Sdo Paulo/SP - 25 e 26 de Julho de 2013
Congresso . R .
@ Desafios e Tendéncias
T e da Normatizacdo Contabil

Contabilidade

Earnings management acr oss European Union countries after |FRS adoption

ABSTRACT

Our study investigates the earnings managemeheiitiropean Union publicly listed firms
that adopted IFRS. We also examine whether thentnves of earnings management are
likely to be different in Germany and France firhghlighting the differences from the
United Kingdom firms. We use the discretionary aets model to measure the level of
earnings management; this corresponds to the wéline difference between the levels of
total and non-discretionary accruals, a model feetjy used to measure earnings
management practices. Our empirical study is basdisted firms in the United Kingdom,
Germany and France, in the period from 2006 to 20@Busing the Thomson Worldscope
Database. Our results demonstrate that firms Idaat&nited Kingdom have the lower, and
firms located in German the higher, level of eagsimanagement, with firms located in
France placed in the middle. They confirm findifigen literature which indicate that even
after IFRS adoption, the difference in the instttnél environment and therefore the
difference in the earnings management practickanisted firms would vary across
countries. These findings contribute to the literatby providing useful indications to
regulators and standard setters interested in awvadpthe effectiveness of institutional
environment in one setting where high level accogngtandards are already in use.

1. I ntroduction

In 2005, with the adoption of International FinalcReporting Standards (IFRS),
European Union (EU) listed firms faced a major g&am their accounting disclosure rules.
The proponents of IFRS adoption assert that théeim@ntation of international accounting
standards leads to a general improvement in eamjoglity (Daske et al., 2008; Barth et al.,
2008; Chen et al., 2010). However, while prior egsh finds some evidence that the potential
benefits of mandatory IFRS adoption are likely &mywdepending on whether the new rules
are effectively enforced (e.g., Ball et al. 2003 rgstahler et al. 2006), little empirical
evidence supports this assertion for mandatory IeB&otion. In addition, some observers
guestion whether a uniform set of standards adetyuatcommodates the economic and
political differences across countries (e.g., Sund2007). Thus, given the existing
institutional variation across EU member statess iinclearex ante whether IFRS adoption
would uniformly reduce firms’ earnings managemendli financial reporting environments.
The purpose of this study is to fill this gap bypkxing the earnings management of IFRS
adoption in the different institutional arrangenseatross EU countries.

The manipulation of the firms’ earnings reportedti®e financial statements, also
known as earnings management, is common amond listas (Pfarrer et al., 2008).There
are at least two reasons why IFRS adoption is é&deo reduce the earnings management in
listed firms. First, prior research finds that B-Requires greater financial disclosure than
most local accounting standards (e.g., Ashbaugh Rimdus 2001), thereby mitigating
information asymmetries between firms and theirahalders (Leuz and Verrecchia, 2000;
Ashbaugh and Pincus, 2001), which in turn is exgedb reduce opportunity for earnings
management. Second, prior literature argues thatseh of uniform accounting standards is
likely to reduce the choice of accounting methaabich in turn is expected to constrain
managerial discretion (International Accountingrisi@ards Board, 1989; Barth et al., 2008).
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Aside from the earnings management argument, hawexge that prior research
provides some evidence that IFRS adoption is likelgepend on the underlying economic
and political institutions influencing the incerdgs of the managers and auditors responsible
for financial statement (e.g., Ball et al., 200Bjus, considering the role of legal systems in
influencing accounting practice, whether IFRS adwptnfluence the earnings management
across EU countries is an empirical question.

To explore the role of legal enforcement in inflomg the impact of IFRS, we
compare the earnings management across three iesuntiith strong versus weak
enforcement mechanisms. We use a sample of 2,78& fobservations in the United
Kingdom, Germany and France during the period fr2d06 to 2009, from Worldscope
databased. We focus our investigation on the tEftdecountries for several reasons. First,
relative to other countries that mandate IFRS, leggty homogeneity across EU countries
reduces the likelihood that earnings managementsabgect to unspecified cross-country
differences. Second, these countries are alsonatigg countries of three distinct legal
origins: English common-law, Germany civil-law afigench civil-law (La Porta et al., 1998).
Hence, the differences in the legal systems andresinent regime provide a powerful
setting to detect the effects of earnings managemen

Following previous studies on earnings managenegt (Varfield et al., 1995; Barth
et al., 2008; Chen et al., 2010), we focus on teuals-based metrics as one dimension of
earnings management that is particularly responsivdirm’s reporting incentives. This
construct is especially relevant to our researatabee this relies on managerial discretion
and is therefore likely to be influenced by theeintives and characteristics of companies
preparing the accounting information. Moreoverpnira methodological perspective our work
improves on previous research since we use a patelmodel, that gives more informative
data, more variability, less collinearity amongi&hles and more efficiency (Baltagi, 2008).

Consistent with our predictions, we find that firhegated in United Kingdom have
the lower, and firms located in German the higharel of earnings management, with firms
located in France placed in the middle. For insgtammur results indicate that incentives for
earnings management across countries with strayey |[@rotection are not the same as for
their counterparts with weak legal protection. Biaing on this, we show that institutional
settings is a important characteristic that hasffardnt influence on the level of earnings
management practice in firms depending on the @egfréhe legal enforcement.

Our study offers several contributions to the &tare on the effects of ownership
concentration and other firm characteristics ongamings quality. First, we examine firms
from three European Union countries with differamtitutional environments applying the
same mandatory accounting regulations. In contpaigly literature considers only firm-level
variables and country-level variables, usually gsed different institutional environments
within a single country (Sanchez-Ballesta and Gakééca, 2007; Marra et al., 2011) or
different accounting regulations across differeotirdries (Ball et al., 2003). Second, prior
research provides some evidence that IFRS adof#itikely to depend on the underlying
economic and political institutions influencing thrcentives of the managers and auditors
responsible for financial statement (e.g., Ballkt 2003).However, none of the previous
studies has thoroughly investigate comparativeceftd institutional setting on earnings
management in listed firms after IFRS adoptidhe findings of this study contribute to the
accounting literature, in that we are among thst f#uthors to analyze the difference in the
institutional environment, with its ability to infénce accounting systems, on the level of
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earnings management across three EU countries. élevé that our results may provide
useful indications to regulators and standard settgerested in evaluating the effectiveness
of institutional environment in one setting wherghhlevel accounting standards are already
in use.

The remainder of the paper is organized as folloims.Section 2 we develop
theoretical background. Section 3 describes thegkmaselection and research design. Section
4 provide the empirical results. Finally, Sectionpgesents the concluding remarks and
limitation of the study.

2. Theoretical background

The firms’ financial reports are a central way bhieh companies manage their
institutional impression (Davidson et al., 2004)s A& modern corporations ownership is
typically separated from control, investors rely i@ information provided by the firms’
management, and in particular on furnished findratatements. Yet, as accounting principles
often require the exercise of business judgmenth sas when selecting a particular
accounting method or applying different estimatiavighin the method (Schipper, 1989),
managers have the opportunity to shape finanqgoarte in a desirable direction.

Since 2005, publicly listed companies in Europe ehdoeen required to prepare
financial statements in accordance with IFRS. IFB& designed to enhance the
comparability of financial statements, to improweporate transparency, and to increase the
quality of financial reporting in order to beneifilvestors and to improve the functioning of
financial markets. IASB has issued principles-bastahdards and has taken steps to
eliminate accounting alternatives and to requi@anting measurements that better reflect a
firm's financial position and economic performan€ae intent of these guidelines is limit
management’s opportunistic behavior when deterrgigiocounting figures (Ashbaugh and
Pincus, 2001; Ewert and Wagenhofer, 2005) and geo¥or investors useful information
(Chen et al., 2009).

Adoption of IFRS have advantages over local acdongnstandards for several
reasons. First, IFRS may be more capital-orientadi ¢herefore, more useful to investors
(Hail et al.,, 2010). Second, IFRS can reduce theicehof accounting methods, thus
constraining managerial discretion (Internationatcédunting Standards Board, 1989;
Ashbaugh and Pincus, 2001; Barth et al., 2008).rdThiFRS require accounting
measurements and recognition that better reflictnés underlying economic position, hence
providing more relevant information for investmeletisions (IASB, 1989; Barth et al., 2008;
Florou and Pope, 2012). Fourth, IFRS increase redqudisclosures, thereby mitigating
information asymmetries between firms and theirahalders (Leuz and Verrecchia, 2000;
Ashbaugh and Pincus, 2001). Moreover, harmonizaronnd IFRS increases comparability
of firms across markets and countries, hence fatifig cross-border investment and
integration of capital markets (Armstrong et aQ1Q).

Recent empirical studies confirm that disclosuraligyitends to improve for European
firms after the adoption of IFRS (Daske and Gebh&@06). Moreover, IFRS adopting firms
show an improvement in reporting quality in ternfsearnings management, timely loss
recognition, and value relevance (Barth et al.,.800 general, IFRS adoption is likely to
increase market liquidity, decrease the firms’ aufstapital, and increase equity valuations
(Daske et al., 2008). There are empirical evidéhaelFRS can reduce earnings management

www.congressousp.fipecafi.org



S&o Paulo/SP - 25 e 26 de Julho de 2013
Congresso
@ Desafios e Tendéncias
da Normatizagcdo Contabil

Contoladoria e
Contabilidade

by limiting opportunistic management discretiondegtermining accounting numbers (Chen
et al., 2010).

On the other hand, there are several reasons vehgxbected benefits of IFRS can be
questioned. First, reducing accounting alternatimesy result in a less true and faithful
representation of the firm’s underlying economiBsarth et al., 2008). Second, increasing
managerial flexibility, because of the principlessbd nature of IFRS, may augment the
opportunity for earnings managemeérithird, and perhaps most importantly, an increasing
number of scholars emphasize that dysfunctionabrtgqg incentives combined with weak
enforcement mechanisms can reduce financial regpmrjuality, even when high-quality
accounting standards are implemented (Ball eR@03; Burgstahler et al., 2006).

In line with last argument, prior studies suggésit tthe outcome of implementing
accounting standards is determined not only byqginaity of the standards, but also by the
country’s institutional arrangements (Ball et @003). In particular, firms in countries with
weak enforcement mechanisms are more likely toathes discretion afforded by accounting
rules and engage in earnings manipulation (Burt¢gstagt al., 2006). This pattern suggests
that the benefits from mandatory IFRS adoption énmms of a reduction of managerial
discretion are expected to be different to whethernew rules are effectively enforced. To
explore the role of legal enforcement in influemgcithe impact of IFRS, we compare the
earnings management across three countries witbngstrversus weak enforcement
mechanisms.

According La Porta et al. (1998), there are sigalffit differences across countries in
the degree of investor protection. Their empireatience indicates that investor protection is
stronger in common-law countries (the United Kinggldhan in civil-law countries (France
and Germany). Countries with a common-law origindt to have more extensive disclosure
requirements, stronger private and public enforecenud securities regulation, stronger
shareholders and creditor rights (La Porta et18198; La Porta et al., 2006). Also, within
civil-law countries, France and Germany are distinom each other in terms of investor
protection. La Porta et al. (1998) relates for nEe more extensive outside investor
protection than for Germany. Thus, regarding theestor protection, France is in the middle
of the United Kingdom and Germany.

The expected effects of mandatory IFRS adoption ldiedy to depend on the
institutions of the adopting country (Hail et &Q10). In line with this argument, Daske et al.
(2008) and Li (2010) document that the capital reaadfects of IFRS are more pronounced
in countries with stricter enforcement regimes dnerefore better IFRS implementation;
stronger reporting incentives and therefore higheality financial reporting; and higher
divergence between IFRS and local GAAP and theeefmrlarger change of domestic
accounting rules.

Accounting literature provides evidence that theme distinctions in terms of
securities regulation and quality of legal instint between French-civil-law countries and
German-civil-law countries. La Porta et al. (2006} that the securities regulation is high in

! Beuselinck et al. (2007) show that earnings contpkiyaacross Europe does not improve after mangato
IFRS adoption in European Union countries. PaananenLin (2008) examined the development of acdognt
quality under IAS and IFRS over time among Germamganies from 2000 to 2006 and found that accogntin
quality decreased after IFRS adoption in Germany.
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common-law countries, followed by French-civil-l@ountries, and low in German-civil-law
countries’

Following prior studies such as Leuz (2003) an@2010), we measure the quality of
legal enforcement using the product of “anti-dicectghts” and “rule of law” (La Porta et al.,
1998).3 Considering the importance of legal system in iefficing accounting practices, we
predict that firms located in the United Kingdomvéathe lower, and firms located in
Germany the higher, level of earnings managemaittt,fiums located in France placed in the
middle.

3. Resear ch design
The sample

To collect data for this study, we used the Worigec database. Our sample begins
with UK, French and German firms listed in the &twoocarket that adopted IFRS by 2005.
Consistent with previous research (Becker et aB819Maijor and Vanstraelen, 2006),
financial firms (SIC 6000-6999) and utility firmSIC 4000-4999) were excluded to increase
the homogeneity of the sample and the comparabditythe results across firms. All
companies in our sample are firms listed on a séxckange. To reduce the effect of outliers,
we exclude firms in the top and bottom 1% of aboliscretional accruals and absolute
studentized residuals that are higher than valie 1.

The final sample is composed of 2728 firm-year ole@ns distributed as follows:
United Kingdom (1211), France (819) and GermanyB)@®r the period 2006 - 2009. We
don’t include observations pertaining to 2005 tmoge adoption year effects.

Measurement of earnings management

In order to measure earnings management we usgaé&trased metrics. Accruals are
likely to capture evidence of earnings managemeoabse they reflect managers’ accounting
estimates and accounting choices (e.g., DechoW, €i995; Dechow and Dichev, 2002; Leuz
et al., 2003; Larcker and Richardson, 2004; Kotlearal., 2005; Jones et al., 1991). Our
dependent variable is the magnitude of absolutaevalf abnormal accruals, as frequently
used to measure the extent of earnings managemvanmti¢ld et al, 1995; Barth et al., 2008;
Chen et al, 2010).

The magnitude of cross-sectional absolute disaratio accruals is calculated based
on estimated abnormal accruals, where estimatedradah accruals are defined as total
accruals minus estimated normal accruals. Estintadethal accruals are determined from the
Modified Jones Model (Dechow et al., 1995). We tlse absolute value of discretionary
accruals, ABS_DA, as the dependent variable to yprfmx earnings management in the
regression model, which captures the combined teffl€dncome-increasing and income-
decreasing earnings management (Warfield et @5;1@hen et al., 2010):

? La Porta et al. (2006) provide for United Kingdon8® for Disclosure Requirements, 0.66 for Liability
Standard and 0.68 for Public Enforcement; for Genym@.42 for Disclosure Requirements, 0.00 for Ligbi
Standard and 0.22 for Public Enforcement; for Feafcr5 for Disclosure Requirements, 0.22 for Ligpil
Standard and 0.77 for Public Enforcement.

* The product of “anti-director rights” and “rule &fw” is 42.85 for United Kingdom, 9.23 for Germaagd
24.24 for France (La Porta et al., 1998).
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ABS_DA=|DA,| (1)

where DA; is the discretionary accruals for firm i year t; BBDA is the absolute
value of disretionary accrudls.

A higher magnitude of absolute discretionary adsraarresponds to a greater level of
earnings management, or lower accounting qualitgl,\ace versa.

Empirical Model

To explore the role of legal enforcement in infloey the impact of IFRS, we
compare the earnings management across three iesuntnith strong versus weak
enforcement mechanisms. We estimate the followingehto examine the relation between
discretionary accruals and different institutioealironment (COUNTRIES) as a goal factor
of management decisions and incentives. Consisigiiit previous studies on earnings
management, the following variables are includedtha model to control the earnings
management incentives: SIZE, GROWTH, EISSUE, DISSSLEVERAGE, CFO, LOSS,
XLIST and INDUSTRY (Chen et al, 2010; Maijor andné&iraelen, 2006; Barth et al, 2008;
Warfield et al., 1995).

ABS_DA, = f3,+ BCOUNTRIES, + BOWNER,, + 8 SZE, + BGROWTH, , + B EISIUE,  + )
+[,DISSUE,, + A,LEVERAGE,  + SCFO,, + 5, 0SS + B,XLIST, + BIND, +¢,,

where ABS_DA is the level of discretionary accra@DUNTRIES is the countries
dummies: UK:= is the dummy variable (UK company =1 and O othee)y GER=is the
dummy variable (GER company =1 and 0 otherwise);#k the dummy variable (FR
company =1 and 0 otherwise); OWNEImR the percentage of shares held by insiders; $IZE
is the natural logarithm of end of year total asdetr firm i year t; GROWTH is the
percentage change in sales for firm i year t; EIEG$W$ the dummy variable that takes the
value 1 if annual percentage change in common stbekges by more than 10% from the
previous year and EISSYEequal O for otherwise; DISSU#s the is the dummy variable that
takes the value 1 if annual percentage changetah liabilities changes by more than 10%
from the previous year and DISSIJEqual O for otherwise; LEVERAGEIs total liabilities
divided by common shareholders’ equity for firmeay t; CFQ; is cash flow from operation
divided by beginning-of-period total assets fonfir year t; LOSS is the dummy variables
that takes value 1 if the firm represented negatieé income before extraordinary and
LOSS;: equal O for otherwise; XLISTis the dummy variable that takes value 1 if thefis
also listed in more than one stock exchange andSXklequal O for otherwise; IND is the
industry dummies, SIC10-19 for mining; SIC20-39 &Wd59 for wholesale trade; SIC70-89
for services.

4, Empirical results
Descriptive analysis and correlations

The empirical analysis relates to the period 200892 Table 1 reports data analysis
by country. Table 1, Panel A presents descripttaéissics on the magnitude of discretional
accruals in the United Kingdom, Germany and Fraarue presents the results of parametric
independent samples t-tests regarding the diffeent those means. There is a large cross-
country variation on the level of magnitude of detsmnal accruals (ABS_DA). The level of

* Disretionary accruals model is calculated accordieghow et al. (1995)
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discretional accruals is significantly higher inr@any when compared with United Kingdom
and France. Differences are also found across-lamilcountries. The level of discretional
accruals is significantly higher in Germany, whemimpared with France. This preliminary
findings are according our prediction is that, ontrast to the Germany, the France has
superior laws facilitating private enforcement tngb liability standards facing firms when
investors seek to recover losses due to the lackatkrial information (La Porta et al.,
2006)° Additionally, France has a better level of thealegiles than covering protection of
shareholdefs compared with Germany, and this can explain wekyolrserve a high level of
discretionary accruals in Germany (La Porta e1 298, 2006).

Overall, this preliminary analysis provide evidermmeording our prediction that legal
countries systems develop a significant role inl&rmg the level of discretionary accruals
within three European countries.

Table 1, Panel B presents descriptive statisticefnership concentrations and other
firm’s characteristics in the United Kingdom, Gemgaand France, as well as presents the
results of parametric independent samples t-tegjarding the differences in those means.
The level of ownership concentration (OWNER) isngfigantly higher in Germany (0.51)
and France (0.48) when compared with United Kingd0:85). La Porta et al. (1998) provide
strong evidence that ownership concentration vdretegal origin, and civil-law countries
are the ones which present higher concentrationnsifder ownership comparing with
common-low countries. Panel B of Table 1 shows tiatresults for the control variables are
consistent with the literature. The sample totabmealues are 12.75 for SIZE, 0.09 for
GROWTH, 0.11 for EISSUE, 0.34 for DISSUE, 1.96 f&fVERAGE, 0.09 for CFO, 0.20
for LOSS and 0.23 for XLIST. The value of the agysraf the calculated variables, match
with the recent studies that have been carriedramely: Chen et al. (2010) reports 0.06 for
CFO and 0.23 for LOSS; Maijor and Vanstraelen @0@ports 12.03 for SIZE, 0.07 for
CFO; Barth et al. (2008) reports 0.18 for GROWTHL,for EISSUE, 0.22 for DISSUE,
3.01 for LEVERAGE and 0.06 for XLIST.

In terms of mean differences regarding the SIZE, thhited Kingdom firms are
significantly smaller than Germany and France firfarther, the GROWTH, EISSUE a
DISSUE is significantly higher in the firms from lted Kingdom, when compared with the
Germany’'s and France’s firms. So, there is somdeeae that UK firms are more likely to
issuer common stock, issue liabilities and haveengwowth opportunities than Germany and
France firms. Although Germany firms have highelS&UE and DISSUE and lower
GROWTH than France firms, the mean difference isgignificant. The variables XLIST,
SIZE and CFO are statistically different acrossahdirms in countries analysed. The report
of negative earnings (LOSS) is not statisticallffedent across the firms in three countries
analyzed. Relating to the LEVERAGE, there is somidence that France’s firms are more
highly levered than Germany’s firms and the UnKatgdom firms.

® La Porta et al. (2006) create an index to meagrdiability standard of each country. The gretterlevel of
the liability standard index, the less is the buceatic difficulties in recuperating losses by isi@s in a
particular country. The La Porta et al. (2006) mxeador the liability standard in the France isZ).@hich is
higher when compared with 0.00 for Germany.

® According to La Porta et al. (1998), regardingshareholders rights for France, it is allowed atevby e-mail
and they have preemptive rights and the level tflmactor rights is 3, on a scale of 1 to 5. Inr@any, it is not
allowed to vote by e-mail, they do not have preéveptights and antidirectors rights is 1, on a sas#l1to 5.

www.congressousp.fipecafi.org



S&o Paulo/SP - 25 e 26 de Julho de 2013
Congresso . R .
@ Desafios e Tendéncias
8 oo o da Normatizacdo Contabil

Contabilidade

Finally, Panel C of Table 1 shows the Pearson i@ among the all continuous
variables. The level of discretionary accruals égatively correlated with OWNER, SIZE,
LEVERAGE and positively correlated with GROWTH. Hen ownership concentration
firms, larger firms and leverage firms are moreelykto lower discretionary accruals and
growth opportunities firms are more likely to higttiscretionary accruals. The independent
variables included in the regressions are not kigblrelated with each other, the absolute
value range from 0.035 to 0.277, suggesting thaticollinearity is not likely to be a problem
in our study.

Tablel
Regression results

Table 2 presents the random effects regressiotsdeuthe total sample, with France
(C1), Germany (C2) and United Kingdom (C3) as thentry of referencé.The multivariate
results confirm the differences in the level ofcdétionary accruals across countries. As
expected, results of Equations (C1) and (C2) sugdkat UK firms provide a significant low
level in discretionary accruals compared to Germatrthe 5% level and compared to France
at the 1% level. These results are consistent thitse of Ball et al., (2003) and suggested
that the demand for accounting earnings is systealigtdifferent in common-low countries
compared to civil-low countries. That is, stronfazcement environment seems to induce of
firms decrease the level of discretionary accruaspared to firms in the weak environment.
This findings are consistent with the argumentsgméd in support of the research question
developed that countries with a common-law originct to have more extensive disclosure
requirements, stronger private and public enforcegnud securities regulation, stronger
shareholders and creditor rights (La Porta etl@B8; 2006), reducing the level of managerial
discretion.

Table?2

Further, results of Equation (C3), between thel-taw countries, the Germany firms
provide a higher level of discretionary accrualsnpared to France at the 1% level. This
findings are consistent with the arguments presentesupport of the research question
developed within civil-law countries, that, in theeak environments (case of Germany and
France), compared to Germany, France reported ldsved of earnings management (La
Porta et al., 1998).

Overall, the results confirms our arguments and aleirated that the UK firms
provide a lower and Germany firms a higher, leviediscretionary accruals, with French
firms placed in the middle. Thus, our findingsicade lower level of earnings management
for the IFRS adoption firms in the strong enforcatmenvironment, consistent with the
quality of legal enforcement being an importanttdadn influencing accounting practices.
Overall, this findings suggest that legal countr@astems develop a significant role in
explaining the level of discretionary accruals witithree European countries.

" The Breusch-Pagan Lagrange Multiplier, the Hausnessté and Fixed tests, was developed in order to
determine which type of regression: pooled, fixédats or random effects is more appropriate tacdes the
relationship between the absolute discretionaryuats and the explanatory variables included inetpeations
(C1-C3). The Breusch-Pagan test shows rejecti@rafll hypothesis and Hausman test indicates matiep of

a null hypothesis (the significance is 0.000 an@d.@67 for both statistical tests), what indicatest the random
effects is more appropriate for equation (C1-C3).
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Table 2 presents the random effects regressiotsdsu control variables in the total
sample. As expected, SIZE are significantly andatiegly related and EISSUE, DEISSUE,
CFO and LOSS is significantly and positively rethtéo the level of discretionary accruals.
Contrary to our expectations, variables GROWTH, HRAGE and XLIST do not show
significance. Results regarding the firms charasties are generally in line with prior
literature. Larger companies engage significanglyslin earnings management, and issuer
common stock and issuer liabilities companies eagamnificantly more in earnings
management (Barth et al, 2008; Chen et al., 200Q). results demonstrated that greater cash
flow from operating (CFO) and reported of lossempanies (LOSS) engage significantly
more in earnings management. This confirms thatagens use cash flow from operation to
exercise their discretion or judgment in opporttiaiways and manipulate earnings activities.
In addition, incidences of losses induce managetsé more accruals to mitigate the impact
of losses, which negatively affect discretionargraals. This is consistent with Dechow and
Dichev (2002), Francis et al.’s (2004) as well @8d% (2010) argument.

5. Conclusions

Considering the role of legal systems in influegcaccounting practice, we analyse
impact of international differences in earnings agement between the United Kingdom,
Germany and France non-financial listed firms dyirthe period 2006-2009 that adopted
IFRS.

Consistent with our predictions, we find that firhegated in United Kingdom have
the lower, and firms located in German the higharel of earnings management, with firms
located in France placed in the middle. For insgtammur results indicate that incentives for
earnings management across countries with strayey |[@rotection are not the same as for
their counterparts with weak legal protection. Biaing on this, we show that institutional
settings is a important characteristic that hasffardnt influence on the level of earnings
management practice in firms depending on the degfehe severity of legal enforcement.
Our findings confirm previous literature (Ball dt,&2003) and also suggest that even after
IFRS adoption, legal systems and investor protectie likely to influence the earnings
management across EU countries.

Additional research is necessary to improve teisearch and address limitations.
First, the data have some limitations that preclyeleeralizations to the universe of all firms.
We cover only publicly listed firms in the threeucdries in the years 2006-2009. These
findings do not necessarily apply to firms that ace publicly listed. The time period is an
other limitation of this study. Further researclghiexamine if the relationships found in this
thesis can be extended to other firms and periboglly, this study focuses on particular
dimensions of earnings management, namely diso@tyoaccruals. The results may change
when other dimensions of earnings management algzaa. Additional tests is necessary to
made to indicate that the results are robust aftentrolling for alternative measures of
discretionary accounting accruals.
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TABLE 1
Descriptive statistics
Panel A: Descriptive statistics for absolute value discretionary accruals (ABS_DA) across countries

United Kingdom Germany France Total Tests of Mg#istats)
UK vs Germany UK vs France Germ. vs France
Mean 0.055 0.062 0.052 0.056 -0.01" 0.00 0.0T"
Median 0.039 0.045 0.041 0.041
SD 0.048 0.060 0.042 0.049

Panel B: Descriptive statistics for dependents variables across countries

United Kingdom Germany France Total Tests of Mg#istats)
UK vs Germany UK vs France Germ. vs France

OWNER
Mean 0.35 0.51 0.48 0.43 -15.61** -13.16*** 2.45*
Median 0.35 0.51 0.50 0.41
SD 0.20 0.28 0.25 0.25
SIZE
Mean 12.49 12.81 13.07 12.75 -0.32%** -0.60*** -2.60*
Median 12.38 12.50 12.65 12.53
SD 2.02 1.83 2.05 2.00
GROWTH
Mean 0.14 0.04 0.05 0.09 0.09*** 0.09*** -0.03
Median 0.08 0.04 0.04 0.05
SD 0.40 0.23 0.16 0.31
EISSUE
Mean 0.14 0.10 0.09 0.11 0.04* 0.05%** 0.01
Median 0.00 0.00 0.00 0.00
SD 0.35 0.30 0.32 0.32
DISSUE
Mean 0.41 0.10 0.09 0.34 0.12%** 0.12%** 0.01
Median 0.00 0.00 0.00 0.00
SD 0.50 0.30 0.28 0.48
LEVERAGE
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Mean 1.85 1.83 2.22 1.96 0.02 -0.37* -0.39**

Median 1.17 1.41 1.50 1.35

SD 2.51 2.49 2.84 2.61

CFO

Mean 0.10 0.09 0.08 0.09 0.01* 0.02%** 0.01*
Median 0.10 0.09 0.07 0.09

SD 0.12 0.10 0.06 0.10

LOSS

Mean 0.20 0.20 0.18 0.20 -0.04 0.02 0.02
Median 0.00 0.00 0.00 0.00

SD 0.40 0.40 0.39 0.40

XLIST

Mean 0.07 0.59 0.15 0.23 -0.52%** -0.07*** 0.44%*
Median 0.00 1.00 0.00 0.00

SD 0.26 0.49 0.36 0.42

Panel C: Pearson correlation matrix for continuous variables

ABS DA OWNER SIZE GROWTH LEVERAGE CFO
ABS_DA 1
OWNER -0.035** 1
SIZE -0.277%* -0.120%** 1
GROWTH 0.092%* -0.052%** -0.101%** 1
LEVERAGE -0.063%** 0.028 0.204% -0.055%** 1
CFO 0.016 -0.057%** 0.093* 0.137%+ -0.092%** 1

Variables definitions:

ABS_DA is absolute discretionary accruals; OWNERhis percentage of shares held by insiders; SIZReisatural logarithm of end of year total asseROWTH is the percentage change in
sales; EISSUE is the dummy variable that takev#ihge 1 if annual percentage change in common stbakges by more than 10% from the previous yedr BISSUE equal O for otherwise;
DISSUEIis the dummy variable that takes the value 1 ifumhipercentage change in total liabilities changgsnore than 10% from the previous year and DIS®dHal O for otherwise;
LEVERAGE is total liabilities divided by common skholders’ equity; CFQis cash flow from operation divided by beginnirfgeeriod total assets ; LOSS is the dummy variathtes takes
value 1 if the firm represented negative net inctwf®re extraordinary and LOSS equal 0 for othseewKLIST is the dummy variable that takes valugtie firm is also listed in more than one
stock exchange and XLIST equal O for otherwise.

**x ** and * indicate significance at the 0.01,@5 and 0.10 levels respectively;

Number of observation is 1211 for the United Kingg®98 for Germany and 819 for France.
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TABLE 3

Panel-Data Regression Results of IFRS Adoption on Absolute Discretionary Accruals

ABS_DA, = f5,+ SCOUNTRY + SOWNER, + BSZE  + S GROWTH, + SEISSUE , + S PISSUE , + f LEVERAGE, + SEFO, + S LOSS, + 8 XLIST, + /5 IND, +£,

Variables Cl Cc2 C3
Inrtercept 0.146*** 0.152*** 0.139***
UK -0.008** -0.014***

GER 0.007* 0.014***
FR -0.007* 0.007**
OWNER -0.000*** -0.000*** -0.000***
SIZE -0.007*** -0.007*** -0.007***
GROWTH 0.004 0.004 0.004
EISSUE 0.007** 0.007** 0.007**
DISSUE 0.011%* 0.011%* 0.011**
LEVERAGE -0.000 -0.000 -0.000
CFO 0.037*** 0.038*** 0.038***
LOSS 0.011%* 0.011%* 0.011**
XLIST 0.003 0.003 0.003
SIC 10-19 0.009* 0.009* 0.009*
SIC 70-89 0.000 0.001 0.001
R-sq 0.12 0.12 0.12

Variables definitions:

ABS_DA = absolute discretionary accruals

UK is the dummy variable that takes value 1 if campfrom the United Kingdom and UK equal O for athise; GER is the dummy variable that takes valuecompany from the Germany and GER equal O for
otherwise FR is the dummy variable that takes valifecompany from France and FR equal O for otiesWwOWNER is the percentage of shares held bgénsj SIZE is the natural logarithm of end of yesal
assets; GROWTH is the percentage change in sdBSUE is the dummy variable that takes the valifeatinual percentage change in common stock chamgesore than 10% from the previous year and EISSUE
equal O for otherwise; DISSUE the is the dummy variable that takes the valifeahnual percentage change in total liabilitiesmges by more than 10% from the previous yeald8&UE equal O for otherwise;
LEVERAGE is total liabilities divided by common sieholders’ equity; CFOis cash flow from operation divided by beginnirfgperiod total assets ; LOSS is the dummy variabhes takes value 1 if the firm
represented negative net income before extraondanradt LOSS equal O for otherwise; XLIST is the doyrvariable that takes value 1 if the firm is disted in more than one stock exchange and XLISTakq for
otherwise; SIC10-19 for mining; SIC70-89 for seedc

** ** and * indicate significance at the 0.01,@5 and 0.10 levels respectively.

Number of observation is 2728.

15



www.congressousp.fipecafi.org



