prior and subsequent to the mandatory adoption of IFRS?  
12. According to the empirical research of this study, what differences exist in earnings conservatism in the UK and continental Europe prior to the mandatory adoption of IFRS?
13. According to the empirical research of this study, what differences exist in earnings conservatism in the UK and continental Europe subsequent to the mandatory adoption of IFRS?  
14. How do the empirical results of this study compare to the expectations and prior research?
15. What are the conclusions to this study? 
16. What are the limitations and suggestions for further research in this study?
1.4 Structure
This thesis is structured using the research sub-questions to ultimately arrive at an answer to the main research question. The remainder of this thesis will be organized as follows - an explanation of accounting conservatism as well as the two types of accounting conservatism will be defined and explained in Section 2. Section 3 presents two ways in which earnings conservatism can be measured according to empirical research. In Section 4 explanations for conservatism and the institutional factors that influence conservatism in the UK and continental Europe will be introduced and their impact on conservatism will be explained. Section 5 presents the findings of prior research on earnings conservatism within Europe. Next, Section 6 will contain a discussion on IFRS – its goals as a global standard and its affect on conservatism investigated in prior research. Section 7 will explain two research approach methods which can be used in studies on conservatism, as well as their relation to this thesis. Section 8 formulates and provides potential answers to the research question in the form of hypotheses using information from the literature review of prior empirical research in Sections 4, 5, and 6. Next, a description of the data sample as well as the research design used to test the hypotheses is presented in Section 9. The hypotheses are empirically tested and the statistical results are given in Section 10. Section 11 provides an economic analysis of these statistical results and a discussion as to how the results are similar and different to the expectations formulated in this thesis as well as results from prior research. Section 12 provides a conclusion to the thesis by first summarizing the answers to each of the sub-questions and then answering the main research question. Section 13 discusses the limitations of this thesis and provides several suggestions for future research. Lastly, the references to all literature and online resources used in this study as well as the appendix to this thesis are given in Sections 14, 15, and 16 respectively.    

2. Accounting Conservatism

2.1 Introduction

This section will provide an answer to the first sub-question: 

What is accounting conservatism? And what are the two types of accounting conservatism? 
First, the two types of conservatism, earnings and balance sheet, which can be present in financial statement information, will be defined. Further the differences in earnings and balance sheet conservatism and their relation to each other is explained. Lastly, a motivation is presented for the choice to concentrate on earnings conservatism in this thesis. 
2.2 Two Types of Accounting Conservatism – Earnings Conservatism and Balance Sheet Conservatism

Two types of accounting conservatism exist, earnings conservatism and balance sheet conservatism. Earnings conservatism is the asymmetric recognition of gains and losses in accounting practice. It is the requirement to immediately recognize all probable losses and defer recognition of gains until verifiable (Watts 2003a). In conservatism losses are considered bad news and gains are considered good news. Conservatism exists when bad news is reflected more timely in earnings than good news (Basu 1997). Other than the asymmetric timing of earnings, a continual undervaluation of net assets and book value of shareholders’ equity is also an act of conservatism (Watts 2003a, García Lara and Mora 2004). This is the second kind of conservatism, balance sheet conservatism. 
A common definition for accounting conservatism, first given by Basu and repeatedly used in research, is the “accountants’ tendency to require a higher degree of verification for recognizing good news than bad news in financial statements” (1997, 4). Basu’s (1997) definition is for earnings conservatism as it refers to good news and bad news, or gains and losses respectively. This thesis will concentrate on earnings conservatism in the UK and continental Europe and Basu’s definition will be the definition of conservatism used. 
García Lara and Mora’s (2004) state that there is a negative relationship between earnings conservatism, measured as the asymmetric recognition of gains and losses, and balance sheet conservatism, measured using the market-to-book ratio. Pae et al. (2004) accept their hypothesis that earnings conservatism and balance sheet conservatism are negatively related, primarily as a result of the accrual characteristics of earnings. García Lara and Mora (2004) further explain this same theory by showing that earnings cannot be consistently understated due to the principles of accrual accounting that require gains which are not initially recognized to eventually be recognized when verifiable. Conversely, shareholder’s equity and assets on the balance sheet can be repetitively undervalued due to particular accounting methods and regulations. For example, accounting methods of historical costing as well as those which exclude internally generated intangible assets from recognition in the balance sheet are consistently undervalued each period (García Lara and Mora 2004).
Although not all researchers are proponents of conservatism in accounting, even opponents agree that conservatism exists, plays an essential role in the practice of accounting (Lambert 2010), and that financial information has become increasingly more conservative in the past 30 years (Watts 2003a). Watts (2003b) attributes this increase in conservatism to increases in income taxes, changes in the legal environment and liability exposures, and finally to the strong influence of accounting regulatory bodies. These theories will be further explained in Sections 4.2.1 through 4.2.4. 
2.3 Motivation for Type of Accounting Conservatism
Many comparative studies (Ball et al. 2000, Giner and Rees 2001, Raonic et al. 2004, Bushman and Piotroski 2006) from prior research which investigate conservatism across countries are focused on earnings conservatism. These prior studies identify differences as well as explanations for the differences between earnings conservatism practices in the Anglo-Saxon and Continental models. This thesis will not investigate the reasons for the differences in earnings conservatism between the two models. Instead it aims to use the explanations and findings from the prior research, to hypothesize whether the mandatory adoption of IFRS in the EU influences the differences between the Anglo-Saxon and Continental models found in earnings conservatism from prior research. In order to build on prior research and add to the existing body of literature in both the areas of conservatism and IFRS in Europe, the choice to concentrate on earnings conservatism is made. 
2.4 Conclusion
In this section, the first sub-question of the research was answered. Accounting conservatism is comprised of balance sheet and earnings conservatism. Balance sheet conservatism is defined as the undervaluation of net assets and shareholder’s equity (Watts 2003a, García Lara and Mora 2004), while, earnings conservatism is defined by Basu (1997, 4) as the “accountants’ tendency to require a higher degree of verification for recognizing good news than bad news in financial statements.” Basu’s (1997) definition will be the primary definition of earnings conservatism used in this thesis. Within prior research there is a consensus that a negative relationship exists between balance sheet and earnings conservatism (García Lara and Mora 2004, Pae et al. 2004) and accounting has grown increasingly more conservative over the past several decades (Watts 2003a).      
3. Measuring Earnings Conservatism 

3.1 Introduction
In order to determine the effects of a uniform set of accounting standards, IFRS, on earnings conservatism in the UK and continental Europe, a method to measure earnings conservatism must be derived from prior research; therefore, this section will be used to answer the second sub-question:

According to prior empirical research, how can earnings conservatism be measured?
Watts (2003b) discerns three types of measures for conservatism: earnings/stock related measures, earnings/accrual related measures, and net asset measurements. Given that this study will focus solely on earnings conservatism, and net asset measures are indicators of balance sheet conservatism, they will not be explained further in this section; however, an earnings/stock related measure (asymmetric timeliness) will be presented in Section 3.2 and an accruals related measure (skewness of earnings) will be explained in Section 3.3. These two methods of measuring earnings conservatism developed by Basu (1997) and Givoly and Hayn (2000) respectively are currently considered to be the two leading models for the measurement of earnings conservatism. After these measures for earnings conservatism are explained, some limitations that exist in their use will be presented. Finally, this section will also describe how the measures will be used in the context of this thesis.
3.2 Asymmetric Timeliness Measure 
Basu (1997) tests for the existence of earnings conservatism in a sample of US firms from 1963 through 1990 by using the asymmetric timeliness of earnings as a key indicator of conservatism. He uses stock returns as proxies for news in a reverse regression, in which earnings conservatism is an independent variable. Good news and bad news are shown as positive and negative annual stock returns, respectively. Basu’s model assumes that news, whether good or bad is reflected immediately by stock prices, and that bad news gets incorporated earlier than good news in accounting information (Dietrich et al. 2007) because accountants require additional verification of good news in comparison to bad news (Basu 1997). This leads to the idea that greater asymmetry in the timeliness of earnings indicates more use of conservatism. 

In his study, Basu (1997) developed the following cross-sectional regression for earnings conservatism:
Xit / Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit
Where:

Xit = earnings per share for the fiscal year

Pit-1 = price per share at the start of the fiscal year

Rit = stock market return for the firm between nine months before fiscal year end and three months after fiscal year end

DRit = dummy variable that is equal to one if Rit is less than zero and equal to zero otherwise. A dummy variable of one signifies bad news, while a variable of zero signifies good news. 
Good and bad news in this model for earnings conservatism are identified by the sign of the stock return (Givoly and Hayn 2000). In this model the coefficient β1, is both an independent variable as well as the indicator for earnings conservatism (Basu 1997, Givoly and Hayn 2000). The greater the value of β1, the more asymmetry exists between good and bad news and the greater the amount of conservatism (Basu 1997). 

3.2.1 Limitations of the Asymmetric Timeliness Measure
Basu’s (1997) asymmetric timeliness measure is subject to limitations. First, the model requires stock price information to identify the existence of conservatism, for this reason the earnings per share, stock returns, and prices per share must be available for the firms planning to be measured. As a result, earnings conservatism cannot be measured in privately held firms with this model due to the lack of stock information (Givoly and Hayn 2007). 

Next, the Basu (1997) model requires the market to be efficient in the semi-strong form, as it assumes all publicly available good and bad news is immediately reflected in stock prices (Dietrich et al. 2007). In addition, Ryan (2006) explains that due to the reverse-regression characteristic of the Basu (1997) model, stock market returns must incorporate news from sources other than publicly available earnings from the period and this news must be recognizable in earnings from the same period, otherwise the model will not work effectively. In summarizing the limitations of the Basu (1997) model, Ryan (2006) notes that it is not always the case that stock return information is equivalent to non-earnings disclosures because firms often reflect news of gains and losses differently due to differing firm policies.
Further, economic events affecting firms, such as a change in interest rates, the acceptance of a new contract, or change in tax rates that occur within the time period being examined are likely to influence the differential timelines in recognizing good and bad news and can be mistakenly interpreted as earnings conservatism by the model. Lastly, the asymmetric timeliness method is considered to become a weaker measure for conservatism when more aggregate data is used.  For example, the asymmetric timeliness method is a more reliable indicator for conservatism when examining quarterly data in comparison to examining annual data (Givoly and Hayn 2007). 

After addressing the limitations mentioned above for the asymmetric timeliness model, Givoly and Hayn (2007) conclude that studies which compare conservatism across countries are the most susceptible to these limitations and Ryan (2006) reveals there is little consistency in asymmetric timeliness measures in time-series studies across firms. 
3.3 Skewness of Earnings Measure

As previously mentioned in Section 2.2, earnings conservatism is categorized by the early recognition of bad news, or losses, and the delayed recognition of good news, or gains, relative to their corresponding cash flows (Basu 1997). Givoly and Hayn (2000) use this differential recognition to measure earnings conservatism by examining the skewness of earnings distributions. Earnings distributions are a plot of firms’ earnings, or indicator of firms’ earnings, on a bell curve or histogram for numerical data (Foster 2001). Skewness is the distribution in a set of data compared to its mean (Weinberg and Abramowitz 2008). The mean of a symmetrical set of data will be located in the center of the distribution and will be equal in value to the data’s median and mode (“Data and Descriptive Statistics”). A symmetrical set of data has a skewness value which is equal to zero (Foster 2001). A depiction of a symmetrical distribution is given in Figure 1. 
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Givoly and Hayn (2000) determine that conservative earnings are negatively skewed in relation to their associated cash flows because earnings and cash flows are not simultaneously recognized. Recognition of gains is deferred until verifiable, while losses are immediately recognized. These differential recognition results are accruals. Negatively skewed data contains more extreme values; therefore, the mean, median, and mode are no longer equivalent (“Data and Descriptive Statistics”). Negative skewness indicates that the tail of the earnings distribution extends longer on the left side than the right side. In addition, the majority of values in the sample are greater than the mean and therefore lie on the right side of the distribution, resulting in a shape as that in Figure 2 (Pallant 2010).  
        Figure 2: Asymmetric distribution of negative skewness




Givoly and Hayn (2000) present the following equation to measure skewness of earnings: 

Y = E (x- μ)3 / σ3
Where:

Y = skewness of earnings

x = return on assets, or cash flows from operations divided by assets

μ = mean of x

σ = standard deviation of x 

Using this model earnings conservatism is present when Y, the skewness of earnings, has a negative value. Examining this equation overtime provides an indication as to the changes in conservatism across a sample within a given time period. Givoly and Hayn (2000, 292) explain that a persistent negative skewness of earnings across firms is an indication of conservatism, while the accumulation of negative accruals indicates shifts in the amounts of conservatism over a period of time. 

3.3.1 Limitations of the Skewness of Earnings Measure

This accruals related method is also subject to some limitations. Several factors affecting a firm can result in a decline in profitability as well as a decline or an increase in accruals. As a result of the impact these factors have on profitability and accruals can be mistaken for earnings conservatism in the skewness model by Givoly and Hayn (2000). These factors include firm restructuring, pension and post-retirement benefits, mergers and acquisitions, as well as growth and inflation. First, restructuring by a firm can create expenses and changes in income that are not reflected in cash outflows. Second, pension and post-retirement employee benefits are often required to be immediately expensed. This increases a firm’s liabilities and causing an increase in negative accruals. Next, mergers and acquisitions are usually accounted for using the purchase method. This method calls for the revaluation, depreciation, and amortization of goodwill and intangibles gained by a firm in the merger or acquisition, which decreases profits and increases negative accruals. Finally, Givoly and Hayn’s (2000) equation does not take into consideration growth or inflation over the sample period in which the equation is applied. Both growth and inflation increase income as well as negative accruals.

3.4 Motivation for Primary Measure of Earnings Conservatism
After a comparison and analysis of limitations between the stock return and accruals measures of earnings conservatism, it is decided that the accruals measure of skewness of earnings is most suitable as the primary measure for earnings conservatism for this thesis. Overall, the principal reason to choose against the use of Basu’s model of asymmetric timeliness of earnings as the primary measure of earnings conservatism in this thesis is the increased susceptibility of Basu’s (1997) model to its limitations in cross-country time-series studies (Givoly and Hayn 2007).  

Givoly and Hayn (2007) suggest that more than one measure of conservatism should be used in studies to make more accurate conclusions as to the presence of earnings conservatism present in the sample. For this reason, earnings conservatism for the UK and continental European firms contained in the sample will be calculated using both Basu’s (1997) model and the skewness of earnings model by Givoly and Hayn (2000) to enhance the comparability of results as well as to obtain a broader indication of earnings conservatism present in the sample before and after the mandatory implementation of IFRS in the countries under study.  
3.5 Conclusion
This section answered the second sub-question by presenting two prominent models used in prior empirical research to measure earnings conservatism – the asymmetric timeliness and skewness of earnings measure. Basu’s (1997) asymmetric timeliness measure of good and bad news uses stock return data as a proxy for earnings conservatism in a reverse-regression to measure asymmetry in the recognition of gains and losses. Conservatism is present in the model when the regression coefficient acting as an indicator for earnings conservatism exhibits an asymmetry between good and bad news, or positive and negative accruals respectively. Givoly and Hayn’s (2000) skewness of earnings measure can also be used to measure earnings conservatism by examining the differential recognition of earnings under conservatism that causes skewness of earnings distributions. Conservatism is considered to be present in the model when earnings are negatively skewed in association with their corresponding cash flows.

Both measures of earnings conservatism are subject to limitations, the greatest being the asymmetric timeliness of earnings measure’s increased susceptibility to its limitations in studies such as this thesis, which compare annual firm level data across several years and countries. For this reason, skewness of earnings is chosen as the primary measure for this thesis; however, prior research (Givoly and Hayn 2000) shows that the most accurate results are given when more than one model is utilized. Consequently, both the asymmetric timeliness and skewness of earnings measure are used in an attempt to obtain a more precise conclusion about the presence of conservatism in the sample. In addition to these measures, a variation of the Basu (1997) model will also be used to measure conservatism between the UK and continental Europe. This model incorporates all the same variables as the Basu (1997) regression except it adds an additional dummy variable to represent the country or region of the firm. This model will be presented and further explained in Section 9.3.2.     
4. Explanations and Institutional Factors Influencing Conservatism from Prior Research 
4.1 Introduction

This section provides an answer to the third sub-question:

According to prior research, what are the explanations and institutional factors which influence earnings conservatism?
 First, four explanations – contracting, litigation, taxation, and regulatory – are given in Sections 4.2.1 through 4.2.4 respectively. These explanations are derived from Watt’s (2003a) summary of existing literature.  Next, several institutional factors specific to the nation which a firm operates that have been identified in prior research as contributing factors to asymmetry in earnings are presented in Sections 4.3.1 through 4.3.4. These institutional factors discussed include legal origin, enforcement of laws, corporate governance system, and accounting standard setting processes. The explanations by Watts (2003a) as well as the four institutional factors are described along with an explanation of each one’s effect on earnings conservatism.   
4.2 Explanations for Conservatism from Prior Research
4.2.1 Contracting Explanation

The most researched explanation for conservatism is that of contracting. The contracting explanation uses conservatism to address the asymmetries of information and payoff as well as limited horizons and liabilities that exist between the firm and financial statement users. Watts (2003a) recognizes that managers of firms have access to privileged insider information to which financial statement users do not have access; this is known as information asymmetry. These managers also have limited tenure and liabilities connecting them to the firm in which they work. For these reasons managers have incentives to introduce bias and act in their own interest when dealing with debt and compensation contracts as they are not entirely exposed to the same risks as shareholders and financial statement users. Conservatism aids in reducing the overly-optimistic behavior of management when making judgments in recognizing earnings and valuing assets (Grambovas et al. 2006). Watts (2003a) recognizes that conservatism can also be misused by managers as a form of earnings management in which earnings are biased downwards to make future reporting periods appear more profitable. For example, managers can use conservatism in the current period to reduce earnings and create expenses, in this way the subsequent period earnings are overstated and the firm appears more profitable in comparison. This technique of earnings management is known as “big bath.”       

4.2.2 Litigation Explanation

The litigation explanation in Watts (2003a) applies primarily to very litigious regions, such as the US, this is because business and accounting decisions in the US and countries of similar legal origin such as the UK are highly influenced by the legal environment especially in comparison to continental Europe (García Lara and Mora 2004). In these strict legal regimes managers can be held liable for shareholder losses if information which management provided, was relied upon by shareholders, and subsequently was proven to be misleading (Palepu et al. 2010). On the other hand, in countries of Europe litigation tends to be rare and rewards for damages tend to be slight (Ball et al. 2000). For example, in Germany to hold firms liable for losses resulting from misleading information investors first must prove the information which they relied upon from management was grossly negligent and second was fraudulent and intended to cause harm (Palepu et al. 2010). In litigious nations, lawsuits are more likely to arise when assets and earnings are overstated than when they are understated. For this reason, managers have an incentive to be conservative and preserve their reputation by avoiding litigation. 
4.2.3 Taxation Explanation

Conservatism is also explained through taxation (Watts 2003a). Firms have an incentive to be conservative and defer income in order to reduce their income taxes for the current period. This deferment leads to a lower level of taxable income and an understatement of net assets. Time-series evidence shows that as taxes increase, financial reporting becomes more conservative. 

4.2.4 Regulatory Explanation
The regulatory explanation for conservatism in accounting is the last explanation given by Watts (2003a). Although standards issued by regulators are not always conservative, standard-setters are more likely to be blamed if assets are overvalued and income is overstated by managers following their standards. This provides regulators with an incentive to issue standards that incorporate conservatism. 

In this research earnings conservatism is examined in relation to the accounting regulations of IFRS; therefore, the policies and opinions on conservatism by the IASB contained within the IFRS regulations are significant to this study and explained further in Section 6.3.1.  
4.3 Institutional Factors as Explanations for Conservatism from Prior Research 

4.3.1 Legal Origin

Although no countries are entirely the same in regards to their institutional factors, some characteristics are similar enough amongst countries to classify them into the two groups based on their legal origin (LaPorta 1998). These two groups are the common and code-law families. Traditionally, countries of the Anglo-Saxon model practice common-law, while countries of the Continental model practice code-law. 

Common-law originates from the law of the UK. Laws in common-law countries are primarily influenced by precedents and decisions arrived at by judges as issues arise in the law. Of the countries which will examined in this research, the UK is of common-law origin (Ball et al. 2000), and is in fact considered the purest country of common-law origin due to the fact that the common-law legal system originated in the UK (Joos and Lang 1994).    

Code-law is developed in the public sector by government bodies. Disruptions in law are settled by the government and parties responsible for these disruptions are given penalties from the state (Ball et al. 2000). Of the continental European countries included in this research all are classified as code-law countries. Although the Netherlands is typically classified as a code-law country, results of prior empirical research show it exhibits characteristics of both common and code-law countries. Specifically in the case of this thesis, the Netherlands tends to relate more with common-law practices in terms of accounting standard setting processes. This characteristic of the Netherlands is further explained in Section 4.3.4.  
The study of Ball et al. (2000) examines the effect of institutional factors, mainly legal origin, on the properties of firm earnings. Their results show that the common-law countries included in their sample, the US and the UK, exhibit greater timeliness in reporting earnings and thus more conservatism than the code-law countries, France and Germany, of their sample. 
4.3.2 Enforcement of Laws 
A country’s legal institution influences the extent of conservatism used in firms’ reported figures. Bushman and Piotroski (2006) state there is a link between legal regimes and the contracting explanation for conservatism. Firms located in countries with strong legal environments which use enforceable contracts face a greater demand for conservative financial figures. Managers have limited liability and tenure with the firms and therefore an incentive to maximize compensation payments (Watts 2003a). In an effort to prevent this, shareholders demand that managements’ compensation be treated conservatively and deferred until there is verifiable proof actions have taken place to earn it. In countries with strong legal systems managements’ contracts for compensation can be enforced by law thus supporting the demand for conservatism from shareholders (Bushman and Piotroski 2006).
A study by LaPorta et al. (1998) examines the quality and enforcement of laws intended to protect shareholders and creditors in 49 countries. They find that regardless of the country’s per capita income, countries operating under common-law origins, including the UK, have the strongest laws in place to protect shareholders. Bushman and Piotroski (2006) explain that investor protection embedded in a country’s laws incents the timely recognition of bad news in earnings. When considering the quality of laws in place regardless of a country’s legal origin, LaPorta et al.’s (1998) study finds that per capita income influences quality and that law enforcement is stronger in richer countries. 

Countries with strong legal environments to protect shareholders and investors, such as those of common-law origin (LaPorta et al. 1998), tend to issue larger rewards to shareholders in remedy of losses inflicted from overstatements of earnings or overvaluation of assets in financials. For this reason costs of litigation for firms in countries with strong legal regimes is high, resulting in more conservative accounting in attempts to avoid potential shareholder litigation (Bushman and Piotroski 2006). Results from a study by Holthausen and Watts (2001) show a positive correlation between the evolution of accounting conservatism and litigation risk.

4.3.3 Corporate Governance 

One implication to the various legal system characteristics described in Section 4.3.1 are the ownership practices amongst firms (Giner and Rees 2001). These ownership practices and two models of corporate governance, the shareholder model and the stakeholder model, are indentified by Ball et al. (2000), who classify common-law countries as shareholder-oriented and code-law countries as stakeholder-oriented. 

In countries of the shareholder orientation which are typically countries also of common-law origin, shares of firms are typically held in small blocks by many investors and equity financing is common (Ball et al. 2000, Grambovas et al. 2006). For these reasons public disclosures and timely recognition of news, especially of losses, is demanded by shareholders to solve the information asymmetry that exists between investors and management (Ball et al. 2000). Further, Bushman and Piotroski’s (2006) study on the institutional factors which influence conservatism in Europe finds that dispersed ownership in combination with a high quality legal system creates a high demand for timeliness in earnings. In a similar study by Raonic et al. (2004) a positive correlation is found between the exposure of firms to equity markets and conservatism, thus firms which have many shareholders tend to exhibit more conservatism than those with a few major shareholders.    

Under the stakeholder orientation typical in code-law countries, publically listed firms are often held by a few shareholders owning large percentages of the firm. As a result of this block ownership, agents and investors in the system of stakeholder corporate governance are well-represented by unions and groups that influence government standards and firm decisions. This close relationship between stakeholders and firms is used instead of conservatism to solve the problem of information asymmetry (Ball et al. 2000) between parties, such as managers, within the firm and others, such as shareholders, outside of the firm. 

Thus prior research shows that common-law countries tend to follow the shareholder model of corporate governance and code-law countries the stakeholder model. Both models have different implications on earnings conservatism. Firms operating under the shareholder model have been proven to display more earnings conservatism than those which operate under the stakeholder model. Conservatism in the shareholder model is used to solve information asymmetry that is not as prominent in the stakeholder model due to investor representation by unions and groups.     

4.3.4 Accounting Standard Setting Process

The process of accounting standard setting and development of a nation’s GAAP can either be performed by a private organization, a public sector, or a combination of both private and public bodies. 

Looking to the countries incorporated into this research and the standard setting bodies involved in the development of each country’s GAAP prior to the implementation of IFRS, UK GAAP was created by both governmental and private bodies. On the other hand, the GAAPs of the continental European countries included in this thesis were developed in the public sector by the government, with the exception of the Netherlands, which is created by both a private organization and governmental sector. In the public sector, the accounting standards are created in line with government policies and goals (Ali and Hwang 2000).  

Ali and Hwang (2000) investigate the value relevance of accounting data and determine that firms operating in countries in which the local GAAP is developed by a private organization tend to incorporate more relevant information into accounting data. Using this information, it can be determined that the UK is more value relevant than the continental European countries, except for the Netherlands which should be equally as value relevant when only taking into consideration the process of standard setting.
Ali and Hwang’s (2000) study on the relation between value relevance and accounting standard setting processes by private and public sectors provides indication as to how conservatism is affected under each method. Value relevance is defined as the ability of financial statements to capture information that is relevant to investors and reflect this information in share returns and prices (Scott 2003). Empirical results from the study of Ali and Hwang (2000) show that the UK is more value relevant than continental Europe. This indicates more timeliness of reported earnings and thus a greater amount of conservatism in the UK.  

The firms examined in this thesis are those which are publically-listed on the UK, Belgium, the Netherlands, Germany, France, Luxembourg, Italy, Spain, and Portugal stock exchanges from 2002 through 2007. Since the mandatory implementation of IFRS in the EU occurred in 2005, the individual accounting standard setting bodies which developed local GAAPs were active prior to 2005. For this reason, the information presented in this section will not aid in explanations for any differences in levels of earnings conservatism between nations subsequent to 2005. Nevertheless, knowledge of the effects of a country’s accounting standard setting processes and its influence on conservatism can be used to hypothesize that UK firms incorporated greater amounts of earnings conservatism in their financial statements than continental European firms prior to the mandatory adoption of IFRS.  

4.4 Conclusion
This section identified the explanations and institutional factors attributed to influencing earnings conservatism in order to answer the third sub-question to the research. The four basic explanations of conservatism and contributors to increasing levels of conservatism over the last several decades are derived from a literature review by Watts (2003a). The contracting explanation denotes that conservatism is used as a tool in correcting the asymmetric information between managers and other parties to the firm. The litigation explanation identifies conservatism as a method to avoid shareholder litigation which results from the overvaluation of assets and profits. The existence of conservatism can also be credited to taxes. Timely recognition of losses and delayed recognition of gains defers current period tax expenses. Lastly, Watts (2003a) cites regulation as an explanation for conservatism. Regulatory bodies and standard-setters have an incentive to incorporate conservatism into the rules of reporting in order to rid themselves of any blame if a company’s assets or profits are overstated from use of their standards.
Also in this section the institutional factors specific to particular regions which impact the level of conservatism are addressed. Table 1 summarizes these institutional factors using the Anglo-Saxon and Continental models as classifications of the countries included in this study. 
Table 1: Institutional factors of the Anglo-Saxon and Continental models 
	Anglo-Saxon Model- UK
	Continental Model – Continental Europe

	Common-law practicing
	Code-law practicing

	Strong enforcement of laws, high risk of litigation
	Low risk of litigation

	Shareholder oriented 
	Stakeholder oriented 

	Accounting standards developed in private and public sector
	Accounting standards developed in public sector


The Anglo-Saxon and Continental models are closely linked to the political environments of common and code-law origins respectively. From what is observed in prior research, common-law countries tend to exhibit more conservatism than code-law countries. Timeliness in earnings is more prevalent for common-law countries because conservatism is used to safeguard against litigation and decrease information asymmetry in corporate governance between management and investors. In addition, countries where accounting standards are developed at least in part by private organizations are found to be more value relevant in comparison to countries where accounting standards are developed by public governmental organizations. Appendix 16.3 provides a summary of the prior research on the institutional factors influencing earnings conservatism in Europe.  
 Based on the information presented in this section, it can be predicted that the institutional factors present in Anglo-Saxon nations, such as the UK, create incentives for greater levels of conservatism in comparison to countries of the Continental model. The IASB does not have the authority to neutralize the majority of the differences in institutional factors between the UK and continental Europe. For this reason, one may expect that the institutional factors described in this section and present prior to the mandatory adoption of IFRS will continue to influence levels of conservatism subsequent to IFRS. 
5. Earnings Conservatism in Prior Research

5.1 Introduction

This section reviews prior empirical research on earnings conservatism in Europe to answer the fourth sub-question:

What does prior research show about earnings conservatism in the UK and continental Europe?
The information presented in this section serves as an extension to the prior research in Section 4 and will be used to gain an understanding of the existence and extent of earnings conservatism in the financial information of European countries. In addition, it will present findings of previous comparative studies on the differences in levels of earnings conservatism found throughout Europe, specifically between the UK and continental Europe. 
5.2 Earnings Conservatism in the UK and Continental Europe from Prior Research
One of the first extensive cross-country comparative studies focused specifically on conservatism is that of Ball et al. (2000). Their objective is to determine the differences in levels of earnings conservatism between a sample of common and code-law countries, including the UK, France, and Germany which are also examined in this thesis. In their study, the UK is classified as a common-law country and France and Germany as code-law countries. Using Basu’s (1997) cross-sectional reverse regression Ball et al. (2000) find that earnings conservatism exists in each of their sample countries. By incorporating a dummy variable for the common and code-law regions into Basu’s (1997) regression, Ball et al. (2000) also find that code-law countries are significantly less timely in incorporating losses into their financial information than common-law countries primarily due to the different institutional factors influencing reporting incentives in each region. 
Next, Giner and Rees (2001) investigate the differential recognition of gains and losses in the UK, France, and Germany. In measuring conservatism separately in each country, their results show the presence of earnings conservatism. In addition, the UK is shown to have a faster recognition of losses in comparison to France and Germany. Giner and Rees (2001) test the statistical differences in levels of earnings conservatism between the three countries for purposes of comparison. For this test, their findings show that there is no clear or statistically significant distinction between levels of earnings conservatism in the UK, France, and Germany. They conclude that differences in the incorporation of earnings conservatism in financial information may not be as distinct as the prior study of Ball et al. (2000).    

García Lara and Mora (2004) research conservatism in the UK and seven continental European countries. Using Basu’s (1997) regression, they prove that each country in their sample practices earnings conservatism. When measured comparatively, they find that the UK recognizes bad news faster in earnings than the countries of continental Europe, but only significantly faster than Germany. Another study by García Lara et al. (2008) measures earnings conservatism in a sample of common and code-law countries worldwide, including the UK and continental Europe. They find that earnings conservatism is more prevalent in the financial information of common-law countries in comparison to that of code-law countries.
In their study of institutional factors’ influence on conservatism in accounting, Raonic et al. (2004) sample all publicly-listed EU firms in 13 countries from 1987 through 1999. Their results show that despite the differences in institutional factors in European countries, each country practices earnings conservatism. Overall, they find that their sample grew increasingly more conservative throughout their study. 

Grambovas et al. (2006) use Basu’s (1997) regression model to measure and compare earnings conservatism at the firm-level in the US and EU from 1989 through 2004. Their cohesive calculation of earnings conservatism in Europe reveals that earnings conservatism exists in their sample and has become more pervasive over time. They predict if changes occur in the levels of conservatism incorporated into earnings, they are probably due to country-specific institutional factors influencing firms.   
5.3 Conclusion
This section provided insight into findings of previous empirical research on earnings conservatism in Europe to answer the fourth research sub-question. Prior research shows that a consensus of an existence of earnings conservatism in the UK and continental Europe. Many studies have not only tested for the existence of earnings conservatism in Europe, but have also made comparisons across countries in levels of conservatism incorporated in financial information. It is common in these comparative studies to compare countries of similar origins and institutional factors; therefore, the most common comparison from prior research is between common and code-law nations. Results of these comparative studies vary, although most provide an indication that common-law nations exhibit more earnings conservatism in comparison to code-law nations, some empirical results are not significant. 
6. International Financial Reporting Standards

6.1 Introduction

This section will answer the fifth sub-question:

What are the goals of IFRS as a uniform accounting standard?
Further, the opinion of the IASB and FASB on the inclusion of conservatism in financial information will be given to answer the sixth sub-question:

What is the opinion of the IASB and IFRS on accounting conservatism?
This information will be used to gain an understanding as to how conservatism is intended to be affected under IFRS. Lastly, the 2005 introduction of IFRS as a mandatory reporting standard for EU publicly-listed companies has had many implications on financial reporting including accounting quality and conservatism. Findings of prior studies which investigated the affect of IFRS on accounting quality and conservatism are also reviewed in this section in order to answer the seventh sub-question:
What does prior research show about the effects of IFRS on accounting conservatism?
6.2 International Financial Reporting as a Global Standard

As mentioned in Section 1.1, as of 2011, IFRS is permitted as a reporting language for listed firms in over 100 countries, including all EU members, Australia, Canada, Brazil, Mexico, and Korea, as well as in the US for foreign issuers (ifrs.org).    
As stated by the IFRS Foundation, “the goal of the IFRS Foundation and the IASB is to develop, in the public interest, a single set of high-quality, understandable, enforceable and globally accepted financial reporting standards based upon clearly articulated principles” (ifrs.org). IFRS is a set of principles, requiring the judgment of management in its application since the standards are not comprised of a comprehensive set of rules (Tweedie). In his March 2011 speech to the US Chamber of Commerce, Sir David Tweedie emphasized the benefits that a uniform global accounting standard will have for investors and firms. These benefits include increased comparability, access to larger capital markets, as well as ease in cross-country mergers and acquisitions.     
6.3 International Financial Reporting Standards and Conservatism

6.3.1 The FASB and IASB on Conservatism 

In paragraph 37 of its Framework the IASB refers to conservatism as “the inclusion of a degree of caution in the exercise of the judgements needed in making the estimates required under conditions of uncertainty, such that assets or income are not overstated and liabilities or expenses are not understated” (IASB 2006). This “degree of caution,” also referred to as prudence by the IASB, is used as a tool to correct any overly optimistic judgments by management when using discretion required by the principle-based IFRS (Grambovas et al. 2006). 
Conservatism is named by the FASB and IASB in the “Conceptual Framework for Financial Reporting” as an impediment to the significant qualitative characteristics, such as representational faithfulness, neutrality, and comparability (including consistency)” (2006, 41).  First, neutrality is defined as the absence of bias and is an essential component to financial reporting needed to present a true and fair view of economic events (2006, 41). Conservatism’s conflict with neutrality can be interpreted as the inclusion of a bias in the form of conservatism when dealing with managerial judgments and estimates. The Framework instead requests managers take a neutral standpoint when making judgments (Hellman 2008). Second, under the Framework, representational faithfulness is a component of reliability. Reliable information is that which “is free from material error and bias and can be depended upon by users to represent faithfully that which it either purports to represent or could reasonably be expected to represent” (IASB 2006, 67). Again, conservatism bias can lead to reported financial information that does not provide a true and fair view nor faithfully represents economic reality. Due to these conflicts, the FASB and IASB believe that the understatement of earnings and assets should not be done intentionally, as it is not seen as beneficial to the overall goal of comparability, defined as the ability of users to identify similarities and differences in financial data in order to increase information usefulness (IASB 2006). As a result of the hindrance to the qualitative characteristics of representational faithfulness, neutrality, and comparability caused by conservatism, the “Conceptual Framework for Financial Reporting” proceeds to deem conservatism and prudence as undesirable characteristics of financial information (IASB 2006).        
6.3.2 Accounting Conservatism and IFRS in Prior Research
Gassen and Sellhorn (2006) examine IFRS and earnings quality, including conservatism, in Germany one year after the mandatory implementation of IFRS. They measure asymmetric timeliness of earnings with Basu’s (1997) regression model to compare German firms using IFRS and their counterparts using German GAAP. Their results show that the “good news” coefficient in Basu’s (1997) model is lower for IFRS firms than German GAAP firms and in the same line that the “bad news” coefficient is higher for IFRS firms than for German GAAP firms. These coefficients reveal that earnings conservatism is more present in firms reporting under IFRS than those using German GAAP.     

Christensen et al. (2008) also conduct a study on accounting quality in Germany around the adoption of IFRS. Their research is aimed at determining whether accounting quality, identified as earnings management and timely loss recognition (earnings conservatism), increases if firms are required to adopt IFRS. In their research IFRS is classified as a higher quality accounting standards in comparison to German GAAP due to German GAAP’s “code-law origin and insider orientation” (Christensen et al. 2008, 1). Christensen et al.’s (2008) results show that firms which voluntarily confirmed to IFRS prior to 2005, known as early-adopters, experienced an increase in accounting quality and thus showed an increase in timeliness of losses. On the other hand, German firms forced to adopt IFRS were not found to have an increase in accounting quality. The authors present several explanations as to why the differences between early-adopters and mandatory-adopters may exist. First, they state that IFRS may not be efficient as a standard in decreasing earnings management and causing timelier recognition of losses. They also believe that accounting quality increased in early-adopting firms because they had an incentive to early-adopt, while there is no increase in quality and timeliness of losses for firms obligated to confirm because they had no incentives to comply with IFRS. Lastly, the authors come to the conclusion that incentives, often driven by a firm’s setting, can surpass accounting standards as determinants of accounting quality.          
Hellman (2008) analytically assesses IFRS’ influence on accounting conservatism by examining loss carry-forwards, development costs, and construction contracts under IFRS. He identifies two ways in which conservatism can be applied – consistently and temporarily. Consistent conservatism is that which always leads to lower valuation, such as the expensing of costs instead of capitalization, while temporary conservatism is caused by changes in accounting estimates. Hellman (2008) provides the example of firm restructuring. Initially in restructuring, a provision may be created using conservative principles to capture the liabilities due; however, when estimates on restructuring change this provision will be modified and thus reversed. In essence, temporary conservatism creates hidden reserves that are reversed in subsequent periods. In his study, Hellman (2008) recognizes the FASB and IASB’s desire to exclude prudence and conservatism from financial reporting information, but his research suggests that the implementation of IFRS resulted in only a reduction in consistent conservatism which is instead replaced by more opportunities for temporary conservatism. 
Soderstrom and Sun (2007) provide a review of literature written on the adoption of IFRS and its relation to accounting quality for the purpose of providing “background and guidance for researchers studying the change in accounting quality following widespread IFRS adoption in the EU” (2007, 675). They determine that the quality of accounting information is dependent upon the quality of the accounting standards, the incentives present for financial reporting, as well as characteristics of the country in which the firm operates, mainly the political and legal systems. In regards to quality, Soderstrom and Sun (2007) predict that if the IASB continually improves the quality of IFRS, financial statement information prepared under IFRS would become more value relevant and reliable. The authors also recognize that elements within the political and legal systems of countries affect quality; these include the financial market, capital and ownership structure, as well as the tax system. They conclude that even though IFRS will standardize financial reporting, any changes in accounting quality will be dependent on changes in the political and legal systems present in the each country.          
6.4 Conclusion
This section answered research sub-question five by providing insight into the goals of IFRS as a global accounting standard - to promote representational faithfulness, neutrality, and comparability in financial information. Research sub-question six was also answered in this section – the IASB and FASB consider accounting conservatism to be an undesirable characteristic which interferes with the Framework’s qualitative characteristics of representational faithfulness, neutrality, and comparability (IASB 2006). Finally the answer to research sub-question seven provides a summary of the varied results of prior empirical studies on the effect of the adoption of IFRS on accounting quality and accounting conservatism. These results show that accounting conservatism exists in Europe subsequent to the mandatory adoption of IFRS, IFRS has changed the way conservatism is presented in financial information, and institutional factors remain as influencers to levels of conservatism in Europe. 
Based on the information presented in this section, several predictions can be made as to what affect the mandatory adoption of IFRS will have on earnings conservatism in the UK and continental Europe. Based on Section 6.2, one may conclude that because IFRS is principle-based it allows managers greater judgment and subjectivity in interpreting accounting standards, which may lead to varying levels of conservatism based on managers’ interpretations and objectives. On the contrary, based on the information provided in Section 6.3.1 and the IASB’s “Conceptual Framework for Financial Reporting” conservatism would be expected to decline under IFRS as it is seen as an undesirable characteristic which interferes with the Framework’s qualitative characteristics of representational faithfulness, neutrality, and comparability (IASB 2006). Finally, a review of prior research in Section 6.3.2 gives varied results as to the affect of IFRS on conservatism. Gassen and Sellhorn (2006) and Hellman (2008) find evidence of the existence of conservatism under IFRS. Gassen and Sellhorn (2006) show that conservatism is more prevalent in Germany for firms using IFRS than those using GAAP and Hellman (2008) predicts that although IFRS decreases consistent conservatism it provides more opportunities for temporary conservatism. In addition, Christensen et al. (2008) and Soderstrom and Sun (2007) both recognize that the institutional setting and political/legal environment in which a firm operates plays a part in the levels of conservatism incorporated into financial information. 
7. Research Approach

7.1 Introduction

This section answers sub-question eight:

What research approaches can be taken when examining earnings conservatism?
by presenting two approaches, the market-based accounting approach and the positive accounting theory, to conduct research on conservatism. Both of these research approaches are common in conducting research on conservatism and usefulness of financial statement information. The approaches and their relation to conservatism and this study will both be explained. 
7.2 Market-based Accounting Research 
As mentioned in Section 1.2, research conducted on the usefulness of financial statement information can either originate from the information content or measurement perspective. Using the measurement perspective, this thesis will explore value relevance, the ability of financial statements to capture information that is relevant to investors and reflect this information in share returns and prices (Scott, 2003). Conservatism has a strong impact on value relevance, specifically influencing its decline over the past 30 years (Watts 2003a). Market-based accounting research focuses on the relationship between accounting information and share prices or returns (Ryan et al. 2002). The measurement perspective of the market-based accounting approach links firm earnings to stock returns (Deegan and Unerman 2006).
In relation to the research of this thesis the measurement perspective of market-based accounting research will be used to assess stock information, in particular prices and returns, to examine whether conservatism exists and how it is related to the recognition of gains and losses in accounting information. Specifically, the market-based accounting approach will be taken in the use of the Basu (1997) model of asymmetric timeliness of earnings which examines stock return data for indications of the presence of earnings conservatism.  
7.3 Positive Accounting Theory
Positive accounting theory “is concerned with explaining accounting practice. It is designed to explain and predict which firms will and which firms will not use a particular method…but it says nothing as to which method a firm should use” (Watts and Zimmerman 1986, 7). The positive accounting theory assumes that parties to the firm act in their own self-interest in order to maximize their own utility. For example, managers may take advantage of the information asymmetries which exist between themselves and outside parties to the firm. As a result, the self-interests of managers, known as the agents, and firm owners/shareholders, known as the principals are not always aligned. Assuming that agents act solely in their own self-interest, it is predicted that firms will find ways in which to align the interests of the owners and the managers. Two methods often employed by principals to decrease the agency effect are agent incentives, such as stock-based compensation, and monitoring. This component of the positive accounting theory is known as the agency theory (Jensen and Meckling 1976). 
The agency theory is similar in much respect to the contracting explanation for conservatism described in Section 4.2.1. Both examine the asymmetries of information between the management and the user’s of financial information produced by management, i.e. owners/shareholders of the firm.
The primary purpose of this study is to assess the changes in earnings conservatism before and after the mandatory implementation of IFRS in the UK and continental Europe. The empirical research of this thesis will provide an indication as to the affect of a uniform accounting standard on earnings conservatism. For this reason, IFRS is an important component of the research. As previously mentioned IFRS is a principle-based accounting method which requires the judgment of managers in making estimations and disclosures (Tweedie). In relation to this thesis the positive accounting theory can be used to explain and predict the choices managers make under the principles of IFRS about incorporating conservatism into earnings.
7.4 Conclusion      
This section answered research sub-question eight and identified the two research methods which will be employed in this study – market-based accounting research and the positive accounting theory. The market-based accounting research approach is centered on the relationship between earnings conservatism, share prices, and stock returns. In the context of this research, this approach will be used in conjunction with the Basu (1997) model to measure earnings conservatism with the use of stock return data. The positive accounting theory attempts to explain and predict managerial choices. Since IFRS is a principle-based accounting standard and allows managers to implement judgment into reporting, the positive accounting theory will be used in this thesis to attempt to understand how managers may use this permitted judgment in making decisions about conservatism.    
8. Hypothesis Development and Hypotheses
8.1 Introduction 
Sections 4, 5, and 6 present evidence derived from prior literature regarding earnings conservatism - specifically explanations for the existence of earnings conservatism, institutional factors in the UK and continental Europe which influence levels of earnings conservatism, presence of earnings conservatism in prior research and earnings conservatism’s relation to IFRS. In this section using this prior research, several hypotheses are developed as potential answers to the research question and expectations for the results of the research; thus, this section will provide an answer to the ninth sub-question:

What hypotheses can be formulated based on prior research?
First in Section 8.2, following a similar study on conservatism in Europe by García Lara and Mora (2004), this thesis will hypothesize as to whether earnings conservatism is present in the sample periods under investigation. The time period which will be examined in this thesis is from 2002 through 2007. This time period will be split into two segments based on the implementation of IFRS: 2002 through 2004 will be known as the “pre-adoption” period and 2005 through 2007 will be the “post-adoption” period. Next, in order to answer the research question presented in Section 1.3: 
How does the mandatory adoption of IFRS as a common set of accounting standards influence earnings conservatism in the UK and continental Europe? 
Section 8.3 and 8.4 will present developed hypotheses concerning the differences in earnings conservatism between the UK and continental Europe in the pre and post-adoption periods. 
8.2 Earnings Conservatism in the UK and Continental Europe from 2002 through 2007; Hypothesis 1 
Earnings conservatism, or managers’ incorporation of bad news in accounting information in a timelier manner than good news, is existent for many purposes in financial statements (Basu 1997). Today, conservatism is present to protect stakeholders from the asymmetries of information which exist between them and firm managers. By requiring the immediate recognition of losses and the deferment of gains, conservatism is used to reduce the likelihood of managers overstating earnings and using insider information to act in their own interest. Managers also have an incentive to incorporate conservatism into their earnings to avoid firm litigation and potential damage payments to their shareholders as well as defer income to decrease their current tax expenses. Lastly, regulators and standard-setters also play a role in the existence of conservatism in financial data by incorporating conservatism into their standards to avoid blame for damage to stakeholders caused by use of financial information prepared under their standards (Watts 2003a).     
In addition to the theoretical explanations for the existence of conservatism, several prior empirical studies discussed in Section 5 have proven the existence of earnings conservatism in the UK and continental Europe. With the use of the Basu (1997) model, García Lara and Mora (2004) prove that all countries in their sample of western European countries and the UK show a faster recognition of bad news than good news in financial statement information. Grambovas et al. (2006) investigate earnings conservatism in the US and EU and find that accounting information has grown more conservatism in the EU when examined cohesively. Raonic et al. (2004) examine all publicly listed EU firms and document the practice of earnings conservatism as well as an overall trend towards a greater use of conservatism. Further, Giner and Rees (2001) conduct a study on the timeliness of good and bad news in earnings in the UK, France, and Germany. Their results show the presence of earnings conservatism in each country.             
Consistent with the incentives for managers to include conservatism in accounting information as well as the empirical findings from prior research, the first hypotheses in regard to the existence of earnings conservatism in the UK and continental Europe in the time periods under study in this thesis are:

H1a: The UK shows earnings conservatism in the pre-adoption period from 2002 through 2004.
H1b: The continental European countries show earnings conservatism in the pre-adoption period from 2002 through 2004.
H1c: The UK shows earnings conservatism in the post-adoption period from 2005 through 2007.
H1d: The continental European countries show earnings conservatism in the post-adoption period from 2005 through 2007.
8.3 Earnings Conservatism in the Pre-Adoption Period; Hypothesis 2 
Prior research (Bushman and Piotroski 2006, LaPorta et al. 1998, and García Lara and Mora 2004) examined in Section 4.3 and summarized in Appendix 16.3 reveals that the institutional factors such as the legal system, enforcement of laws, system of corporate governance, as well as processes for developing accounting standards which are present in the UK are more conducive to earnings conservatism than those which are present in continental Europe. 

Several empirical studies in prior research have measured the level of earnings conservatism prior to 2005 in the UK and continental Europe. In their study, Giner and Rees (2001), with the use of a regression to relate earnings to stock returns, find that in comparison to Germany and France, the UK exhibits the highest asymmetry in recognizing bad news, thus the highest level of earnings conservatism. García Lara and Mora (2004) hypothesize that common-law countries, such as the UK, are more earnings conservative than code-law countries of Western Europe. Their results show that the UK exhibits more pronounced earnings conservatism which is statistically significant in comparison to Germany, the strongest example of a code-law country. Incorporating more European countries into their sample, Ball et al. (2000) conclude that common-law countries, such as the UK, display greater timeliness than code-law countries of continental Europe particularly in recognition of economic losses, due to income conservatism. Consistent with these findings and the institutional factors present in each region affecting conservatism, the second hypothesis in regards to the difference in earnings conservatism in the UK and continental Europe in the pre-adoption period is as follows:
H2: The UK exhibits more earnings conservatism than continental Europe in the pre-adoption period from 2002 through 2004.
8.4 Earnings Conservatism in the Post-Adoption Period; Hypothesis 3 
After the differences in conservatism between the UK and continental Europe are determined for the pre-adoption period, the post-adoption period from 2005 through 2007 must be examined to determine if the use of a uniform accounting standard, IFRS, has influenced earnings conservatism levels between the two regions. 

First, looking at primarily the goals of the IASB in relation to conservatism as well as the ideas of the IASB’s “Conceptual Framework for Financial Reporting” presented in Section 6.3.1, one should expect that conservatism would decrease in the post-adoption period due to IASB’s view of conservatism as an undesirable characteristic of accounting information (Hellman 2008) which decreases representational faithfulness, neutrality, and comparability amongst financial statement information (IASB 2006). 

Prior research on the affect of IFRS on conservatism using Basu’s (1997) regression model shows that conservatism is present in financial information one year after the mandatory implementation of IFRS (Gassen and Sellhorn 2006). Hellman’s (2008) study reveals that IFRS has not reduced levels of conservatism, but instead has created more opportunities for managers to use temporary conservatism instead of consistent conservatism. 

In addition, several studies on IFRS’s influence on conservatism in Europe, such as Christensen et al. (2008) and Soderstrom and Sun (2007) identify the institutional setting and political/legal environment in which a firm operates as a stimulus to the levels of conservatism incorporated into financial information. In this way, countries such as the UK which exhibit institutional factors, such as the legal system, system of corporate governance, and processes for accounting standard setting, that are more conducive to earnings conservatism are more likely to show higher levels of earnings conservatism. These higher levels of earnings conservatism are expected to remain even after a change in financial reporting standards, as long as the there are no changes in institutional factors. In line with this information and prior research, the final hypothesis is:  

H3: The UK exhibits more earnings conservatism than continental Europe in the post-adoption period from 2005 through 2007.
8.5 Conclusion
In this section the ninth research sub-question was answered. With the aid of prior research, six hypotheses were formed. Hypothesis 1 is presented in four parts relating to the existence of earnings conservatism in the UK and continental Europe in the pre and post-adoption periods.  The second and third hypotheses provide potential answers to the research question. It is believed that earnings conservatism exists in the UK and continental Europe from 2002 through 2007 and that the UK exhibits more earnings conservatism than continental Europe both before and after the implementation of IFRS. These hypotheses follow the idea that IFRS did not neutralize the differences in conservatism between the UK, originating from the Anglo-Saxon model, and the western countries of continental Europe, as part of the Continental model. The next section describes the data and research design used in testing these formulated hypotheses.    

9. Research Design    
9.1 Introduction

This section will provide an answer to the tenth sub-question:

What is an appropriate research design that can be used to for the empirical research in this study?
First, this section will provide details of the data collected to be used as inputs into the models for measuring earnings conservatism. In addition it will describe the asymmetric timeliness measure and skewness of earnings measure presented first in Section 3 and further explain the adaptations made to Basu’s asymmetric timeliness measure needed to make comparisons between the levels of earnings conservatism in the UK and continental Europe. In this section the models are described in the context of the steps which will be taken to test the formulated hypotheses in Section 8. 
9.2 Data Description
As previously mentioned, the time period which will be examined in this thesis is from 2002 through 2007. This time period will be split into two segments based on the implementation of IFRS: 2002 through 2004 will be known as the “pre-adoption” period and 2005 through 2007 will be the “post-adoption” period. More recent years are not included in the sample in order to eliminate the effects of the financial crisis which began in 2008 due to the failure of several large American financial firms and which caused a decline in stock markets worldwide (Hinton 2009). The year 2002 was chosen as a starting point for the research, so that there are an equal number of years in the pre-IFRS and post-IFRS sample. 
The sample of firms consists of all publically listed firm observations on the stock exchanges of the UK, Belgium, the Netherlands, Germany, France, Luxembourg, Italy, Spain, and Portugal from 2002 through 2007. In the data collection process the following steps were taken:

1.) Names and identifying codes (ISIN and SEDOL) of the publically listed firms on the stock exchanges of the UK, Belgium, the Netherlands, Germany, France, Luxembourg, Italy, Spain, and Portugal between 2002 and 2007 were taken from the Compustat Global database. Private firms are excluded as they are not required to report information under IFRS.   

2.) Identifying codes were used to extract firm-level annual report and stock market figures needed as input into the asymmetric timelines and skewness of earnings models to measure earnings conservatism. Annual report information was taken from the Thomson One Banker database and stock market figures from Datastream. The quantitative data contained in these databases are stored in the currency of the country in which each firm operates, primarily British pounds and Euros for the UK and continental European countries respectively. Since more firms are present in the continental European sample and these firms’ financials are denominated in Euros, the choice was made to convert all monetary figures into Euros before extraction from the database.   
These first two steps resulted in a sample of 1,179 UK firms and 1,766 continental European firms.
3.) Next, several exclusions were made to this original sample:

· Financial, insurance, and real estate firms are excluded, this exclusion is common to research on accounting conservatism due to the unique nature of these firms’ products, services, and business. 
· Firms which changed their fiscal year-end during the time period of 2002 through 2007 are excluded. This is necessary because the Basu (1997) model requires stock return amounts for each firm from nine months prior to the fiscal year-end to three months after the fiscal-year end to measure the difference in share returns and earnings as a result of earnings conservatism.  

·  Firms which prepared their financial statements in accordance with IFRS prior to the mandatory implementation in 2005, known as voluntary early-adopters are excluded from the sample in order to examine clearly the affect a uniform accounting standard has on earnings conservatism. 
· After the above exclusions, remaining firms lacking accounting data or stock prices needed as input into the models are eliminated.
The above exclusions led to a final sample size of 546 UK firms and 952 continental European firms.
In order to test all hypotheses the sorted data is first divided by time into the pre and post-adoption periods of IFRS. After, within each of the time periods the data is further split into UK firms and continental European firms. These splits comprise four groups of sorted financial data – UK pre-adoption, continental Europe pre-adoption, UK post-adoption, and continental Europe post-adoption. Figure 3 visually depicts how the data is split into sets.
         Figure 3: Data Sets



9.3 Methodology
9.3.1 Testing Hypothesis 1 
As the primary test of hypotheses H1a, H1b, H1c, and H1d the skewness of earnings measure by Givoly and Hayn (2000) is used to test the four groups of financial data shown in Figure 3 and their corresponding hypotheses:
H1a: The UK shows earnings conservatism in the pre-adoption period from 2002 through 2004,
H1b: The continental European countries show earnings conservatism in the pre-adoption period from 2002 through 2004,

H1c: The UK shows earnings conservatism in the post-adoption period from 2005 through 2007, and
H1d: The continental European countries show earnings conservatism in the post-adoption period from 2005 through 2007.
for the presence of earnings conservatism. Skewness of earnings is measured using the following equation: 

Y = E (x- μ)3 / σ3
Where:

Y = skewness of earnings

x = return on assets

μ = mean of x

σ = standard deviation of x 

In this model, earnings conservatism is present in the data when Y has a negative value. A negative value of Y represents a negative skew in earning distributions. Conservative earnings are negatively skewed in relation to their associated cash flows because earnings and cash flows are not simultaneously recognized (Givoly and Hayn 2000). As described and illustrated in Section 3.3 and Figure 2 respectively, conservative earnings are negatively skewed in relation to their associated cash flows, and therefore should not fit a normal distribution. For this reason, once the value of Y is determined, an additional test is undergone to ensure the results are not normally distributed. For this, the Shapiro-Wilk test for normality is used. This test determines whether a random set of data is normally distributed. If the significance of the Shapiro-Wilk results is less than or equal to 5%, there is a 95% certainty that the data sample does not fit a normal distribution. As one final test to verify the likelihood and direction of skewness, a z-score is calculated. The z-score is produced by dividing the skewness statistic by the standard error of skewness (Foster 2001). If the derived z-score value is less than -2 it is very likely that the population of data being tested is negatively skewed. Conversely, if the z-score is greater than 2 it is very likely that the population is positively skewed. If the calculated z-score is between -2 and 2, there is no certainty as to the likelihood of direction of skew (Brown 2011). Using the skewness of earnings model as well as the Shapiro-Wilk and z-score values, hypotheses H1a, H1b, H1c, and H1d can be accepted if, after their corresponding data set is entered into the skewness equation, the value of Y is negative, indicating a negative skew, the Shapiro-Wilk test returns a significant value with 95% certainty, indicating that the data does not fit a normal distribution, and the z-score statistic is less than -2, indicating that there is a very high possibility of a negative skew.    

As a secondary measure of earnings conservatism, the asymmetric timeliness measure by Basu (1997) is utilized. Basu’s (1997) measure is a cross-sectional regression for earnings conservatism:
Xit / Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit
Where:

Xit = earnings per share for the fiscal year

Pit-1 = price per share at the start of the fiscal year

Rit = stock market return for the firm between nine months before fiscal year end and three months after fiscal year end

DRit = dummy variable that is equal to one if Rit is less than zero and equal to zero otherwise. A dummy variable of one signifies bad news, while a dummy variable of zero signifies good news. 
The sorted firm-level data is entered into Basu’s (1997) regression in order to retrieve values for each coefficient of the variables. In this model, the coefficient α0 is the constant, α1 is the difference between the negative slope coefficient and y-axis of the distribution, β0 is the slope coefficient for positive returns, while β1 is the incremental negative returns slope coefficient, as well as the indicator for conservatism (Basu 1997). In order to determine if each variable is a significant contributor to an outcome of the model, a t-test is performed for each of the coefficients. This t-test assesses whether the coefficient variables significantly differ from zero. The t-statistic and significance of the coefficients are inversely related; therefore, the higher the t-value, the lower the significance. Low significance levels are favorable because they indicate that the variable is playing a significant role in the model (Field 2000). 
In the Basu (1997) regression, earnings conservatism exists when the coefficient β1 for earnings conservatism is positive and significant. This coefficient measures the difference in sensitivity of earnings to positive and negative stock returns. The greater the value of this coefficient, the more asymmetry exists between good and bad news and therefore the greater the amount of conservatism (Basu 1997). In other words, hypotheses H1a, H1b, H1c, and H1d can be accepted if, after their corresponding data set is entered into the Basu (1997) regression, the coefficient β1 for earnings conservatism has a positive and significant value. 
In addition, the value of the coefficient β1 is expected to be greater than the value of the coefficient β0, the coefficient for positive returns, which is also predicted under Basu (1997) to have a positive value. β1 is expected to be greater than β0 because unrealized gains, or positive returns, are expected to be recognized in future periods, whereas unrealized losses are expected to be immediately recognized under conservatism (Basu 1997). Finally, the R2 and adjusted R2 value will be calculated for each of the four regressions. R2 assesses the goodness of fit of the model with the input data (Brooks 2008). R2 is expressed as a percentage which represents the amount of variation in the dependent variable which is explained by the model. The adjusted R2 provides an indication as to how well the results predict the outcome if a larger sample would be tested (Pallant 2010). Assessment of the R2 and adjusted R2 will illustrate the explanatory power of the Basu (1997) model’s results. 
9.3.2 Testing Hypotheses 2 and 3
In order to test hypotheses 2 and 3:

H2: The UK exhibits more earnings conservatism than continental Europe in the pre-adoption period from 2002 through 2004,

H3: The UK exhibits more earnings conservatism than continental Europe in the post-adoption period from 2005 through 2007,
the differences in levels of earnings conservatism between the UK and continental European in the pre-adoption and post-adoption periods must be compared. This comparison is completed with an adaption to Basu’s (1997) cross-sectional regression to incorporate cross-country differences through the use of dummy variables. This adaptation was first formulated by Ball et al. (2000) and later used by García Lara and Mora (2004), who refer to it as the “comparative model.” Following García Lara and Mora (2004), this thesis will also refer to the adapted Basu (1997) regression as the comparative model. The comparative model is presented as follows:
[image: image1.png]L B RCR

11 uly 2011

nloaded by [Erasmus University] at 01:2

beginning of the period, R, i the rate of rewrn of the firm,” that s, (P~ Pr-1)/
P Share prices have been adjusted for stock splits, new equiy isues, etc; D is 3
dummy variable tha takes value | in case of bad news (negative or zero fte of
retum) and 0 in case of good news (positive rate of reurn). We expect that B, which
shows differental eamings sensiivity to bad news, will be significantly posiive.

274 J. M. Garcia Lara and A. Mora

Focusing on country differences, the model that Ball et al. (2000) use, which
we refer to as the ‘COMPAFEVE model, is the following:

X, =B+ Y BoyCD;+BiD+ Y ByCDD + B+ Y ByCDR,

+BRD+ Y ByRCDD +

where X, R, and D are as defined in the ‘simple model’ and CD is the dummy
variable of country j. It takes value O f it i the case of the United Kingdom, and |
ifitis country j. We use the United Kingdom as reference country, given that it is
a priori the most different of all countries under study.

“This model is derived from the simple model of Basu (1997), incorporating the
differences across countries through dummy variables. Contrarily to Ball ef al.
(2000), and following Pope and Walker (1999), we use camings after
extraordinary items per share, deflated by share price at the beginning of the
period. We use this definition of carnings, and not camings before extraordinary
items, to try to avoid that our results could be seriously influenced by a different
classification of good and bad news in financial statements across counries.

‘We expect that By, which shows the differential earnings response to bad news
in continental countries with respect to the UK, will be significantly negative,
showing the faster recognition of bad news in the UK.

Sensisviry analysis. In our study we assume, as for example in Joos and Lang
(1994), that the underlying cconomics of European countries are fairly similar
and, consequently, our resuls should not be infiuenced by, for example,
macroeconomic factors. However, they could be seriously influenced by a
different sample composition i each country, that i, by the so-called within-
country factors.

O www.tandfonline.com/doi/pdf/10.1080/0963818042000203347 \





Where:

Xt = earnings per share for the fiscal year divided by price per share at the start of the fiscal year
Rt = stock market return for the firm between nine months before fiscal year end and three months after fiscal year end

D = dummy variable that is equal to one if Rit is less than zero and equal to zero otherwise. A dummy variable of one signifies bad news, while a variable of zero signifies good news. 

CDj = dummy variable of country j. This dummy variable takes the value of zero if the firm is listed in the UK and one if the firm is listed in any of the continental European countries of the sample. 
The sorted firm-level data is entered into the comparative regression in order to retrieve values for each coefficient of the variables. As in the study of García Lara and Mora (2004), the UK is used as a reference country in this thesis; therefore, UK firms take the value of zero in the use of the dummy variable. This choice of reference country impacts the coefficients – those coefficients which do not incorporate the dummy variable are representative only of the UK, whereas those which incorporate the dummy variable represent the continental European firms in relation to the UK. In this model, the coefficient β0 is the constant. The coefficient β2 on returns represents the extent of the UK firms’ incorporation of current income, or good news, into accounting income. The β2j coefficient represents the continental countries’ incremental incorporation of current income into accounting income relative to the UK. The coefficient β3 is a measure of asymmetric conservatism, or bad news, within the UK (Ball et al. 2000). Coefficient β3j “shows the differential earnings response to bad news in continental countries in comparison to the UK” (García Lara and Mora 2004, 274). Following Ball et al. (2000) and García Lara and Mora (2004) the coefficient β3j will be the primary indicator of a differential earnings response between the regions under study in this thesis - the UK and continental Europe. Next, as in the analysis of the Basu (1997) model, a t-test will be performed for each coefficient of the comparative model. Again, this t-test will test the significance whether the coefficient significantly deviates from zero and is a reliable outcome of the model (Fields 2000). The second and third hypotheses can be accepted under the comparative model if the coefficient β3j has a negative and significant value. In this case, it would be proven that the UK incorporates bad news faster into earnings than the continental European countries, or in other words the UK exhibits more earnings conservatism than continental Europe.  
Finally, the R2 and adjusted R2 values will be calculated for the comparative model in the pre and post-adoption periods in order to assess the goodness of fit and explanatory power of the model.  
9.4 Conclusion
This section answered the tenth research sub-question by describing the research design that will be used in the empirical research of this thesis. The research design presented consists of a description of the firm-level data that is collected from the financial databases of Compustat Global, Thomson One Banker, and Datastream and needed as input into the models to measure and compare conservatism across countries. In addition, it describes several exclusions made to this data. After these exclusions, the divisions of the data into four data sets - UK pre-adoption, continental Europe pre-adoption, UK post-adoption, and continental Europe post-adoption were made. The first hypothesis will be tested with the use of two existing models to determine if earnings conservatism exists in each of the four data sets. Skewness of earnings is used as the primary measure and asymmetric timeliness as the secondary measure. 
To test the second and third hypotheses and determine if the UK is more conservative before and after the mandatory implementation of IFRS, the existing comparative model first used by Ball et al. (2000) will be used. Figure 4 provides an overview of the data and hypotheses presented in this section. 
     Figure 4: Data Set and Hypotheses



10. Statistical Results
10.1 Introduction

This section presents the empirical results of the Basu’s (1997) cross-sectional regression, the skewness of earnings measure, and the comparative model, to test the hypotheses formulated in Section 8 and to answer the eleventh, twelfth, and thirteenth sub-questions respectively: 

According to the empirical research of this study, does earnings conservatism exist in the UK and continental Europe prior and subsequent to the mandatory adoption of IFRS? 
According to the empirical research of this study, what differences exist in earnings conservatism in the UK and continental Europe prior to the mandatory adoption of IFRS?
According to the empirical research of this study, what differences exist in earnings conservatism in the UK and continental Europe subsequent to the mandatory adoption of IFRS?  
10.2 Skewness of Earnings Measure Results – Hypothesis 1  
The statistical results of the skewness of earnings measure, the primary measure of earnings conservatism, for each of the four periods under study can be seen in Table 2. 

[image: image2.emf]Table 2: Skewness in Earnings Results

UK  Pre-Adoption Post-Adoption

Y -3.405 -3.426

Std. Error 0.061 0.061

Continental Europe

Y -2.808 -1.025

Std. Error 0.046 0.046

Y = Skewness

Skewness


It can be observed that each period shows a negative skewness value. This negative skewness value indicates that the tail of the distribution extends longer on the left side than the right side. In addition, the majority of values in the sample are greater than the mean and therefore lie on the right side of the distribution, resulting in a shape as that in Figure 5 (Pallant 2010).
                        Figure 5: Asymmetric distribution of negative skewness




In this model, a negative skewness value indicates the early recognition of losses and the delayed recognition of gains, i.e. earnings conservatism, in financial statements of UK and continental European firms from 2002 through 2007 (Givoly and Hayn 2000).   
As additional verification that the earnings distributions are not normally distributed and in fact negatively skewed, the Shapiro-Wilk test is performed and z-scores are calculated for each period under study. Results of these tests are shown in Tables 3 and 4 respectively. 

[image: image3.emf]Table 3: Shapiro-Wilk Test Results

UK Pre-AdoptionPost-Adoption

Statistic 0.677 0.669

Sig. 0.000 0.000

Continental Europe

Statistic 0.728 0.743

Sig. 0.000 0.000

ROA = Return on Assets

Shapiro-Wilk


Results of the Shapiro-Wilk test in Table 3 display a significance level of 0.000 for all periods under study. This significance level indicates that with 95% certainty earnings distribution of UK and continental European firms from 2002 through 2007 are not normally distributed (Foster 2001). 


[image: image4.emf]Table 4: Z-score Test Results

Pre-AdoptionPost-Adoption

UK -55.820 -56.164

Continental Europe -61.043 -22.283

Z-Score


In Table 4 results of the calculation of z-scores, performed by dividing the skewness value by the standard error amounts from Table 2, for each of the four periods under study reveal values which are all less than -2, indicating a very high likelihood that the distribution of earnings is negatively skewed (Brown 2011). 

These results support hypothesis H1a, H1b, H1c, and H1d and prove the negative skewness of earnings and the existence of earnings conservatism amongst UK and continental European firms in the pre and post-adoption periods. Accordingly, hypotheses 
H1a : The UK shows earnings conservatism in the pre-adoption period from 2002 through 2004, 

H1b: The continental European countries show earnings conservatism in the pre-adoption period from 2002 through 2004,

H1c: The UK shows earnings conservatism in the post-adoption period from 2005 through 2007, and
H1d: The continental European countries show earnings conservatism in the post-adoption period from 2005 through 2007
 are accepted under the skewness of earnings model. 
10.3 Asymmetric Timeliness of Earnings Measure Results – Hypothesis 1    
As a secondary measure of earnings conservatism and test of hypotheses H1a, H1b, H1c, and H1d the asymmetric timeliness of earnings model of Basu (1997) is used. Coefficient results of the independent variables from the pooled cross-sectional regression are shown in Table 5. 
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Pre-Adoption  Post-Adoption 

UK

α

0

0.229 -1.439

(0.44) (-0.473)

α

1

-0.208 1.647

(-0.325) (0.435)

β

0

-3.904 -3.927

(-3.000)** (-0.457)

β

1

3.926 3.955

(2.867)** (0.421)

Continental Europe

α

0

0.252 0.109

(5.475)*** (5.339)***

α

1

-0.231 -0.074

(-4.319)*** (-3.080)**

β

0

-1.623 -0.633

(-13.631)*** (-8.838)***

β

1

1.650 0.620

(13.658)*** (8.572)***
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The slope coefficient β1 for the product of the return and the dummy variable, measuring the differential timeliness of earnings between negative (bad news) and positive (good news) stock returns, is significantly positive for the UK in the pre-adoption period as well as for continental Europe in the pre and post-adoption periods. These results imply that UK firms incorporated earnings conservatism in their financial statements in the pre-adoption period and continental European firms displayed earnings conservatism into their financial statements in both the pre and post-adoption periods. The coefficient β1 for the UK post-adoption period displays a positive value; however, it is not statistically significant. This provides an indication of the existence of earnings conservatism in the UK during the post-adoption period; however, because of the coefficient’s lack of significance there is not sufficient evidence to make a conclusive decision on the existence of earnings conservatism. 
The β0 coefficient values for positive returns, shown in Table 5, are less than the β1 coefficient values in the pre and post-adoption periods in both the UK and continental Europe, and are significant in the UK pre-adoption period and in continental Europe in the pre and post-adoption periods. These significant values reveal that unrealized gains, or positive returns, are recognized in future periods, whereas unrealized losses, or negative returns, are immediately recognized under conservatism. Although the β0 coefficient values are less than the β1 coefficient values, they display negative values for all periods. Negative values of the β0 slope coefficient signify observations which have negative returns and positive earnings, whereas positive values of the β0 slope coefficient signify observations which have positive returns and positive earnings.  
Results of the coefficient of determination, or R2, for the asymmetric timeliness measure are shown in Table 6. 
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Coefficient of Determination


It can be observed that the R2 and adjusted R2 amounts are low for both the pre and post-adoption periods in the UK and continental Europe. These low values signify that the Basu (1997) measure is not a good fit to the data used in this study and cannot reliably predict an estimation of the population. In addition, it indicates that the explanatory power of the variables is low (Brooks 2008).    
The positive and significant results of coefficient β1, the indicator for earnings conservatism in the model, support hypotheses H1a, H1b, H1d; therefore, 

H1a : The UK shows earnings conservatism in the pre-adoption period from 2002 through 2004, 

H1b: The continental European countries show earnings conservatism in the pre-adoption period from 2002 through 2004, and 

H1d: The continental European countries show earnings conservatism in the post-adoption period from 2005 through 2007

are accepted under Basu’s (1997) asymmetric timeliness of earnings model. 
The insignificance of the β1 coefficient for the UK post-adoption period does not provide sufficient evidence to support hypothesis H1c; therefore, 
H1c: The UK shows earnings conservatism in the post-adoption period from 2005 through 2007
is rejected under Basu’s (1997) asymmetric timeliness of earnings model.  
10.4 Comparative Measure Results – Hypotheses 2 and 3
To test the second and third hypotheses the comparative model is used. This model is an adaptation to Basu’s (1997) timeliness of earnings cross-sectional regression that incorporates a dummy variable to recognize the two regions incorporated in this study, the UK and continental Europe. As previously mentioned in Section 9.3.2, the focus of these results will be on the coefficient β3j, the primary identifier of differential timeliness of earnings between the UK and continental Europe. Results from the pooled regressions from the pre and post-adoption periods can be seen in Table 7.
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First, looking at the results from the comparative model in the pre-adoption period, it can be observed that the coefficient B3j is negative and significant indicating faster recognition of bad news in the UK than continental Europe. Thus indicating more use of earnings conservatism in the financial statements of UK firms than those of continental European firms prior to the introduction of IFRS. 
Next, looking at the post-adoption comparison in earnings recognition between the UK and continental Europe, it can be observed that the coefficient B3j is negative, providing an indication of faster recognition of bad news in the financial statements of UK firms those of continental European firms; however, this difference is not statistically significant.

Results of the coefficient of determination, or R2 values, for the comparative model are shown in Table 8. 
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It can be observed that the R2 and adjusted R2 values are low for both the pre and post-adoption periods. These low values indicate that the data is not suitable for the model and results of the model may not accurately predict the population (Brooks 2008).   

The negative and significant result of coefficient B3j supports hypothesis two; therefore,
H2: The UK exhibits more earnings conservatism than continental Europe in the pre-adoption period from 2002 through 2004;
is accepted under the comparative model.  
The statistical insignificance of the coefficient B3j, does not provide sufficient evidence of hypothesis three; therefore, 

H3: The UK exhibits more earnings conservatism than continental Europe in the post-adoption period from 2005 through 2007,
is rejected under the comparative model. 

10.5 Conclusion

This section provided the empirical results of the statistical tests performed to measure earnings conservatism in the UK and continental Europe in the pre and post-adoption periods. To answer research sub-question eleven, the existence of earnings conservatism is found in the UK and continental Europe in the pre and post-adoption periods. To answer research sub-question twelve, the UK is proven to exhibit more earnings conservatism than continental Europe prior to the mandatory adoption of IFRS. Finally, no conclusive answer can be given to research sub-question thirteen. Results show an indication of the use of more earnings conservatism in the UK in comparison to continental Europe; however, these results are not statistically significant. A summary of the results from all three hypotheses and three models used to rest the hypotheses are presented in Table 9. 

Table 9: Summary of Hypotheses Results
	Hypothesis
	Accepted or Rejected
	Premise

	Skewness of Earnings

	H1a
	Accepted
	· Negative skewness value

· Shapiro-Wilk significance value of 0.000

· z-score less than -2.000

	H1b
	Accepted
	· Negative skewness value

· Shapiro-Wilk significance value of 0.000

· z-score less than -2.000

	H1c
	Accepted
	· Negative skewness value

· Shapiro-Wilk significance value of 0.000

· z-score less than -2.000

	H1d
	Accepted
	· Negative skewness value

· Shapiro-Wilk significance value of 0.000

· z-score less than -2.000

	Asymmetric Timeliness of Earnings 

	H1a
	Accepted
	Positive and significant value of β1

	H1b
	Accepted
	Positive and significant value of β1

	H1c
	Rejected
	Insignificant value of β1

	H1d
	Accepted
	Positive and significant value of β1


	Comparative

	H2
	Accepted
	Negative and significant value of B3j

	H3
	Rejected
	Insignificant value of B3j


The next section will provide an economic analysis of these statistical results as well as provide a comparison between the results and expectations and results and prior research.
11. Analysis of Statistical Results

11.1 Introduction 
This section provides an analysis of the results of the statistical models and empirical tests presented in Section 10 and answers sub-question fourteen:

How do the empirical results of this study compare to the expectations and prior research?
 First, an analysis will be made in regards to the actual results of this thesis and their similarities and differences with the expected results. Further, an analysis and comparison will be made between the actual results of this thesis with the results from prior empirical research. Possible explanations are provided to the similarities and differences between the actual results and expectations and prior research; however, these explanations are not empirically tested in this thesis. 
11.2 Results and Thesis Expectations 
Expectations of the results of the empirical tests on the data were formulated as hypotheses in Section 8. Section 10 presented results of the skewness of earnings, asymmetric timeliness of earnings, and comparative models used to measure earnings conservatism in the UK and continental Europe before and after the mandatory adoption of IFRS. Also in Section 10 the hypotheses were accepted or rejected based on the statistical results from the three models. Here, analyses and possible explanations will be given as to how the statistical results of Section 10 are consistent with and deviate from the expectations of this thesis. 

11.2.1 Similarities with Thesis Expectations 
The first similarity found between the expected results and the statistical results of Section 10 concerns the results of the skewness of earnings measure. Hypotheses H1a, H1b, H1c, and H1d assume the existence of earnings conservatism in the UK and continental Europe in the pre and post-adoption periods under study. Section 9.3.1 explains that the skewness value of each data sample was expected to be negative because conservative earnings are negatively skewed in relation to their associated cash flows due to the separate recognition of earnings and cash flows (Givoly and Hayn 2000). As shown in Section 10.2 and Table 2, this hypothesis is confirmed in all four periods - UK pre-adoption, continental Europe pre-adoption, UK post-adoption, and continental Europe post-adoption – demonstrating the existence of earnings conservatism in each period. 

The second similarity between the hypothesized results and the actual empirical results concerns Basu’s (1997) asymmetric timelines in earnings measure used as a secondary test to hypotheses H1a, H1b, and H1d, which assume the existence of conservatism in the UK during the pre-adoption period as well as in continental Europe in the pre and post-adoption periods. As explained in Section 9.3.1, the indicator for conservatism in the asymmetric timeliness measure is the coefficient β1 which measures the difference in sensitivity of earnings to positive and negative stock returns. This coefficient is expected to be positive and significant. A positive value of β1 shows asymmetry in the recognition of good and bad news, i.e. earnings conservatism (Basu 1997). As shown in Section 10.3 and Table 5, the β1 coefficients for UK firms in the pre-adoption period as well as continental European firms in the pre and post-adoption periods are positive and significant, confirming the expectation of the existence of earnings conservatism in each period. 
These first two similarities can be defended by the four explanations for the existence of conservatism – contracting, litigation, taxation, and regulatory – provided by Watts (2003a) and presented in Sections 4.2.1 through 4.2.4 respectively. These explanations are all consistent with the belief that conservatism is beneficial to users of financial statement information, and therefore should be present in financial reports. Under the contracting explanation, conservatism is used as a tool to decrease the risks associated with the asymmetries of information between principals and agents, specifically managers’ overly-optimistic behavior. The litigation and taxation explanations incent managers to incorporate conservatism into their earnings to avoid firm litigation and decrease their current tax expenses. Conservatism reduces firm liability and litigation in the case that stakeholder losses result from the reliance of misleading and overly-optimistic financials. In addition, it defers income and in turn reduces taxes for the current period. Lastly, regulators and standard-setters also play a role in the existence of conservatism in financial data. The regulatory purpose for conservatism explains that regulators incorporate conservatism into their standards to avoid blame for damage to stakeholders which may have been caused by financial information prepared under their standards (Watts 2003a).
Finally, the last similarity between the expected results and actual results of this thesis is observed in the use of the comparative model in the results of the second hypothesis, which assumes the UK to exhibit more earnings conservatism than continental Europe in the pre-adoption period. As explained in Section 9.3.2, the coefficient β3j of the comparative model shows the differences in earnings response to bad news, or losses, between continental Europe and the UK. This coefficient should be significantly negative to prove the faster recognition of losses in the UK relative to continental Europe (García Lara and Mora 2004). This hypothesis is confirmed in Section 10.4 and Table 7, which shows the coefficient β3j to be negatively significant in the pre-adoption period.
The final similarity can be explained by the institutional factors present in the Anglo-Saxon model, which are more conducive to conservatism in earnings than those of the Continental model. The Anglo-Saxon and Continental models are closely linked to the legal environments of common and code-law origin respectively, which exhibit differing characteristics in law enforcement, corporate governance structure, and standard-setting processes that influence higher levels of earnings conservatism in the UK in comparison to continental Europe. Common-law countries are shown to have the strongest laws in place to protect shareholders, which provide management incentives for the timely recognition of losses in financial statements. This strong investor protection in common-law nations results in large rewards to shareholders as compensation for losses incurred from overstated earnings. This increases the litigation costs for firms in common-law nations and effectively motivates managers to incorporate more conservatism into earnings (LaPorta et al. 1998, Bushman and Piotroski 2006). In terms of corporate governance, common-law countries are classified as shareholder-oriented whereas code-law countries are stakeholder-oriented. Shareholder-oriented firms are typically owned in small blocks of shares by many investors who do not have access to insider information unless it is publically disclosed, for this reason timely recognition of news, especially bad news, is crucial to the operation of shareholder-oriented firms. On the other hand, stakeholder-oriented firms from code-laws nations are typically owned by in large blocks by a few shareholders resulting in a close relationship between the managers and shareholders. This relationship reduces the information asymmetries and the need for timely recognition of bad news (Ball et al. 2000, Bushman and Piotroski 2006). Lastly, prior to the adoption of IFRS each country developed its own set of accounting standards. This development either took place in the public-sector, such as in continental Europe
, or in the private and public sector, such as in the UK. At least partial development in the private-sector tends to require the incorporation of more value relevant information into accounting data and thus more conservatism than countries’ whose standards are developed in the public-sector by government bodies; therefore, prior to the introduction of IFRS, the financial statements of UK firms following accounting standards developed in part by a private organization exhibit more conservatism than financial statements of continental European firms developed in the public sector.      
11.2.2 Deviations from Thesis Expectations 
There are also deviations found between the results of Section 10 and their hypothesized expectations.  First, it is assumed in hypothesis H1c that the UK exhibits earnings conservatism in the post-adoption period. This hypothesis was tested with both the skewness of earnings measure as well as the asymmetric timeliness of earnings measure by Basu (1997). Under the Basu (1997) model, it was expected the coefficient β1, as the indicator of conservatism, would be positively significant; however, Table 5 shows the β1 coefficient is positive but statistically insignificant. This β1 coefficient provides an indication of existence of conservatism in the UK post-adoption period, but due to its statistical insignificance no definite conclusion can be made as to the presence of conservatism.  
Also in regards to the Basu (1997) model, the value of the coefficient β0, the positive returns coefficient, is expected to have a low but positive value indicating both positive returns and positive earnings and the delayed recognition of gains until verification (Grambovas et al. 2000). Instead, the results in Table 5 reveal that the coefficient β0 has a negative value in the pre and post-adoption periods in both the UK and continental Europe. This indicates that there is a negative slope of the β0, thus comprised of positive returns and negative earnings.   

These deviations are likely due to the Basu (1997) model not being a good fit for the data, as evidenced by the low R2 and adjusted R2 values in Table 6. These low values indicate that the results have a low explanatory value and a reliable prediction cannot be made from the model (Brooks 2008). 

These low R2 and adjusted R2 values can be explained by the limitations to Basu’s asymmetric timeliness of earnings model presented in Section 3.2.1 and used as motivation against the use of the model as the primary measure of earnings conservatism in this thesis in Section 3.4. For instance, events such as changes in interest rates, changes in tax rates, and firm acceptances of new contracts, which all influence the recognition of gains and losses, can be mistakenly interpreted as conservatism by the Basu (1997) model. In addition, this thesis uses annual aggregated firm data as input into the Basu (1997) model; however, it is explained by Givoly and Hayn (2007) that the Basu (1997) model produces more accurate results when using less-aggregated, quarterly data. Finally, it is proven that studies, such as this thesis, which compare conservatism across countries and firms, are the most susceptible to these limitations (Givoly and Hayn 2007, Ryan 2006). Due to the low explanatory value it is concluded that the asymmetric timeliness of earnings model is not an accurate predictor of conservatism in this study. Despite this conclusion, the Basu (1997) model remains necessary in this thesis to compare timeliness of earnings in the UK and continental Europe in testing of the second and third hypotheses.      

11.3 Results and Prior Research

Prior research and empirical results on the existence of and differences between the levels of earnings conservatism in the UK and continental Europe were presented in Section 5. These findings from prior research were used to formulate hypotheses in Section 8. Results of the skewness of earnings, asymmetric timeliness of earnings, and comparative models used to measure conservatism tested these hypotheses in Section 10. Here, a comparison is made between the results of prior research and the results of this thesis. Possible explanations are provided as to the deviations found.  
11.3.1 Similarities with Prior Research

Several similarities are found when examining results from prior research and those of this thesis. First, with the use of two models to measure earnings conservatism, skewness of earnings and asymmetric timeliness of earnings, this study concludes that earnings conservatism exists in both the UK and continental Europe from 2002 through 2007. This finding is consistent with prior empirical research. García Lara and Mora (2004) prove that all countries in their sample of western European countries and the UK show a faster recognition of bad news than good news in financial statement information. Grambovas et al. (2006) find that accounting information has grown more conservative in the EU when examined cohesively. Raonic et al. (2004) examine all publicly listed EU firms and document the practice of earnings conservatism as well as an overall trend towards a greater use of conservatism. Further, Giner and Rees (2001) conduct a study on the timeliness of good and bad news in earnings in the UK, France, and Germany which shows the presence of earnings conservatism in each country.  
Next, results from the second hypothesis of this thesis are consistent with the prior research of Ball et al. (2000). The second hypothesis assumes that the UK exhibits more earnings conservatism than continental Europe in the pre-adoption period, thus before the implementation of IFRS when accounting standards were developed separately in each country. Ball et al. (2000) use a sample of countries of common and code-law including the UK and some continental European countries also examined in this thesis from 1985 through 1995, also prior to the introduction of IFRS in Europe. Using the comparative model they find that firms in countries of code-law origin are significantly less sensitive to bad news, or losses, than firms which operate in common-law countries. 
The final similarity with between the results of this thesis and those of prior research appears in the testing of the third hypothesis. The results show that the B3j coefficient of the comparative model, which proves the faster recognition of bad news in earnings in the UK than continental Europe, is statistically insignificant in the post-adoption period. This finding is similar to comparative studies investigating earnings conservatism within Europe. Studies by García Lara and Mora (2004), Giner and Rees (2001), Raonic et al. (2004), and García Lara et al. (2008) also fail to find significant differences in levels of earnings conservatism in their cross-country studies of the Anglo-Saxon and Continental countries of Europe. 
There are several possible explanations as to why the results of this thesis and other studies comparing earnings conservatism in Europe using the comparative model have produced statistically insignificant results. García Lara and Mora (2004) suggest that the cross-country differences in ownership structure, corporate governance, and financing sources, are not as distinct as prior research, such as Ball et al. (2000), had assumed, or that these differences have leveled-out in more recent years since Ball et al.’s (2000) study. In this case, incentives to incorporate conservatism in reported figures would be more equalized within Europe and result in minor or insignificant differences when measured. 

More recently, a study was performed by García Lara et al. (2005) which explores the effects of differences in earnings management practices on earnings conservatism across Europe. They find that the insignificance of statistical results in comparative studies of earnings conservatism, specifically between common and code-law based countries, can be attributed to the varying practices of earnings management within Europe. García Lara et al. (2005) argue that the institutional environments in which continental European firms operate create incentives to manage earnings downwards. These incentives are derived from the link between dividends and earnings, the pecking order theory, the link between earnings and taxation, the existence of labor unions, and the reduced incentives to manage earnings upwards, which are all present in continental Europe. These incentives are recognized in prior research and summarized by García Lara et al. (2005). 
First, in continental countries enforcement of laws is low; therefore, dividends are used as a form of investor protection. In order to maintain shareholders’ investments without investor protection, dividend payouts must be high and consequently management must manage earnings downwards (LaPorta et al. 2000). Second, the pecking order theory originates from the idea that managers ideally want to finance investments via internal funds. For this reason, earnings are managed downwards to preserve internal funds for future investments. Another characteristic of code-law nations of continental Europe, is the close link between taxes and earnings. As a result of this link, managers are incented to decrease earnings amounts, simultaneously decreasing tax payments (García Lara et al. 2005). This is consistent with Watts’ (2003a) taxation explanation for conservatism. Next, there is a strong presence of labor unions in continental Europe and reporting high levels of earnings would increase negotiation positions of the unions. Finally, in comparison to countries of the Anglo-Saxon model and common-law origin, continental firms have a more concentrated ownership structure. As a result, they do not need to meet the expectations of many shareholders. This reduces the tendency to manage earnings upwards to meet investor expectations.             

Using the Basu (1997) model for asymmetric timeliness of earnings, García Lara et al.’s (2005) statistical results show that the β1 coefficient, as the indicator for conservatism, is considerably affected by the earnings management practices in continental Europe. They find that accruals left to the discretion of managers upwardly bias the results of the β1 coefficient in the Basu (1997) measure of conservatism, whereas eliminating discretionary accruals provides an unbiased measure of conservatism. The same bias from discretionary accruals was found when using the comparative model - the B3j coefficient reveals more noticeable and significant results when discretionary accruals are eliminated. 
In this thesis, the comparative model was applied consistently with previous studies on conservatism which do not control for earnings management using discretionary accruals. As a result, the differing levels of earnings management practices, especially within continental Europe, are a plausible explanation as to the insignificant result of the comparative model found in the post-adoption period.

11.3.2 Deviations from Prior Research

There are several ways in which the results of this thesis differ from similar studies in prior research, specifically related to the results of the Basu (1997) regression. First, as shown in Table 5, the Basu (1997) model shows statistically insignificant results in testing hypothesis H1c for the existence of conservatism in the UK post-adoption period. This result contradicts the studies of Ball et al. (2000), Giner and Rees (2001), García Lara and Mora (2004), and García Lara et al. (2008) which all conclude that in the UK the association between earnings and returns is stronger in bad news periods than good news periods, due to the positive value and statistical significance of the β1 coefficient in the results of the Basu (1997) regression.    
Next, the adjusted R2 results of Basu’s (1997) asymmetric timeliness of earnings measure and the adapted Basu (1997) comparative model in this thesis are substantially lower than prior studies which also use the Basu (1997) model and comparative model as measures of conservatism in European firms. The adjusted R2 value provides an indication as to how well the model’s results predict the outcome if a larger sample would be tested (Pallant 2010). The results of the adjusted R2 values from the asymmetric timeliness of earnings regression are 0.7%, -0.1%, 7.6%, and 3.3% for the UK pre-adoption, UK post-adoption, continental Europe pre-adoption and continental Europe post-adoption periods respectively. The results of the adjusted R2 values from the comparative model are 1.0% and 0.0% for the pre and post-adoption periods respectively.
First, Basu’s (1997) asymmetric timeliness of earnings measure is analyzed. Adjusted R2 values from the Basu (1997) model in prior research are similar and consistent amongst each other. These adjusted R2 values for the UK are presented in Table 10. 
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Ball et al. (2000) 13.8

Giner and Rees (2001) 15.1

García Lara and Mora (2004) 13.5

Raonic et al. (2004) 7.4

García Lara et al. (2005) 14.0

Bushman and Piotroski (2006) 10.5

Grambovas et al. (2006) 11.9

Table 10: Adjusted R

2

 values from prior research 

using the Basu (1997) model in the UK


The studies in Table 10 provide an average adjusted R2 value of 12.3% and cover the years 1985 through 2004, all prior to the mandatory introduction of IFRS. As previously mentioned, the adjusted R2 value for the UK prior to 2004 in this thesis is 0.7%. An explanation for this large variance in the adjusted R2 value could be the differences in amount of years included in the sample years under study. This thesis includes six years of annual firm data from 2002 through 2007, whereas all studies from prior research incorporate more than six years of data into their research sample. The variation in amount of years included in each study affects the adjusted R2 value, since the more years included should increase the adjusted R2 value (García Lara and Mora 2004).  
Table 11 presents the European sample adjusted R2 results from the pooled Basu (1997) regressions of prior research. 
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Ball et al. (2000) 5.2*

García Lara and Mora (2004)  8.32

Raonic et al. (2004) 4.3**

Bushman and Piotroski (2006)  7.18*

Grambovas et al. (2006) 11.6**

**Includes the UK in pooled regression analysis 

* Includes code-law countries outside of continental Europe in 

pooled regression analysis 

Table 11: Adjusted R

2

 values from prior research 

using the Basu (1997) model in Europe


The amounts presented in Table 11 have an average value of 7.32%, which is similar to the pre-adoption adjusted R2 value, 7.6%, found in this thesis. When taking a closer look at this value, it is revealed that the adjusted R2 values are not as similar as they appear because the data used in each study at least slightly differs from that of this thesis. Since each study included in Table 11 has a slightly different research objective, their samples are comprised of different countries. For example, the research of Ball et al. (2000) and Bushman and Piotroski (2006) classify firms into code and common-law nations for comparison purposes; therefore, code-law firms outside of continental Europe are included in their pooled regression. Similarly, Grambovas et al. (2006) provide insight into the differences in earnings conservatism in the US and EU and thus include the UK in their pooled regression of European countries. When looking to the amount of sample years included in this thesis, the same problem arises as in the evaluation of the adjusted R2 values for the UK. Again, this thesis includes six years of annual firm data from 2002 through 2007, whereas all studies from prior research incorporate more than six years of data into their research sample. Lastly, due to the variation in sample years as well as the method used in this thesis to collect firm-level data the firm sample varies from studies of prior research. These variations in sample countries, years, and firm composition affect the R2 values of each study and make the comparison between the adjusted R2 values derived from the pooled regression of continental European firms in this study difficult to compare with those of prior research.     
Finally, the studies included in Tables 10 and 11 do not include data in their samples subsequent to 2004; therefore, the post-adoption years included in this thesis have not been examined for either the UK or continental Europe in these previous studies. For this reason, no direct comparison can be made between the post-adoption adjusted R2 values of -0.1% and 3.3% derived from this thesis for the UK and continental Europe respectively and the values included in Tables 10 and 11. Regardless, a high variance can be observed and a proposal can be made that the number of years included in the sample and variation in the continental European countries under study are driving the results of the adjusted R2 values within the pooled regression.       
Next, the comparative model is analyzed. Adjusted R2 values from prior research using the comparative model in Europe are presented in Table 12.
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Ball et al. (2000) 15.4

García Lara and Mora (2004)  11.71

García Lara et al. (2008) 15.87

Table 12: Adjusted R

2

 values from prior research 

using the comparative model in Europe


The studies in Table 12 provide an average adjusted R2 value of 14.33% and covers the years 1985 through 2003, all prior to the mandatory introduction of IFRS. As previously mentioned, the adjusted R2 value of this thesis for the comparative model in the pre-adoption period is 1.0%. Since the comparative model is a culmination of the UK and continental European data used for Basu (1997) model, its adjusted R2 values are affected by all the same limitations and influencers which caused the Basu (1997) adjusted R2 results to differ those of prior research – mainly variance in sample years and continental European countries. 

When examining the post-adoption R2 values for the comparative model, the same issue arises as in the post-adoption period results of the Basu (1997) model – each of the studies from prior research in Table 12 do not contain data subsequent to 2005 and the mandatory adoption of IFRS. As a result, no direct comparison can be made between the post-adoption adjusted R2 values using the comparative model from this thesis and the results of prior research. It can be observed that the results from the UK post-adoption period using the Basu (1997) model are statistically insignificant, and in turn have the lowest adjusted R2 amount. This is consistent with the comparative model post-adoption period – the results presented in Section 10.4 are statistically insignificant and show the lowest R2 value from the comparative model. The low explanatory power of the comparative model may be due to the short time period examined in this thesis and variance in European countries included in the samples of prior research.          
11.4 Conclusion
This section provided an analysis to the results of the empirical research provided in Section 10. It examined how the results of this thesis were similar and different from the expectations as well as prior research. To summarize the answer to research sub-question fourteen, results of the skewness of earnings measure show that earnings conservatism exists in both the UK and continental Europe under study. In regards to Basu’s (1997) asymmetric timeliness of earnings measure, results proving the existence of conservatism in the UK pre-adoption period and continental European pre and post-adoption periods also prove the existence of earnings conservatism. These findings are consistent with both the expectations of this research as well as the prior research of García Lara and Mora (2004), Raonic et al. (2004), Giner and Rees (2001), and Grambovas et al. (2006). In regards to the post-adoption period in the UK, the insignificant results found in Section 10.3 differ from both expectations and prior research. This difference as well as the variances in R2 values between the results and prior research may be attributed to differences in the research period, countries under study, and firm sample composition. Finally, the results of the comparative model in the pre-adoption period, which shows a faster recognition of gains in the UK in comparison to continental Europe, is consistent with prior research of Ball et al. (2000). When using the comparative model to examine the post-adoption period no significant results were found. Although this differs from expectations, it is consistent with prior research of Giner and Rees (2001), García Lara and Mora (2004), Raonic et al. (2004), and García Lara et al. (2008). This deviation from the expectation may be caused by equalization of institutional factors in the UK and continental Europe or the tendency of managers in continental Europe to manage earnings downwards (García Lara and Mora 2004, García Lara et al. 2005). Variations in adjusted R2 values between the comparative model results of this thesis and prior research may also be credited to differing research periods and sample countries.     
12. Conclusions

This section will answer the fifteenth sub-question:

What are the conclusions to this study? 
First, a summary of each of the preceding fourteen sub-questions will be provided and ultimately the main research question presented in Section 1.3 will be answered. 

Two types of accounting conservatism exist – balance sheet and earnings conservatism. This thesis chose to add to existing literature on earnings conservatism, defined as the “accountants’ tendency to require a higher degree of verification for recognizing good news than bad news in financial statements” (1997, 4). Earnings conservatism in financial information can be measured in either stock or accrual related measures; both measures are applied in this thesis - Basu’s (1997) asymmetric timeliness of earnings measure and Givoly and Hayn’s (2000) skewness of earnings measure respectively. Earnings conservatism exists in financial statement information for contracting, litigation, taxation, and regulatory purposes (Watts 2003b). In addition, the institutional factors, such as the legal origin, enforcement of laws, corporate governance system, and accounting standard-setting processes, specific to where a firm operates are proven to have influence on the amount of earnings conservatism incorporated into financial information.  
This thesis researches the relation between earnings conservatism in the UK, a country of the Anglo-Saxon model, and a sample of countries from Western Europe, countries of the Continental model. Specifically, it explores the influence of the mandatory adoption of IFRS in the EU on earnings conservatism in both regions. Prior research shows that earnings conservatism exists in the UK and continental Europe; however, the institutional factors present in the UK cause firms to incorporate more conservatism into their earnings than continental European firms. In regards to IFRS, the IASB’s goal is to establish a high-quality and global accounting standard which promotes the qualitative characteristics of representational faithfulness, neutrality, and comparability in financial information. The IASB believes conservatism in financial information is an undesirable characteristic because it is an impediment to these qualitative characteristics (IASB 2006). A limited amount of research has been conducted on the effect of the mandatory adoption of IFRS on earnings conservatism in the EU. Of the research that has been performed, the results show that accounting conservatism exists in Europe subsequent to the mandatory adoption of IFRS; however, IFRS has changed the way conservatism is presented in financial information and institutional factors remain as influencers to levels of conservatism in Europe (Gassen and Sellhorn 2006, Hellman 2008, Soderstrom and Sun 2007). 
With an understanding of conservatism and IFRS as well as the results of studies from prior research, the research approach, hypotheses, and design for this thesis were presented. The market-based accounting approach and positive accounting theory were used to examine stock return data for the presence of earnings conservatism as well as to consider management’s incentives to incorporate conservatism into earnings. Assumptions, in the form of hypotheses, were made that earnings conservatism exists in the UK and continental Europe both prior and subsequent to the mandatory adoption of IFRS. Further, it was hypothesized that the UK exhibits more earnings conservatism than continental Europe prior to and subsequent to the mandatory adoption of IFRS despite efforts by the IASB to eliminate conservatism and increase comparability in financial statement information. It is believed that the institutional factors which influence higher levels of earnings conservatism in the UK remain present even with a change in accounting standards. To test the hypotheses three existing models were used. The skewness of earnings model was used as the primary measure for earnings conservatism and Basu’s (1997) asymmetric timeliness of earnings model was used as a secondary measure to test for the existence of earnings conservatism. To test for the differences in earnings conservatism between the two regions the comparative model is used. In this model, a dummy variable is incorporated into Basu’s (1997) measure to represent the UK and continental Europe. 
Results of this thesis show that earnings conservatism exists in both the UK and continental Europe before and after the required use of IFRS. When comparing earnings conservatism between the UK and continental Europe prior to the introduction of IFRS, it is proven that UK firms incorporate bad news into earnings faster than continental European firms. Results of the same test subsequent to the introduction of IFRS provide an indication of timelier loss recognition in the UK; however, the results are not statistically significant. These major findings are consistent with expectations and prior research. 
After answering each of the sub-questions, an answer can be provided to the main research question:

How does the mandatory adoption of IFRS as a common set of accounting standards influence earnings conservatism in the UK and continental Europe? 

The positive results of the coefficient B3j in the comparative model provide an indication that the mandatory adoption of IFRS does not affect earnings conservatism in UK and continental European firms. The UK is proven to exhibit more conservatism in earnings prior to 2005; however, from 2005 and the obligatory adoption of IFRS in the EU, the results failed to prove that UK firms remained significantly more conservative than continental European firms when IFRS became mandated in the EU. As a result, no conclusive answer to the research question can be reached. 
As described in Section 1.1 one of the main reasons this research is useful is that its findings can be applied to the US if the decision is made to adopt IFRS. Although a conclusive decision to the research question of this thesis could not be reached, a prediction can be made as to how earnings conservatism under IFRS in the US would relate to countries of the Continental model. Since the US and UK are both countries of the Anglo-Saxon model, the effect of IFRS on earnings conservatism is expected to be similar. No significant differences in earnings conservatism were found in this thesis between the UK and continental Europe after the mandatory adoption of IFRS. If the US is assumed to belong to an identical Anglo-Saxon model as the UK, without any differing institutional factors within the model, then a prediction could be made that adoption of IFRS in the US would not cause any significant changes in earnings conservatism between the US, UK, and continental Europe; however, when applying the results of this thesis to the US, the findings of Ball et al. (2000) are important to keep in mind. They find that the US has two accentuated institutional factors – strict regulation of the accounting profession as well as higher litigation costs to firms and accountants - which result in more extreme earnings conservatism in the US in comparison to both the UK and continental Europe. For this reason, differences in earnings conservatism between the US and continental European countries may be more pronounced and significant than the findings of this thesis using the UK.    

13. Limitations and Suggestions for Further Research
13.1 Introduction

This section addresses the sixteenth research question:

What are the limitations and suggestions for further research in this study?
The research conducted in this thesis has several limitations. The limitations can be categorized into two main groups – limitations derived from the sample and limitations derived from the research design. These two groups of limitations are discussed in this section. After the limitations are reviewed, suggestions for future research are made. 
13.2 Limitations of the Sample 
The first limitation of this thesis in regards to the sample is the sample size. This study investigates only six years of annual firm data from 2002 through 2007. More recent years were not incorporated into the sample in order to eliminate the effects of the financial crisis which began in 2008; however, it is possible early-effects of the financial crisis influenced data within the sample. It is also possible that the results do not give an accurate indication as to the affect IFRS has on earnings conservatism since this thesis examines only the first three years after the mandatory implementation. Additionally, 2002 was chosen as the initial year for the sample in order to have an equal amount of years in the sample prior to and subsequent to the mandatory adoption of IFRS in 2005. 
In regards to the data, firm-data included is limited to that which was available in the Compustat Global, Thomson One Banker, and Datastream databases. Lastly, attempts were made to eliminate cross-listed firms between the UK and continental European countries under study; however, due to the data formatting, sorting methods, as well as limitations of the databases this exclusion was unable to be made. It is important to note that these sample limitations may have caused the sample to be less-representative of the true population of UK and continental European firms. Further, these limitations may have impacted the outcomes, explanatory power, and significance of the results in this thesis.

13.3 Limitations of the Measures for Earnings Conservatism
 Several limitations exist in the skewness of earnings model and asymmetric timeliness of earnings as the primary and secondary measures of earnings conservatism in this thesis respectively. These limitations were extensively explained in Sections 3.3.1 and 3.2.1 respectively. 

First, several factors such as firm restructuring, pension and post-retirement benefits, mergers and acquisitions, as well as growth and inflation affect accruals and can be mistakenly interpreted negatively skewed earnings, and thus earnings conservatism, by the skewness of earnings model. 

Second, similar economic events affecting firms, such as a change in interest rates, the acceptance of a new contract, or change in tax rates that occur within the time period being examined can also influence the differential timelines in recognizing good and bad news and can be mistakenly interpreted as earnings conservatism by the asymmetric timeliness of earnings model (Givoly and Hayn 2007). Additionally, the asymmetric timeliness of earnings measure makes the assumption that all news, both good and bad is immediately reflected in stock prices (Dietrich et al. 2007). Finally, it is noted that the asymmetric timeliness of earnings measure is more susceptible to these limitations in studies such as this thesis, which compares annual firm level data across several years and countries.   

Finally, several other factors, such as industry classification, firm-size, and inflation, may impact earnings conservatism and are not controlled for in the models used in this thesis.   

These limitations of the two models used to measure earnings conservatism can impact the results of this thesis, especially the explanatory power of the results. As a result, the outcomes of the models may not be a satisfactory predictor or may be less-representative of the population. 

13.4 Suggestions for Further Research

Taking into account the limitations of this study, several recommendations for future research can be made. First, more recent years subsequent to the adoption of IFRS and financial crisis can be examined to provide a clearer explanation to the impact of IFRS on earnings conservatism in the EU. Second, if the US makes a formal decision to adopt IFRS, comparative research can be performed between the EU and the US to test the effect on earnings conservatism. Lastly, this thesis as well as the prior research of García Lara and Mora (2004), Giner and Rees (2001), Raonic et al. (2004), and García Lara et al. (2008) fail to find significant results in comparing earnings conservatism between European countries, possibly due to the incentives for managers in continental countries to manage earnings downwards. For this reason it would be interesting for future researchers to utilize the findings of this thesis as well as prior research and control for earnings management of discretionary accruals in measuring earnings conservatism in comparative studies. In this way a comparison can be made between the results of unmanaged and managed earnings, and perhaps a clearer explanation as to the affect of IFRS on earnings conservatism between European countries will be found.    
13.5 Conclusion 
This section answered research sub-question sixteen by discussing the major limitations of this thesis which were unable to be avoided in the process of the research. The first limitation is related to the sample, primarily its limited time-span and data collection. The second limitation is related to the limitations of the skewness of earnings and asymmetric timeliness models. Both of these limitations may affect the results of this research and decrease the explanatory and representative value of the results. Finally, based on these limitations and results of this thesis three recommendations for future researchers were provided.  
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16. Appendix
16.1 FASB and IASB progress on short-term convergence work as of April 21, 2011
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boards to issue revised standards. ) ) B
Project Status Milestone
I | Sharc-based payments | Completed Substantially converged standards issued in
2004
2 | Scgment reporting Completed IFRS 8 Operating Segments issued in 2006
Non-monetary assets | Completed "FASB converged on the treatment of cerain

non-monetary exchanges 1o require
recognition at fair value unless the
transaction lacks commercial substance in
FAS 153, Nonmonetary Assets issued in
2004

4 | Inventory accounting | Completed FASB converged on the treatment of excss
freight and spoilage in FAS 151,
Inventory Costs issued in 2004,

5 | Accounting changes Completed FASB converged on the treatment of

voluntary changes in accounting policy by
requiring retrospective application in FAS,
154, Accounting Changes and Error
Corrections issued in 2005.

6 | Fair value option Completed FAS 159, The Fair Value Option for

Financial Asseis and Financial Liabilities,
issued in 2007, introducing the fair value
option into US GAAP.

Borrawing costs Completed Revised IAS 23 Borrowing Costs in 2007,

8 | Research Costs Completed FAS 141R, Business Combinations issued in
2008, amending the accounting for acquired
R&D.

9 | Non-controlling interests | Completed FAS 160, Noncontrolling Interests in

Consolidated Financial Statements,issued in
2008, eliminating the se of mezzanine
presentation of non-controlling interests

10 | Joint ventures Final stages —IFRS tobe | IFRS 11 Joint Arrangements to be issued in
published in May 2011 | May 2011
11 | Income tax Reassessed as a lower IASB exposure draft published in 2009.

priority project. No
immediate action.

12 | Investment properties | In process. ‘The FASB is developing proposals to align
US GAAP with IFRSs.

‘The boards also have a project in progress to develop a joint Conceptual Framework for Financial
Reporting. 1n 2010 the boards published chapters on objectives and qualitative characteristics.





Source: http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822338795&blobheader=application%2Fpdf
16.2 FASB and IASB progress on Memorandum of Understanding projects as of 

April 21, 2011
[image: image13.png]the progress of the IASB and the FASB MoU projects:

Project Status Milestone

1| Business combinations | Completed Joint requirements for business combination
accounting and non-controlling interests
issued in 2008,

2 | Derecognition Completed Each board has introduced reforms.
substantially aligning the disclosure

requirements and bringing US GAAP

accounting requirements closer 1o IFRSs.

3 | Consolidated financial | Final stages —IFRS tobe | IFRS 10 Consolidated Financial Statements

statements (including | issued in May 2011 and IFRS 12 Disclosure of Inerests in Other
disclosure about FASB to expose proposals | EVitis to be issued in May 2011. The new
off balance sheet isks) | i relation to varisble IFRSs improve the accounting and

disclosure for special purpose entities and.
substantially align the accounting and
disclosure requirements for special purpose
entities with US GAAP.

interest entities in May.

4| Fair value measurement | Final stages —IFRS and | FASB Statement No. 157 Fair Value

FASB revisions to be Measurements issued in 2006, IFRS 13 Fair
issued in [April] 2011 Value Measurement to be issued in [April]
2011

5 | Postemployment Final stages—IFRS tobe | Amendments to IAS 19 Employee Benefits
benefits issued in May 2011 to be issued in May 2011

6| Financial statement Final stages —IFRS and | Amendments to IFRSs and US GAAP for
presentation—other US GAAP amendments to | presentation of other comprehensive income
comprehensive income | be issued in May 2011 to be issued in May 2011

Further consideration is on
other aspects of Financial
Statement Presentation arc
not expected before

December 2011
7 | Financial instruments | Reassessed as  lower Joint discussion paper published in 2008,
with the characteristics | priority project. Further
of equity consideration is not
expected before December
2011
8 | Intangible assets ‘The IASB decided not to | The IASB considered an agenda proposal to.

proceed with the project, | add a project on intangible assets in
but will reconsider it when | December 2007.
it sls its new agenda.





Source: http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822338795&blobheader=application%2Fpdf

16.3 Chart of Prior Empirical Research

	Author (Year)
	Object of Study
	Sample
	Methodology
	Institutional Factors Examined
	Results

	Ball et al. (2000)
	The effect of institutional factors on the properties of accounting earnings
	40,000 firm-year observations of seven countries
 over the period 1985 -1995.
	Regression analysis based the model from Basu (1997)
	· Legal origin
· Corporate governance 


	Common-law countries of the sample (Australia, Canada, UK, and US) exhibit greater timeliness than the code-law countries of the sample (France, Germany, and Japan) particularly in recognition of economic losses, due to income conservatism. The authors conclude enhanced common-law disclosure reduces agency costs of monitoring managers, and acts as a substitute for the close shareholder-manager relationship in code-law countries.   

	Joos and Lang (1994)
	Impact on financial statements and comparability of differences in accounting practices within Europe. 
	Sample of 172 firms from Germany, 228 from France, and 675 from the UK between 1982 and 1990. Germany and the UK are considered to be practitioners of the purest Continental and Anglo-Saxon accounting models. Whereas France traditionally follows the Continental model, but in a less extreme form.   
	1. Univariate ratio analysis of three ratios - return on equity, earnings/price ratio, and book-to-market ratio. 

2. Returns Regression of returns and earnings.

3. Price Regression of price and earnings and book value.
	· Legal influence on reporting 
· Providers of capital 

· Alignment between book and tax accounting
	Germany exhibits more conservative than the UK (and France in the case of net income). When examining the effect of legislation (EU directives) intended to create a uniform set of disclosure standards, differences in cross-country reporting practices prior to the legislation were not reduced from the implementation of the derivatives. Because the derivatives had no impact in enhancing comparability, the authors conclude either that substantial differences in accounting practices between the countries exist and the derivatives were unsuccessful in reducing them, or that non-accounting institutional factors are the source of the differences. 

	Bushman and Piotroski (2006)
	Examine incentives created by a country’s institutional factors which impact reported accounting figures and conservatism.
	86,927 firm-level accounting and return figures from 38 countries
 over the period 1992 – 2001. 
	Regression analysis based on Ball et al. (2000) and Ball et al. (2003) relating economic income, measured by stock returns, to accounting income based on country-level institutions that influence earnings.
	· Investor protection and enforcement of laws
· Legal origin

· Alignment between tax and book accounting 

· Corporate governance – ownership concentration
	Managers’ reporting habits are dependent on the nature of the state’s involvement in the country which they operate. Conservatism is a function of the institutional factors present in a country. 
- Firms in civil-law countries with political economies characterized by high risk of asset expropriation and high state ownership of firms speed the recognition of earnings for good news and slow the recognition bad news relative to firms in countries where the state is less involved in the economy.

Firms in countries with high quality legal systems are significantly influenced by contracting and reflect bad news related to earnings faster than firms in countries with low quality legal systems. Countries with strong public enforcement of securities laws slow the recognition of good news in earnings in comparison to countries with weak public enforcement of securities laws. 

	LaPorta et al. (1998)
	Quality, enforcement, and role of laws in protecting shareholders and creditors.
	Sample consists of 49 countries
 
	24 variables, such as corruption, mandatory dividends, and preemptive rights are used to assess quality and enforcement of laws and concentration of ownership.
	· Legal origin
· Quality and enforcement of laws

· Corporate governance – concentration of ownership
	Countries of common-law origin have better investor protection than countries of civil-law origin. Enforcement of laws is strong in common-law countries and weakest in civil law countries of French origin. Enforcement is also influenced to some extent by income level. Finally, the authors conclude that strong accounting standards, laws, and shareholder protection are negatively correlated with a firm’s concentration of ownership. 

	Giner and Rees (2001)
	Differences in recognition of good and bad news in earnings. 
	Sample of 1,425 firm year observations from France, 1,391 from Germany, and 6,022 from the UK between 1990 and 1998. France, Germany, and the UK are chosen due to the differences in their legal origins – civil, code, and common-law respectively. 
	Regression analysis relating current earnings with current market returns based primarily off Pope and Walker’s (1999) approach using annual earnings as the dependent variable.
	· Legal origin
· Investor protection

· Corporate governance
	Results show there is no longer a clear and distinct difference in asymmetric recognition of gains and losses in the three countries under study, despite each countries very different legal system. Pervasive conservatism was found in the German sample; however it was unrelated to good and bad news in earnings. In the samples of France and the UK profits are more permanent and losses are more transitory, confirming that news from one period is independent of news of prior earnings. Bad news is more strongly captured in the UK in comparison to Germany and France where good news is more strongly incorporated into earnings.

	Grambovas et al. (2006)
	Explores and compares earnings conservatism at the firm-level in the US and Europe. 
	1,217 US firms and 6,070 EU firms from 14 countries
 between 1989 and 2004. 
	Regression analysis based on the Basu (1997) model and modified for cross-sectional time series structure of the sample data. 
	· Quality of legal system 
· Corporate governance
	Earnings conservatism has become more pervasive in both the US and Europe taken as a whole. Changes observed, such as conservatism, are assumed to be a result of common factors present in the sample countries, not necessarily due to the processes of accounting convergence underway in Europe. In addition, the responsiveness of earnings to bad news is higher when unobserved firm specific effects are modeled. 

	Ali  and Hwang (2000)
	Relation between value relevance of financial accounting data and country-specific factors
	Sample of manufacturing firms from 16 countries
 between 1986 and 1995. 
	Regression and hedge portfolio approach from Alford et al. (1993)
	· Accounting standard setting process
· Legal origin

· Alignment between book and tax accounting 
	Value relevance is lower for countries where:

financial systems are bank-oriented compared to market-oriented financial systems, private-sector bodies are not involved in standard setting, the Continental model of accounting is used compared to the British-American model, tax rules have a large influence on accounting measurements, and spending on external auditing is low

	García Lara and Mora (2004)
	International analysis and significance of the differences in accounting conservatism in Europe
	Eight European country sample
 of 12,306 firm-year observations to analyze earnings conservatism for the period 1988 – 2000.
	Regression analysis using the Basu (1997) model to measure conservatism and Ball’s (2000) comparative model to focus on country differences. 
	· Legal origin 
· Quality of laws - litigation risk
	Differences in earnings conservatism amongst European countries are not that pronounced; however, levels of earnings conservatism are found to be larger in the UK in comparison to the continental European, but are only statistically significant with respect to Germany. In addition, earnings conservatism is found to be negatively related to balance sheet conservatism.

	Raonic et al. (2004)
	Investigation of the link between conservative accounting and the institutional factors of European countries
	336 European firm sample from 13 countries
 with 3,724 firm-year observations of European firms between 1987 and 1999. 
	Regression analysis of the timeliness in earnings following Basu (1997), Pope and Walker (1999), Givoly and Hayn (2000), Ball et al. (2000), and Giner and Rees (2001).
	· Enforcement of laws
· Corporate governance – equity markets
	The firm’s need for equity financing as well as the regulatory environment in which a firm operates both impact conservatism. Exposure to equity markets is found to be positively associated with conservatism, while regulatory enforcement is found to be positively associated with a bias towards conservatism. 
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� It is noted that since the study of García Lara and Mora (2004) changes in the economic setting of Western European countries have occurred which may affect this assumption.  


� Except for the Netherlands were accounting standard process setting occurs in the private and public-sectors.


� Australia, Canada, US, UK, France, Germany, and Japan


� Argentina, Australia, Austria, Belgium, Brazil, Canada, Switzerland, Chile, Germany, Denmark, Spain, Finland, France, Great Britain, Greece, Hong Kong, Indonesia, India, Ireland, Israel, Italy, Japan, South Korea, Mexico, Malaysia, Netherlands, Norway, New Zealand, Pakistan, Philippines, Portugal, Singapore, Sweden, Thailand, Turkey, Taiwan, US, South Africa


� Australia, Canada, Hong Kong, India, Ireland, Israel, Kenya, Malaysia, New Zealand, Nigeria, Pakistan, Singapore, South Africa, Sri Lanka, Thailand, UK, US, Zimbabwe, Argentina, Belgium, Brazil, Chile, Colombia, Ecuador, Egypt, France, Greece, Indonesia, Italy, Jordon, Mexico, Netherlands, Peru, Philippines, Portugal, Spain, Turkey, Uruguay, Venezuela, Austria, Germany, Japan, South Korea, Switzerland, Taiwan, Denmark, Finland, Norway, Sweden


� Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Netherlands, Portugal, Spain, Sweden, and the UK


� Australia, Belgium, Canada, Denmark, France, Germany, Hong Kong, Ireland, Italy, Japan, Netherlands, Norway, Singapore, Sweden, Switzerland, and the UK	


� UK, Germany, France, Switzerland, the Netherlands, Italy, Spain, and Belgium


� Belgium, Denmark, Finland, France, Germany, Ireland, Italy, Netherlands, Norway, Spain, Sweden, Switzerland, and the UK
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		Table 7: Comparative Model Results



		Regression coefficient values for the comparative model: 





		for the pre and post-adoption periods. Coefficient values displayed are unstandardized. Values in parentheses represent the corresponding t-statistics for the coefficients. 

				Pre-Adoption		Post-Adoption

		β2 		-3.904		-3.927

				(-4.914)***		(-0.758)

		β3		3.926		3.955

				(4.696)***		(0.697)

		β2j 		2.281		3.294

				(2.249)**		(0.469)

		β3j 		-2.276		-3.335

				(-2.162)**		(-0.449)

		Xt is the dependent variable

		*,**,*** denote significance at the 10%, 5%, and 1% levels respectively 

		Xt = earnings per share for the fiscal year divided by price per share at the start of the fiscal year

		Rt = stock market return for the firm between nine months before fiscal year end and three months after fiscal year end

		D = dummy variable that is equal to one if Rit is less than zero and equal to zero otherwise. A dummy variable of one signifies bad news, while a variable of zero signifies good news. 

		CDj = dummy variable of country j. This dummy variable takes the value of zero if the firm is listed in the UK and one if the firm is listed in any of the continental European countries of the sample. 

		β2 = good news sensitivity UK

		β3 = bad news sensitivity UK

		β2j = good news sensitivity continental Europe with respect to the UK

		β3j = bad news sensitivity continental Europe with respect to the UK















image1.png

L B RCR

11 uly 2011

nloaded by [Erasmus University] at 01:2

beginning of the period, R, i the rate of rewrn of the firm,” that s, (P~ Pr-1)/
P Share prices have been adjusted for stock splits, new equiy isues, etc; D is 3
dummy variable tha takes value | in case of bad news (negative or zero fte of
retum) and 0 in case of good news (positive rate of reurn). We expect that B, which
shows differental eamings sensiivity to bad news, will be significantly posiive.

274 J. M. Garcia Lara and A. Mora

Focusing on country differences, the model that Ball et al. (2000) use, which
we refer to as the ‘COMPAFEVE model, is the following:

X, =B+ Y BoyCD;+BiD+ Y ByCDD + B+ Y ByCDR,

+BRD+ Y ByRCDD +

where X, R, and D are as defined in the ‘simple model’ and CD is the dummy
variable of country j. It takes value O f it i the case of the United Kingdom, and |
ifitis country j. We use the United Kingdom as reference country, given that it is
a priori the most different of all countries under study.

“This model is derived from the simple model of Basu (1997), incorporating the
differences across countries through dummy variables. Contrarily to Ball ef al.
(2000), and following Pope and Walker (1999), we use camings after
extraordinary items per share, deflated by share price at the beginning of the
period. We use this definition of carnings, and not camings before extraordinary
items, to try to avoid that our results could be seriously influenced by a different
classification of good and bad news in financial statements across counries.

‘We expect that By, which shows the differential earnings response to bad news
in continental countries with respect to the UK, will be significantly negative,
showing the faster recognition of bad news in the UK.

Sensisviry analysis. In our study we assume, as for example in Joos and Lang
(1994), that the underlying cconomics of European countries are fairly similar
and, consequently, our resuls should not be infiuenced by, for example,
macroeconomic factors. However, they could be seriously influenced by a
different sample composition i each country, that i, by the so-called within-
country factors.

O www.tandfonline.com/doi/pdf/10.1080/0963818042000203347 \
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		Table 8: R2 and Adjusted  R2 Results Comparative 

		               Model



				Coefficient of Determination

				Pre-Adoption		Post-Adoption

		R2 (%)		1.200		0.100

		Adjusted R2 (%)		1.000		0.000
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		Table 11: Adjusted R2 values from prior research using the Basu (1997) model in Europe



				Adjusted R2 (%)

		Ball et al. (2000)		5.2*

		García Lara and Mora (2004) 		8.32

		Raonic et al. (2004)		4.3**

		Bushman and Piotroski (2006) 		7.18*

		Grambovas et al. (2006)		11.6**

		* Includes code-law countries outside of continental Europe in pooled regression analysis 

		**Includes the UK in pooled regression analysis 
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		Table 12: Adjusted R2 values from prior research using the comparative model in Europe



				Adjusted R2 (%)

		Ball et al. (2000)		15.4

		García Lara and Mora (2004) 		11.71

		García Lara et al. (2008)		15.87
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		Table 10: Adjusted R2 values from prior research using the Basu (1997) model in the UK



				Adjusted R2 (%)

		Ball et al. (2000)		13.8

		Giner and Rees (2001)		15.1

		García Lara and Mora (2004)		13.5

		Raonic et al. (2004)		7.4

		García Lara et al. (2005)		14.0

		Bushman and Piotroski (2006)		10.5

		Grambovas et al. (2006)		11.9
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		Table 6: R2 and Adjusted  R2 Results Asymmetric 

		               Timeliness Measure



				Coefficient of Determination

				Pre-Adoption		Post-Adoption

		UK

		R2 (%)		0.900		0.100

		Adjusted R2 (%)		0.700		-0.100

		Continental Europe

		R2 (%)		7.700		3.400

		Adjusted R2 (%)		7.600		3.300
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								Table 3: Shapiro-Wilk Test Results



										Shapiro-Wilk

								UK		Pre-Adoption		Post-Adoption

								Statistic		0.677		0.669

								Sig.		0.000		0.000

								Continental Europe

								Statistic		0.728		0.743

								Sig.		0.000		0.000

								ROA = Return on Assets
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		Table 2: Skewness in Earnings Results



				Skewness

		UK 		Pre-Adoption		Post-Adoption

		Y		-3.405		-3.426

		Std. Error		0.061		0.061

		Continental Europe

		Y		-2.808		-1.025

		Std. Error		0.046		0.046

		Y = Skewness
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		Table 4: Z-score Test Results



				Z-Score

				Pre-Adoption		Post-Adoption

		UK		-55.820		-56.164

		Continental Europe		-61.043		-22.283
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		Table 5: Asymmetric Timeliness in Earnings Results



		Regression coefficient values for the asymmetric timeliness in earnings measure of Basu (1997): Xit / Pit-1 = α0 + α1DRit + β0Rit + β1Rit*DRit for the pre and post-adoption periods in the UK and continental Europe. Coefficient values displayed are unstandardized. Values in parentheses represent the corresponding t-statistics for the coefficients. 

				Pre-Adoption 		Post-Adoption 

		UK

		α0		0.229		-1.439

				(0.44)		(-0.473)

		α1		-0.208		1.647

				(-0.325)		(0.435)

		β0		-3.904		-3.927

				(-3.000)**		(-0.457)

		β1		3.926		3.955

				(2.867)**		(0.421)

		Continental Europe

		α0		0.252		0.109

				(5.475)***		(5.339)***

		α1		-0.231		-0.074

				(-4.319)***		(-3.080)**

		β0		-1.623		-0.633

				(-13.631)***		(-8.838)***

		β1		1.650		0.620

				(13.658)***		(8.572)***

		Xit / Pit is the dependent variable

		*,**,*** denote significance at the 10%, 5%, and 1% levels respectively 

		Xit = earnings per share for the fiscal year

		Pit-1 = price per share at the start of the fiscal year

		Rit = stock market return for the firm between nine months before fiscal year end and three months after fiscal year end

		DRit = dummy variable that is equal to one if Rit is less than zero and equal to zero otherwise. A dummy variable of one signifies bad news, while a dummy variable of zero signifies good news. 






