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1 Introduction

The continuing harmonization of European law ledegulation (EC) No. 1606/2002 ruling
that all publicly traded companies in the Europtsmon have to prepare their consolidated
financial statements in accordance with Internatidfinancial Reporting Standards (IFRS)
for financial years starting on or after 1 Janu2@p5. At the same time, many other non-
member countries in Europe also started to red&iRS, at least for specific sectdrdhe
obligatory transition to IFRS is one of the mosportant challenges for European banks in
the last few years. For many banks, the changeoar national Generally Accepted Ac-
counting Principles (GAAP) to International FinaacReporting Standards means a lot of
changes concerning accounting assumptions in gendrare are many differences in the
accounting rules, starting with the objective th@ancial statement information according to
IFRS is more suitable for investors to make wellrfded investment decisions whereas local
GAAPs serve as information instruments for manydginf stakeholdersPrior to the appli-
cation of IFRS in banks, critics often claimed ttra application of IFRS might favor procyc-
lical lending, i.e., reducing the amount of debtbad times and enhancing lending in good
times, thereby intensifying booms and recessioomescritics even identified the application
of fair values in the valuation of many assets &alilities as one fundamental problem
(Soderstrom and Sun 2007, p. 689).

One of the reasons for the introduction of IFRE&urope was the harmonization of account-
ing rules in order to make financial statement rimfation comparable and transparent for
financial statement users. However, the technicgdlementation of IFRS leads to surging
costs for banks and firms in other industries imte of preparation and auditing costs for
their financial statements according to the newsuDne reason is that banks very often have
to prepare consolidated financial statements intiatidto national GAAP financial statements
so that two accounting systems are used simultaheodnother reason is that IFRS increase
costs by imposing additional requirements in treppration process. The application of IFRS
would only make sense for firms and capital marketsese additional costs of preparing the
financial statements are compensated by the bsnafising through the application, i.e.,
lower information costs and transaction costs dbagecapital costs which can be interpreted
as expressions of increasing market transparent\efiiciency. Therefore, the central ques-

tion in this work is whether the application of ISR European banks really led to increasing

! For example, countries such as Hungary, Polan8wdtzerland (for specific sectors).
2 See Ashbaugh and Olsson (2002, p. 108) and Huh@abramanyam (2007, p. 624).
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transparency, market efficiency and accountingityudf this question can be positively an-
swered, the application might lead to economic benétherwise, the benefits of the appli-
cation of a common accounting system have to bstoured in light of additional prepara-

tion costs.

Market efficiency and transparency can be meadoyeseveral dimensions. One dimension is
the abnormal market reaction after the disseminationew information on capital markets.
Another dimension of efficiency costs are costsemms of frictional losses of markets, e.g.,
bid-ask spreads. Another way to query the supgyiand benefits of an accounting system is
the question of accounting quality, which might defined as stringency and information
value of an accounting system. Accounting qualégy be measured by, e.g., value relevance
of accounting information, i.e., how strong theafiicial statement information is reflected in
market values of the respective firm. In other vgprane might ask if financial statement in-
formation is useful and, therefore, incorporatedwestors’ decisions. Another aspect of ac-
counting quality is the reduction of earnings mamgnt. In order to answer the question
whether IFRS are positive for the markets, theofeihg investigation addresses these issues

and tries to cover each of the dimensions.

However, one has to be cautious, since empiricedstigations in this strand of literature of-
ten use the effect of a change in information golie., a change in accounting system, and
relate this aspect to the measures of informatificiency mentioned above. This presumes a
direct link between cause and effect which can dxegdrous in relationships where connec-
tions between these two are far from compulsive gefthite. In fact, the links are often am-
biguous and obvious results could also be createlistorted by concurrent causes for which
many sources seem to exist in empirical capitalketanvestigations. One mitigation could
be the use of robustness checks, in order to nmueirthie potential distorting influences of
concurrent causes. In this kind of investigatiam® decisive premise is that there is a resil-
ient and robust connection between changes in atiogupolicies and measurable effects on
information efficiency. It is based on a semi-sggdorm of capital market efficiency which
has to be accepted as a basic premise. Many dfttidés referred to in the following chap-
ters more or less implicitly or explicitly buildefr argumentation on this basis. Many of them
concentrate on the transition to IFRS from onegeasve only. In other words, they use just

one dimension of information efficiency in order neeasure possible transitional effects.



This is different in our studies. We restrict theastigation to one industry widely neglected
in the investigation of transition effects — bankarthermore, our studies cover the period of
the mandatory application of IFRS in 2005 in Euregech is different to many prior studies
investigating voluntary transitions. Additionallgne central advantage of our studies is that
they shed light on the transition to IFRS from eliéint angles using different measures of
information efficiency in four studies while focagi on the banking industry in Europe.
Therefore, we should be able to gather a more celngmisive picture by putting the pieces of
the puzzle together. If we are able to find sulisthevidence of lower information cost and
higher information efficiency that is attributakife the accounting system in most studies it
could be safe to say that there is a robust andunalale effect, which is a clear advantage
over prior studies only shedding light on the cattioe between the transition to IFRS and

economic benefits from one point of view.

In the first part, covering Chapter 2 and 3, thedi effects of the transition to IFRS are in-
vestigated. Chapter 2 concentrates on changeslamdeasheets. We do this by comparing
national GAAP financial statements before IFRS bexzabligatory and their restated IFRS
counterparts for the same year. Furthermore, theces for changes in equity are identified,
and their impact on regulatory equity capital. Gkeaf studies the market reaction to the pub-
lication of quarterly earnings announcements. Qroei$ is on the abnormal market reaction
after the publication of earnings which is measurgdabnormal returns and variances. The
second part concentrates on the indirect effedts #ie IFRS transition. Chapter 4 investi-
gates the development of information efficiency amarket liquidity for a longer period be-
fore and after the transition, while Chapter 5 @mrates on the value relevance of account-
ing measures and earnings management. In Chaptbe 4mpact of IFRS on market effi-
ciency and transparency is studied using severabkures, such as bid-ask spreads, turnover,
the number of daily zero returns, and the priceachf trades. Also, the long-term develop-
ment of market valuation is investigated using TiabiQ and price-to-book value. Chapter 5
concentrates on the impact of the transition onvidee relevance of accounting measures.
Value relevance is measured by the relation betweehk values and market values. To begin
with, the Ohlson model is tested (Ohlson 1995)tHarmore, the relevance of single financial
statement items is studied. In the second parthafp€er 5, possible changes in earnings man-
agement are investigated. Finally, Chapter 6 sunzemithe results and provides a conclu-

sion.



2 Transition to IFRS: The Effect on Balance Sheets dEuropean

Banks®

2.1 Introduction

One explicit goal of IFRSreporting is the information supply of users ofdfiicial statements
about the economic situation of a compankhe comparability of financial statements be-
tween companies and across country borders isrmoplcit objective of IFRS. The transition

is a very important topic since consolidated finahstatements of companies whose equity
securities are traded on a regulated market irEtirepean Union have to be prepared under
IFRS for financial years starting 2003-or many companies the transition implies mainly,
among other differences to local GAAP, fundamentalnges in the valuation of assets and
liabilities. It is often argued that the applicatiof IFRS completely changes the structure of
balance sheets since there is no uniform formatbdance sheets and income statements
(Hoogendoorn 2006, p. 25)The changes are highly correlated with the amogifinancial
assets and liabilities measured at fair value dmurting a great deal to the balance sheet items
of financial institutions (Armstrong et al. 2010,3#). The application of the fair value meas-
urement under IFRS led to the reluctance of somérental European countries to apply the
new accounting ruleésOne interesting question arising at this poirtidsv the application of
different accounting standards changes the gempéralre of financial statements. Another
guestion to be answered is which implications fteors effects might have on regulatory re-
guirements of banks. This matter becomes even orgent with reference to the fact that in
countries of the European Union IFRS figures candex as a basis to calculate consolidated

regulatory capital later oh.

% Together with Prof. Dr. Jens Grunert, Tuebingeivensity.

* For purpose of convenience and to simplify mattersrefer to IFRS, comprising both InternationacAunt-
ing Standards (IAS) and International Financial &&pg Standards (IFRS) that are issued both byriterna-
tional Accounting Standards Committee (IASC) andh®yInternational Accounting Standards Board (IASB
®> See IASB Framework as of 2001, paragraph 12.

® See Regulation (EC) No 1606/2002 which is oftdarred to as “IAS regulation®.

"E.g., IAS 30 sets out only a very basic strucfardinancial statements of banks.

8 For example, France strongly opposed against ISifce it feared an increased volatility throulé appli-
cation of fair value in accounting, see Aishitt@80p. 117), or Armstrong et al. (2010, pp. 34-88 pp. 38-39).
For a different opinion on the influence of failwas, see Cairns (2006).

° See CRD Directive 2006/48/EC, Article 74(1).



Having these ideas in mind, we study a sample n$alidated annual reports of 56 European
banks, both listed and unlisted. In order to ensuo®nsistent IFRS transition environment,
we analyze solely annual reports of banks chan@ingRS in 2005, and, in some cases 2006,
to rule out any influences of varying transitiomipds and differing regulationi8.Concretely,
we study the restated 2004 consolidated finantséments under IFRS, published in 2005,
and compare them to the original financial statemender local GAAP for 2004. The ba-
sic idea is that we are able to compare the sam®@oetc conditions under two different re-
porting regimes. Using this approach, we try tagtspecific changeover effects on financial
institutions’ balance sheets and analyze the dmutian of specific standards to changes of
reported equity. In order to examine potential eféhces in the transition, we also use
changes in the variability of reported figures teasure those changes. Additionally, we try
to identify differences and impacts on accountiag listed and unlisted banks and analyze
whether prior accounting backgrounds and traditlange implications for IFRS reporting. As

a last point, we endeavor to identify the transiiimpact on regulatory capital.

Concentrating on the entire sample, we find thatdrare profound and significant effects on
individual balance sheet items related to finanagasets in the transition from local GAAP to
IFRS. The positive effect on equity is mainly calisy the abandonment of the funds for
general banking risk, the recognition of divideradsl valuation effects of financial instru-
ments. Cross-sectional variability increases in esaaported balance sheet items due to the
changeover. Furthermore, we find, on average,ghtbfi stronger reaction for unlisted banks
in some balance sheet positions. However, the stadyits limitations. We fail to draw a
clear picture for specific effects based on acdognbackgrounds and traditions. Contrary to
the commonly mentioned concerns of the IFRS imptaat®n inflating regulatory capital,
we observe that the transition has rather, in ggnarnegative effect on the total level of

regulatory capital.

The remainder of the chapter is organized as faid®ection 2.2 describes the relevant re-
search that has already been done on the topiccolating regimes and changeover effects.
In section 2.3, the investigated hypotheses arednted. Section 2.4 describes the dataset
and the applied research design, followed by sec® where empirical results are pre-

sented. Section 2.6 concludes the chapter.

19We use 2006 financial statements if these arédirteto be mandatorily prepared in accordance RS rules.
This is the case for some banks with deviatiorthéir financial years.
1 See Hung and Subramanyam (2007), using a compaaaptoach.
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2.2 Literature

The topics analyzed by empirical studies concertiregtransition from local GAAP to IFRS
can be classified into two categories: Effects alamtce sheet items and changes in account-
ing quality which is often measured indirectly slwe relevance and information efficiency.

The main findings are highlighted in the following.

The first strand of literature examines specifitahae sheet effects due to the transition to
IFRS. Aisbitt (2006) mainly discusses the influenoethe book value of equity analyzing UK
companies. Overall, no significant effect can benth However, individual balance sheet
items exhibit (minor) changé$.The latter result is in line with Ormrod and Tay(@004).
They state that the change in the accounting lasIERS could have unexpected conse-
guences for reported figures without differenceshim company’s economic situation. Hung
and Subramanyam (2007) investigate financial statesnof German companies, excluding
banks switching from German GAAP to IAS between888d 2002. They ascertain an in-
crease in book values of equity and assets. Funtrey; they determine a higher variability of
book value and income due to the application ofSFRIosest to our paper is the investiga-
tion of the Committee of European Banking Supemndd@€EBS 2006). The changes to the
main balance sheet items containing financial aszed liabilities for banks in 18 countries
are discussetf CEBS (2006) observe that the balance sheet totatases 9% due to the
raise of financial assets and liabilities. In castr total equity decreases 5% causing a nega-

tive impact on regulatory capital.

In a second strand, the quality of different acd¢mgnregimes is discussed. Information con-
tent and decision usefulness are self-imposed dapidhe IFRS-based financial statements
which has implications for their information valueformation value in turn is measured —
for example — by using value relevance as the etitbalance sheet items or profit or loss
items on market value or information efficiency mi@@s such as market liquidity or cost of
capital. Many of these studies focus on the diffeeebetween IFRS and U.S. GAAP. Bartov
Goldberg and Kim (2005) investigate German compahsted at the ‘Neuer Markt’ over a

period from 1998 to 2000 which have to use eit# br U.S. GAAP for their financial

statements. They find that earnings under IAS arfsl GAAP have higher value relevance

125ee Aisbitt (2006, p. 123). It has to be mentiothed no significance tests have been conducted.

13 The study only shows some basic descriptive sittisnainly for financial assets and liabilitiesthgut con-
sideration of statistical significances. Anothecidive drawback is that 5 of the 18 countries alyeapply IFRS
or local GAAP comparable to IFRS which means thatd is no unambiguous transition database to g8,
see CEBS (2006, p. 2). It has to be noted that @eyris not part of the sample.
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than earnings prepared under German GAAP. BaeamdnWelker (2008) identify that dif-
ferences in accounting systems are associatedatforecast accuracy of financial analysts.
They observe that analyst following increases aft@nsition to IAS through analysts with
IAS experience. Investigating the mandatory appbceof IFRS in a worldwide study, Daske
et al. (2008) conclude that capital markets peecéhe new accounting rules positively by
exhibiting higher market liquidity and lower cost @apital for these firms. However, they
also find that mandatory adopters profit less l®ydadoption when directly compared to vol-
untary adopters. They also point out that concarirgstitutional background changes play a
crucial role in the capital market effects whichkes it difficult to measure the contribution
of the change in accounting systems. The resulteeottudies suggest that accounting infor-
mation seems to have an impact on capital markdisjt they often lack information in re-
spect to specific differences in accounting infotiora contributing to these observations

which seems a relevant aspect to investigate.

We contribute to the literature of accounting tiaos in several ways. Firstly, we examine a
sample consisting of banks only. This is an intiangsaspect since most of the previous in-
vestigations do not take banks into consideratiwainly in view of the fact that these institu-
tions embody a special kind of business and dofihin datasets consisting of companies
from industrial sectors. From this point of viewew insights into the transition effects on
single balance sheet items, especially on equily,k@lance sheet structures of banks in gen-
eral can be expected. Secondly, we want to adtdctrand of literature examining the ef-
fects on balance sheet variability by investigatimg immediate transition effects. Thirdly, in
addition to the question of how balance sheet &iras change due to the transition to IFRS,
we also investigate the hypothesis that the chamagezffect is stronger for banks that are not
publicly traded on regulated markets. Fourthly,thap interesting question arises from the
fact that we investigate a European sample, he.panks in the sample exhibit differences in
accounting system backgrounds and traditions. IFfjftne examine the transition impact on

consolidated regulatory capital.



2.3 Hypotheses

As already outlined above, the application of tee/raccounting standards means fundamen-
tal changes in accounting assumptions and techsidure major part of our sample are banks
that are situated in continental European counsmnesare dominated by continental European
accounting traditions, e.g., the principle of pnucks and cost-based valuation. Those ac-
counting traditions have been further aligned byogaan directive§’ Under IFRS, pruden-
tial accounting is abandoned in favor of a true &dview principle which is reflected, for
example, by the fair value valuation of many finahassets and liabilities and by the reversal
of the fund for general banking risk as a meastirpradence which is not allowed under
IFRS. Therefore, our expectation is that there sgaificant change in balance sheet posi-
tions due to the changeover to IFRS accounting.

H1: The transition to IFRS will cause significamtlwve changes to balance sheet items of

banks.

In booming markets we should be able to identifgreger value increases for items measured
at market value¥’ As opposed to industry companies, banks have firaacial instruments
with quoted market prices both on the asset andidbdity side of balance sheets. A direct
market valuation (mark-to-market) of these assat$ labilities is easier to carry out, and
falling back on valuation methods (mark-to-modsInot necessary in this case. On the other
hand, in recessions, necessary impairments on ibe@asured at market prices mean greater
corrections in value. In other words, the valuatarfair value might cause greater volatility
in the annual accounts of financial institutionsgreater market value orientation of IFRS
might amplify the variability in reported figuresrfindividual balance sheet items as a conse-
guence of the transition to IFRS both cross-seatipiy reducing smoothing effects of local
GAAPs and over time. This is in contrast to theakality in figures reported under prior na-
tional GAAP regimes. These often allow hidden resgrand are claimed to have an income-
smoothing effect due to the possibility of disasatiry valuatiort® Therefore, we should be

able to observe a greater cross-sectional varianaedividual balance sheet items between

14 See several council directives, e.g. the founith seventh directive (78/660/EEC and 83/349/EEGyelbas
the council directive (86/635/EEC) specific fordirtial institutions.

15 For a definition of fair value, see for exampleSI89.AG69-39.AG82. In IAS 39.48A the best evideotir
value is defined by thguoted prices in an active market’

16 See Hung and Subramanyam (2007, p. 637), invéistigthe difference in cross-sectional varianceveen
German accounting regulation and IFRS.



figures reported under IFRS and local GAAP, espligadia items which are strongly affected

by market values. Hence, we can state

H2: The cross-sectional variability is greater undé-RS than under local GAAP

requirements for balance sheet items strongly sfteby market values.

A difference between unlisted and listed comparsdbat unlisted firms are, on average, less
dependent on market valuation and market develofmtkre to their closed ownership struc-
ture. An exception might be banks having issued deburities. A reason for this is that the
owners of unlisted banks may rather have individa@mdess to company information and,
therefore, financial statement information does me¢d to satisfy the information require-
ments of capital markets. Additionally, unlistechka are often subject to private or politi-
cally influenced objectives and specific businesath specific goals, e.g., public sector
banks or home savings and loan associations. Coestly, we claim that unlisted banks use
ex antean even more conservative and prudent approaehlt@ation of financial assets and
liabilities, contrary to listed banks for whichistcommonly suggested to use less conservative
valuation approaches in order to signal competitas and attractiveness to capital markets.
Therefore, we predict that unlisted banks expegemstronger reaction through the applica-
tion of IFRS. This leads to our third hypothesis

H3: Unlisted banks record higher changes in balasiceet items than listed banks.

The transition to IFRS represents a major changdementary assumptions concerning ac-
counting purposes for most continental Europearkdadn the relevant literature, basically, a
dichotomous differentiation in accounting systesxmade, identifying code law and common
law countries.’ Code law countries are usually identified by a banof institutional factors

in order to separate them from countries with aroom law tradition. There are several insti-

tutional factors associated with accounting qualioy example, capital structure, develop-
ment of capital markets, and ownership structéit@sually, common law economies are as-
sociated with stronger equity markets. Furthermbnancial statements are claimed to serve
better the principle of providing decision-usefaarmation to investors and follow the con-

cepts of fair presentation, thus possessing higheounting quality. IFRS are strongly asso-

" For an overview, see, e.g. Meek and Thomas (200429-31).
18 See, e.g. La Porta et al. (1998). For an overgieithese topics, see Soderstrom and Sun (2007).
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ciated with these ided8.Countries associated with common law economiesfarexample,
the United States, the United Kingdom, and Ireldhi often claimed that equity markets in
code law economies in which most of continentalopean countries can be classified are
less developed since they are stakeholder-dominatibetr than shareholder- or investor-
oriented and accounting serves several purpddestendency, in these economies account-
ing systems are more interdependent with tax adoapand influenced by ideas of creditor
protection, prudent valuation and debt financingergfore, it is interesting to study the ef-
fects of the implementation of IFRS in contineriiaropean countries, i.e., the application of
common law-based accounting in traditionally caale-briented economiés.For companies

in countries with a stronger association to code, lne application of IFRS should cause
greater adjustments to balance sheet itérdn the other hand, there is less impact expected
on balance sheets for companies from common lawtdes. Two not mutually exclusive
reasons might be identified for this: First, theseounting regimes make use of comparable
valuation principles prior to changeover, since Itasic ideas of IFRS originally stem from
the common law area. Second, they are more familir the application of common law

accounting. From this point of view, we can stipellaur fourth hypothesis

H4: The impact of the transition effects on balasbeet items is higher for banks located

in a country with a code law accounting tradition.

Lastly, another interesting matter is the questwbether the newly adopted IFRS do have any
impact on regulatory figures. Many banks in theadat report tier ratios for both local GAAP

and IFRS in 2004 on a pro-forma baSi©ne example is that an increasing amount of finan-
cial assets valued at fair value under the apphicaif IFRS leads either to an increased posi-
tion of revaluation reserves (categoayailable-for-sal¢ or growing profits if the assets are

valuedat fair value through profit or losdndependent of the categorization of the financia
items, both categories could lead directly or iaedily to an increase of the regulatory capital

base by inflating Tier | capital which is the cemtlimit for the regulatory capital base. In

9 See IASB Framework as of 2001, paragraph 12.

20 Exemplary for code law countries, German accogntiries serve several purposes, as for exampleaioe-
lation of distributable income and taxable incosee Nobes (2006, p. 235).

2L Some authors argue that a dichotomous classiitatinnot be maintained. See, for example, d’AOQ().

22 Christensen, Lee and Walker (2007, p. 343) pdifierently by stating that...German IFRS adopters will
typically experience a greater leap in disclosutmlity.”

# The possibility to use IFRS consolidated finansiatements as a basis to measure the regulatoitploaas
enacted by CRD Directive 2006/48/EC, Art. 74 (Iansforming the CEBS (2004) propositions concerning
‘prudential filters’ into European law. The diraaiwas implemented on national levels in single rBémber
states. However, this possibility did not exisRB05 yet.
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other words, the application of fair value on sfie@ssets might lead to a disclosure of hid-
den (and therefore unrealised) reserves, i.e.jfafsdm Tier Il to Tier | capital. Generally,
hidden reserves have to be resolved, since thégrdibe true and fair view principle stipu-

lated in the IFRS FramewofR Therefore, we can postulate

H5: The application of fair values in IFRS has aspiwe impact on regulatory capital,

i.e., there is a positive change in the Tier | ¢ajpiatio and the total capital ratio.

% See IASB Framework as of 2001, paragraph 37.
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2.4 Database and Research Design

In order to ensure comparability, the first final@tatements according to IFRS have to be
published in combination with pro-forma informationder IFRS for all amounts reported for
the previous year, i.e., the comparative peffothe basic idea in this study is to compare the
last consolidated financial statements accordingrévious GAAP requirements with the re-
stated figures under IFRS of the transition peacdounts (Hung and Subramanyam 2007).
Concretely, in the financial statements of 2005,fwe the restated IFRS figures for the pre-
vious year (comparative period 2004) and compamtto the original balance sheet in local
GAAP in the annual report of the year 2004. Anothexy to enable comparability is the
obligatory reconciliation of equity items from preus GAAP to IFRS or the voluntary publi-
cation of the IFRS opening balance sheets foriteelFRS reporting periot. As outlined in
Hung and Subramanyam (2007), with this idea in niind possible to compare the same
economic situation within a specific year resultingdifferent accounting entries in the bal-
ance sheets. In other words, there are two balaheets reflecting identical events, albeit

drawing a different picture and possibly conveydifferent implications to the addressee.

One problem arising from the comparison is therdateation of an unambiguous transition.
This is due to the fact th#fRS 1 —First-time Adoption of International FinaaicReporting
Standardscame into force in 2004 and hence, the transttmrsidering IFRS 1 did not have
to take place until 2004.So as to exclude any kind of mismatch from différehangeover
regulations, we use IFRS reports which were prepafeer the end of 2004 in order to work
with a sample as homogenous as possible with ©Eni&RS in force at that time. This also
reduces potential selection biases through volyngéarly adoptions before 2005. Further-
more, to rule out biasing time lag effects in théoecements of IFRS standards we decided to
use the annual reports for the financial year em@in2005, and 2006 for banks with devia-

tions in financial years, respectively.

As a starting point, we usBankscopewhich is a dataset comprising thousands of banks
around the world and limit our search to banks tle¢an the European Union and Switzer-
land. Furthermore, we restrict the search to bémkisare considered at the highest level from

an owner’s perspective and have no identified stedder with the majority of shares accord-

% |FRS 1.36. See IFRS 1.1G63 for an example of arreitiation of balance sheet, income statementeaquty.
26
IFRS 1.39-40.
%" First-time adoptions for earlier transitions hacconsiderSIC-8 — First Time Application of IASs as the Pri-
mary Basis of Accounting
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ing to Bankscopeln a second step, we use total assets as of 20@&acriterion to identify
the largest bank groups according to Bankscopalataset®® With these preparations done,
we start with a basis of 100 banks and try to itigate whether they adopted IFRS in 2005

for their consolidated accounts, see Table |I.

Table I: Descriptive Statistics

This table contains descriptive statistics for the totahgie. The second column 'Other GAAP' comprises the numbematial reports which were
prepared in accordance with other GAAP, e.g., as a resultdefayed application of IFRS. The third column 'Early Adoptiof IFRS' summarizelsank:
that implemented IFRS before 2005. The fourth column 'fiisieht Data/ Data not available' contains all banks forethcomparisons are not feasilde
reasonable, e.g., due to unavailability of annual repantsomplete balance sheet data or other inadequacies. Heéveéast column depicts our final
sample of banks that use IFRS for the first tim2005 and 2006, respectively.

Countries Total Other GAAP Early Adoption Insufficient Data/ Dataset used
of IFRS Data not available Data

Total Sample 100 17 7 20 56
Austria 6 0 3 2 1
Belgium 4 0 0 2 2
Denmark 2 0 0 1 1
Finland 2 0 0 1 1
France 10 2 0 3 5
Germany 16 9 2 2 3
Greece 4 0 0 0 4
Ireland 2 0 0 0 2

Italy 12 1 0 1 10
Luxemburg 2 0 1 0 1
Netherlands 1 0 0 3
Portugal 4 1 0 1 2

Spain 14 0 0 3 11
Sweden 4 0 0 0 4
Switzerland 4 3 1 0 0
United Kingdom 10 0 0 4 6

Of those banks, 17 prepared their financial statesn@ accordance with local GAAP or U.S.
GAAP in 2005. This is often the case for banks tr@t not required to apply the new ac-
counting rules since they are not entities wittetisequity which are required to prepare their

statements according to IFRS under the EU regulairoare allowed to use U.S. GAAP in-

2 We complete manually the missing figures for tats$ets. The dataset was set up in June 2011dém tr
ensure that banks are also included that may rgeloexist, we include both banks labeled activeinadtive in
the dataset. For some banks, total assets as 6f&8Mot available since they are established almse banks
are not used in the final dataset. We also mangalisect the dataset for banks that are no coretoligl banking
groups and for which only aggregated balance shafetlie member banks are provided (consolidatiotieco
“A1Y).
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stead” Seven already implemented IFRS before 2005, furgducing the sample. A group

of 20 banks was excluded since there were, e.ganmuial reports available for the years
2005 and 2004, comparability problems of balan@eshktructures or overall insufficient in-

formation that prevents a reasonable comparisois. féduces our dataset to a final sample of
56 banks. Additionally, in order to identify theusoes of changes in equity, we also gather
information about the transition effects on equdy those 56 banks by using equity recon-
ciliations showing sources of changes in equity wune transition. These limitations reduce

the dataset of equity changes to 27 banks in #Eertive section of the study.

For the code law and common law classification # e follow the basic idea outlined by
Nobes (1983, p. 13) by putting banks from Irelaiheé, Netherlands and the United Kingdom
in one cluster, which we will refer to @ammon law The other clustecode lawconsists of
Belgium, France, Germany, Italy, Spain and Swetteaddition to that, we also put observa-
tions from Denmark, Finland and Portugal in thestducode lawand Luxemburg icommon
law, following an extended classification of Doupnik aBdlter (1993§* Furthermore, we
add banks from Austria and Greecectmle lawsince those countries are closely associated
with classic code law traditions. Hence, we couhtdnks in the cluster of countries with a

code lawbackground and 12 banks in the clusimmon law

In order to get an impression of the regulatory astpof the first-time adoption of IFRS in
H5, we gather information about the capital ratias, information concerning the Tier | ratio
and the total capital ratio, if available. Sometintkere is no information available whether
the ratios changed in the course of the transitiowhether the ratios are simply reprinted
from previous reports with or without further redace to the applied accounting system. In
this case, we drop these observations. We obtaamgple of 34 pairs of observations of the

Tier | ratio, and 35 of the total capital ratiospectively.

29 See for example, Delvaille, Ebbers and Saccon5200144) discussing this possibility for Germams.

%0 Often, banks publish changes in equity acrosdrimesition period which means that the changes atae
solely attributed to changes in accounting systbotsare also affected by the business activitiesnduthat
period. Another drawback is that some banks remalst the changes in equity positions, and do nfarr® the
reasons or accounting standards that cause thgehan

31 See Doupnik and Salter (1993, p. 51) who exteadtassification to fifty countries.
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Standardized Definition of Balance Sheet |tems
IFRS does not require companies to use a completefgrmly defined and obligatorily ap-
plicable balance sheet structure (e.g., Hoogendd@906, p. 25). There were requirements
concerning the basic items in the balance sheetgaofit or loss outlined for banks in IAS
303% However, they only outlined the most basic asaetsliabilities and profit or loss items.
In 2007, IAS 30 was replaced by IFRS 7 which is seattor-specific. A problem to be solved
is the fact that the basic requirements concertliegpalance sheet structure allow companies
some autonomy in the presentation of their findnsiatements. Therefore, we face a two-
sided dilemma: On the one hand, balance sheeiténmes on a very detailed level could be
applied bearing a higher risk of gaps and wrongsifgations. On the other hand, using a
highly aggregated level lowers information conteomsiderably, albeit enabling comparabil-
ity. An aggregation of some balance sheet itenmecessary in order to ensure comparability
among the balance sheets of the sample and to alassification errors. Another argument
in favour of an aggregation is that the investastarts at the item of the previously applied
GAAP. In financial statements under national GAARre are often balance sheet items that
cannot be categorized unambiguously into one dpd&RS account and vice versa. There-
fore, we use a two-step approach and classifyaddirize sheet items into a standardized for-
mat to enhance comparability of the single itema first step, basically following a categori-
zation depending on IAS 30 and the OECD (2005)ntegfcbank profitability>* However, we
extend the classification by introducing specifatdmce sheet items relating to insurance spe-
cific items which might also be separately presgéraied evaluated through the transition. In
cases where the description of the balance sheratig ambiguous and cannot be unambigu-
ously attributed to one accounting item accordmg@ur classification, we extend the analysis
to the notes of the financial statements in a sesbep. The categorization is as follows:
 On the asset sideCash and Balances at Central Ban&smprise cash and cash
equivalents as well as deposits at central banks.

* The itemsLoans to other BankandLoans to Customersomprise all granted loans to
the respective group, such as loans, advancesaustomers or credit institutions as
well as receivables.

* The itemStrategiclnvestmentgontains balance sheet items such as long-terticipar

pating interests, investments in associates, ot y@ntures.

32 See IAS 30.19 and IAS 30.10.
%3 OECD (2005), pp. 7-9.
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* Insurance-related Assetsontains all insurance related assets if theysaparately
shown in the balance sheet, for example, invessnentbehalf of insurance policy-
holders, insurance investment portfolios, or loagrt insurance business assets.

* On the liability sideLoans from BankandCustomer Depositsonsist of the liabili-
ties of the bank owed to those respective groups) as deposits due to credit institu-
tions or customers. The itemsurance-related Liabilitesomprises, for example, li-
abilities under insurance contracts, liabilities pgolicyholders as well as insurance
specific technical reserves.

* The itemsOther Asset@andOther Liabilities respectively, comprehend all accounts
which cannot be classified into one of the othemss. Examples foDther Assetsre
property, plant and equipment, goodwill, investm@nperty, or accruals or ‘other as-
sets’ as presented by the ban®sher Liabilitiesare, for example, accrual accounts,
tax or subordinated liabilities, provisions, retivent liabilities or ‘other liabilities’.
Total Equity comprises shareholders’ equity components provioedhe banks as

well as minority interest.

We use a balance sheet classification that coulicpkarly give insights into the effect of the
recognition and valuation of financial instruments,, the application of IAS 32 and IAS 39.
Due to this, we use the balance sheet item c&leclrities and Financial Assets at Fair
Valueon the asset side. This category comprises, famele, financial assets held for trad-
ing, all kinds of debt securities and equity shdrelsl by the bank as well as hedging deriva-
tives — if explicitly stated in the balance sheétder IFRS the classification contains finan-
cial securities referring tbeld-to-maturity all securities and other financial assets that ar
categorized aat fair value through profit or losteld for trading andavailable-for-sale

On the liability side there iSecurities and Financial Liabilities at Fair Valw®ntaining, for
example, issued debt securities, certificates, vardshort positions and derivatives, if ex-
plicitly presented in the balance sheet. Under IRR&items included also comprise financial
liabilities at fair value through profit or losd, available. The crucial question is how these
items will react under IFRS accounting in comparism the previously published GAAP fig-

ures.
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We are aware that the changes in the items cattridauged to both changes in valuation and
reclassifications. Therefore, in order to sepatfa@epure valuation effects, we also analyze the
changes in equity in order to identify the sourgksgaluation changes, which directly or indi-
rectly have to influence equity. Through this, iewd get a more complete impression of
how much the change in the accounting system agtndluences the valuation of assets and
liabilities and the structure of balance sheetslamd much of the effects is only attributable
to pure reclassifications.

Calculation of Changes

In order to ease comparisons, we try to gathemioalaheet information based on a full appli-
cation of the standards IAS 32, IAS 39 and IFRShictv have to be obligatorily applied for
fiscal years starting on or aftef' January 2005. In some cases, the standards haasil
been applied voluntarily at the end of the prioaryéor comparison reasons. Therefore, we
follow the rule to use the data covering thesedstaats — if available — at the end of 2004 or
the opening balances for 2005.

To compare the figures of the reports, we simplguwdate the change in percent for every
balance sheet item caused by the transition aralileéé the unweighted average across all
banks, i.e., the average value. In order to medabgrehanges in percent in the balance sheet
items and to prevent distortions, we abstain fraoluding items with no value under either
IFRS or local GAAP, since a calculation of changesild not be reasonable in this case.
Mainly, this is the case for insurance related gset are explicitly stated under only one
accounting system. In Table I, the number of valigg each item and accounting system are
reported separately. In order to test for signifam of means and differences between means
we use a commontest (two-tailed), and a Wilcoxon signed rank testest the significance

of medians and differences in medians.
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2.5 Empirical Results

Total Sample (H1)

Testing H1 for the entire sample, it can be clealgwn that there is a strong change in bal-
ance sheet structures. Turning to Table II, we fimat the average change in balance sheet
totals amounts to +5.48% (+3.30%6)This result supports our hypothesis H1 of a sigaift
change since both the mean and the median areyrsgiificant (1%-level). This result is
also supported by the results of CEBS (2006) figdin even stronger reaction of +9% for the

balance sheet total.

Securities and Financial Assets at Fair Valsbows a remarkable leap of +60.51%
(+38.89%) and is highly significant for both measrsd medians (1%-level). This fact is
mainly confirmed by the findings of CEBS (2006) fehich, after recalculating the figures
according to our classification, an increase iraficial assets of over 50% can be observed.
For this reaction basically two potential reasoas be identified: The first reason concerns
the new classification of financial items. As alfganentioned above, we try to capture this
effect using a higher aggregation level of the pasiof financial assets which reduces the
potential distortion effect of reclassificationshel second reason is the revaluation effect of
the securities items under IFRS, i.e., the disc®d hidden reserves, which, consequently,
has to be also responsible for the strong increégss.observation unambiguously shows the
change due to the transition to IFRS, strongly iconihg hypothesis H1.

For Strategiclnvestments reduction of -36.89% (-44.60%) can be obser¥éeé. main rea-
son for this observation is that under IFRS onlyestments in associates and jointly con-
trolled entities are considered whereas under oosi GAAPS, there are also other equity
securities separately considered that are heltra®gic investments. Under IFRS, those eg-
uity securities are mostly reclassified in accomato IAS 39, e.g., to available-for-sale, in-
creasing the iterbecuritiesand Financial Assets at Fair Valuklowever, the reclassification
effect fromlInvestmentdas to be rather low, since it only contributestminor part of the
total item value under local GAAP (1.2 %).

3 Unless otherwise expressed, we report medianarentheses.
% See CEBS (2006, p. 2-3).
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Insurance-related Asseexperience a decline of -31.48% (-4.13%) whickigmificant to the
10%-level only. Under local GAAP, for example, titsm comprises assets in insurance op-
erations whereas under IFRS, this item refersrtanitial assets for which the policyholders
bear the risk. Furthermore, sometimes mentiondatienfinancial statements, insurance con-
tracts with very low risk have to be consideredestment contracts. Thus, potential reclassi-
fications reducingnsurance-related Asseexplain to a lesser degree the overall reclassific
tions, since the contribution to total assets @t thosition under local GAAP if explicitly

stated is rather small, i.e., about 7.6%.

As a consequence, the ite@apital and Reserves expected to increase since asset items
valued at fair value, which are not classifiedaadair value through profit or losshave to
change the value of the reserves directly. Howethes, item shows no significant reaction,

even though the magnitude seems to be in lineWwihin the observations of CEBS (2006).

CEBS (2006, p. 2-3) find that although revaluatieserves increase strongly, the reaction is
offset by the first-time adoption effect of posty@oyment obligations and a reduction in mi-
nority interests for preference shares held byltparties that are accounted for as debt under
IFRS. We classified the fund for general bankirgk ras well as minority interests in total
consolidated equity which makes a direct comparisame meaningful, albeit reducing the
comparability of single effects. From a creditopsrspective, an equity reduction might be
negatively interpreted on first glance at the bedasheet. However, recalculating the ROE
yields a higher profitability which might be posgily perceived by equity investors. An in-
depth analysis of transition effects on equityasried out below in the discussion of equity

changes.

Loans to Other Banksontaining loans and advances to other banks shovgsgnificant re-
action, whereakoans to Customernsicreases by a highly significant +2.40% (+0.89%)e
largest increases reported can be attributed teatilation effects and securitized loans that
were not included under local GAAP. One observaisotnat the reactions @oans to Other
Banksare caused, for the most part, by reclassificationother financial items that are cate-

gorized at fair value.
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Table II: Total Sample — Changes of Single Balancgheet ltems

This table depicts the changes in percent of single balameet #ems. The second column shows the change in percahef@spectiv

balance sheet position in the changeover from local GAAFFRS. The corresponding values in the third column reportréspectiv

values for the t-test statistics. ***** * indicate sigmifance on the 1%-,5%,-10%- level for a t-test (two-taile@ihe valuesin

parentheses show the median values for the respective eli@ngach balance sheet position. The values in italicserthird column
indicate the test values for a Wilcoxon signed rist. +++,++,+ indicate a significance to the 1%84-, 10%-level.

N denotes the number of observations in the comparison (¢pthp.number of observations under LGAAP and IFRS, respagti'N >

0', 'N < 0'and 'N=0' denote the increases, deeseand observations with no change in the spdicigtem.

Assets Mean t-value N N
(Median) Wilcoxon comp. LGAAP IFRS N>0 N=0 N<O
Cash and Balances with Central Banks +10.99% 1.53 55 55 55 30 13 12

(+0.00%) 2.65 +++

Loans to other Banks -4.02% -1.51 56 56 56 33 1 22
(+0.31%) 0.28

Loans to Customers +2.40% 3.13 *** 56 56 56 39 0 17
(+0.89%) 3.34 +++

Securities and Fin. Assets at Fair Value +60.51% 626 56 56 56 51 0 5
(+38.89%) 5.89 +++

Strategic Investments -36.89% -5.11 *x* 50 53 52 11 1 38
(-44.60%) -4.56 +++

Insurance-related Assets -31.48% -2.16 * 9 17 25 3 0 6
(-4.13%) -1.36

Other Assets -12.34% -1.42 56 56 56 18 0 38
(-25.00%)  -3.36 +++

Liabilities
Loans from Banks -3.01% -1.36 56 56 56 28 5 23
(+0.00%) -0.39
Customer Deposits -1.31% -1.86 * 56 56 56 21 4 31
(-0.16%) -1.84 +
Securities and Liabilities at Fair Value +58.13% 4*85 56 56 56 52 0 4
(+27.59%) 6.23 +++
Insurance-related Liabilities -3.59% -0.56 18 18 38 7 1 10
(-0.88%) -0.61
Other Liabilities -18.33% -3.12 *** 56 56 56 19 0 37
(-22.93%) -3.30 +++
Capital and Reserves -3.18% -1.45 56 56 56 27 0 29
(-1.06%) -1.31
Balance Sheet Total +5.48% 5.46 *** 56 56 56 49 0 7
(+3.30%) 5.24 +++
Balance Sheet Total IFRS (in Thousand €) 13,631,284

The itemOther Assetshows a negative reaction of -12.34% (-25.00%)ceonng means
(medians) which is, however, significant only camieg medians. One main factor leading to
a reduction is that under many local GAAPs derixestiare included i@ther AssetsAccord-
ing to IFRS, they are explicitly accounted for air fvalue in financial assets. In addition, this

item contains the remainder that is not affectegatlly by banking-specific business and
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comprises simply items, such as positions relaingroperty, plant and equipment, goodwill
and intangible assets. However, as the focus ofnwastigation is on items related to banking
andOther Assetsaccounts only for a minor part of total assets,doenot intend to speculate
about this observation and instead concentratehendactions of bank-specific positions in

the following.

The financial liability positiorSecurities and Liabilities at Fair Valughows a highly signifi-
cant reaction with +58.13% (+27.59%) according tams and medians (1%-level). The reac-
tion is attributable, for a large part, to the assification of derivatives that were classified as

‘other liabilities’ until the changeover.

Customer Depositexhibits a negative reaction with -1.31% (-0.16Rhjch is significant for
both means and medians. However, the slight dexznme&ght source in various reasons, e.g.,

reclassifications as well as valuation changes.

To summarize, we find that the reaction in singidabce sheet items is a strong signal for a
profound change in basic accounting assumptionseraimg inclusion and measurement of

items, strongly supporting our first hypothesis H1.

Sources for Equity Changes

In order to identify the specific changes in equitye analyze the main sources for the
changes in shareholders’ equity in the transitmiFRS. In Table I, we classify the main
changes in shareholders’ equity which are expreasedlpercentage of equity under previous
GAAP. As the overall change in equity is +1.58%.4&®%6), this seems to be contrary to the
results of the previous section. However, we havkeep in mind that the “aggregate item”
Capital and Reserves the previous section also contains the fundgkmeral banking risk
under local GAAP, and minority interests. Additiipain this section we work with a

smaller subsample of 27 banks which is nearly thalfsample of the previous section.

We find that several items change especially styorithe fund for general banking risk cov-

ers non-specific banking risks which was allowedammany national GAAPs according to
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the European Directive on bank accoufitin the transition to IFRS, the fund for general

banking risk has to be resolved and reclassifieeéserves’

Another positive effect stems from dividends whark recognized as a liability according to
local GAAP have to be reversed and accounted faqunty. The reason for this is that ac-
cording to IFRS dividends have to be accountedrfagquity until they are approved by the
shareholders. Under several local GAAPs dividemdsaacounted for as a liability when they
are proposed by a bank’s management. The applicafitAS 32, IAS 39 and IFRS 4 has a
positive impact on equity. In order to identify seqte effects, we attempt to classify the

sources into the specific accounting standatds.

Overall, we find that valuation of financial instnents increases equity. One effect contribut-
ing a great deal to the increase is that many @ishassets that were previously recognized at
amortized cost are now categorized as availabksdt@. This implies a fair value valuation of

these assets with a positive effect on ‘other cain@nsive income’ in equity.

Another positive effect can be reported from Godldadcounting which leads on average to
an increase of 2.06 %. One effect often reportetias Goodwill was written off over time
according to some local GAAPs while according tB$it is subject to an impairment test.

Therefore, equity has to be adjusted for the Golbdwpreciation already recognized.

Tax effects such as deferred tax assets that wergopsly not accounted for according to

local GAAP, increase equity on average by 1.42%.

% See Article 38 of the Directive 86/635/EEC, ruliig details of the Fund for general banking rigkisr to
IFRS.

¥’According to IAS 30.50-IAS 30.52, any changes havbe separately disclosed as appropriations afrred
earnings.

% |n some cases, we have to make assumptions sinoe sf the effects of the application of IAS 325189
and IFRS 4 are reported only in combination anddcoot be separated. We try to classify these &ffbased
on further explanations given in the financial staénts. If not, we add them to the largest effeatlable. Ho-
wever, in total, they are immaterial.
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Table IlI: Average Adjustment of Equity Through Tra nsition

This table depicts the average and median effect of singlesedents on equity, as shasé
local GAAP equity. N denotes the number of bankihis calculation.

Source Mean
(Median)

Treasury Shares (IAS : -2.25%
(-1,74%

Profit or Loss (IAS 8)/ Dividends (IAS 1 3.93%
(4.88%

Funds for General Banking Risk (IAS : 6.97%
(6.10%

Intangible Assets (IAS 38), PP&E (IAS 1 0.15%
Investment Property (IAS 4 (0.07%

Gains and Losses on Financial Instruments (IA¢ 1.43%
and Insurance Contracts (IFR¢ (1.02%

- Financial Instruments (IAS 32/39) (w/o Debt/Eqt 2.21%
1.71%

- Debt/Equity (IAS 3: 1.35%
(1.75%

- Insurance Contracts (IFRS -2.59%
(-1.43%

Employee Benefits (IAS 19), Share-based PaymeRRIP -5.45%
(-1.23%

Goodwill/ Goodwill Impairment (IFRS 3/IAS 3 2.06%
(1.33%

Investments in Associates (IAS 28), Business Coatlins (IFRS3) 0.67%
Consolidated and Separate Financial Statement2{) (0.00%

Tax Effects (IAS 12 1.42%
(-0.32%

Leases (IAS 1° -0.40%
(-0.05%

Othel -0.17%
(0.05%

Total Average +1.58%
(2.40%)
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A negative effect on equity is caused by accountorgemployee benefits (IAS 19) such as
salaries or pension benefits and share-based payrlERS 2), reducing equity by 5.45%.
Very often changes in the basic assumptions sudmsasunt rates, growth rates, or the retro-
spective application of the new rules are repottedave a negative effect on the recalcula-
tion of employee benefits. An offsetting effect hidpave share-based payments in the transi-
tion since option plans are accrued until the shaed options are available according to
IFRS. Under local GAAPSs, option plans are ofterorggr to be accounted for as expenses in

the year they arise.

According to IFRS, treasury shares and short mostin the respective options have to be
directly deducted from equity leading to a reductaf -2.25%. The rationale is that under
local GAAPs these shares and options are oftergréred as assets with an offsetting bal-

ance sheet entry in equity.

Comparably, accounting for insurance contracts gesllequity on average by -2.59%. One
major effect mentioned is that the value of in-tolmusiness decreases in the course of the
transition which means that liabilities from insuca contracts are higher than the expected

future payments leading to adjustments in equity.

The accounting for leasing reduces equity on awelBg-0.40%. One effect mainly reported
results from the application of different depreiciatmethods for operating lease assets under
local GAAP and IAS 17. The largest effects can &ensfrom banks using a different depre-
ciation method under UK GAAP prior to transition.

Cross-sectional variance (H2)

In order to test H2 and to check for variabilityrgporting between accounting systems, we
calculate the cross-sectional variance for evelgru@ sheet item under national GAAP rules
and IFRS*® Then we test for equality of variances using a mom F-test. Since the F-test is

sensitive to deviations from non-normality, we als® the Levene’s Test and the Brown-
Forsythe Test as robustness checks. For purpdsettef interpretations, we also provide the
standard deviations for both IFRS and local GAARIder to make the direction of changes

transparent, i.e., an increase or decrease inngaria

39 Hung and Subramanyam (2007, p. 637) use a compaapproach to investigate the cross-sectionahlisi
ity of their sample of German companies.
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In Table IV, we find that there is a significantiease in cross-sectional variance after transi-
tion in balance sheet items strongly related taatabn at fair value. Especially the items
concerning securities and financial assets atviaine, and financial liabilities at fair value,
respectively, are significant for all tests applegdeast at the 10%-level. This means that a
greater variability is imported in crucial items thie reported balance sheets by using IFRS,
and especially by the application of IAS 39 on ficial assets and liabilites leading to reclas-
sifications and revaluations, supporting H2.

The variability onStrategiclnvestmentslecreases after the application of IFRS. Thistis a
tributable to the recognition of investments incasstes and joint ventures. To be classified
as an associated company in the consolidated falastatements of the investor, it has to
have significant influence over the investee. Tikiasually presumed if the investor holds at
least 20% of the voting power according to IAS B8der many local GAAPS, this position

comprises also, e.g., equity securities which viedld as fixed assets and participating inter-
est of which many did not reach the 20% sharehgidio be accounted for at equity. After
transition, those were treated as financial assaterding to IAS 39 leading to reclassifica-

tions of those assets.

As mentioned above, one main reason for the véditiadecrease innsurance-related Assets
might be that for assets for some insurance castrsith no significant insurance risk borne
by the bank, the respective contracts are treagedveestment contracts. The underlying fi-
nancial assets are then reclassified into the fishasset categories according to IAS 39 and
are, therefore, in many cases not separately statbé financial statements. These results are
in line with the observations of Hung and Subranaamy2007, p. 637) who identify a greater
fair value orientation as a possible reason foreasing the differences across companies un-
der IFRS.

The observation of a greater cross-sectional veeiambalance sheets after transition to IFRS
can be interpreted ambivalently. On the one hangteater cross-sectional variance can be
seen positively by the fact that, after transitidifferences between single banks become
more obvious in terms of widening the possible es¢at reported balance sheet figures. Ab-
stractly, this means that differences between tnvest alternatives become more transparent
for investors to make investment decisions sineg thetter reflect differences in the individ-

ual economic situations of companies (e.g., Baril.e2008, p. 471). Following this reason-
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ing, it becomes easier for an investor to put theseks in an investment order on the basis of
balance sheet analysis according to the accousyisigm with higher variances. On the other
hand, we have to keep in mind that the cross-gedtiariability could be influenced — if not

dominated — by a one-time effect of the transition.
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Table IV: Total Sample —Test of Differences in Cros-Sectional Variances between National GAAP and IFR

This table depicts the test statistics for the hypothesisdtoss-sectional variances for single balance sheesiteeithe same under local GAAP and IFRS. 'STD IFRS' and 'STRAEGreport the respective cross-sectional standard tlenmof the respectivbalanc
sheet items (in million Euro). The third column depicts theedtion of the change, i.e. cross-sectional variancergetaunder IFRS reported figures if 'STD IFRS/STD LGAAP' Jhe bold values in the fourth column depict the test statsstif a common F-testhe
bold values in the column 'Prob’ show the respective prdibabi**,** * indicate a significance on the 1%-,5%,-10%evel for a common F-test. The values in italics depict th& gatistics of a Levene's Test. The values in italics indbkimn 'Prob’ showvhe
respective probability. +++,++,+ indicate a significarmethe 1%-,5%,-10%- level for a Levene's Test. The last gatigpict the values of a Brown-Forsythe test statisticsacep) the mean in the Levene-Test by the median. The lastsafuthe column 'Prokhov

the respective probability of the respective Brdvarsythe test statistics. °°°,°°,° indicate a sigance on the 1%-,5%,-10%- level for a Brown-Fahsytest statistics .

Total Sample
Assets STDIFRS N STD LGAAP N STD IFRS/ F-Test Prob Liabiities STDIFRS N STD LGAAP N STD IFRS/ F-Test Prob
STD LGAAP Levene Test Prob STD LGAAP Levene Test Prob
Brown-Forsythe Prob Brown-Forsythe Prob
Cash and Balances 5,244 55 4,271 55 1.23 0.66 13% Loans from Banks 37,297 56 50,119 56 0.74 181 3%6**
with Central Banks 0.81 37% 171 19%
0.26 61% 0.60 44%
Loans to other Banks 24,906 56 36,098 56 0.69 2.10 196+ Customer Deposits 125,364 56 124,291 56 1.01 0.98 95%
3.02 9% + 0.01 92%
117 28% 0.00 95%
Loans to Customers 135,227 56 129,726 56 1.04 0.92 76% Securities and Liabilties 123,700 56 42,279 56 2.93 0.12 0%6+*+*
0.01 92% at Fair Value 15.58 0% +++
0.00 96% 5.35 298°
Securities and Fin. Assets 153,341 56 76,092 56 2.02 0.25 096+** Insurance-related Liabiities 43,176 38 55,986 18 0.77 1.68 18%
at Fair Value 8.79 0% +++ 2.27 14%
2.96 9% 1.14 29%
Strategic Investments 1,348 52 2,372 53 0.57 3.10 09g+** Other Liabilties 25,199 56 46,720 56 0.54 3.44 09+
11.12 0%+++ 11.43 0%-+++
3.66 6%° 4.39 49%°
Insurance-related Assets 17,245 25 39,518 17 0.44 5.25 0%*+*
14.27 0% +++
6.55 196°
Other Assets 22,073 56 33,082 56 0.67 2.25 09g+** Capital and Reserves 14,377 56 15990 56 0.90 1.24 43%
7.18 1% +++ 0.31 58%
2.72 10% 0.07 79%
Balance Sheet Total 317,370 56 279,843 56 113 0.78 35%
0.45 50%
0.13 72%
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Listed and unlisted banks (H3)
Another interesting insight is expected from a sl into the subsamples of listed and
unlisted banks. As already hypothesized in H3r#agtion of unlisted banks is expected to be

higher due to the necessity of more adjustmentsezhhy the transition to IFRS.

In Table V, we can observe a similar reaction tdltassets for 44 banks luistedin compari-

son to the 12 itnlisted Different reactions of unlisted and listed ban&ga be reported from
Loans to other bankwith no significant reaction for unlisted banks amdegative and sig-
nificant reaction of -6.01% (-0.39%) for listed lan Testing for differences confirms the
perception of two individual reactions of each subple, basically supporting H3. For listed
banks, one cause often reported for the decreabe ieclassification of reverse repos from
loans and advances to other credit institutionsciviare, for example, separately disclosed or
categorized as held-for-trading or available-fdesand are recognized, as a consequence, at

fair value after transition.

We have to be cautious about interpreting the diffees ininsurance-related Assetiie to
very small sample sizes. For listed companiesddwease can be attributed to the insurance
contracts that are treated as investment contdagtdo their low insurance risk. Usually, the
respective assets are therefore reclassified aswhynezed as financial assets. However, for
both Loans to other bankandInsurance-related Assetdifferences in the reactions are only
significant for means, but not for medians. Thiditates that some large reactions influence

these balance sheet items.

For Securities and Financial Liabilities at Fair Valueie find that the increase in means for
listed banks is about twice the reaction for uatisbanks. For both groups of listed and
unlisted banks, the reclassification of derivatjveg., hedging derivatives and recognition in
a separate line item, leads to an increase inpths#tion. Furthermore, other reclassifications
of financial liabilities as well as a valuationfair value of some liabilities contribute to the
increase. This would also explain the decreasé3ther Liabilitiesas the position in which

the derivatives were usually recognized prior émsition.
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Table V: Listed and Unlisted Banks - Change of Sirlg Balance Sheet Items

This table depicts the changes in percent of single balaineetstems for the subsamples of listed and unlisted bartkesfifst

column of each sample shows the change in percent for thectgp balance sheet position in the changeover from IGéeAP
to IFRS. The corresponding values in the second column shewespective values for a common t-test (two-tailéth),**,*

indicate a significance on the 1%-,5%,-10%- level for a tweed t-test. The values in parentheses show the medians/iduthe
respective change for each balance sheet item. The valuidiés in the second column indicate the test values f@vikeoxon
signed rank test. +++,++,+ indicate a significatéhe 1%-, 5%-, 10%-level.
The column 'Listed vs Unlisted' depicts the differences eans for the respective balance sheet position in the cbhaagr

each pair of corresponding subsamples. The correspondihgew in the second column show the respective valueshfor
common t-test statistics. ***** * indicate a significaecon the 1%-,5%,-10%- level for a t-test (two-tailed). Théuea in
parentheses show the difference in median values for edahdgasheet item. The values in italics in the second colurditate

the test values for a Wilcoxon rank-sum test. +++report a significance to the 1%-, 5%-, 10%-leve

Unlisted

Listed

Listed vs. Unlisted

Assets

Mean t-value N
(Median) Wilcoxon

Mean t-value N
(Median)Wilcoxon

Mean t-value
(Median)Wilcoxon

Cash and Balances with Central Banks +3.01% 0.83 12 2198 1.45 43 -10.21% -1.04
(+0.00%) 0.91 (+0.01%) 2.56 ++ (-0.01%) -0.57
Loans to other Banks +3.25% 152 12 -6.01% -1.83 * 44 %26 2.36 **

(+0.99%)  1.49

(+0.18%)  -0.39

(+0.82%) 136

Loans to Customers +1.82% 111 12 +2.56% 2.92 *rx 44 -0.74%-0.40
(-0.52%) -0.24 (+1.58%) 3.59 +++ (-2.10%) -1.72 +
Securities and Fin. Assets at Fair Value +66.31% 236 12 +58.93% 6.00 *** 44 +7.38% 0.25
(+45.15%) 2.35 ++ (+38.89%) 5.36+++ (+6.26%) -0.44
Strategic Investments -29.52% -2.11* 12 -39.22% -483* 38 +9.70% 0.59
(-44.42%) -1.88 + (-44.60%) -4.18 +++ (+0.18%) 0.93
Insurance-related Assets +4.43% 1.60 2 -41.74% -2.48 ** 7 46.%7% 2.70 **
(+4.43%) 1.34 (-45.55%) -1.86 ++ (+49.98%) 1.46
Other Assets +19.82% 0.64 12 -21.11% -3.10 *** 44 +40.93%  281.
(-0.41%) -0.16 (-27.19%)  -3.56 +++ (+26.77%)  1.76 +
Liabilities
Loans from Banks +3.31% 0.69 12 -4.74% -1.92 * 44 +8.04% 81.4
(+0.38%) 0.31 (+0.00%)  -0.58 (+0.38%) 0.76
Customer Deposits -2.57% -1.71 12 -0.97% -1.21 44 -1.60% .94-0

(-1.93%) -1.54

(-0.12%)  -1.20

(-1.81%) -0.92

Securities and Liabilities at Fair Value +25.78% 294 12 +66.95% 451 *** 44 -41.17% -2.39 **
(+18.04%) 2.51 ++ (+32.67%) 5.68 +++ (-14.63%) -1.62
Insurance-related Liabilities -21.41% -1.00 2 -1.36%  200. 16 -20.05% -0.89

(21.41%)  -1.00

(-0.88%)  -0.26

(-20.53%) -0.84

Other Liabilities +13.60% 0.77 12 -27.04% -5.30 *** 44 +80% 221
(+10.79%) 0.94 (-28.84%)  -4.11 +++ (+39.64%) 2.52 ++
Capital and Reserves -2.30% -0.43 12 -3.42% -1.42 44 $4.12 0.19

(-1.80%)  -0.39

(-0.55%)  -1.30

(-1.25%)  0.10

Balance Sheet Total

+5.66%
(+3.96%)

2.52 ** 12
2.28++

+5.42%
(+3.30%)

4797 44
4.84 +++

2%  0.09
(+0.66%)  0.44

However, for listed banks, we find higher amourftderivatives and other financial liabilities

that are reclassified, e.g., hedging derivativas #ne shown in this position. Furthermore, the
shares of liabilities using fair value seem to baagally higher leading to a stronger increase.
This may be also attributable in part to the fhett fisted banks often make use of financing

by tradable liabilities that can be valued at failue.
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To summarize, we find evidence of different reatdidetween unlisted and listed banks.
Listed banks show greater reactions concerninghéiad liabilities due to the transition to
IFRS which may be caused by higher levels of déxiga that are separately stated and more
financial liabilities that are valued at fair valaéier transition. This perception is confirmed
by the higher increase Becurities and Financial Liabilities at Fair Valder listed banks,

refuting H3.

Accounting regimesin force prior to transition to IFRS (H4)

As already hypothesized in H4, the specific acdognsystem differences between local
GAAP and IFRS should be reflected by the total gleaim balance sheet items due to transi-
tion to IFRS. The differences between the counpseffic accounting regimes have been
reduced due to the increasing harmonization dewsdops in the European Union in the last
decades. Nevertheless, using the classificatioooofmon law and code law countries, we
should be able to identify country cluster spectiitferences depending on the institutional
background and especially on the accounting backgtoAs stated in H4, the effects of the
transition to IFRS are greater for companies frauantries of thecode lawcluster since the
institutional environment is “more distant” fromethFRS accounting practice which, in gen-

eral, is claimed to be situated closer to commuandacounting.

In Table VI, Balance Sheet Totalirtually reports comparable reactions for bothamse and
medians concerning both subsamples. However, weobserve a significant negative reac-
tion of Strategiclnvestmentdor the subsample dode Lawonly. Therefore, we have to be
careful when interpreting the results. The mairsoea mentioned for the decrease are in-
vestments in non-consolidated investments, i.eg lmrm equity investments in securities
which are recognized as financial assets accoridirnigS 39. As mentioned above, prior to
transition, those investments are shown separatey separate item within the it&trategic
InvestmentsFor Common Lawbanks, we are unable to find a significant reactball. This

reaction is in support of H4.

For Securities and Financial Liabilities at Fair Valwee notice significant reactions accord-
ing to means and medians for both subsamples. Hawee fail to find evidence for two
dichotomous groups since testing for differencekdasignificance, although the reaction for
common law is about 60% to 100% higher. One ofrtlaégn reasons for the reactions are, as

mentioned above, the reclassifications of deriesiinto this item which in turn would ex-
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plain, at least in part, the significant reductiaither Liabilitiesfor both groups. The re-

ductions in this item match, more or less, theaase inSecurities and Financial Liabilities

at Fair Value.However, the reported transition reactions arééndor common law, contra-

dicting H4.

Table VI: Common and Code Law - Change of Single Bance Sheet Items

This table depicts the changes in percent of single balaheetstems for the subsamples of banks from common law-etdeand coddaw
countries. The first column of each sample shows the chamgeicent for the respective balance sheet position in taegdgover fromocal

GAAP to IFRS. The corresponding values in the second coluhuwsthe respective values for a common t-test statistics*** indicate a
significance on the 1%-,5%,-10%- level for a t-test (twide@). The values in parentheses show the median valueséorespective chander
each balance sheet item. The values in italics in the secoluha indicate the test values for a Wilcoxon signed rank tes+,++,+ indicates

significance to the 1%-, 5%-, 10%-level.

The column 'Code vs Common' depicts the differences in mé&amthe respective balance sheet position in the changefovesach pairof
corresponding subsamples. The corresponding vaiubs second column show the respective valuethéocommon t-test (two-tailed). *** **

indicate a significance on the 1%-,5%,-10%- level for a tiged t-test. The values in parentheses show the differenceedian values foeact
balance sheet item. The values in italics in the second aoiandicate the test values for a Wilcoxon rank-sum test. ++3#; report a significance

to the 1%-, 5%-, 10%-level.

Code Law Common Law Code vs Common
Assets Mean  t-value N Mean t-value N Mean t-value
(Median) Wilcoxon (Median)Wilcoxon (Median)Wilcoxon
Cash and Balances with Central Banks +8.90% 1.01 43 AFY8 2.06 * 12 -9.57% -0.76
(+0.00%) 1.32 (+0.86%) 2.73 +++ (-0.86%)  -2.67 +++
Loans to other Banks -4.82% -1.69 * 44 -1.09% -0.16 12 3%7 -0.50
(+0.22%) -0.02 (+3.95%) 0.55 (-3.73%) -1.26
Loans to Customers +2.43% 3.27 *** 44 +2.27% 0.95 12 +0.16% 0.06
(+0.89%) 2.89 +++ (+1.01%) 1.65 * (-0.12%) -0.58
Securities and Fin. Assets at Fair Value +62.21% 584 44 +54.27% 2.32 % 12 +7.94% 0.31
(+48.07%) 5.33 +++ (+20.94%) 2.67 +++ (+27.13%) 0.78
Strategic Investments -43.31% -5.53 ¥+ 42 -3.21% -0.22 8 40.10% -2.46 **
(-62.52%) -4.60 +++ (+2.44%) 0.07 (-64.97%) -2.44 ++
Insurance related Assets -26.66% -1.90 4 -35.33% -1.40 5 8.68% 0.30
(-24.84%) -1.83 + (+1.67%) -0.405 (-26.51%) -0.49
Other Assets -8.33% -0.77 44 -27.02% -3.42 % 12 +18.69%  401.
(-23.23%) -2.54 ++ (-32.10%) -2.43 ++ (+8.86%) 0.56
Liabilities
Loans from Banks -4.61% -2.01* 44 +2.87% 0.48 12 -7.48% 171.
(+0.00%) -0.58 (+0.04%) 0.20 (-0.04%) -0.62
Customer Deposits -1.31% -1.69 * 44 -1.31% -0.76 12 -0.00% 0.00-
(-0.15%) -1.60 (-1.28%) -0.90 (+1.13%) 0.15
Securities and Liabilities at Fair Value +50.96% 483 44 +84.40% 221 ** 12 -33.44% -0.84
(+25.96%) 5.56 +++ (+55.92%) 2.82 +++ (-29.96%) -0.92
Insurance related Liabilities -6.39% -1.38 9 -0.78% 60.0 9 -5.62% -0.43
(-2.85%) -1.13 (+0.00%) 0.12 (-2.85%) -0.66
Other Liabilities -15.43% -2.19 ** 44 -28.97% -3.18 ** 12 18.54% 1.18
(-17.17%) -2.53 ++ (-28.84%) -2.28 ++ (+11.67%) 0.84
Capital and Reserves -2.23% -0.83 44 -6.68% -2.46 ** 12 46% 1.17
(+0.34%) -0.30 (-9.47%)  -2.04 ++ (+9.82%) 1.46
Balance Sheet Total +5.16% 549 44 +6.64% 2.03* 12 8t -0.44
(+3.30%) 4.66  +++ (+2.81%) 243 ++ (+0.49%) 0.04

A comparable observation can be made for the @apital and Reservesr which we find a

significant decrease in equity only for common |aihis does not indicate common law

banks have a significantly lower need for accountiljustments or are able or willing to
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reduce the transition effects due to their experewith the previously applied accounting

systems which was believed to lead to lower adjaatmin the transition to IFRS.

Our results do not indicate that due to the ‘cloaecounting regime for banks in ti@om-
mon lawsubsample prior to the changeover, the adjustm@En@ommon Lawbanks to be
significantly lower. However, we hypothesized thbsaks to be more experienced and better
able to interpret and apply the IFRS accountingsuh their favor, reducing adjustment ef-
fects. Our results provide only mixed evidence tfa differences in application effects de-
pending on previou€ommon Lawand Code Lawaccounting practice. Therefore, we find

only some evidence and just weak support for hyggshH4.

Regulatory impact (H5)

Our results so far show that the introduction dR8-increases the values of financial instru-
ments on both assets and liabilities. This mightlléo an increase in the capital buffers of a
bank. As stated in H5, we expect higher regulataiital ratios due to the transition to IFRS.

In Table VII, we find that there is a decrease tuthe changeover to IFRS in both Tier | and
total capital ratios for almost all subsamples. Fagulatory figures not to be influenced by

accounting effects, so called prudential filtergeveroposed by CEBS (2004) on consolidated
accounting figures in order to make them applicdbteregulatory purposes. However, these
had to be implemented by national authoritfeSherefore, the banks published the corre-
sponding figures mostly on a pro-forma basis whiehe usually not commented in detail. In

the absence of binding rules in all countries ammies divergence in supervisory practices at

the time of the transition, we have to be cautiolsterpreting the result.

The observations yield that the application of IHB&Is nearly symmetrically to lower ratios
across all subsamples, except tmlisted This result is in line with the observations of
CEBS (2006) finding similar developments. Using eighted means, the relative decrease of
the Tier | capital ratio in the total sample with.34% is significant (5%-level) for means
whereas the relative effect on total capital ramounts is not significant. This indicates a

reduction in Tier | capital and a transition to eatlevels of regulatory capital since the risk

‘0 For example, in Germany the Konzernabschlussiiherfgsverordnung (KonUV) ruling the prudential dils
for German banks came into force in 2007.

“l See CEBS (20064a) for an overview of divergencehénapplicability of regulatory funds across coigst in
the European Union.
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weighted assets remain unchanged respectivelyeicdltulations of both quotas. This result
is in line with CEBS (2006, p. 2) finding that fisme adoption leads to a decrease in own
funds which is attributable mainly to a reductidire@serves. They also find that the applica-
tion of prudential filters eliminates the effect wdvaluation reserves caused by fair value,

which is partly offset by the possibility to incledhose revaluation reserves in Tier Il capital.

Table VII: Regulatory Impact

This table depicts average regulatory capital ratios ghkli in the respective annual reports under IFRS or local SR the year 2004The
first panel 'Tier | Ratio' comprises regulatory core cdpithich is the central limit for the capital adequacy caltiola. The secongane
"Total Capital Ratio' depicts the total regulatory equiypercentage of total risks taken by the bank. The columm@héabs.)' indicates the
absolute change of the regulatory ratio, whereas 'Charm¢' @epicts the change in relation to the ratio publishedeu the prior GAAP
regime. 'Average Individual Change' shows the averagesaalbindivudal changes, i.e. unweighted average of ctariges columrit-value
reports the t-value according to a common t-test (two-didite average individual changes. ***** * indicate a siggénce on the 1%-,5%e@r
10%-level.The corresponding median values are not reghoFtee column 'Wilcoxon' depicts the test statistics adogrtb a Wilcoxonsignet
rank test. +++,++,+ indicate signficance on the B%- or 10%-level according to the Wilcoxon sigmadk test.

Tier | Ratio
IFRS Local GAAP  Change Change Average t-value Wilco- N
(abs.) (rel) Individual xon
Change
Total Sample 8.26% 8.46% -0.20%  -2.34% -2.25% -2.21 ** -1.94 + 34
Listed 8.09% 8.36% -0.26%  -3.14% -3.06% -2.84 *** 238 ++ 28
Unlisted 9.03% 8.93% 0.11% 1.18% 1.53% 0.63 0.42 6
Common Law 8.23% 8.47% -0.24%  -2.82% -2.78% -1.80 -1.63 10
Code Law 8.27% 8.45% -0.18%  -2.13%  -2.03% -1.55 -1.34 24

Total Capital Ratio

IFRS Local GAAP  Change Change  Average t-value Wilco- N
(abs.) (rel) Individual xon
Change
Total Sample 11.59% 11.64%  -0.05%  -0.42% -0.40% -0.51 -0.15 35
Listed 11.50% 11.57%  -0.07% -0.63%  -0.53% -0.64 -0.11 29
Unlisted 12.07% 12.01% 0.06% 0.54% 0.23% 0.10 0.00 6
Common Law 11.12% 11.28% -0.16% -1.43% -1.36% -1.13 -0.68 10
Code Law 11.78% 11.79% 0.00% -0.03% -0.02% -0.02 0.19 25

This is in line with our observations of a strongecrease in the Tier | ratio and no signifi-
cant effect on the total capital ratio. A reduceer T capital might also be caused by increases
in the corrections of intangible assets and Goddhalt have to be deducted from Tier | capi-
tal. For example, the impairment-only approach Gaodwill through the IFRS application
would, in the absence of a triggering event, leathigher corrections of Tier | capital over
time. Financial assets classified available-foesale valued at fair value with changes di-
rectly recognized in equity. The effect of the fderadion reserves of the financial assets are
neutralized through the prudential filters. Thoseatuation reserves can only be recognized
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as Tier Il capital (CEBS 2004, p. 3). For unlisteathks, we find that the absolute levels for
both the Tier | and total capital ratios are geltpetagher. However, we observe a strong and
significant decrease in the Tier | capital ratiotgt capital ratio) for listed banks with -3.06%
(-0.53%). However fotJnlisted we cannot confirm this observation. The overéfat dis-

cussed above seems to be driven by the negativectrop listed banks.

Turning to the subsamples ocbmmon lawandcode lawcountries, neither for theommon
law subsample nor for banks frooode lawcountries can significant reactions for banks on

Tier | capital be reported. Concerning total cdp#@#ios, we make a comparable observation.

To summarize, the strongest reactions are repdroed the sample of listed banks, those
banks that are commonly supposed to possess nadiabte assets and liabilities in their port-
folios. The application of fair value does not ldada substantial inflation in regulatory fig-

ures which can be interpreted positively by bankriegulators at first glance. Counter-
intuitively, a negative impact of IFRS reporting oegulatory capital can be observed for
listed banks, refuting our hypothesis H5 and aéfating the common suspicion of IFRS ex-
panding the regulatory capital base of banks. Téssilt is in line with the findings of CEBS

(2007) investigating the impact of prudential fiteon regulatory capital for later periods.
However, it has to be kept in mind that all repdrigures are on a pro-forma basis at this
date. Therefore, they might be distorted by subjecinfluences and country specific ar-
rangements in absence of binding rules throughauwbie to calculate regulatory capital

based on IFRS figures at that time.
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2.6 Conclusion

We find that there are profound effects on singlaibce sheet items of banks due to the tran-
sition from local GAAP to IFRS. The effects on itewf financial assets and financial liabili-
ties record the largest increases, documentingaimedital changes in assumptions underlying
the new accounting regime. The in-depth analysishahges in equity shows that most of the
positive effects stem from the cancellation of tined for general banking risk, the recogni-
tion of dividends in equity and valuation effects fmancial instruments. Comparing the
cross-sectional variance across single balance gbees for both GAAP regimes shows that
there is a significant increase for items stronglgted to financial instruments. However, we
do not find evidence of higher reactions for thensition of unlisted banks. In fact, the con-
trary reaction can be observed for some items.diVision into countries witttommon law
andcode laworientation does not lead to clear results. Foledaw countries, we are able to
find some balance sheet items to react more irrétresition to IFRS, in support of our hy-
pothesis. However, the mixed evidence suggestdbtrdts from countries with an accounting
regime ‘closer’ to IFRS do not experience signifita weaker adjustments of all balance
sheet items due to application of the new ruless Tdct questions allegations of a smoother
transition by a superior anticipation of the neweslimpact. Turning to the regulatory im-
pact, we find that there is a significant reductidTier | capital which is the central figure to
determine total regulatory capital. Neverthelesadahg the sample into subsamples does not
yield unambiguous results. However, it has to bgt ke mind that these figures were only

voluntarily provided on a pro-forma basis by thparing banks.
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3 Information Value of Earnings Announcements and the
Obligatory Transition to IFRS - The Case of Europea

Banks

3.1 Introduction

The mandatory application of International FinahBiaporting Standards (IFRS) in the Euro-
pean Union for consolidated financial statement2005 imposes many changes on basic
assumptions towards financial reporting. (ContiahriEuropean countries already had more
or less comparable accounting systems until 2008esevery member country of the Euro-
pean Union had to implement prior EC Directies.

However, contrary to the gradual accounting harzation in the EU, many of the account-
ing systems’ basic assumptions have changed wéghtrtinsition to IFRS. Firstly, starting
with the objectives of accounting, local GAAP fic#éal statements often served several pur-
poses before, for example as information instrusémt equity investors as well as creditors
and banks (e.g., Daske 2006, p. 336). Secondlyat¢heunting rules often closely interacted
with tax regulations or other regulatory dutiesr Egample, elements of the financial state-
ments were also partly used in the calculatiorages’ IFRS accounting rules better serve
the information needs of investors in that IFRSficial statements are supposed to provide
information mainly for capital market participamtsorder to enable rational investment deci-
sions, i.e., primarily equity investors but alsddmvestors” Therefore, IFRS are often be-

lieved to be superior in meeting the informatioed®of capital markets.

Additionally, the banking business is often claimede particularly opaque in that banks are
non-transparent concerning their asset and lighslitucture’> Furthermore, prior to IFRS

adoption, the impact and consequences of the applicof IAS 39 led to discussions in the
European Union, since the standard’s requiremewtdd grave changes in the valuation and

presentation of financial instruments and hedgewaiing which is highly relevant for bank-

2 For an overview, see, e.g., Joos and Lang (199445-147). For a short review of the EU harmoriizat
efforts, see Soderstrom and Sun (2007), p. 677-678.

3 One example for the close interaction betweenaeoounting and financial accounting is the tax-book
conformity in Germany. For the influence of taxation accounting, see Joos and Lang (1994), p.Qd#écern-
ing tax alignment in some European countries, seeXample Burgstahler, Hail and Leuz (2006, p.8)00

* See for example, Auer (1996, p. 593), Bonse (2p022) or Soderstrom and Sun (2007, p. 680).

%> See Morgan (2002). In the following, for purpogeconvenience, “banks” and “banking institutionse ae-
ferred to synonymously.
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ing institutions®® Therefore, if IFRS reports are superior informatiostruments, the applica-
tion should lead to a leap in a bank’s transpare@mcpmparison to local GAAP requirements

prior to transition.

In this chapter, we investigate the informationuealor a sample of large European banks for
both local GAAP and IFRS earnings announcemendsdiassic event study approach at first.
Besides the question if stronger market reactiorsatrnings announcements for the different
accounting regimes can be observed before and mfedatory transition to international
standards, we try to give an answer to whetherdhetion to the obligatory first-time appli-
cation of IFRS is really dependent on the appliecbanting system or whether other factors
concurrently influence the effect as well. Therefahe study attempts to identify other fac-
tors that influence the market reaction to the jgaltibn of the quarterly earnings announce-
ments, e.g., information concerning specific ba¢asiceet items such as financial instruments
or differences in the institutional and informa@bmnvironment. Besides the absolute abnor-
mal return reaction to the earnings announcememsjse abnormal trading volumes in stock

market reactions as an alternative measure.

The initial finding is that the total market reaxctiis higher for earnings announcements of the
IFRS subsample. However, an analysis of the inftaespecific factors refutes the responsi-
bility of IFRS accounting for this observation. thermore, the institutional environment
seems to play a major role in the information valtiearnings announcements, as well as the
guality of theex anteaccounting rules in force. However, there is onlak evidence for
accounting information concerning specific finah@tatement items being responsible for

the reactions.

The chapter is organized as follows. Section 3vagya review of related literature, and de-
velops the hypotheses. Section 3.3 introducesvbit study approach and the dataset used in
this investigation. Section 3.4 presents the figdirof the investigation, provides further
analyses, robustness checks and a discussionose&cd summarizes the results and con-

cludes the chapter.

“® As a consequence, only a carve-out version of 38Swas introduced in the European Union. For augisc
sion, see Armstrong et al. (2010), p. 33-39, ore8stiom and Sun (2007), p. 689.
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3.2 Related Literature and Hypotheses

3.2.1 Literature

Basically, the investigations related to this stwdy be classified into two categories. The
first strand of literature concentrates on the iotpeE earnings announcements on markets.
The second stream investigates the informatiortieffty of accounting systems and their
relation to the informational environment and ingtonal background. In the first strand,
extensive literature has been testing market m@astio the publication of earnings an-
nouncements (e.g., Ball and Brown 1968; Beaver 186@r 1996; Landsman and Maydew
2002; DeFond, Hung and Trezevant 2007; LandsmarydMa and Thornock 2012). Some
studies concentrate specifically on the markettr@ado the announcement of the change of
the accounting systems (Karamanou and Nishioti$:28fmstrong et al. 201d). For exam-
ple, Armstrong et al. (2010) analyze the capitatke@reaction to 16 events that increase or
decrease the probability of an IFRS adoption in Eueopean Union. They find a positive
market reaction to events increasing the probghilitan IFRS adoption. However, they in-
vestigate only the effects of a commitment to tpeliaation of international standards in
general which itself does not convey any valuabfermation concerning company specific
application effects. Christensen, Lee and Walké0{2 concentrate on the announcements of
the mandatory application of IFRS in the UK. Thadfthat the mandatory adoption has ei-
ther a positive or negative effect on the cost apital, depending on firm characteristics.
With respect to the approach, Auer (1996) is cldeehis investigation. He provides early
evidence of the information effect, i.e., the maneactions to earnings announcements be-
fore and after the voluntary transition to IAS d&@ Directives for a sample of Swiss firms.
He shows that markets seem to appreciate the apphcof the new standards when meas-
ured by abnormal variances. However, he does ndtdvidence that market reactions differ
significantly between both newly applied accountiegimes, indicating no fundamental dif-
ference in information content of their earninggp@mcements. Brixner (2011) investigates
the market reactions to quarterly earnings annaueraés of European banks and detects no
significantly higher information value of earninganouncements under the IAS accounting
regime. In this closely related setup, he usesdaatters’ earnings per share as a best esti-
mate for next quarters’ earnings per share negigdtie dissemination of new positive or
negative information in the meantime which mightaken the results. Furthermore, he uses a
sector-specific index to measure abnormal returhehvmight additionally reduce the ef-
fects, especially in the light of an ongoing cdpmarket integration. Landsman, Maydew and

" For a general overview, see Soderstrom and SWv}20
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Thornock (2012) investigate the mandatory adoptibiFRS and find that information con-
tent of earnings announcements increases. Theythiaidthe effect is greater for countries

with strong enforcement.

It has to be kept in mind that many of the investiggl transitions are voluntary adoptions of
new accounting standards. Therefore, the resulibtnbe subject to a self-selection bias, i.e.,
only firms expecting to benefit from the applicatiof new accounting standards voluntarily
choose to implement these standards (e.g., Hungahchmanyam 2007; Daske et al. 2008).
Another argument is that the investigated firmsaften larger in size which might have, in
turn, implications forex anteavailability of information through alternativesces such as
more intense analyst coverage leading to lower peeted earning®. This would, however,
contradict the semi-strong form of the efficientrke hypothesis (Fama 1970), except in the
case when analysts are supplied with private, ndmig information. Assuming a stable in-
formation policy of firms and using the same sefirohs before and after the transition could
be a mitigation in that the weakening effect omaways could be comparable before and after

transition.

In a second stream, several investigations try éasure the transition to non-domestic ac-
counting standards by investigating effects onrimfation asymmetry proxies, as cost of capi-
tal, bid-ask spreads, trading turnover, and fortegasuracy (e.g., Ashbaugh and Pincus 2001;
Leuz 2003; Cuijpers and Buijink 2005; Daske 2006&ske et al. 2008; Ernstberger and Vo-
gler 2008). Many studies acknowledge that the médron effect on markets cannot simply
be reduced to accounting standards but there heg faictors that play a role, e.g., the institu-
tional background such as the influence of legal palitical conditions. Therefore, a topic
often referred to in extant literature is the iefhee of the institutional environment on ac-
counting rules and vice versa (e.g., La Porta ei@98; Leuz, Nanda and Wysocki 2003;
Ding et al., 2007). Leuz, Nanda and Wysocki (2003 several measures to distinguish be-
tween differences in institutional environment,. eagitside investor rights, legal enforcement,
and disclosure quality, and measure their influemteearnings management. They find that
the institutional background plays a key role ie tjuality of reported earnings. Ding et al.
(2007) investigate a sample of 30 countries and &everal institutional factors such as the
development of equity markets that explain theed#hces between local GAAP and IFRS.
Furthermore, the information content of annual &% announcements seems to increase

with the quality of reported earnings and the erdarent of insider trading laws (DeFond,

8 See Soderstrom and Sun (2007, p. 679) and AshmajRincus (2001).
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Hung and Trezevant 2007). The baseline findinghesé studies investigating accounting
systems is that firms from countries with a strangstitutional background and a lowex

anteinformation asymmetry benefit more from adoptingernational accounting standards.

In order to exclude any influence of institutiomlfferences on the results, two studies con-
centrate on German firms where they find a homogenastitutional setup (Leuz, 2003;
Hung and Subramanyam, 2007) and positive effectsm fthe application of international
standards. For example, Leuz (2003) concentrataheoiew Market. However, the univer-
sality of the results is questionable, since tmmgiin this market segment were foremost
rather young and smaller start-up firms and oftethe information technology industry. Fur-
thermore, it has to be noted that a booming maslest investigated in this case. One disad-
vantage is that many studies do not comprise tieetsfof increased disclosure of bank hold-
ing companies due to their special nature of besin®nly some papers concentrate on the
analysis of bank transparency (e.g., Morgan 200&yrfery, Kwan and Nimalendran 2004;
Chipalkatti 2005; lanotta 2006). For example, Clikgti (2005) studies the effect of in-
creased mandatory disclosure on Indian banks awi$ that investors reward the improved
information supply with lower asymmetric informaticcost and lower bid-ask spreads.
Morgan (2002) finds that the opaqueness of spebditk assets such as loans or high shares
of trading assets, are rewarded with higher disagesmt among bond rating agencies. lanotta
(2006) draws comparable conclusions finding thacg financial assets increase uncer-

tainty if measured by bond ratings.

Our study is different in several respects fromvimes investigations: Firstly, this dataset
differs in that it is not restricted to voluntargapters, but comprises obligatory adopters of
international accounting rules for the most fartherefore, it does not suffer from this po-
tential source of self-selection bias. Secondlg, sample comprises data from over a decade
around the obligatory transition to IFRS and inigeges specifically the reaction to earnings
announcements of banks. Therefore, the main caniib of this study is that it is one of the
few papers concentrating exclusively on Europeark®@n a long term study and analyzing
the determinants of information value of earningaancements. Additionally, this investi-
gation adds to the literature on information cohtehbanks’ earnings announcements by
covering the period after the obligatory applicataf IFRS in Europe and banks that are still

“9 This is due to Regulation (EC) No 1606/2002 whiales that IFRS have to be adopted mandatorilycéor
solidated financial statements by listed Europe@nganies for fiscal years starting on or aftertibginning of
2005.
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in business after the banking crisis. Besidesrif@mation value of earnings announcements,
the study is unique since it attempts to identggdafic factors of the accounting system and
institutional conditions that might influence th&armation content of earnings announce-
ments in the course of the first-time adoptionERE. In other words, it tries to answer the
guestion of how much of the market reaction islaitable to the changed accounting stan-
dards themselves and whether institutional conastisuch as legal systems, legal enforce-
ment, or rights of minority shareholders, mightypégaconcurrent role in this relation. There-

fore, this study fills the gap in literature betweine voluntary and mandatory adoption of

IFRS in European banks and its information impactapital markets.
3.2.2 Hypotheses

3.2.2.1 Information Value of Earnings Announcements

From a theoretical perspective, the publicatioriofh-specific information decreases infor-
mation asymmetry and can change market pricesradthgy volumes (Diamond and Verrec-
chia 1991; Kim and Verrecchia 2001). The methodplagplied in this paper rests on the
presumption that earnings announcements are anuagemeasure to transmit firm-specific
information to the markets. The main assumptiothis kind of investigation is that a larger
absolute abnormal return might be interpreted aremoexpected information that is con-
veyed to the market. Concretely, if the earningsoancements of one accounting system
convey more (unexpected) information value, thiseftected in higher absolute abnormal
returns (Auer 1996, p. 598%enerally, the semi-strong form of the Efficient ikt Hypothe-
sis (EMH) is assumed to hold, i.e., all publiclyadable information is reflected instantane-
ously in market prices and no investor is ableameisk free profits using this information
(Fama 1970).

Increased levels of disclosure using IFRS shouslilten measurable economic benefits
(Leuz and Verrecchia 2000, p. 92). Therefore, batfermation in terms of quality and quan-

tity of superior accounting standards should leagreater market efficiency. The assumption
is that financial statements prepared in accordanttelFRS provide the markets with quan-
titatively and qualitatively more valuable inforn@at in contrast to the prior financial state-
ments following local GAAP requirements in Europkieh is referred to as IFRS providing

higher decision usefulne3$More valuable information available to investonsreases in-

formation efficiency which rises in consequencéhim IFRS transition improving the estima-

0 E.g., IASB Framework as of 2001, paragraph 14.f&eexample, Barth, Landsman and Lang (2008)7f. 4
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tion of firm values and leads to higher abnormactktreturns. Additionally, the effect is en-
forced by the reasons that more market participargsable to understand and process the
IFRS information and are able to carry out commeagsacross country borders.

H1: Earnings announcements under IFRS lead to ggomarket reactions.

There should be a stronger market reaction obskrvale to the systematically higher infor-
mation content for earnings announcements using I&&a, resulting in higher absolute ab-
normal returns. In order to separate effects ingitiyve and negative unexpected information,
the sample is divided into positive and negativanges according to the market reaction on
event day, as to be outlined in section 3.3. Aliguely to the comparison of abnormal re-
turns, the variances of abnormal returns and abalommlumes are analyzed as robustness
checks with the expectation of higher values unBBS>! Thus, the reactions become inde-

pendent of the predicted direction by the retuacttiens on the event day.

3.2.2.2 |FRS and I nstitutional Environment

As outlined before, information efficiency in stookarkets might be influenced by institu-
tional factors such as market structure, legal polttical systems. The baseline finding of
several studies introduced above is that firms fomuntries with a strong informational and
institutional background such as efficient capitedrkets and strong enforcement, benefit
more from adopting international accounting stadga©Obviously, there is evidence for a
relationship between information efficiency and thstitutional background which enhances
the processing of the new accounting informatiarthe year 2005, IFRS became mandatory
for listed firms in the European UnidfIn this period, many banks in the sample adopted
IFRS for the first time for their quarterly earnshngnnouncements which might be an exem-
plary period with a relatively stable economic attan in Europe. One question that arises at
this point is whether the accounting system usegfdoide information to the markets really
contributes to information efficiency in a way thaformation content of earnings an-

nouncements is higher under IFRS and results imenigbnormal returns.

H2: A stronger market reaction to earnings annoumeats is attributable to the

higher information value of IFRS earnings announeets in 2005.

*1 The basic assumptions concerning the investigatiaabnormal return variances are outlined in AU€98),
p. 144-145.

2 Comparable requirements were introduced in Swardrfor large listed firms with an exception faartks
(PriceWaterhouseCoopers, 2008, p. 118-120).
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The direct influence of IFRS accounting on abnormeflirns of earnings announcements is
investigated using an OLS regression setup whitgroting for market specific institutional
characteristics which might play a concurrent rialéhe market reaction of the earnings an-

nouncement.

3.2.2.3 Accounting System Quality prior to Transition

The investigation of first full year earnings annoaments according to IFRS is especially
interesting since these are the first that allofulleannual comparison of the results and pro-
vide an insight into the economic situation of alb@ relation to prior years’ situation pre-
sented under local GAAP. Furthermore, banks beamn®arable to competitors that already
have been applying IFRS. If prior to transition @aating systems of “lower quality” in terms
of information quality and quantity relevant to @stors are applied by those banks, the first
IFRS earnings announcements lead to a “level pigafigld” concerning both the type and
qguantity of information available to markets. THere, IFRS fill the “information gap” that
increases with lower quality accounting systemsrpio transition, i.e., accounting systems
that used to provide less valuable informationifmestors. The larger the “information gap”
that is filled, the higher the expected reactidmsusd be.

H3: The market reactions to the first full year eisugs announcements in accordance

with IFRS are higher for banks with “lower accourgiquality” prior to transition

Theex anteaccounting systems are measured using two meagmesenting differences of

accounting systems in relation to IFRS, as outlineding et al. (2007).

3.2.2.4 Opaqueness of Banking Specific Assets prior to Transition

As mentioned above, one argument often referrad that banks are generally perceived as
being non-transparent or opaque concerning speasfets and liabilities (e.g., Morgan 2002;
lanotta 2006). Furthermore, hidden reserves amamn measure to build capital buffers in
banks that external investors can neither idemiifymeasuré® IFRS prohibit the use of such
reserves since it prevents the bank from beingparent* The application of fair value also
leads to a disclosure of hidden reserves and a\ualrease in the affected assets. Hence,

more valuable information about assets and liaslithrough IFRS is supposed to reduce

3 They are the result of the fact that the valuarfsset can increase above the initially paicepaim/ or the
current book value. Therefore book values for sagsets might be systematically “too low”.
¥ See IASB Framework as of 2001, paragraph 37.

43



uncertainty among investors and to shed light enviluation premises, making opaque as-

sets and liabilities more transparent to investors.

H4: The information value of first full year eargisannouncements after IFRS adop-

tion increases with the higher ex ante share ofgojgabanking assets.
The opaqueness of banking assets is measured essiagtefinancial statement information

about investments and loans, and is analyzed byetléon to the market reactions to the

earnings announcements after the first-time adoptfanternational standards.
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3.3 Dataset and Methodology

3.3.1 Dataset

For the empirical investigation, a time period sepa decade beginning 2000 and ending in
2011 is used: As a starting point, we apply tiBow Jones Stoxx 600 Banssnsisting of 51
European bank¥. The websites of the respective banks are checkedder to identify the

transition date and the exact publication datdefguarterly earnings announcements.

The raw sample consists of 46 banksor those 46 banks, we are able to gather 593qaubl
tion dates of quarterly results in local GAAP arib1 publication dates after the transition to
IFRS, cf. the dataset statistics in Table VAflIn order to ensure a consistent dataset, we
solely use data for which both price and volumeadatsufficiently available. As can be seen
in Table VIII, we have to deal with a break in tteucture of earnings announcements, since
most of the local GAAP earnings announcements pd&ee in the period before the manda-
tory transition to IFRS in 2005.

In general, the availability of information abobetdissemination of earnings announcements
is lower in the early years of the observed peridter the mandatory transition, there is only
one bank that still uses local GAAP for its semiaa publication of earnings announce-
ments. This might cause bias, since there mighovwlapping influences of other time-
dependent factors such as a growing capital markeggration or economic cycles. In order to

ensure a consistent investigation, we have to addhas issue in our later analyses.

*5|n 2011, only the 2010 fourth quarter earningscameements are considered.

* The constituents of the index as of March 2011 umed in order to ensure that sufficient data cotiog
earnings announcements after transition is availabl

" Two banks are excluded because they use U.S. GR&Pone bank sufficient earnings announcement-nfo
mation is not available and for one bank informati® only available for the year 2010 after a gpfin-Those
were excluded from the dataset in order to predésibrtions. One bank was excluded because IASIaral
GAAP were used simultaneously and there was insterdi information concerning the transition dateur
banks in the dataset are the product of previougens or acquisitions. Therefore, we follow theertiat if the
ISIN is available for one bank before the mergeaaquisition this bank is included in the dataset.

%8 The publication policies of banks strongly varyass the sample. Therefore, in some cases, theedatan-
tains incomplete data concerning publication dates.
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Table VIII: Descriptive Statistics on Earnings Annauncements used in the Event Study

This table provides descriptive statistics for the entamgle from 2000 to 2010. It consists of 593 (1061) earning®ancementgre
(post) IFRS adoption. The table presents a breakdown offloemation into the year of the publication for the earniagsouncemer
Data for the year 2011 corresponds to the earr@ingsucements of the fourth quarter of 2010.

Announcements

Year under Local GAAP Announcements under IFRS Total per Year

Total in % Total in % Total
2000 63 11% 9 0.85% 72
2001 91 15% 12 1.13% 103
2002 107 18% 12 1.13% 119
2003 134 23% 12 1.13% 146
2004 136 23% 12 1.13% 148
2005 51 9% 108 10.18% 159
2006 2 0% 162 15.27% 164
2007 2 0% 166 15.65% 168
2008 2 0% 170 16.02% 172
2009 2 0% 177 16.68% 179
2010 2 0% 176 16.59% 178
2011 1 0% 45 4.24% 46
Total 593 100.00% 1061 100.00% 1654

In Table IX, descriptive statistics on earnings @nmcements per country are depicted. Using
a dataset of 46 banks should yield about 184 egsramnouncements per year which should
consequently lead to 1886 earnings announcemesets 1d:25 years. However, due to the
data availability limitations nearly 88% of all thretically available earnings announcements
are used in the final dataset of the event stdid\l necessary market price and volume data
to carry out this study is obtained \Datastream

%9 For example, one reason is that some banks opbytel their results semi-annually leading to areiese in
available data.
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Table IX: Descriptive Statistics on Earnings Annourcements per Country

This table displays descriptive statistics for the finahpée according to their geographic origin from 2000 to 2044 f
the quarterly announcements of the respective year. Itigtsnsf 593 (1061) earnings announcements pre (post) IFRS

adoption. 'Banks' denotes the number of bankséddata country.

Country Local GAAP IFRS Total Banks
Austria 0 66 66 2
Belgium 22 48 70 2
Denmark 59 72 131 3
Finland 6 23 29 1
France 60 92 152 4
Germany 0 43 43 1
Greece 47 71 118 3
Ireland 6 11 17 1
Italy 124 204 328 9
Norway 5 24 29 1
Portugal 34 48 82 2
Spain 97 132 229 6
Sweden 67 96 163 4
Switzerland 17 44 61 2
United Kingdom 49 87 136 5
Total 593 1061 1654 46

3.3.2 Methodology

3.3.2.1 Information Value of Earnings Announcements

As already outlined above, the main assumptiorhig $tudy is that a higher information
value of earnings announcements results in a lageormal return. Therefore, if there is a
higher absolute abnormal reaction due to earnimg®@ncements based on one accounting
regime, it follows that one accounting regime migbtvey more unexpected information
content compared to anotif8rThus, unexpected information can be defined asrrimdtion
that just became available to the market and waamiicipated. The same statement is valid
for variances of abnormal returns. A higher varedaring an event window can be best in-

terpreted as more unexpected information involveithé process of pricing a stock.

0 See Auer (1996) for an extensive discussion dfapproach.
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Testing hypothesis H1, we use a standard eveny sipgroach with abnormal returns (AR).
In order to apply the market model, the total netundexStandard and Poors Europe 3%)
used as a market ind&kThis index takes into account the geographical pmment and is
therefore the best estimate for the performanddebverall market in order to use the mar-
ket model. As an estimation period, a time of -17111 trading days before the publication
of the earnings announcements is used, i.e., adbts60 trading days. In order to test for
significance, the-test proposed by Brown and Warner (1985) is adplfes a robustness
check, the non-parametric rank test introduced byraclo (1989) is used as a control for
strongly biased distributions. This test is lesssgéze to non-normality of distributions (Cor-
rado 1989; Corrado and Zivney 1992).

Alternatively, trading volumes are investigatedralsustness checks. The abnormal volumes
(AV) during the event window are calculated by mgtthem in relation to the average vol-
ume of the estimation period. In order to testdignificance, the non-parametric rank test of
Corrado (1989) is applied.

Auer (1996, p. 606) outlines a straightforward aagh in order to distinguish between posi-
tive and negative abnormal returns. He uses yeanyings of the preceding financial year as
best proxy for earnings of the current financiaktyending. If current year earnings are above
previous year earnings, he expects that positiexpected earnings lead to positive abnormal
returns and vice versa. In order to prevent thepgafnom being biased, he works with abso-
lute values. A modified approach is used by Brix(@011), applying earnings per share
(EPS) values before and after the event. The adsump this procedure is that last quarters’
EPS are the best estimate for the (expected) ER&re is a positive change in the values for
EPS in a specific time period after the event,rtiers that positive information was dissemi-
nated to the market by the earnings announcementeter this approach implicitly assumes
that no new information is disseminated to the realbetween the publications of earnings
announcements and neglects the informational efieenalysts’ coverage or other ad hoc

announcements such as earnings warnings.

®L For an overview on the event study methodologg,fseexample MacKinlay (1997).

%2 Standard and Poors Europe 38@vers about 70% of the European market capitiizaThis total return
index accounts for both changes in market valuefandlividends paid. Furthermore, a general mankdéx
reduces the influence of banks being consideredasias in a bank specific index.
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To prevent problems of potential contradictory onfticting information, we differentiate
between positive and negative earnings throughntfleemational effect on the event day it-
self. The implicit assumption is that the markat@rncludes all available information and
new information necessarily leads to market prajestments. If there is a positive (negative)
market reaction on the event day, reflected intp@s(negative) abnormal returns, we assume
that there is positive (unexpected) informatiorsdminated to the market. This procedure is
not dependent on any additional information ando§massumes a positive market reaction if
there is positive unexpected information reachimg market. We are aware that this might
lead to a potential overstatement of positive aedative return effects since we do not ac-
count for potential misconceptions in terms of ogactions of the market on the event day.
Therefore, the absolute magnitudes may not be cahlgato the market reactions of other
studies. This holds especially true in cases fackvkhere are market corrections in the days
following the event day. However, an overreactibrihe market on the event day which is
corrected by the market in the subsequent tradayg dlso provides some information about
potential exaggerations and information efficiemeygeneral. In order to exclude potential
adverse effects resulting from this division intospive and negative market reactions, we

also investigate variances of abnormal returnsadombrmal volumes for each subsample.

Additionally, we apply the following procedure aga@bustness check and work only with
absolute values. In order to measure the definitifftaence of IFRS accounting on the infor-
mation value of the earnings announcements undesiigation, we run a fixed effects re-
gression considering banks specific time-independealities and control for time-dependent
effects by introducing year dummies. Concretely, t@st the following simple model
(Model 1):

|AR,[0]| = B, + BIFRS, +)_B;Controls +¢ (1)

IFRS; is a dummy variable equal to one, if the earnimgsouncement takes place under the
IFRS accounting regim&ontrolg denote the control variables using year dummiesirice-
dependent and fixed effects for firm-specific aimdetindependent factors. In addition to the
absolute value of abnormal return on event day i(|l@R), we also investigate the absolute
values of cumulative abnormal returns (CAR) foripeés over the next one to five trading
days (|CAR [0;1]], |CAR: [0;2]] and |CAR [0;5]]) as alternative proxies and robustness

checks to measure the information value of earnamg®uncements.
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3.3.2.2 |FRS and I nstitutional Determinants

In order to shed light on hypothesis H2, the relatbetween market reactions to earnings
announcements in 2005 and the influence of thétutishal environment, a multivariate re-
gression analysis is applied. The goal of thisiseas to clarify whether IFRS has an addi-
tional impact on the information content of earsiragnnouncements if measured by abnormal
returns or whether the stock price reactions aséead determined by possibly concurrent
effects of the institutional background or genenalrket conditions. In order to exclude pos-
sible influences of time-dependent factors and weelpossibly time-variant influences on
tested variables, we use the earnings announcemeR@95. During this period many of the
banks apply IFRS for the first time which shouldui¢ in especially strong “first-time adop-
tion” effects reflecting the strongly increasedoimhation value of earnings announcements.
Furthermore, the risk of possible distortions iis year from a very low or very high number
of observations according to one accounting systetower. However, since sample sizes
become very small, dividing the sample into negatwd positive market reactions is not
practicable. Therefore, absolute values of mar&attions as in the previous section are in-
vestigated. Additionally, abnormal volumes on evéay (AV; [0]) and the subsequent day
(AVj [0;1]) are also used.

The information value of earnings announcementsujgposed to increase through IFRS.
Therefore, we expect a measurable effect evenerptasence of a strong institutional envi-
ronment that favors the quality of an accountingteay. In order to capture the influence of
the institutional environment on earnings annourex@s) we apply a proxy.€galSysteito
control for the general background, dividing thenpée in common law and code law coun-
tries. Furthermore, empirical findings suggest thatitutional prerequisites such as a strong
investor protection and stricter insider trading/da are associated rather with common law
countries than code law countries (e.g., La Partal.e1998, p. 1129; Beny 2005, p. 159).
Therefore, we also use two proxies to explicitiytrol for the strength of legal enforcement
(LegalEnforcementand the level of protection of investor rightavRightg on a country-
level basi€® We also control for the general stock specificmetbehavior by using the stock
specific daily return variance prior to the earmrmmnouncement. Concretely, we test the fol-

lowing model:

% Leuz, Nanda and Wysocki (2003) use a similar agpgido measure the impact of those proxies on regsni
management measures.
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AR [0] = 2
B, + BIFRS, + B,LegalSystm, + S;InvRights + S,LegalEnfocement + B,StockVaf + &

IFRS; is a dummy variable equal to one, if the earningsoancement takes place under the
IFRS accounting regiméegalSystemis a dummy variable equal to one, if the bankosd
ciled in a country with a common law origin, andaetherwise. Concretely, as outlined by
Leuz, Nanda and Wysocki (2003, p. 516), banks ftémited Kingdom and Ireland are cate-
gorized as common law-based whereas the remaiminkshare classified as code law-based.
LegalEnforcementrepresents the mean score of three values summarzéeuz, Nanda
and Wysocki (2003) and is standardized to 10 pSfitsconsists of three measures that con-
trol for the judical system, the rule of law assasst, and the corruption index introduced by
La Porta et al. (1998)nvRightg is the country score for the anti-director righttablished
by La Porta et al. (1998), and is standardizedataes between zero and fiveIn combina-
tion, both variables control for the general ingtdnal background and the specific market
backgroundStockVag is the stock’s daily total return variance meaduweer the estimation
period, i.e., from -171 to -11 trading days beftite earnings announcement. Alternatively,
|AR;; [O]| is replaced by |CAR][O;+1]|, |CAR; [0;2]] and |CAR: [0;5]| as well as AY [0] and
AV [0;1].

IFRS; is supposed to be positively related to absolbteoanal returns since the IFRS earn-
ings announcements lead to higher abnormal retaations due to superior accounting in-
formation. LegalSystemis expected to be positively related to absoluteoainal returns

since companies from common law countries arettoedilly more dependent on equity mar-
kets InvRights is expected to exhibit a positive sign becausengtiavestor rights make it

interesting for many small investors to participated lead to a potentially higher investor
interest which results in higher abnormal retutregjalEnforcementis also positively related

to the market reaction since a strong and religni®rcement favors and promotes well-
functioning capital markets. The inclusion $fockVag captures the effect of bank specific
stock price sensitivity. This variable controls the stock specific variability before the earn-

ings announcement.

% For purpose of convenience, the classificatior_efalsystemand LegalEnforcementiccording to Leuz,
Nanda and Wysocki (2003, p. 516) is applied.
% The standardized values are scaled by the maxivalme that an item can assume.
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3.3.2.3 Accounting System Quality prior to Transition

In this section, in order to investigate H3, we tyge different measures to clarify the relation
between pre-adoption accounting system quality thedimpact on first full year earnings
announcements. Furthermore, we try to give an angwe question whether the observable
reaction is influenced by the differences in accmgnsystems which are caused by financial
statement information that wamt availableto investors prior to transition, or by reported
information that wadglifferentfrom IFRS. In order to clarify this relation, twodexesAb-
senceandDivergenceare applied (Ding et al., 2007). Both indexesamdounting systems in
relation to IFRS on a country basis. The filsbg¢encg) denotes the number of international
accounting standards that are not reflected bycaivalent standard in local GAAP rules
while the secondOivergence) represents the accounting rules that requireffareint ap-
proach in local GAAP standar$StockVag controls for stock specific price variability as
outlined above. The following on the propertieshe accounting system quality is estimated:

|AR,[0]| = B, + B, Absence + B,Divergence + 3,StockVay + & (3)

The expectation is that coefficients on both indeXiesencg andDivergence are expected to
be positive, since a highex antescore denotes “lower accounting quality” in redatito
IFRS and increases the benefits of a first-timeptidn of IFRS caused by an alignment of
accounting requirements and transparency gainstalubke adoption of internationally ac-
knowledged accounting standards. Alternatively, JA®| is replaced by |CAR[0;1]| and
AV [0] and AV, [0;1].

3.3.2.4 Banking Specific Asset Structure prior to Transition

As proposed by H3, the information value of thetfiFRS full year earnings announcement
increases with aex antehigher share of opaque assets in a bank’s bakimest. The reason
is that the application of IFRS is supposed to egnmore valuable information about a
greater share of the previously opaque assetetmé#rket. Morgan (2002) identifies loans as
the most opaque assets in banks’ balance sheefindadhat raters’ uncertainty increases in
a growing share of loans and trading assets. Icdbe of the specific banking asset structure,
theex anteopaqueness is measured using the following vasalsind applying the following

regression model:

% Both, Absenceand Divergence,are given in absolute numbers. They are the redutie comparison to the
treatment of 111 items under IFRS (Ding et al.,22QG0 8). Both scores are scaled to the maximumevaf 111,
so that higher values indicate absence and diveegehaccounting items in percent.
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‘ARt [O] ‘ = B, + B,Investmerd, + B,NetDebt + B,MV, +& 4)

Investmentsdenotes the bank’s investments, as a share dfsdats available iDatastream
four quarters before the publication of first fyBar earnings announcements in accordance
with IFRS®’ Alternatively, we replacdnvestments by NetLoang representing the loans
granted by a bank, excluding loan loss provisi@m] is measured as a share of total assets
for the same time period outlined aboBeth measures are highly correlated due to the-stru
ture of the assets in banks which might lead tdinesrity issuesNetDebj is the share of
debt to total assets of the bank four quarters poidhe end of the period. We also control for
investor attention and other size effects usWg; as the natural log of the monthly average
market value over the last year. Alternatively, iegress the specification for alternative de-
pendent variables. Therefore, we substitute {|A®| by |CAR; [0;1]] and AW[0] and
AV;[0;1].

Investmentsand NetLoang are expected to exhibit a positive sign. Both alsles measure
the ex anteshare of opaque assets for which the new accaystistem conveys more valu-
able information to the markets which is supposedntrease the information value after
transition.NetDebg is also expected to exhibit a positive sign, simeteris paribusa more
highly leveraged bank should be able to profit byrendetailed and accurate accounting in-
formation in that it reduces the uncertainty forastors to evaluate the bank’s debt situation.
Specifically, IFRS is supposed to provide more itkedaand relevant information for larger

shares of financial liabilities for investors camy out such debt analyses.

" For a further list of constituents of the respectineasures, séatastream According toDatastreamdefini-
tion, InvestmentgWC02255A) includes but is not restricted to UrBasury securities, federal agency securities,
state and municipal securities, federal funds simliing account securities, securities purchasetbiuresale
agreements, mortgage backed securities, federdkfusther securities, total securities availables@e, and
other investments. Therefore, for purpose of thisdy Investmentsis deductedby Other Investments
(WC02250A).
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3.4 Empirical Results and Discussion

3.4.1 Market Reaction to Earnings Announcements

3.4.1.1 Positive Market Reactions

In order to test the first hypothesis H1, we divitle sample into earnings announcements
that are accompanied by positive and negative afeoreturns on event day reactions, re-
spectively, in order to distinguish between theechions of effects. As already outlined
above, according to this differentiation, we us® tsubsamples which are initially investi-

gated separately in the following.

The main finding is that the total market reactiorpositive earnings announcements under
local GAAP leads to an abnormal return of 1.93%ewent day, i.e., the initial day of the an-
nouncement, see Table X. Highly increased tradoignaes corroborate the perception of an
impact of new information on the markets. The tngdvolumes for both reporting regimes
are highly significant and in both cases about 1&83%he usual trading volume. Highly in-
creased trading volumes for both subsamples degeiet information reaching the market
through the earnings announcements. For IFRS @m@innouncements, there is a significant
price reaction observable for the event with anoatmal return of 2.77% (1%-level) on event
day. Thus, there is evidence that the publicatiblFBS earnings announcements also leads

to a sustained price reaction of the stock marfketpositive market reactions.

Independent of the explanation, there is a sigaifigeaction for both reporting regimes. For
both groups, trading volumes are at comparablddetAowever, there is a higher reaction for
positive IFRS earnings announcements which migharbéndication of earnings announce-
ments conveying more unexpected information conterthe markets and causing stronger
abnormal returns. This finding seems to corrobokitefor market reactions associated with

positive market reactions on event day.
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Table X: Abnormal Returns, Cumulative Abnormal Returns, and Abnormal Volumes for Positive Reactions oftvent Day

This table displays abnormal returns (ARs) based on the ehamlodel returns for the entire event period calculated Iiygu308 (508) positive quarterly announcements. It alspldis cumulativeabnorme
returns (CARSs) starting on day [-10] and abnormal volumegs)A Abnormal returns and cumulative abnormal returns eseetl for statistical significance using the paramettiest of Brown and Warng1985
and the non-parametric rank test of Corrado (1989). ****gpresents the significance level at the 1%-,5%-,10%léar a two-tailedt -test . +++,++,+ indicates significance at the 1%-,5%-,1e¥%el of a two-
tailed non-parametric rank test statistic of Corrado (989 test for significance of abnormal volumes (AVs), albe thon-parametric rank test of Corrado (1989) is used. N tésnihe total numbeof

observations.

Local GAAP IFRS
Day, AR, t-value CAR t-value AV, Day, AR, t-value CAR, t-value AV,
-10 -0.03% -0.19 -0.03% -0.19 98% -10 0.06% 0.24 0.06% 0.24 100%
-9 0.08% 0.48 0.05% 0.20 103% -9 0.01% 0.03 0.06% 0.19 101%
-8 -0.08% -0.46 -0.03% -0.10 106% -8 0.14% 0.61 0.21% 0.50 99%
-7 0.09% 0.53 0.06% 0.18 107% -7 -0.10% -0.42 0.11% 0.23 97%
-6 0.10% 0.56 0.16% 0.41 98% -6 0.06% 0.26 0.17% 0.32 97%
-5 0.12% 0.72 0.28% 0.67 107% -5 0.05% 0.23 0.22% 0.39 103%
-4 0.07% 0.42 0.35% 0.78 109% -4 -0.12% -0.51 0.10% 0.16 104%
-3 -0.21% -1.22 0.14% 0.30 109% -3 0.04% 0.18 0.14% 0.22 104%
-2 -0.01% -0.03 0.14% 0.27 106% -2 -0.02% -0.08 0.13% 0.18 107%
-1 -0.14% -0.79 0.00% 0.01 107% -1 -0.03% -0.12 0.10% 0.13 118%  ++
0 1.93% 11.28 b 1.93% 3.41 e 4+ 179%  +++ 0 2.77% 1176 *** 444+ 2.87% 3.67 i +++ 181%  +++
1 0.15% 0.86 2.08% 3.51 ek +++ 157%  +++ 1 0.33% 1.38 3.19% 3.91 bid +++ 159%  +++
2 -0.08% -0.46 2.00% 3.25 e +++ 125%  +++ 2 0.03% 0.11 3.22% 3.79 bl +++ 126%  +++
3 0.02% 0.14 2.02% 3.16 ek +++ 120%  ++ 3 -0.11% -0.48 3.10% 3.52 bid +++ 121%  +
4 0.05% 0.32 2.08% 3.14 xkk +++ 121% + 4 -0.08% -0.35 3.02% 3.31 ik +++ 115%
5 0.03% 0.20 2.11% 3.09 ek +++ 127%  + 5 -0.16% -0.68 2.86% 3.04 bid ++ 113%  +
6 -0.06% -0.34 2.05% 2.91 xokk ++ 117% 6 -0.03% -0.11 2.83% 2.92 ok ++ 114%
7 0.21% 1.23 2.27% 3.12 ol +++ 106% 7 -0.02% -0.11 2.81% 2.81 ok ++ 111%
8 -0.15% -0.89 2.11% 2.84 ek ++ 116% 8 -0.21% -0.87 2.60% 2.54 ** ++ 108%
9 -0.01% -0.07 2.10% 2.75 ol ++ 118% 9 -0.24% -1.01 2.37% 2.25 ** + 106%
10 -0.01% -0.07 2.09% 2.66 ek ++ 105% 10 0.19% 0.80 2.56% 2.37 bl + 105%
N 308 308 308 508 508 508
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3.4.1.2 Negative Market Reactions

For local GAAP announcements, the significant miarkaction on the event day is -1.82%
(1%-level), followed by an insignificant negativeaction the day after the announcement, see
Table XI. The market reaction on the event dayighlly significant according to thietest as
well as the non-parametric rank test. For negafiRS earnings announcements, there is a
stronger significant reaction on the event day w»8% (1%-level) which is followed by a

further significant decrease of -0.46% (5%-level).

The results indicate that there is a significact®n to earnings announcements for both
reporting regimes. Concerning abnormal volumeggthee greatly increased trading and sig-
nificant volumes during event windows for both sarbples, peaking on the event day with
highly significant 180% (182%) for local GAAP (IFlR&nnouncements. This confirms the
perception that markets process information intreado the earnings announcements. This
corresponds basically to the observation of pasitharket reactions from above. For negative
market reactions, we also find a higher market treaowith respect to IFRS earnings an-

nouncements which might indicate a higher infororatralue in line with hypothesis H1.
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Table XI: Abnormal Returns, Cumulative Abnormal Returns, and Abnormal Volumes for Negative Market Reations on Event Day

This table displays abnormal returns (ARs) based on the ehanlodel returns for the entire event period calculated bygu85 (553) negative quarterly announcements. It alsplals cumulative
abnormal returns (CARS) starting on day [-10] and abnorroaimes (AVs). Abnormal returns and cumulative abnormalrret are tested for statistical significance using therpatect -test of Brown
and Warner (1985) and the non-parametric rank test of Corfh889). *** ** * represents the significance level at thé&o-,5%-,10%-level for a two-tailetttest . +++,++,+ indicates significance at the
1%-,5%-,10%-level of a two-tailed non-parametric rank &tatistic of Corrado (1989). To test for significance ohatmal volumes (AVs), we use also the non-parametric rasikaeCorrado (1989
denotes the total number of observations. Duenitdid data availability, the number of observationAVs may deviate.

Local GAAP IFRS
Day; AR, t-value CAR t-value AV, Day, AR, t-value CAR t-value AV,

-10 0.04% 0.23 0.04% 0.23 120% -10 -0.04% -0.16 -0.04% -0.16 99%

-9 -0.02% -0.11 0.02% 0.08 102% -9 0.19% 0.87 0.16% 0.50 98%

-8 0.02% 0.15 0.04% 0.15 97% -8 -0.09% -0.42 0.06% 0.17 100%

-7 0.07% 0.45 0.12% 0.35 104% -7 0.02% 0.09 0.08% 0.19 99%

-6 -0.05% -0.29 0.07% 0.19 106% -6 -0.01% -0.06 0.07% 0.14 98%

-5 -0.02% -0.13 0.05% 0.12 101% -5 -0.12% -0.53 -0.05% -0.09 105%

-4 0.06% 0.34 0.10% 0.24 103% -4 0.04% 0.19 0.00% -0.01 108%

-3 0.05% 0.31 0.15% 0.33 103% -3 -0.08% -0.37 -0.09% -0.14 105%

-2 0.18% 1.07 0.33% 0.67 104% -2 0.27% 1.22 0.18% 0.28 107%

-1 0.15% 0.92 0.48% 0.93 108% -1 0.24% 1.06 ++ 0.42% 0.60 111%
0 -1.82% -11.14 0 P 4+ -1.34% -2.48 ** +++ 180% +++ 0 -2.58% -11.57 P 44+ -2.16% -2.92 R o 182% +++
1 -0.11% -0.68 -1.45% 257 ™ +H+ 165% +++ 1 -0.46% 205 =+ -2.61% -3.39 M 444 147% +++
2 -0.01% -0.08 -1.47% -2.49 b +++ 126% +++ 2 -0.18% -0.82 -2.80% -3.48 L 123% +++
3 0.07% 0.45 -1.39% -2.28 b ++ 146% ++ 3 -0.22% -0.97 -3.01% -3.62 L 118% ++
4 0.01% 0.09 -1.38% 218 = ++ 127% +++ 4 -0.20% -0.89 -3.21% 372 M 444 115%
5 -0.16% -0.97 -1.54% 235 = ++ 120% ++ 5 -0.10% -0.46 -3.31% 372 M 444 117% +
6 0.01% 0.04 -1.53% -2.27 b ++ 118% ++ 6 0.01% 0.02 -3.31% -3.60 L 110%
7 -0.05% -0.31 -1.58% 228 *= ++ 107% 7 0.11% 0.48 -3.20% -3.39 MM 444 106%
8 -0.04% -0.25 -1.62% 227 0= ++ 112% 8 -0.09% -0.42 -3.29% -3.40 MM 444 103%
9 0.10% 0.63 -1.52% -2.08 b ++ 112% 9 0.01% 0.05 -3.28% -3.30 L 107%

10 0.12% 0.71 -1.40% -1.87  * ++ 113% 10 0.03% 0.14 -3.25% -3.19 M 444 104%
N 285 285 285 553 553 553
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Mean, Medians and Variances

We use a t-test and a Wilcoxon ranksum test inraeompare the means and medians for
positive and negative market reactions. Testingetprality of means and medians for AR[O]

refutes the alternative hypothesis to H1 of eqaattions at conventional levels, and testing
for differences for CAR[0;1], CAR[0;2] and CAR|O;8pnfirms the perception of two sepa-

rate subsamples for most means and most mediapsg$dive and negative market reactions,
see Panel A of Table Xll. This cannot be reporesling abnormal volumes since both tests
for means and medians cannot refute the percepfiarcommon distribution at conventional

levels for most comparisons which was already itigréssion from above.

Turning to variances, we test for differences inareces using a variance ratio telsttést)
and a Levene test for homogeneity of varianceschvhakes fewer assumptions concerning
the underlying distributions, see Panel B of Talle Both comparisons indicate that vari-
ances are highly increased for most abnormal retama abnormal volumes in the subsample
of IFRS earnings announcements which suggestshehigformation value of IFRS earnings
announcements concerning abnormal variances. Hoyweuth respect to variances of ab-
normal volumes there seems to be a higher varlnilitrading volumes for the local GAAP
group which might be interpreted as a higher infation value of local GAAP earnings an-

nouncements.
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Table XlI: Test of Equality of Means, Medians, andHomogeneity in CARs
Panel A displays the test for equality of means and mediatBR® vs LGAAP earnings announcements, divided into pesiiiid negative market reactioffis.
comprises 508 (553) positive (negative) IFRS earningsiana@nents, and 308 (285) positive (negative) earningdiaocaments in accordance to local GAARe
absolute values depict the test statistics in accordanaee trdinaryt -test (means) and a Wicoxon ranksum test (medians). Thes/al parentheses present the
respective probabiities for the test statistics.
Panel B displays the test for equality of variances betwampkes of IFRS vs LGAAP earnings announcements, dividediositive and negative market reactiols.
comprises 508 (553) positive (negative) IFRS earningsiana@ments, and 308 (285) positive (negative) earningsiaocements in accordance to local GAAe
first column shows the respective quota of standard deng&tiThe absolute values depict the test statistics in danoe to an F-Test and a Levene Test. Vdige:
in parentheses present the respective probalfiitieke test statistics.

Panel A: Test for Equality of Means and Median

Equality of Means Medians Equality of Means Medians
Wilcoxon Wilcoxon
Postive market t-value ranksun Negative marke t-value ranksun
reactions (prob) (prob) reactions (prob) (prob)
LGAAP (308)-  ARI[0] - 3812 - 4.09 LGAAP (285) - AR[0] 3.155 3.186
IFRS (508) (0.000) (0.000) IFRS (553) (0.002) (0.002)
CAR[0;1] - 3159 - 2.227 CAR[0;1] 3.398 3.734
(0.002) (0.026) (0.001) (0.000)
CAR[0;2] - 3.061 - 2.455 CAR[0;2] 3.785 3.511
(0.002) (0.014) (0.000) (0.000)
CAR[0;5] - 1531 - 1.287 CAR[0;5] 4.337 4.501
(0.126) (0.198) (0.000) (0.000)
AVI[0] - 0.237 - 2352 AV[0] - 0182 - 1753
(0.812) (0.019) (0.856) (0.080)
AV[0;1] - 0.276 - 1.601 AV[0;1] 0.747 - 0737
(0.782) (0.110) (0.456) (0.461)

Panel B: Test for Equality of Variances

Postive market sd (LGAAP)/ Variance Ratio Te Levene Test Negative market sd (LGAAP)/ Variance Ratio Te Levene Test
reactions sd (IFRS) (prob) (prob) reactions sd (IFRS) (prob) (prob)
AR[0] 0.58 0.336 11.678 AR[O] 0.49 0.241 11.901
(0.000) (0.001) (0.000) (0.001)
CARJ[0;1] 0.56 0.314 23.130 CARI[0;1] 0.55 0.297 8.178
(0.000) (0.000) (0.000) (0.004)
CARI[0;2] 0.60 0.361 17.781 CARI[0;2] 0.55 0.306 16.113
(0.000) (0.000) (0.000) (0.000)
CARI[0;5] 0.68 0.467 10.038 CARI[0;5] 0.65 0.420 13.588
(0.000) (0.002) (0.000) (0.000)
AV[0] 1.54 2.366 5.675 AVI[0] 1.55 2.399 0.943
(0.000) (0.017) (0.000) (0.332)
AV[0;1] 1.20 1.436 3.635 AVI[0;1] 179 3.191 4111
(0.000) (0.057) (0.000) (0.043)

The comparison of positive and negative abnormiairme yields a significant reaction for

both reporting regimes, indicating that informatialue is conveyed to the market. Hypothe-
sis H1 has to be refuted for trading volumes intilicacomparable market reactions to the
earnings announcement. However, there is an indicand necessary condition that IFRS
earnings announcements might provide more infoonatontent in terms of higher abnormal
returns, supporting the hypothesis H1 initially madihis would be in line with the basic re-
sults of Auer (1996) concerning abnormal returnarares and contrary to the results of Brix-
ner (2011). As already discussed, the absolute mags may not be comparable to prior
studies. However, we have to clarify if IFRS arspansible for this finding and to exclude

any negative or concurrent effect, e.g., time-ddpaneffect. In order to analyze the relation
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between the return reaction to earnings announcismaed the contribution of IFRS, we carry

out the regression analysis as in equation (1)maddlabove.

Since we work with a dataset of 46 banks over & fr@riod from 2000 to 2011, we have to
make sure that our observations are not influetgetime-dependent effects such as the on-
going capital market integration. This concurreapital market integration effect could be
caused, for example, by the transition to a commanency in the European Union in 2002
or the general activities to create a common chpitaket in Europe. Thus, we also control
for time-varying effects such as general econoroitddions in the European area in the dif-

ferent years, by including dummy variables for shegle years in the regression analysis.

The effect of IFRS on abnormal returns could alsanfluenced by bank-dependent qualities
that do not vary over time since there are sevabakrvations for each bank in the dataset
every year. We apply a fixed effects regressiam;esthis kind of regression controls for any
time independent causes between the individualdank any estimators cannot be distorted
by missing time-invariant qualities of the indivadibanks (Kohler and Kreuter 2006, p. 259).
We exclude any effect of separating the samplepogitive and negative market reactions by

using absolute values of abnormal returns for oke sample of 1654 observations.

Table XllI: Fixed Effects Regression Analysis on Abormal Returns (Model (1))

This table displays a fixed effects regression analysishenabsolute of the abnormal return (AR) at event day andttineulative

abnormal returns (CARS) using the total sample of 1654 rge@nnouncements. IFRS denotes a dummy variable equag tib the

earnings announcement takes place under the IFRS acoguetiime. Also included are dummy variables for each yeathef
earnings announcement (not reported). The fixed effeggession covers any time independent qualities specifeatth of the4€

banks in the dataset. The values in parantheses denote/aheet to robust standard errors. *** ** * indicate sigiednce to a (two-
sided) t-test on the 1%, 5% or 10%-level. The values of thesE-aire presented in the line F-Stat. The corresponding™***,
indicate significance to an F-test on the 1%, 5%G0%0-level.

IAR[O]| [CAR[0;1]| [CAR[0;2]| [CAR[O;5]|
Constant 0.030 *** 0.038  *** 0.039  **= 0.055  **=

(7.03) (7.57) (7.10) (9.25)
IFRS - 0.001 0.001 0.002 - 0.001

(-0.39) (0.50) (0.75) (-0.23)
Year Dummies,
Firm-Fixed Effects Included Included Included Included
R2 0.09 0.12 0.12 0.14
F-Statistic (11.65) *** (9.60) *** (9.23) **= (15.58) ***
N 1654 1654 1654 1654

Table XIII displays the results of the fixed effecegression analysis. The estimated coeffi-
cient on IFRS changes signs and is not signifit@mény period of abnormal returns. We also
run this fixed-effects model on the subsamplesasitpve and negative abnormal returns and

cumulative abnormal returns (not reported). Theiegion of both the original and absolute
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values of abnormal returns as a dependent vardd®s not indicate that IFRS earnings an-
nouncements are related to significantly higheroaimal returns. Obviously, bank-specific as
well as time-dependent effects rather seem to @layucial role in the higher abnormal re-
turns. The observed higher reactions might be ateduor by the fact that most of the IFRS
earnings announcements take place in the lattegephastarting about 2005 — of the investi-
gated period when the new accounting rules becoareatory. Therefore, the higher abnor-
mal returns might be explained by an increasingtabmarket integration in general or influ-

ences of the banking crisis which lead to incregasilatility in the markets or higher market

reactions for the latter pha®.

To summarize this section, even though finding érghbnormal returns for the IFRS sub-
sample, this does not seem to play a significdetirothe market reaction of abnormal returns
to earnings announcements of banks over the damtiseperiod in this investigation. In com-
bination with the trading volume reactions arounérg day at comparable levels for both
subsamples reported above, H1 has to be refutely. tbem comparison of abnormal return
variances yields a contrary impression that IFR8hinconvey a higher information value

which would be in line with the results of Auer @8).

3.4.2 |IFRS and Institutional Determinants

Since the structure of our data indicates thatetheay be a strong influence of time-
dependent effects, we run the following regressinrthe year 2005 where we find 51 local
GAAP earnings announcements and 108 earnings anemamts under IFRS. This is the
year of the transition for most of the banks in dla¢aset and we are able to test H2 in a stable
and comparable institutional setup. As outlinedii) it is hypothesized that the market reac-
tion measured by abnormal returns is due to thibenighformation content of IFRS earnings

announcements in the year 2005.

Table XIV presents the correlation matrix for thdependent and dependent variables for this
investigation. As can be seen in the table, theetations for the independent variables are
not very high. The variance inflation factors (ViRylicate that a potential distortion through
multicollinearity of independent variables is atsoher low®® Unsurprisingly, the correlation

% This might explain the results of Brixner (2011)owses a bank-specific index as market index. Jéisor-
specific index might be more volatile and strongerrelated with individual return specificationsdatherefore
lead to regression results with lower abnormalrretuAn increase in the capital market integratimght also
play a role in an increasing correlation.

% Studenmund (2001, p. 258) refers to a commonaitbumb of a VIF > 5 as indicator for severe nudtiin-
earity.
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of StockVarand the respective dependent absolute abnorniahneteasures indicates a posi-
tive relationship between stock price variabilitydathe absolute height of the reaction. The
correlation ofFRSandStockVarindicates a positive relation between IFRS ar@ntevari-
ability of stock prices. The correlation bivRightsand LegalSystenindicates that investor

rights in common law countries might be better @cte#d, maybe due to the greater tradition
of equity financed markets.

Table XIV: Correlation Matrix and Variance Inflatio n Factors

This table displays the correlation matrix for independemd dependent variables in the regression analysis. *atesignficanc
on the 5%-level. The last column 'VIF' presentsvifiéance inflation factors for the independentafales in the regressions.

AV 0 AVO1l  |AR[0]] [CAR[0:1]] [CAR[0;2]] [CAR[05]]  IFRS LegalSy InvRights LegalEnf. StockVar VIF
AV 0 1.000
AV 01 0.919*  1.000
|AR[O]| 0.297*  0.328*  1.000
[CAR[O;1]| 0.162*  0289*  0751*  1.000
[CAR[0;2]| 0.141 0.256*  0.740*  0.874*  1.000
[CAR[O;5]| 0.137 0.246*  0568*  0752*  0.837*  1.000
IFRS -0.148 -0.104 0.083 0.136 0.143 0.143 1.000 1.09
LegalSystem 0.047 0.009 0.168 *  0.150 0.103 0.063 0.090  001.0 1.50
InvRights 0.059 0.005 0.116 0.110 0.133 0.060 0.051 0.548 * .00a 151
LegalEnf. 0.351* 0328* 0.177*  0.050 0.083 0.104 0.108 018 0.160*  1.000 1.07
Stockva -0.121 -0.09¢ 0.215* 0226  030€*  029:*  0178*  -0.05¢ 0.47¢%  -0.12¢ 1.00C  1.1C

Table XV, Panel A, presents the results of theeggjon model measuring the impact of IFRS
and institutional determinants on earnings annomecgs in 2005. In line with the predic-
tions, the coefficient estimates exhibit the expdaiigns. Remarkably, thex antestock re-
turn variability plays a significant role in theradymal return on event day and the subsequent
trading days. This suggests that higher stock nadeetions can in part— be explained by

a generally higher stock price variandeegalEnforcementreflecting the evaluation of
strength of the enforcement seems to have a pesitipact on event day. However, the esti-
mated coefficient loses power in the subsequens.d&RS exhibits a positive coefficient. It
does not seem to play a role in the market reaxtthre to earnings announcements in the
year 2005. In other words, we could argue that IiElB&s not lead to a superior information
supply leading to higher abnormal returns in 2086wever, one might argue that in 2005
many banks applied the new accounting system &fitst time. This could lead to confusion
in the market in the transition year, since investre less experienced in processing the new
information (Cuijpers and Bujink 2005, p. 513).
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As a robustness check, we apply the regressiorysasan abnormal volumes (AV[0], and
AV[0;1]) as dependent variables in order to idgnpbssible influences for which we found
comparable trading volume levels before. In Panef Bable XV, we find that the coefficient
on IFRSis significantly negative for the regression on[BMeven in the presence of the con-
trol variables. This suggests that trading volufmedFRS earnings announcements in 2005
are lower. This might be best interpreted as coofuamong investors who may have prob-
lems interpreting the new accounting informatiomwdver, we also observe that the coeffi-
cient onLegalEnforcemenis positive and significant which could be interf@d as a coun-
try’s enforcement playing a significant role in theight of investor interest leading to higher
trading volumes. This observation is in line wikle results of DeFond, Hung and Trezevant
(2007) who find that earnings announcements areenmaiormative in countries with a

stronger institutional environment and better inoeprotection.

To summarize, individual bank factors such as symige variability, seem to play a more
important role rather than the accounting systesalfit More to the point, the impact of the
accounting system seems to be limited in concueremith the general institutional back-
ground for which we find only weak evidence of eapact on information value during 2005
if measured by abnormal returns and abnormal vodur@entrary to expectations, the new
accounting system seems to have no significant atnga market reactions to IFRS earnings
announcements in 2005. This refutes H2.
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Table XV: Impact of IFRS and Institutional Determinants in 2005 (Model (2))

This table presents the results of an ordinary least sq@it8) regression on informational value in absolute abnbretarns on event day und subsequent time periods (AR [GAR [0;1]|,
[CAR [0;2]| and |CAR [0;5]]) for 2005 earnings announcemédht9 observations). The values in parentheses denotevitlees for the respective coefficients. We report t-\alfer White
heteroscedasticity-consistent standard errors 8rily*,* indicate significance to the 1%-,5%-, antl0%-level to a ordinary t-test (two-side

Panel A: Abnormal Retur Panel B: Abnormal Volum
|AR [O]] ICAR [0;1]] ICAR [0;2]| [CAR [0;5]| AV [0] AV(1]
Constant -0.010 * 0.001 -0.009 -0.014 -2.053 *** -0.452
(-1.71) (0.14) (-0.92) (-1.17) (-2.74) (-0.89)
IFRS +) 0.001 0.004 0.003 0.004 -0.783 * -0.350
(0.35) (1.26) (0.94) (2.01) (-1.90) (-1.56)
LegalSystem +) 0.006 0.009 0.002 0.002 -0.403 -0.254
(0.97) 1.17) (0.21) (0.21) (-0.84) (-0.83)
InvRights +) 0.003 0.005 0.012 * 0.007 0.242 -0.070
(0.80) (0.79) (1.85) (0.85) (0.64) (-0.24)
LegalEnforcement (+) 0.019 ** 0.005 0.013 0.023 5.593 3.157 **
(2.55) (0.48) (1.20) (1.63) (3.78) (3.79)
StockVar +) 56.888 ** 72.221 ** 106.379 *** 124.472 *** -1191.750 -564.837
(2.49) (2.22) (3.25) (3.78) (-0.48) (-0.35)
Adjusted R2 0.084 0.066 0.117 0.092 0.135 0.104
F -statistic 4,03 *** 2.58 ** 4,15 *** 4,52 *** 6.19 *** 3.84 ***
N 159 159 159 159 159 159
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3.4.3 Impact of Accounting System Quality Determinants pior to Transition

As outlined in H3, the question to be answerecdhia section is which of the properties of
accounting system quality in force before transitmight influence the information value of
first full year earnings announcements. Table Xxdgents the correlation coefficients of in-
dependent and dependent variables. |AR[O]| is feagnily negatively correlated witlAb-
sence ComparablyDivergencdas negatively correlated with AV[0;1]. For both celations a
positive value was expected. The VIFs indicate thatticollinearity among independent

variables is not a problem in this dataset.

Table XVI: Correlation Coefficients and VIFs

This table displays the correlation matrix for independamd dependent variables in the regression analysis. *atesc
signficance on the 5%-level. The last column 'VIF' presémésvariation inflation factors for the independent valézstin
the rearession

AV [0] AV [0;1] [AR[O]| [CAR[0;1]] Absence Divergence &kVar  VIF

AV [0] 1.000
AV [0:1] 0730 *  1.000

IAR[O]| 0.382*  0.230 1.000
ICAR[0;1]| 0.143 0440*  0394*  1.000

Absence -0.177 0.054 -0.603 *  -0.024 1.000 1.04
Divergence -0.268 -0.388*  0.118 0.036 -0.163 1.000 1.10
StockVar 0.093 -0.022 0.067 -0.022 0.060 0.245 1.000 1.08

In Table XVII, the results of the OLS regressionaksolute abnormal returns and abnormal
volumes are presented. Contrary to expectatioescalefficient estimate oAbsencas nega-
tively related to all dependent variables. Howevteis only highly significant for the regres-
sion on |AR][Q]|, after controlling for the magnigudf ex antestock price variability. These
observations are consistent with the notion thahiegs announcements for first full year
results are decreasing in a higher absence sceregthe more accounting rules that are not
available in the local GAAP regime prior to adoptithe lower the information value of the
first-time announcements in accordance with IFR&s Buggests a higher “accounting in-
formation gap” that is now closed under the applicaof IFRS leads — at least at first — to
lower information value reflected by abnormal resirin other words, this might be cau-

tiously interpreted as market confusion in the wakt#he obligatory introduction of IFRS.
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The coefficient orDivergencedoes not seem to have any significant impact éorimation
value if measured by absolute abnormal returnsepertient variables. However, for the
specifications on trading volum&ivergenceis strongly negatively related to abnormal vol-
umes in both specifications. A similar interpredatias forAbsenceseems obvious. The
higher the differences in accounting prior to tistftime adoption of IFRS, the lower the
market reactions in terms of abnormal trading vaanThis suggests also some market un-
certainty due to confusing information that is ndifferent to the information before which
results in prudent behavior of market participdesgling to lower trading activity.

Table XVII: Multivariate Regression Analysis on Acoounting System Quality (Model (3))

This table presents the results of an ordinary least sq@@it8) regression of accounting system quality determinahtaarketreaction
measured in absolute abnormal returns at event day (JARCHR [0;1]| and abnormal volumes at event day (AV 0) and AY]@or the
first full year earnings announcements in accordance t&IFRhe sample is reduced to 40 observations due to limiteal alatilability.
The values in parentheses denote the t-values for the cieeffs. We report t-values for White heteroscedastiaitysistentstandar
errors only. *** ** * indicate significance to th&%-,5%-, and 10%-level to an ordinary t-test (tviges).

Absenc denotes the number of international accounting standaatsare not reflected by an equivalent standard in local GAAPs,
whereasDivergence represents the accounting rules that require a differeptoggh in local GAAP standards (Dingt al. 2007).
StockVaris daily stock return variance over the estimapeniod.

IAR 0| |CAR[0;1]| AV O AV[0,1]
Constant 0.034 * 0.022 5.679 ** 4751 **
(2.14) (1.13) (3.57) (4.01)
Absence *) -0.096 *** -0.003 -3.784 -0.197
(-3.45) (-0.08) (-1.24) (-0.09)
Divergence ) -0.002 0.018 -11.353 * -9.409 **
(-0.04) (0.30) (-1.94) (-2.32)
StockVar 31.561 -12.966 5746.566 1690.512
(0.90) (-0.30) (0.81) (0.43)
Adjusted Rz 0.32 -0.08 0.09 0.09
F -statistic 5.09 *+* 0.05 2.13 2,62 *
N 40 40 40 40

As a robustness check, we also estimate the régmesguation controlling for stock-specific
characteristics via the natural log of the marksdtie measured as an average over the last 12
months instead of the stock return variance. Tiakly qualitatively the same results as in our

analysis carried out above.

This result is contrary to the expectation thateesgly local GAAPs of “lower quality” with

many new accounting rules in place after transiérperience a greater leap in transparency.

However, it is in line with the observations frohetinvestigation of accounting system rat-

ings in the previous section. There are severaiplesexplanations for this result: As already

mentioned above, investors and analysts might Ddfreulties in interpreting the new infor-

mation and may need some time to understand theaneaunting information (Cuijpers and
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Bujink 2005, p. 513) or may suffer some kind offtirmation overload” due to the IFRS ap-

plication. Another explanation could be that thealdGAAP rules better serve the information
needs of local markets as “best solutions”, ileeytare better integrated in the institutional
environment of the bank’s home country (Auer 1996590). Therefore, the first earnings
announcements according to international accourgtagdards could have reduced the in-
formation value by introducing confusion. Since fired no evidence that the information

value of the first-time earnings announcements utieRRS is higher for banks using “lower

guality” accounting systems prior to adoption, tiefites H3.

3.4.4 Banking Specific Asset Structure

As outlined in H4, the information value is expektte increase in a growing share of opaque
assets prior to transition. Table XVIII presentse ttorrelations of the dependent and inde-
pendent variables of the regressions on assettsteuAs suspectedyetLoansand Invest-
mentsare highly negatively correlated since both agsetips account for a large part of as-
sets in the asset structure of a bank. Therefoeealvgtain from including both variables si-
multaneously in the regressions as this could teadmulticollinearity problem. Furthermore,
we find thatinvestmentds positively correlated wittMV, whereasNetLoansis negatively
correlated with it. This is an interesting obseisat since higher market valuations seem to
correlate with the asset structure, i.e., largetkbawith higher market values, seem to have

higher percentages invested in market relaigdstments

Table XVIII: Correlations of Asset Structure

This table displays the correlation matrix for independantl dependent variables in the regression analysimdicate:
signficance on the 5%-level. The last columns 'VIF' presehé variation inflation factors for the independent \aléa inthe
respective regressions.

AVI[0] AV [0;1] |AR[O]| |CAR[0;1] Investment NetLoan: NetDeb MV VIF VIF

AV[0] 1.000

AV [0;1] 0.799 * 1.000

JAR[O]| 0.431 * 0.312 1.000

|CAR[O0;1]| 0.177 0.268 0.590 * 1.000
Investments -0.349 * -0.426 * -0.036 0.082 1.000 1.13

NetLoans 0.303 0.446 * -0.092 -0.097 -0.886 * 1.000 1.31

NetDeb -0.10¢ -0.081 -0.02¢ 0.09¢ -0.08: 0.21¢ 1.00¢ 1.0¢ 1.0¢

MV 0.066 -0.080 0.268 0.144 0.344 * -0.478 * -0.277 1.000 1.22 1.35
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In Table XIX, we present the results for the regi@s on banking specific asset groups that
are often perceived as being opaque. In this pavelreport the regression results on first
full-year earnings announcements under IFRS in 2D0& to limited data availability, there

are only 38 banks included.

The results of abnormal returns as dependent Jasauggest that the regressions are rather
of low quality since the explanatory power of sfieations is quite low. Better specified are
the regressions on abnormal volumes where we d&d@beport significantly positive coeffi-
cient estimates foNetLoanswhichis in line with expectations. Fénvestmentscontrary to
expectations, we observe significantly negativeffanent estimates in the regressions on

abnormal volumes. These observations provide tvyocgehes for interpretations.

Firstly, a higher share detLoansprior to adoption suggests an opagueness congetimase
assets that are becoming more transparent to orgesgtrough the application of IFRS. By
inverse inference, this would suggest that a higieanteshare olnvestmentseems already
to be transparent to investors, causing a negatipact on the trading volumes along with
the first full-year earnings announcements to IFRSxther words|nvestmentsvere already

transparent and easy to evaluate for investorgddfe application of IFRS.

Secondly, as a higher share of loans always impliEsver share of investments as concur-
rent utilization of funds, investors reward a higbbare of already transparent loans on the
banks’ balance sheet — which purportedly stands flomver riskiness in comparison to other
investments — with a higher investors’ intereskaeed in higher trading volumes. This would
mean, however, that higher sharedmfestmentslo not become transparent in the transition
to IFRS.

Following the second line of reasoning, this wonddan that there is no higher “surprise” in
the valuation of loans. More likely, market panpi@nts appreciate higher shares of loans since
the IFRS accounting treatment is not completelfed#int in comparison with the accounting
regulations previously in force, whereas investmergquire rather different accounting
treatments under the new accounting regime. Fompbg just considering the valuation of
financial assets under IAS 39 requires quite déffiéraccounting treatments subject to the
specific financial asset classification. Therefdhe first-time adoption leads rather to market

confusion for the valuation of investments alonghvihe first-time adoption leading to lower
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trading volumes. This also would correspond toekjglanation that a highex anteshare of

investments is still perceived as not being trarespain the transition to IFRS and markets
are not, or not yet, able to interpret the new IFR®rmation concerning specific asset
classes properly. This explanation would also bénm with the observations from prior sec-

tions and seems to be the reasonable deduction.

Table XIX: Multivariate Regression Analysis on AsséStructure (Model 4)

This table presents the results of an ordinary least sq@it€) regression on informational value in absolute abnbretarnson
event day (JAR [0])), |CAR [0;1] |and abnormal volumes onneway (AV [0]) and AV[0;1] for the first fullyear earnings
announcements in accordance to IFRS. The sample is redacg8 observations due to limited data availability. The eslin
parentheses denote the t-values for the coefficients. \Wertrd-values for White heteroscedasticity-consisteangard errors.

wex k% * indicate significance to the 1%-,5%-, anti0%-level to a t-test.

Panel A is a regression on the influence of banking specifieets on information value of earnings announcemémi@stment

denotes the net investments one year prior to @iopt the bank’s investments, as share of tostias

In Panel B,NetLoansrepresents the value of granted loans, excluding loan lassspns, as share of total assets, measuredyeaie
prior to the adoptionNetDebtis net debt, as the share of total assets of the bank, measmesgkar prior to adoption. Additionally,
we control for firm size viaMV which is the natural logarithm of the market value of equitythe respective bank, measured @2 a
month average prior to changeover.

Panel A: First Full Year Earnings Announcements unér IFRS and Investments

[AR [0]] |[CAR[O;1]| AV [Q] AV[0,1]
Constant -0.022 -0.013 1.938 3.266 *
(-1.06) (-0.51) (0.76) (1.94)
Investments  (+) -0.022 0.006 -6.710 * -4.725 **
(-0.96) (0.19) (-1.98) (-2.57)
Net Debt (+) 0.007 0.023 -1.174 -0.942
(0.31) (0.73) (-0.55) (-0.65)
MV 0.005 ** 0.003 0.267 0.043
(2.19) (1.06) (1.28) (0.30)
Adjusted R? 0.013 -0.043 0.095 0.126
F -statistic 1.66 1.07 1.79 230 *
N 38 38 38 38
Panel B: First Full Year Earnings Announcements undr IFRS and Net Loans
|AR [O]| [CAR[O;1]| AV [(] AV[0,1]
Constant -0.026 -0.004 -4.183 -1.678
(-0.73) (-0.09) (-1.37) (-0.75)
Net Loans (+) 0.005 -0.008 6.168 ** 4.940 **
(0.26) (-0.29) (2.07) (2.61)
Net Debt (+) 0.006 0.024 -1.811 -1.445
0.27) 0.77) (-0.81) (-1.03)
MV 0.004 0.003 0.348 * 0.128
(1.68) (0.91) (1.76) (0.91)
Adjusted R? -0.006 -0.042 0.092 0.179
F -statistic 1.42 1.15 2.14 235 *
N 38 38 38 38
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As a robustness check, we also apply the regressialysis on the first quarter earnings an-
nouncements under IFRS using the last quarter'st agsucture information under local
GAAP (results not reported). Interestingly, the fiornt estimates ofnvestmentandNet-
Loansdo not exhibit significant signs for the same #pEations as above. However, we find
that the coefficient estimate dwetDebtis significantly negatively related to market reaes

for all specifications.

Due to the ambiguity of the findings above, we hvbe cautious in interpreting the results.
This impression becomes even stronger when comsipire rather low explanatory power of
several of the tested model specifications abowmvever, we find no sustainable evidence
that the first-time application leads to higherommhation value concerning opaque assets if
measured by abnormal returns. Only gheanteshare of loans might be best interpreted as
contributing to a higher trading volume. Therefdrased on the results in this section there is

no sustainable evidence in support of H4.
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3.5 Conclusion

We analyze the information value of quarterly eagsi announcements of European banks
before and after transition to international accmgnstandards. We find that the information
value after the obligatory transition to internaib accounting standards increases over time
if measured by abnormal returns and variancestofrre. However, testing the specific influ-
ence of IFRS while controlling for bank-specificachcteristics and time-dependent effects,
we reach the conclusion that there is no sustanalication of IFRS being responsible for a
superior information value of quarterly earningsi@mcements in general. However, we
have to be cautious, since the sample is biasedpbservations of IFRS earnings announce-
ments take foremost place in the latter phase ofiruestigated period and the number of
observations in the control group of local GAAPn#éiags announcements for this period is

very low.

Therefore, we carry out an analysis of the earnarggouncements during 2005 for which we
find a comparably stable setup. However, we areabt# to find evidence suggesting IFRS
earnings announcements possessing a higher informatlue while controlling for the insti-
tutional setup which seems rather to play a rolehim information value of earnings an-
nouncements. An in-depth analysis of the reactiorfgst full year earnings announcements
after the obligatory IFRS adoption yields that theBarmation value seems to be lower for
banks from countries which have accounting systemsace that are more divergent and
have more accounting rules not available unded IGEAP. This observation might be inter-
preted as the new accounting rules introducingusiah into markets at first which could be
caused by a lower comparability of the accountulgs (Cuijpers and Buijink 2005, p. 513).
An analysis of bank-specific balance sheet itendgcates that the information value of first
financial year earnings announcements rather deesewith a higher share of investment
assets prior to adoption. The expectation is thgdia in transparency concerning these spe-
cific assets increases the information value. Thight indicate that investments mostly con-

sisting of traded financial assets are still peregias non-transparent in the transition.

Overall, our results cast doubts on the perceptiah earnings announcements in accordance
with IFRS alone are able to convey significantlyrenmformation to the markets for banks in
Europe. In fact, the informational and institutibaavironment seems to play a crucial role in

the information value of earnings announcementshvis in line with prior research.
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4  Mandatory IFRS Adoption of European Banks and the E-

fects on Information Asymmetry

4.1 Introduction

Improving the information efficiency of capital nkats is a major goal of financial reporting.
The basic perception is that a change to a “higlatity” accounting system leads to higher
information efficiency. One main criticism is thite research results concerning voluntary
transition to higher quality accounting standastsding to higher information efficiency and
market liquidity might possibly be driven by a se#flection bias (e.g., Hung and Subra-
manyam 2007; Daske et al. 2008). This means thgtfoms that expect to profit from the
transition will change their accounting systems amght not necessarily represent the gen-
eral market. The situation changed in 2005, whenaipplication of International Financial
Reporting Standards (IFRS) became obligatory inscbdated accounts for capital market
oriented companies in Europe. Empirical researctiha strand of literature faces several
problems. Firstly, there is an omitted variableshtem. In fact, some studies acknowledge
that differences in institutional backgrounds amcentives strongly interfere with each other
and the potential positive effects of financial agmg (e.g., Ball, Robin and Wu 2003;
Burgstahler, Hail and Leuz 2006). Secondly, thera problem of practical relevance for em-
pirical studies: In order to find a suitable peesup to test the findings research has to find
comparable firms that do not have to apply mandgt¥RS accounting rules yet. However,
most of the highly developed economies around tbleeghave already implemented interna-
tional accounting standards or have comparabld [Bé&P accounting rules in force, e.qg.,
U.S. GAAP. Hence, the remaining countries not yatifg implemented international stan-
dards might not be directly comparable (e.g., Dastkal 2008, p. 1086) which gives rise to

concerns about the potential risk of comparing epphd oranges.

Considering these facts, a reasonable approachcismipare an identical set of firms prior to
and after the changeover to IFRS in a comparaBbtéutional setup. This also might limit the
power of statements concerning time-dependent @saimginformation asymmetry proxies.
The change of these proxies over time can be ateddar, at least partly, by explicitly con-
trolling for time. As mentioned above, cross-courdomparisons of firms for which in one

country the application of IFRS is not mandatory aot necessarily feasible without restrict-
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ing conclusions. In this study, this problem canfdoeed by also including benchmark firms

from the same countries that did not have to chamgaccounting regime after 2065.

Bank transparency seems to be relevant consideéhiagvulnerable interrelations in the
worldwide banking system. Prior investigations loé ttransition often excluded banks be-
cause of their different balance sheet structunelsesrnings’ sources in comparison to other
industries (e.g., Cuijpers and Buijink 2005, p. #33owever, in this investigation, we claim
that if there is a difference in capital marketi@éncy through IFRS adoption it should be
measurable best by the investigation of banks.gellly, a bank’s business is especially
opague to markets and financial statements douffitiently explain the sources of earnings
and risks in comparison to financial statementsfiather industries, which is also reflected
in an opaque asset structure (e.g., Morgan andhS2001; Morgan 2002; Chipalkatti 2005;
lanotta 2006). In other words, if capital markets réward increasing transparency, banks
should benefit more than firms from other industifethe application of IFRS leads to lower
opacity of assets. Firstly, the stronger fair vabuentation for financial assets and liabilities
often uses market prices thereby uncovering hiddearves, and importing volatility in con-
solidated balance sheets (e.g., Soderstrom an@®h p. 689! Furthermore, the true and
fair view principle of IFRS is supposed to redu@nings management and discretionary
degrees of freedom, leading to a further increasaformation efficiency of capital markets.
Both effects interact and are not mutually exclasikssuming efficient capital markets, one
might argue that the true and fair view principteed not convey new information to the mar-
ket because the market has already incorporatefathealues of the assets in the market
price of the firm (Schildbach 2009, p. 582). Assagiinefficient markets, one might argue
that capital markets do not have information altbet structure and riskiness of individual
bank’s assets. However, fair value does not nedbssaean that market prices are ugéd.
Additionally, other assets and liabilities are natued at fair value at all. Therefore, in this
study, we expect capital markets to be efficienthat they do evaluate the information re-
ceived correctly. An implication is that informati@symmetry is reduced in the application

of higher quality accounting standards that areerdo the true and fair view principle.

O For example, banks that do not have to prepansolidatedaccounts in accordance with IFRS.

" This volatility has then to be caused by marksk,rsince firm-specific risks can be diversifiedirfermore,
increasing volatility in earnings and assets stmgcmight reduce the financial stability of a bawtkich is also a
point worth considering.

2 Fair values can also be deducted from mark-to-tnagdproaches which probably contain information not
available to capital markets before publication.

73



This study extends the existing literature in saverays. We try to fill the gap in research for
obligatory transitions and the effect on banks. iiddally, data for empirical investigations
of the time after the obligatory transition is newailable enabling new insights which were
not available to prior research. Furthermore, shigly concentrates on the change in informa-
tion efficiency proxies for banks in Europe onhhig assures a relatively stable and homoge-
nous institutional background. Furthermore, wettryclarify whether the potential benefits
are really attributable to the change in accounsiygjems or rather an effect of the still ongo-
ing capital market integration in general. We pdavanswers in respect of both questions for
research dealing with accounting regimes and bgnkistitutions in general, and with the

cost and benefits of the IFRS transition in patéicu

The investigation covers different approaches antedsions of information asymmetry and
the impact on market valuations: At first, the imngations of a mandatory change in account-
ing systems on information efficiency and markequidity are investigated. Secondly, the
direct relation between accounting measures ofteqund equity valuations as well as value
relevance of accounting measures, in general,vered. Thirdly, the last part adds to the
literature on IFRS transition on mandatory adoptiothe European Union and Europe. One
advantage is that a large dataset of 151 Europaakshs analyzed for all three dimensions in
this investigation. This allows a complete and coghpnsive picture of the impact of the

IFRS adoption on European banks.

Overall, the results provide mixed evidence. Thedidate a significant influence of IFRS on
bid-ask spreads and the price impact of tradese®isarading volume or the number of zero
returns seem to be unaffected. However, a sigmific#luence of the accounting system on
asset and equity valuation as suggested by prewtubes cannot be confirmed. The first
mandatory application of IFRS in the European Urgeams to introduce confusion initially.
However, except for price sensitivity, the mandgatapplication of IFRS has a limited impact
on information asymmetry measures. Rather, bardetdd in member states of the European
Union seem to benefit for some measures of infaonaisymmetry. Additionally, an early

voluntary adoption of IFRS seems not to be a dicanit advantage over mandatory adoption.
The chapter is organized as follows: Section 4&ipges the related literature. Section 4.3

introduces the hypotheses. Section 4.4 descrilgeddtaset and the methodology. Section 4.5

presents the results and a discussion. Sectiotofidudes.

74



4.2 Related Literature

Depending on the definition of accounting qualttyee streams of literature in the investiga-
tion of transition effects on accounting qualityndae distinguished. An increase in account-
ing quality can be measured, e.g., as a reduati@ost of equity capital for firms, or via an

improvement in information efficiency.

The first stream concentrates on accounting regimésrce and tries to relate them to meas-
ures of cost of equity capital while controlling falternative influences (e.g., Daske 2006).
Hail and Leuz (2006) employ a cross-country analysiidentify the reasons for differences
in cost of equity capital. They find that firms fnocountries with stricter enforcement, more
stringent regulations and higher disclosure requéngts experience a significantly lower cost
of equity capital. Furthermore, over 35% of crossti®nal variation in cost of equity capital
seems to be related to firm risk proxies, e.gmfgize, volatility, book-to-market ratio, and
country-specific factors such as inflation and maconomic variability (Hail and Leuz 2006,
p. 487). Poshakwale and Courtis (2005) study tfexcesf of disclosure on cost of equity capi-
tal on banks via a disclosure index in order to sneathe extent of the impact of increased
disclosure. They show that increases in disclosaresnore pronounced for European banks

if measured by cost of equity capital.

The second stream identifies a relation betweantiral reporting and information asymme-
try and market liquidity. A larger strand studiée teffect of voluntary transition to interna-
tional accounting standards (e.g., Leuz and Vehiac2000; Cuijpers and Buijink 2005). In-
formation efficiency is then measured by proxieshsas bid-ask spreads, stock price volatil-
ity, and forecast dispersion. Higher quality fin@heeporting mirrored in increased disclo-
sure of financial information should be reflectedlower estimation risk and a reduction in
adverse selection costs enabling investors to rodiffierentiate between the quality of firms
(Daske et al. 2008, pp. 1091-1092). ChipalkattiO&0concentrates on the mandatory bank
disclosures introduced in India in 2000 and stutheseffect on spreads and asymmetric in-
formation costs. He identifies lower spreads amtm the aftermath of the new regulation.
Platikanova (2007) investigates market liquiditieefs of the IFRS adoption in several Euro-
pean countries and finds that cross-country diffees in information asymmetry are pre-
dominantly reduced after transition to IFRS in EBagoChristensen, Hail and Leuz (2013)

investigate the mandatory IFRS application andirtiqgact on market liquidity and find that
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concurrent changes in reporting enforcement seebe thighly relevant whereas accounting

regime changes alone seem to have limited impaotarket liquidity.

Two approaches are closely related to this pagee.fifst one is applied by Leuz (2003). He
investigates differences in information asymmetyydomparing bid-ask spreads, turnover
and forecast dispersion, and puts these measumetation to differences in accounting re-
gimes, while controlling for institutional and firspecific factors. Concretely, Leuz (2003)
studies the impact on information asymmetry measofelU.S. GAAP versus IFRS annual
results in Germany’s New Market. He finds no eviefor a significant difference between
both accounting systems which he interprets as dotbunting systems being comparable in
reducing information asymmetries since the insohdl background and settings are un-
changed. The second approach rests on the invisstigay Daske et al. (2008). They also
investigate changes in information asymmetry messukdditionally, they study the impact
on equity valuation using Tobin’s Q. Contrary toukze(2003) comparing IFRS and U.S.
GAAP, they study the effects in relation to theigélory IFRS transition in a worldwide
sample comprising data from 2001 to 2005. One résuhat even though mandatory adopt-
ers are able to report liquidity increases, volgnedopters benefit more around the manda-
tory adoption date. Furthermore, Tobin’'s Q does ctwnge significantly for mandatory
adopters. Daske et al. (2008) also point out tifates such as reporting incentives and the
institutional background may play an important rolethe observations which might cast

doubts on the clearness and immediacy of the IFRRfACt.

In our paper, these approaches are modified inr dodearify the question whether the transi-
tion to IFRS leads to any positive influence oromfation asymmetry measures for banks in
the longer run after the application. Furthermave,use a relatively stable institutional envi-
ronment reducing the possible influences of comrureffects. Therefore, the implications on
information asymmetry and market liquidity measum@@sd equity valuations of the manda-
tory application of IFRS in European banks arehat lteart of this investigation in order to

generate a more comprehensive picture from aldlitfierent angles mentioned above.
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4.3 Hypotheses

4.3.1 Reduction of Information Asymmetry

Theory suggests that reductions in information asginy through disclosure will increase
the future liquidity of a firm’s securities (Diamdrand Verrecchia 1991, p. 1326). Under the
prerequisite that IFRS provide higher quality imh@tion for investors than local GAAP fi-
nancial statements, the dissemination of inforrmationtained in IFRS financial statements
suggests a reduction in information asymmetry andherease of liquidity for financial mar-
kets. The rationale is that the increase in aviglaiformation makes it easier for investors to
implement the information in their valuation modatsd evaluate the respective firm, thereby
reducing estimation error and raising informatidiceency and market liquidityAnother
argument is that banks especially are often supptzsée difficult to understand concerning
their business and often intransparent to investods therefore, difficult to evaluate (e.g.,
Morgan and Stiroh 2001; Morgan 2002; lanotta 20@&)ditionally, their highly regulated
disclosures do not necessarily meet the informatieeds of investors. This is supposed to
change with the application of accounting stand#nds better serve the information require-
ments of capital markets. Furthermore, the changretoy IFRS enables a wider circle of in-
vestors to compare firms across country bordeisder to serve a reasonable allocation of
funds’® This also increases stock turnover after tramsitm IFRS. All these arguments in-
crease information efficiency. Therefore, the temeduction in information asymmetry and
an increase in market liquidity are applied synoaysly in this paper. Hence, the first hy-

pothesis to be tested is:

H1: Information asymmetry decreases and marketdiguincreases after the transi-
tion to IFRS.

There are several proxies in literature capturimfgrmation asymmetry. Two of them often
used are bid-ask spreads and turnover (e.g., Led3; Daske et al. 2008). To measure mar-
ket liquidity, the number of zero returns (Daskeakt2008) and the price impact of trades
(Amihud 2002) are applied. Concretely, a decreaded-ask spreads can be interpreted as an
increase in information efficiency, whereas thisoaholds true for a higher stock turnover

3 However, this argument is only valid if institutial environment is comparable. In the European, amea
assume that this requirement can be regardedfaledul
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level.”

The price impact of trades and a lower numbeleod zeturns are measures for market
liquidity. A decrease in price sensitivity and aadler number of zero returns across the sam-

ple period is an indicator for increased informatédficiency and market liquidit{’

4.3.2 Equity Valuation

Another point often addressed in empirical studi@scerning information asymmetry is the
fact that higher transparency increases firm valureong others, Lang et al. (2003) find that
cross-listings in the United States increase marites of the respective firms. The cross-
listing can therefore be interpreted as a commitn@migher transparency if other informa-
tion environments lead to lower transparency. Gauwe dften at the focal point of debates is
that financial statements in accordance with irdBomal accounting standards are often per-
ceived as being more transparent if the informatamilitates better forecasts of a firm’s fu-
ture value. However, this depends on the prerdquikat financial statement information is
decision-relevant for investors, i.e., the inforioatis not superseded by more timely infor-
mation (Barth, Beaver and Landsman 2001, p."8Qpncretely, it should be easier for inves-
tors to predict future cash flows on the basisha&f information contained in the financial
statements according to IFRS. This, in turn, walddrease the uncertainty in the forecasted
measures and increase information efficiency. Tiygesor ability to forecast future cash
flows should be reflected in systematically higbquity valuations, since the risk premiums
in the discount factors are reduced. Additiondiyr, value accounting allows investors to be
better informed about the fair value of many baskess which leads to lower uncertainty.
This, on average, leads to higher equity and asdeations.

H2: Equity and asset valuation is higher for firmeparing financial statements ac-
cording to IFRS.

As a proxy for asset valuationBpbin’s Qis used. It is measured as the market value etass
in relation to their book valud$.A higher average valuation of assets should Heatefd by

" For example, Grammig, Schiereck and Theissen (2861irically show that turnover is a good measare t
capture information asymmetry effects since thk tastrade with (better) informed traders is negglti associ-
ated with higher trading volumes (see Leuz 200354).

S There are other factors influencing these measé@sexample, bid-ask spreads can be driven byr quae-
essing costs and inventory holding costs (Leuz 2@88 not only by adverse selection costs whidheésinter-
esting component to measure information asymmeRigtikanova 2007). This issue is addressed in @gecti
4.42.

® However, they admit that accounting informationynadso only be value-relevant, i.e., reflected quigy
valuations without being decision-relevant (BaBbaver and Landsman 2001, p.80).

" Originally, Tobin’s Q is the relation of replacemeosts of assets in relation to their book valt#swvever,
since the replacement costs are not measurable droexternal point of view, the proxy of marketues of
assets to book value of assets is used, as outhin&rhske et al. (2008). This approach leads tlmseaelation
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an increase iffobin’s Q FurthermoreTobin’s Qalso captures a firm’s cost of capital besides
the effect on investments (Daske et24108, p. 1115). An alternative measure isRhee-to-
book Valuewhich puts the market value of equity in relattorthe book value of equity of a

specific firm.

4.3.3 Impact of Mandatory Adoption in the European Union

As outlined above, most studies acknowledge tsdititional factors play a major role in the
determination of information efficiency of capitalarkets and only a limited impact can be
attributed to the mere change in accounting sys{engs, Barth, Landsman and Lang 2008).
Armstrong et al(2010) find that the stock market perceives tHie3Hntroduction positively
by showing lower information asymmetry in reactionevents increasing the probability of
the IFRS introduction. They find that banks espbcghow an even stronger reaction which
they explain with higher transparency through tppligation of IAS 39. The impact of the
mandatory adoption versus the voluntary adoptiolBfS has often been addressed in recent
literature. Daske et a{2008) observe that voluntary adopters are ableeteefit more than
mandatory adopters. For voluntary adopters, onéddcangue that the information supply of
markets for these firms improves. However, thisiltesould be the consequence of a self-
selection bias, i.e., only firms anticipating pdtehbenefits use the new accounting system
voluntarily (e.g., Hung and Subramanyam 2007; Daskad. 2008). Furthermore, comparabil-
ity across firms might not be significantly incredsif not all banks change to international
standards. At least, the voluntary adoption cob&htbe interpreted as a signal for a commit-
ment to more transparency for investors (e.g., Batlkal 2008, p. 1094). On the other hand,
the mandatory adoption increases comparabilitysscsectors and country borders by creat-
ing a level playing field when it becomes obliggttw report consolidated accounts in accor-
dance with IFRS for firms with listed equity in tBiropean Union for fiscal years starting in
2005/ This reduces information asymmetry and increasasken liquidity for all firms in a

market.

H3: The mandatory adoption of IFRS has a negatmpaict on information asymmetry

and a positive effect on market liquidity.

Therefore, this hypothesis seeks to investigatedifierence between mandatory and volun-

tary adopters and might be considered a specigntaof hypothesis H1.

betweenPrice-to-book valueand Tobin’s Qsince it can be shown that the difference betwaath measures
depends ultimately on the respective leverage.ratio
8 See Regulation (EC) No 1606/2002.
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4.4 Dataset and Methodology

4.4.1 Dataset

The constituents list of the market portfobDatastream Banks Europeith 173 banks is used
as reference. Our dataset comprises observatiodSIloEuropean banks over a period of 8
years from 2001 to 2008.The identification of the transition year is cadiout via the cod-
ing of the accounting systems available in Datast’® Additionally, for banks without data
available, we try to complete missing transitiotedamanually. In the sample, there are 128
banks changing to IFRS or already applying IFRSnduthat period. Table XX describes the
composition of all banks in the sample accordinghi@ir location and the total number of
observations for each accounting regime. Furthezpntbe table indicates whether the banks’
countries are members of the European Union af@3.2

Most of the observations concerning the transitiate are from 2005. However, sometimes
banks changed their accounting system in 2006 kecatidifferences in the fiscal year pe-
riod. They are then coded as first-time adoptio@006. If the banks changed to IFRS before
IFRS became obligatory in a specific country, they included in the subsample ‘Voluntary
Adopters’. For some banks, the transition is natilable due to two reasons. 23 banks have
not yet changed to IFRS since they, e.g., do ne¢ ba prepare consolidated annual accounts
in accordance to IFRS. The reason is that in sewetantries IFRS are not mandatory for
individual account$® These banks are then left in the sample as benkbnifdata is avail-
able. Observations of 22 banks are excluded froenddtaset: For 17 banks, information
about the transition is not available or not clg&kentifiable via the Datastream coding, since
the definitions of the underlying accounting systeane ambiguous. Another reason is that
the banks switched to U.S. GAAP. In five cases,itliex additionally contained preferred
shares of some banks. Hence, the initial datagepases a maximum of 1208 observations.

However, due to data availability, the working séspn the following are smaller.

" The constituents list as of June 2009 is used.

80 A similar procedure is used by Hail and Leuz (2087d Jeanjean and Stolowy (2008). See also foo8®it
81 Another reason might be that some banks are afladw@repare their financial statements in accordanith
IFRS after 2005 if certain criteria are met. Eig.Switzerland, banks are allowed to continue foore under
national GAAP (PriceWaterhouseCoopers, 2008, p-1213.
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Table XX: Descriptive Statistics of Banks' Originsand IFRS Adoption

This table provides descriptive statistics for the entample from 2001 to 2008, separated per countries. It canefs$26 (582) observations pre (post) IFRS adoption. Tt diolumn provides the number of banks per country contaiimélde Datastream BankSurope
index. The second column ‘Index Member' indicates the nuwidganks that are members of the large cap index on the nediny market. The columns 'Voluntary Adopters' and ‘Mamdafdopters' indicate the number of banks that voluntasilynandatorily changetthe
accounting system to IFRS. The columns 'ny' (‘na’) provtlesnumber of banks that either did not yet switch ('ny') tB$: or banks for which data is not available or not applicgiola’) . The next columns segregate the maximum total firar gdservations into local
GAAP or IFRS observations, and the maximum numbebeervations in the sample for each country. lakecolumn indicates whether the country is a n&mshate of the European Union as of 2003.

Country Banks per Index Banks Maximum Firm Year Observations EU2003
Country Member Voluntary Mandatory na ny Total Local Member
Adopters Adopters GAAP in % IFRS in % Total

Austriz 7 2 2 3 2 0 7 13 2.1% 27 4.6% 40 Y
Belgiurr 5 3 0 3 1 1 5 20 3.2% 12 2.1% 32 Y
Bulgarie 1 1 0 0 1 0 1 0 0.0% 0 0.0% 0 N
Cyprus 4 3 2 0 2 0 4 1 0.2% 15 2.6% 16 N
Czech Repubili 1 1 1 0 0 0 1 0 0.0% 8 1.4% 8 N
Denmarl 7 2 1 5 0 1 7 34 5.4% 22 3.8% 56 Y
Finlanc 1 1 0 1 0 0 1 4 0.6% 4 0.7% 8 Y
Faroe Islanc 1 0 0 0 1 0 1 0 0.0% 0 0.0% 0 N
France 11 3 0 10 0 1 11 48 7.7% 40 6.9% 88 Y
German' 6 3 2 3 1 0 6 13 2.1% 27 4.6% 40 Y
Greec 10 6 0 9 1 0 10 36 5.8% 36 6.2% 72 Y
Hungan 1 1 1 0 0 0 1 0 0.0% 8 1.4% 8 N
Irelanc 2 2 0 2 0 0 2 9 1.4% 7 1.2% 16 Y
Italy 21 7 1 18 2 0 21 78 12.5% 74 12.7% 152 Y
Liechtenstei 2 0 1 1 0 0 2 6 1.0% 10 1.6% 16 N
Luxembourt 2 0 0 1 1 0 2 4 0.6% 4 0.7% 8 Y
Malta 4 0 4 0 0 0 4 2 0.3% 30 5.2% 32 N
Monacc 1 0 0 0 0 1 1 8 1.3% 0 0.0% 8 N
Netherland 1 0 0 1 0 0 1 4 0.6% 4 0.7% 8 Y
Norway 1 1 0 1 0 0 1 4 0.6% 4 0.7% 8 N
Polanc 14 5 1 13 0 0 14 59 9.4% 53 9.1% 112 N
Portuga 5 3 0 5 0 0 5 20 3.2% 20 3.4% 40 Y
Romanic 3 1 3 0 0 0 3 4 0.6% 20 3.4% 24 N
Russian Federatit 4 2 3 1 0 0 4 6 1.0% 26 4.5% 32 N
Slovenié 3 1 3 0 0 0 3 8 1.3% 16 2.7% 24 N
Spair 11 6 0 11 0 0 11 44 7.0% 44 7.6% 88 Y
Swedel 5 4 0 4 1 0 5 16 2.6% 16 2.7% 32 Y
Switzerlanc 21 2 3 0 2 16 21 13€ 21.7% 16 2.7% 152 N
Turkey 13 8 3 0 7 3 13 29 4.6% 19 3.3% 48 N
United Kingdon 5 5 0 5 0 0 5 20 3.2% 20 3.4% 40 Y
Sum 173 73 31 97 22 23 173 626 51.8% 582 48.2% 1208
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4.4.2 Methodology

4421 Dependent Variables

At first, data about the dependent variables ibgyad. In order to identify any influence of
IFRS accounting on information asymmetry, four mfation asymmetry and market illiquid-
ity measures are used: share turnover, bid-askadgrezero returns, and price impact of
trades, the latter three as outlined by Daske. €2@08), with minor modifications which are

explained in the following.

The bid-ask spread measure is calculated as theah&dgarithm of the average daily spread
divided by the midpoint. It is calculated over anrrhonth period starting four months before
the end of the fiscal year and ending at month etdtive to the financial year efftlThis
rather large period is chosen in order to accoanbbth an information impact on markets
before the official release of results and the fat markets might need some time to process
the information of financial statements. This agmto also controls for the possibility that
markets reward the transition before the actuabado of the new accounting rules takes
place. Some studies suggest that the investigafigpreads is too simple, since spreads con-
sist of several components, such as inventory hgldosts, order processing costs, and ad-
verse selection costs (e.g., Platikanova 20074)p.A division into single components is not
always easy and the procedures often lack signiieaPlatikanova (2007, p. 32) finds that
the adverse selection component of bid-ask spreatiss roughly around 25% - 35% of total
spreads in her investigation. Therefore, taking flos total bid-ask spread as proxy and con-
trolling for firm-specific effects seems to be scifint in a study focusing only on Europe.
Furthermore, the focus of this study is to fincekation between the transition to IFRS and the
development of bid-ask spreads. Therefore, it tsofig@rimary interest which of the compo-
nents of bid-ask spreads is affected. The basie@apon is that the implementation of IFRS
in banks leads to an increase in transparency.eltiaasparency gains are mirrored in de-

creasing bid-ask spreadsteris paribus

The second measureTsirnover(e.g. Leuz and Verrecchia 2000; Leuz 2008jienotes the

natural logarithm of the daily mean turnover of relsain relation to total number of shares

82 Daske et al. (2008) use a broader period for ihgpact study starting at month -5, i.e., five nfenbefore the
fiscal year ends, and ending +7 months in the sjuzs# year.

8 Some other studies use the bid-ask spreads a$ dieasure of information asymmetry and do not aetctor
single components, as for example inventory holdiogts, e.g., Daske et §2008).
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over the investigated 11-month period around fir@ngear ends. The rationale is that turn-
over, or trading volume, captures the investordlinginess to buy and sell firm shares, which
should be inversely related to information asymgné®atikanova 2007, p. 20). Furthermore,
the risk to trade with (better) informed tradersower for stocks with very high trading vol-

umes (Grammig, Schiereck and Theissen 2000).

The third measure is the number of zero retufleso Returnss calculated simply by count-
ing the number of daily zero returns of stocks divitling them by the number of all possible
trading days during the 11-month period aroundafigear end. It measures the trading activ-
ity in a specific stock (e.g., Daske et al. 2008)e IFRS implementation is expected to have
a positive influence on the trading activity foeteame reasons already mentioned for turn-

over.

The last measure to identify the influence on infation asymmetry and market liquidity is
Price Impactof trades. This price sensitivity measure is déscriby Amihud (2002) and is
implemented, for example, by Daske et al. (2008askesses the liquidity of a stock. It is
defined as the absolute value of daily price changeercent divided by the daily trading vol-
ume in currency units (Daske et al. 2008, p. 1138 approach is slightly changed in this
study to become independent of the currency compohe a European setup, there are sev-
eral currencies and exchange rate changes coull draadverse influence on the results.
Therefore, price impact is calculated as the nhtagarithm of the mean value of the abso-
lute daily price change in percent divided by ttagling volume in percent of total stocks out-
standing and is measured over the 11-month pelmothis measure, higher values represent
higher price sensitivity and greater illiquidity afstock. Therefore, the expectation is that the

increase in disclosure leads to a decreasing pripact of trades.

All four information asymmetry and illiquidity meaes (IAIM) are related via multivariate
regression models to the IFRS measure, while clinfyjofor market microstructure and
bank-specific attributes. The continuous dependadtindependent variables are all gathered
from Datastreamand are winsorized at the 1% and 99% quantilerderoto control for ex-
treme values and outliers (e.g., Ball, Kothari &abin 2000; Daske et al. 2008). The number
of observations varies between the single varialiesthermore, only dependent variables

with more than 50% of all possible observationsteed®*

8 An exception is the number of zero returns whei® frocedure would lead to a bias.

83



4422 Information Asymmetry

To test H1, the idea is that we want to identify aignificant influence of IFRS accounting
on the IAIM while controlling for concurrent effecthat also might contribute to an en-
hancement of IAIM. Basically, the approach emplopgd_euz (2003) is used which is modi-
fied to meet our data requirements, i.e., we amtude index membership and additional
control variables. In order to study a possiblduice of the IFRS application, the basic

model to be tested on the four asymmetric inforamagind illiquidity measures (I1AIM) is:

IAIM, =

B, + B,ShareTurnweer, + 5,MarketVale, + 5,FreeFloat, + 5,IFRS, 1
+ B;Stockpric¥/ariability, + 8,EU2003 + B,Index, +>_ B,Controls, +& @

with

Share Turnover the natural logarithm of the monthly average éwer in shares at the
end of month +7,

Market Valug the natural logarithm of the market value of eguit a specific bank’s
stock at the end of month +7,

Free Float; the number of stocks that are not closely heddsheare of total stocks at
the end of month +7;

IFRS: a dummy variable equal to one, if the bank reportaccordance with

international accounting standards,

Stock Price the natural logarithm of the daily stock price aaGe over the
Variability; 11-month period,
EU2003 dummy variables equal to one if a bank is locatea country that is a

member of the European Union as of 2003,

Index; a dummy variable equal to one if the bank’s stsck constituent of the
main stock market index (“blue chip index”) of auotry,

Controls dummy variableontrols for firm-fixed and period-fixed effects.

The data for the analysis is gathered Datastream except foindexandEU2003for which
we manually tried to identify a bank’s index mengbap at the end of 2008 or the member-
ship of a bank’s country in the European Union 83083, respectively. Fd&hare Turnover

Market Value andFree Float we apply lagged variables to ensure that alllalvks informa-

84



tion is completely reflected. The country idengfiion is conducted via the ISIN codes. Fur-
thermore,IFRS is identified usingDatastreanf® In case of missing data or ambiguity, we
manually try to complete the dataset. Otherwise,dnap the observations to prevent mis-

specifications.

The natural logarithm of all I1AIM is used, exceptrr Zero Returnsin the regressions on
TurnoverandPrice Impactas IAIM, the independent variable on share turnasexxcluded
from the regressions in order to prevent the pdggilof collinearity between independent

and dependent variables. The reason isRhae Impactalso contains a turnover component.

As outlined in H1, the IFRS adoption is expecteddduce information asymmetry and in-
crease market liquidity. Therefore, the expectation bid-ask spread regressions are that
Share Turnoveand Market Valueexhibit a negative sign since higher turnover aratket
values are commonly associated with decreasin@shkdspreadsviarket Valuealso controls

for other disclosures of a bank that could haviuérfce on the resulf§.The coefficient on
Free Floatis also expected to be negative since a highaesifairee floating stocks means
that changes in market values are based on a birbadis of market participants and lead to
higher market efficiency. We expect the IFRS dumrayiable to be negative, indicating a
reduction in spreads and higher information efficie The coefficient ostock Price Variab-
lility is expected to exhibit a positive sign since ahérgvolatility is positively associated
with uncertainty and leads to higher informatiolyrametry concerning the future develop-
ment of stocks. The dummy varialii®)2003is expected to be negative due to two reasons:
Firstly, an EU membership of the countries refladsimitment to minimum standards of the
institutional setup within the Eurozone. Secontihg inclusion of the EU dummies accounts
for concurrent effects of other influences on infation asymmetry measures, e.g., sinking
country risks and institutional background whichghtialso be reflected in bid-ask spreads. It
is sufficient to distinguish between EU members aod-members as country-specific factors
become less important in increasingly integratepitahmarket$’ The expectation for the
coefficient onindexis that it exhibits a negative sign, since a bamkembership in the main

stock market index of a country ensures a higheketaransparency for that specific stock.

% For the coding identification, we use a comparaipproach to Hail and Leuz (2007, p. 49-52). Fameple,
the IFRS dummy takes the value of one, if the dataoded “International Standards” or “IFRS”. A damn ap-
proach is also used by Jeanjean and Stolowy (20086-487), see also footnote 80.

% For this connection and a discussion, see Leu@320. 461).

87 See Hail and Leuz (2006, p. 520), citing furttierature and giving a more general discussion.
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For the regression ofurnover,the expectation is that the coefficients Market Valueand
Free Floatare positive, since information supply of largak&induces higher turnover and a
higher share of publicly available stocks also sy influences turnover. The coefficient
on Stock Price Variabilityis expected to exhibit a positive sign, since geaariability in
stock prices is positively associated with tradmtume (e.g., Leuz 2003, p. 458). The coeffi-
cients on the dummy variabl#sRS EU2003 andindexare assumed to have a positive sign.
The commitment to the application of IFRS, the dawpof the European rules, and the index

membership should be positively related to turnover

For both regressions atero Return@andPrice Impactas IAIM, the expectation is th&hare
Turnoverand Market Valueare negatively related to the market illiquidityeasures, since
both coefficients reflect indirectly a market's eattion with respect to a specific std®k.
Large firms are more at the center of attentiom thraaller stocks and, hence, are more liquid
even before the transition to IFRS. The coeffigenn Free Float EU2003 andIndex are
expected to exhibit negative signs, since all e reflect a different perspective of the
level of capital market integration. Therefore, taeel of capital market integration besides
the effect of preparing IFRS financial statemestmeasured. The coefficient 8FRSis as-
sumed to be negative. The rationale is that the&SIBPplication increases the market liquidity

for a bank’s stock.

4423 Equity Valuation

As hypothesized in H2, equity valuations by the katiparticipants are expected to increase
after transition to IFRS. The second set of regoaesmodels tries to identify the effect of
IFRS on equity valuations and puts them into refativith the application of IFRS in Euro-
pean banks using two Market Valuation Measures (MVM

The first measure i$obin’s Qwhich is commonly defined as the replacement obstssets
divided by their book values. Since replacementsco$ assets are not directly observable
from an external perspective, usually the markdétevaf assets is used (e.g., Daske et al
2008).Tobin’s Qis calculated as the total assets less the bdak wh equity, plus the market
value of equity, divided by the total ass&tFhis ratio shows the favorability of a bank com-

pany in relation to its single asset componentsidadly, if the replacement costs are lower

8 As mentioned above, in the regression&Zero Returns and Price Impa&hare Turnoveis excluded as an
independent variable.

8 Alternatively, it can also be calculated as maskatie of equity plus book value of debt, dividedtbtal as-
sets. For the relation frice-to-book Valuesee footnote 77.
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than their corresponding book values, the liquatatralue is higher than the expected future
cash flows generated by the assets. Through thefiocadbn mentioned abovelobin’s Q
puts a firm’s prospects in relation to its bookuesd. The higher the market’'s expectations are
about future cash flows generated by the firm higéer isTobin’s Q(e.g., Daske et al. 2008,
p. 1138).

The second measureRsice-to-book Valuelt is calculated as the market value of equity di
vided by the book value of equity. It measures rierket’'s expectations about the bank’s
proceedings, i.e., the market participants’ forexa$ discounted future cash flows in relation
to the book value of equity. Higher values mightifterpreted as higher growth expectations
which might become clearer through increasing frarency.

As already mentioned in H2, the expectation fohbukasures is that the application of IFRS
leads to a higher equity valuation since the firprespects are increasingly predictable and
comparable and therefore more valuable to inveshorsther words, the forecast of expected
future cash flows is no longer adversely influenbgdfrictions and is more valuable due to

useful information conveyed by IFRS financial stadats.

Concretely, there are two specifications used énamalysis. The first regression on the MVM
includes, in addition to the IFRS dummy, as in plirature the following control variables:
financial leverage, firm size, and stock price ahility (e.g., Lang et al2004; Daske et al.
2008). We use the logarithm of the market valugems of the often used total assets to con-
trol for firm size. We are aware that this mighadeto distortions. Therefore, in order to ascer-
tain the validity and stability of resultB)dexis included instead d¥larketValueto control

for the size of a bank in an alternative model sjpation.

MVM, =
B, + B,MarketVale, + ,Leverage + B,StockPric¥ariability, + 5,IFRS, )
+>_ B,Controls, +& @
with
Leverage the relation of (total assets — book value of gqui total assets at the

end of the financial year.
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All other variables are defined as aboVle expectation is that the sign on the coefficadn
MarketValueis positive, since a higher valuation of equitypssitively related to higher
price-to-book values and higher asset valuatiohg. 8xhibited sign oheverageis assumed

to be positive, since a highly leveraged bank tkeraable to yield a higher return on equity,
ceteris paribusin the alternative model specification, the céfht onindexis assumed to
exhibit a positive sign, since the investors’ aitamis higher towards banks that are members
of the national large cap index. Likewise, the ktpace variability is higher for banks with
ex antehigher growth expectations. Furthermore, the ccefit onIFRSis expected to be
positive, there are higher growth expectations ttuelearer information conveyed to the

markets by IFRS accounting in banks.

4424  Impact of Mandatory Adoption

In this section, the impact of the way of the IF&®ption on banks is tested, as outlined in
H3. The basic idea is to identify the relation betw the voluntary or mandatory adoption of
IFRS and the development of market efficiency, eatdd using information asymmetry and
market liquidity measures. Additionally, the modehtrols for the fact that some banks are
located in member states of the European Unionwimight have a concurrent influence on
effects. In order to determine whether the mangati@nsition also has any impact on the
asymmetric information and market liquidity measuithe following analysis is carried out.

With this specification we try to clarify whethepluntary adopters experience a different
behavior of IAIM when the application becomes madadain a country. Banks that do not

have to change to IFRS are also included since dbayot prepare mandatorily consolidated
accounts in accordance to the new standards. Thigepts any selection bias in favor of

IFRS adopters by including this control group.

As dependent variables, we use the IAIM alreadywthiced from the above analysis: bid-ask
spreads, turnover in shares, number of zero retams price impact of trades. Comparable
approaches are well specified in research (e.ggk®at al. 2008; Florou and Pope 2009). In
order to distinguish between effects for mandatorg voluntary adopters, as well as to dif-
ferentiate effects according to EU membership rédgeession specification is as follows: The
dummy variablévoluntaryis introduced, if a bank uses IFRS before theiegipbn of inter-
national standards becomes obligatory in a speoifinitry. It is equal to one for all financial
statements according to IFRS for voluntary adopteEne dummy variabl&andatoryis used

if the financial statements have to be mandatgnigpared in accordance with IFRS, i.e., for

each year when IFRS has to be used for consolidetenlints in a specific jurisdictioRirst
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Mandatorydenotes all obligatory first-time applicationsIBRS, i.e., the first fiscal year end
with financial statements that have to be oblight@repared according to IFRS. As already
introduced aboveizU2003captures the effect for banks being located iountry that is an
EU member as of 2003 which might also interferdnMiiRS application and we also assume
to have negative effects on bid-ask spreads, ztuwns and price impact, and a positive ef-
fect on turnover. Moreover, we introduce an inteascterm to account for incremental ef-
fects on the market efficiency measures. The aoefft onVoluntary*Mandatorydescribes
the incremental effect on voluntary adopters wHeRS become mandatory in a country. In
the interaction term setting, the coefficientiandatorycaptures the effect of all mandatory
applicators, i.e., wheWoluntaryis zero. Likewise, the coefficient droluntarymeasures the
effect of all voluntarily prepared financial statents before the application becomes manda-
tory.

In order to control for time-dependent influenced dank-specific effects, the regression also
takes into account firm-fixed and period-fixed ete These indicator variables capture
common effects on dependent variables in a spegfic or a specific bank that are not nec-
essarily related to the transition in accountingtems (e.g., Daske et al. 2008, p. 1098). Addi-
tionally, control variables to account for speciéitfects unrelated to IFRS transition are also
included that have already been introduced aboge,Share TurnoverMarketValue Free

Float andStockprice Variability The specification is as follows:

IAIM, =

B, + B,FirstMandéory, + S,Voluntary, + S;Mandatory, + 5,EU2003,

3
+ BVoluntary, * Mandatory, + Z,BjControIs] +& ®)

The information asymmetry and market illiquidity rseees (IAIM) are used as dependent
variables. In order to prevent collinearity probtei8hareTurnoveris excluded as an inde-
pendent variable in the regression TurnoverandPrice Impactas dependent variables, as
already outlined above&ontrolsrepresents all control variables mentioned befsravall as
firm-fixed and period-fixed effects.
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4.5 Results of the Empirical Investigation

4.5.1 Descriptive Statistics

Table XXI provides descriptive statistics for thependent variables applied in this investiga-
tion. On average, for about one out of five tradil&ys, there is no price information avail-
able for a stock in the dataset. However, the nmedianly about 12.2% indicating that there
are some banks that are irregularly traded whigmseto be caused by banks located in
smaller countries. These values are within expectaitand are comparable to prior studies
between about 15% and 30%, on average (e.g., HdilLeuz 2007, p. 40 or Daske et al.
2008, p. 1104). Bid-ask spreads are on averag&Oval@ich is somewhat lower if compared
to previous studies which might however be explaibg the fact that later periods are inves-
tigated and banks might be slightly more liquidrtfiams from other industrie¥. Daily share
turnover amounts on average to 0.31% of a bankd stocks outstanding which is compara-
ble to the findings of Leuz (2003). However, thedimme value of daily share turnover
amounts to 0.13% only. This shows that the distigouis slightly skewed indicating some
firms are strongly traded whereas the majority ariks is below the average value. The aver-
age price impact of trades is 80.61. However, tleeliem is far lower with only 10.98. This
observation is in accordance with the low dailyding volumes and indicates that several
stocks are highly price sensitive. However, thegarés are not necessarily comparable to
prior studies since the calculation is modified,caslined above. Th@rice-to-book Value
amounts on average to 1.73 which is in line witlrpinvestigationsTobin’s Qis on average
1.06 which is close to the median value (1.04) hBatlues indicate that the market values are
just a little above their respective book valuessdets. Both values are lower than in prior
studies, for example, Daske et al. (2008, p. 1¥i4) a mean (median) of 1.44 (1.12). How-
ever, the fact that only banks are covered in ithrestigation has to be kept in mind which
might explain these differences, whereas Daské ¢2@08) study firms from various indus-
tries. The lower values might also be explainedhgyfact that bank-specific assets are often
more closely related to their respective marketeslthan assets of firms from other indus-
tries, making evaluations easier which might beeotééd in a lower Tobin’s Q.

% For example, Leuz (2003) finds mean bid-ask sprdstween 1.72% and 2.26% whereas Hail and Leuz
(2007) find yearly median spreads for IFRS adopaei non-IFRS adopters between 0.9% and 1.2% fo4 20
and 2005.
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Table XXI: Descriptive Statistics of Dependent Varables

This table presents descriptive statistics for the reggedependent variable under investigatidero Returnsdepicts the number of daily zero returns, in percent of twgaling days over the
observation period of 11-monthBid-ask Spreadss the average spread during the observation period, oe fnonth -4 to +7 after the annual results daternover denotes the dailynear
turnover, as share of total number of shares outstandingsuned over the 11-month peridtice Impactis the price impact of trades, measured as the relation of gace changes dividebly
the daily trading volume over the period under investigatirice-to-book Valuedenotes the relation of market value of equity to the bookealf equity.Tobin's Qis measured as total assets
less book value of equity plus market value of equity divitgdotal assets (e.g., Daskeal., 2008). To account for extreme values, all values, exZepd Returns are truncated at the 1%-
and 99%-quantile. Values are only used in the calculatibtiere are at least 50% of all daily observations availabiend the 11-month period. N denotes the number of obsemsfioreact
variahle

Dependent Variables N Mean Median Std. Dev. First Quartile Third Quartile
Zero Returns 1127 19.93% 12.24% 0.210 6.33% 25.00%
Bid-ask Spreads 911 0.98% 0.55% 0.016 0.28% 0.98%
Turnover 1014 0.31% 0.13% 0.007 0.03% 0.38%
Price Impact 959 80.61 10.98 241.345 3.793 48.874
Price-to-Book Value 1011 1.73 1.60 0.77 1.16 2.16
Tobin's Q 880 1.06 1.04 0.09 1.01 1.08
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Table XXII provides information about dependent andependent variables in the sample
according to the accounting regime in force, i@al GAAP or IFRS. In Panel A, bid-ask
spreads are significantly lower for the IFRS sulygenior both means and medians. The
same impression can be reported fioenoReturndor which, on average, about a 25% lower
trading inactivity can be reportefiurnoverseems to be higher for banks using IFRS on aver-
age. For the median values an 80% higher tradwej Ean be reported. Even though not be-
ing significant in differences, the mean of thecerimpact of trades is lower on average for
the IFRS group indicating a decreased price seitgitHowever, it has to be borne in mind
that all effects in this table simply report thergmarison of the IFRS observations to the local
GAAP observations and do not control for concuriafiiences, such as time-dependent ef-
fects. For both equity valuation measuregce-to-book ValuendTobin’s Q,higher means
and medians can be reported. Testing for differecoafirms the perception of working with

two different subsamples for both measures.

The comparison of the dependent IAIM yields lowdbrmation asymmetry proxies f@id-
ask Spreads Zero Returns Price Impact a higher information asymmetry proxy foéurn-
over, and slightly higher equity valuation measuresodder to clarify whether the transition
to IFRS or other effects such as the ongoing clapmitaket integration, can be held responsi-
ble for the observed differences, we use the psaxigoduced above in the analysis.

In Panel B, as independent control variables, we & higheiStock Turnoverwhich is meas-
ured at the end of the period under investigati@, month +7 after the fiscal year end. A
large and significant difference between the sulpd@sncan also be reported from the market
values of the companies for which the average maskleie is nearly twice the value under
local GAAP seven months after fiscal year end. Heweas already outlined above, it has to
be kept in mind that the market values are vergrofitrongly influenced by time-dependent
factors such as business cycles. The share offlaeng stocks Free Floa) is marginally
higher for IFRS (64.15% versus 63.43% in local GAAlth regard to means. However, me-
dian values are 1.5% higher under local GAAP wisieems to have no influenc&hareprice
Variability is higher for the IFRS subsample and significardifferences for both means and
medians.Leverageindicates slightly higher leveraged banks withamegto means under
IFRS. However, this cannot be observed from thepaoieon of median values indicating a

slight reduction in liability quotas.
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Table XXII: Descriptive Statistics for Dependent aml Independent Variables

This table presents descriptive statistics for the respeadependent variables in the investigatieeparate
according to accounting regimes in force and measured beetdtal period under investigation (2001-20@84-ask
Spreadsis the average spread during the observation period,@m month -4 to +7 after the annual results date.
Turnover denotes the daily mean turnover, as share of total numbeharfes outstanding, measured over e
month period.Zero Returnsdepicts the number of daily zero returns, in percent of totadiing days ovethe
observation period of 11 monthBrice Impactof trades is the relation of daily price changes divided bg dhily
trading volume over the period under investigatidiice-to-Book Valuedenotes the relation of market valoé
equity to the book value of equityobin's Qis measured as total assets less book value of equity pluematue

of equity divided by total assets (e.g., Daske et al. 28&)ck Turnoveiis the monthly average turnover in shaeds
the end of month +7 after financial year emdbsolute Market Valuds measured as market value of equity of a
specific bank at the end of month #tee Floatdenotes the number of stocks that are not closely held, ag eha
stocks outstandingStock Price Variancas the daily volatility measured of a total return index otke 11-montt
period. Leveragedenotes the quota of total liabilities to total assets ircpet. To account for extreme values,
dependent variable values, except Zero Returns, are treh@d the 1% and 99%-quantile. The independent variable
Stock Turnoveris also truncated at the 1% and 99%-quantile. Values arewsdyd in the calculations if there aae
least 50% of all daily observations available during theriiith period. Testing for differences in means ametlian:

is done using an ordinary t-test (two-sided) and a Wilcoxdagned rank test, respectively. ***** *indicate
significance according to a two-sided t-test on the 1%-,,3%-level. +++,++ + indicate significance according to a
Wilcoxon signed rank test on the 1%-, 5%-, 10%-eve

Panel A: Dependent Variables

Dependent Variables Local GAAP N IFRS N Difference
Bid-ask Mean 1.07% 501 0.86% 410 -0.21%
Spread Median 0.63% 0.45% -0.179%+
Turnover Mean 0.27% 525 0.35% 489 0.08%
Median 0.09% 0.17% 0.08%++
Zero Mean 22.89% 572 16.89% 555 -6.01%%
Returns Median 16.88% 8.44% -8.4404+
Price Impact Mean 83.04 481 78.17 478 -4.86
Median 12.08 10.02 -2.06
Price-to- Mean 1.66 547 1.80 464 0.14**
Book Value Median 1.54 1.68 0.14+++
Tobin's Q Mean 1.05 517 1.07 363 0.02+**
Median 1.03 1.05 0.01+++
Panel B: Control Variables
Stock Mean 0.23% 503 0.32% 391 0.09%
Turnover Median 0.06% 0.14% 0.07%8+
Absolute Mean 6,187.19 550 11,066.70 430 4,879.51*
Market Value Median 1,089.81 3,330.87 2,241.06-++
Free Mean 63.43% 510 64.15% 502 0.72%
float Median 66.50% 65.00% -1.50%
Stock Price Mean 0.00035 570 0.00081 545 0.00046
Variance Median 0.00018 0.00039 0.00024++
Leverage Mean 91.44% 564 92.77% 501 1.33%
Median 94.02% 93.74% -0.28%
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4.5.2 Information Asymmetry and Market Liquidity

In the following, the results of the two model sfieations testing the information asymme-
try proxies, i.e., bid-ask spreads and on stockawer, and the illiquidity measur@ero Re-
turns andPrice Impactare presented. Overall, we find a quite high exgiary power in all
model specifications in Table XXIIl. However, the$fect is not uncommon in models con-
trolling for firm-fixed as well as period-fixed &ftts and is in line with prior investigations
(e.g., Hail and Leuz 2007; Daske et al. 2088).

Table XXIII shows the regression Bfid-ask SpreadéViodel I). One basic finding is that all
coefficients except the coefficient darket Valie exhibit the predicted signs. However, this
coefficient estimate is not significant. The coa#nt onIFRS is significant, indicating a
negative influence on bid-ask spreads, even atietralling for period-fixed and firm-fixed
effects and in presence of the concurrent contapiables. However, the effect of IFRS is
much lower in comparison to the effect of beingaled in an EU member state which seems

to play a major role.

Inspecting the model specification diurnover (Model 1) leads to a different impression.
The coefficient on the IFRS dummy does not suggest significant impact on turnover.
Contrary to expectations, the coefficientfenee Floatis negative and lacks significance. Ad-
ditionally, the coefficient on stock price variabylis positive and highly significant. This
observation is in line with the notion that gread&vck price variability is related to higher
turnover in stocks (e.g., Leuz 2003). The coeffitien the natural log of the market value is
significantly negative which seems counterintuitatefirst glance. This might be interpreted
as lower trading volumes in growing market capatatiion,ceteris paribusPanel B suggests
a strong correlation dhdexand EU2003 which might explain the observation.sMaanks
having high trading volumes are larger banks tihatnaembers of the main stock market in-
dex. Hence, most of the size effect might by abetrby both of those control variables.
Therefore, we carry out some robustness checksufimed below, this leads to comparable
results in relation to the effect of IFRS. The dwoe&fnt on the index membership dummy is
highly significant and exhibits a positive sign winiprovides evidence that the attention of
the stock market towards large banks is refleatdugher turnover, even after controlling for

a bank’s absolute market value.

°! See Wooldridge (2003), p. 466. We rerun the resjpas without firm-fixed effects leading to congialely
lower explanatory power with an adjuste@ibetween 0.368 and 0.614, confirming this effect.
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Table XXIlI: Regression Analysis of Information Asymmetry Measures

Panel A presents the results of an ordinary least square)(f@g&ession on different measures of information asymnBid-ask Spreadss the natural logarithm of the average bid-
ask spread measured as difference between bid and ask giitgsd by the midpoint, and measured over the 11-monttopgeunder investigationTurnover denotes thenatura
logarithm of the daily mean turnover of shares in relatiototal number of shares over the investigated 11-month geZieroReturnsis calculated by counting the numberadsdily
zero returns of stocks and dividing them by the number of adisible trading days during the 11-month periBdce Impactis the natural logarithm of the mean value of absolute

daily price change in percent divided by the trgdinlume in percent of total stocks outstanding.

Share Turnoveiis the natural logarithm of the monthly average turnovetiarss at the end of month +Vlarket Valueis the natural logarithm of the market value of a spedifimk
Free Float denotes the number of stocks that are not closely held, as sh#otal stocksIFRS is a dummy variable equal to one if the bank reports in acemeldo international
accounting standardStock Price Variabilityis the natural logarithm of the daily stock price variancermthe 11-month period. EU2003 is a dummy variable. It is etuane if a
bank is located in a country that is a member of the EuropedoriJes of 2003. The values in parentheses denote the t-vafuebust standard errors. N denotes the nundjer
observations. We also control for firm specific and timeefixeffects using dummies (not reported). Standard erreradjusted for intra cluster correlation in banks. F-Stiatsare

reported according to standard OLS regressionguipose of comparison. *** ** * indicate significae according to a two sided t-test on the 1%-, 3%p-level.

Panel B displays the correlation matrix for independent deyplendent variables in the regression analysis. The tagéags the correlation table for the regressionsBaarAsk
Spreads Turnover, Zero Returns andPrice Impactas dependent variable. * indicates signficancéherb%-level.

Panel A: Multivariate Regression Analysis

Model | Model Il Model Il Model IV
Bid-ask Spreads Turnover Zero Returns Price Impact
Constant -1.62879 -6.03375+* 0.57103 4.32906
(-3.24) (-9.06 ) (4.49) (5.27)
Share Turnover “) -0.08759 “) -0.01073+
(-4.58) (-2.72)
Market Value ) 0.00272 +) -0.34034+ O] -0.01157 “) 0.18077
(0.03) (-1.98) (-0.88) (0.85)
Free Float ) -0.00408+ (+) -0.00076 ) -0.00003 -) -0.00046
(-3.01) (-0.30) (-0.20) (-0.17)
IFRS ) -0.19497+ *+) 0.22539 ) 0.01208 ) -0.440338
(-2.02) (1.38) (0.85) (-2.39)
Stock Price +) 0.15702* ) 0.20732 +) -0.03612++* +) 0.23210
Variability (3.31) (3.47) (-3.90) (3.76)
EU2003 ) -1.73908* +) 1.23464 *+ ) 0.07183* -) -2.69042+
(-5.89) (2.80) (2.23) (-4.69)
Index ) -1.56489* +) 2.36545 *++ O] -0.76726+ ) 1.42306 *++
(-3.69) (3.56) (-33.78) (3.01)
Adj. R2 0.788 0.866 0.834 0.861
F-Stat 19.440 37.000 27.800 34.900
Prob 0.000 0.000 0.000 0.000
N Bank 119 136 135 133
N 647 815 781 781
Firm-fixed effects, included included included included

Period-fixed effects
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Table XXIII (contd.): Regression Analysis of Information Asymmetry Measures

Panel B: Correlation Tables

Bid-Ask Spreads Share Turnover Market Value Free Float IFRS S. P. Variabiity EU2003 Index
Bid-Ask Spreads 1.000
Share Turnover -0.537 * 1.000
Market Value -0.641 * 0.487 * 1.000
Free Float -0.283 * 0.235 * 0.218 * 1.000
IFRS -0.232 * 0.105 * 0.278 * 0.029 1.000
S. P. Variabilty 0.156 * 0.144 * 0.179 * -0.093 * 0.281 * no
EU2003 -0.271 * 0.098 * 0.282 * 0.163 * 0.067 0.039 1.000
Index -0.490 * 0.576 * 0.729 * 0.210 * 0.186 * 0.250 * 0.218 * [0]0)]
Zero Returns Share Turnover Market Value Free Float SIFR S. P. Variabilty EU2003 Index
Zero Retums 1.000
Share Turnover -0.462 * 1.000
Market Value -0.498 * 0.504 * 1.000
Free Float -0.151 * 0.228 * 0.175 * 1.000
IFRS -0.255 * 0.080 * 0.254 * 0.036 1.000
S. P. Variabilty -0.308 * 0.135 * 0.131 * -0.058 0.262 * 00
EU2003 -0.183 * 0.116 * 0.285 * 0.175 * 0.027 0.016 1.000
Index -0.393 * 0.568 * 0.705 * 0.202 * 0.171 * 0.224 * 0.197 * [0]0)
Turnover Market Value Free Float IFRS S. P. Variabiity EU2003 Index
Tumover 1.000
Market Value 0.508 * 1.000
Free Float 0.223 * 0.166 * 1.000
IFRS 0.124 * 0.276 * 0.026 1.000
S. P. Variabilty 0.169 * 0.134 * -0.060 0.269 * 1.000
EU2003 0.197 * 0.301 * 0.175 * 0.041 0.026 1.000
Index 0.583 * 0.718 * 0.194 * 0.195 * 0.228 * 0.214 * 1.000
Price Impact Market Value Free Float IFRS S. P. Vdiiabi EU2003 Index
Price Impact 1.000
Market Value -0.505 * 1.000
Free Float -0.290 * 0.161 * 1.000
IFRS -0.077 * 0.259 * 0.035 1.000
S. P. Variabilty 0.138 * 0.148 * -0.056 0.275 * 1.000
EU2003 -0.168 * 0.257 * 0.166 * -0.002 0.021 1.000
Index -0.529 * 0.707 * 0.198 * 0.180 * 0.239 * 0.177 * 1.000

Turning to the model odero Returns(Model Ill), the results indicate that the coeiffiat on
IFRS has no significant impact. Therefore, as eNodel onTurnover(Model 1l) we cannot
refute the hypothesis that IFRS has no effect adirtig activity in general. The coefficient on
stock price variability is negatively related Zero Returnswhich means that a larger stock
price variance is associated with a sinking nunib&ero ReturnsThe explanation might be
that stocks that are traded less often show lowegancesceteris paribusContrary to expec-
tations the coefficient oiEU2003is, counterintuitively, slightly positively related Zero
Returns This would mean that banks in EU member coungidsbit a slightly higher num-
ber ofZero Returnsall else being equal. However, this might als@benterference with the

coefficient estimate on the dummy variable conimgllifor index membership for which we
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report a highly significant negative effect dero ReturnsBoth of the variables are posi-
tively correlated which might result in this obsatien.

The multivariate regression model Bfice Impactof trades (Model 1IV) does yield a highly
significant influence of IFRS. All coefficients exat the coefficient on the variables control-

ling for market value and index memberseihibit the predicted signs.

Taken together, the results indicate a relatiorwbeh IFRS accounting and information
asymmetry and market liquidity measures, if measkine bid-ask spreads and the price im-
pact in support of H1, even after controlling farspible concurrent effects, such as general
market conditions or time-dependent effects. Howeaesystematical influence on the num-
ber of potential trading days without trading aslae a positive influence on turnover cannot
be confirmed given the results above. Rather, gémearket conditions seem to have a supe-
rior influence. Therefore, there is mixed evidewédFRS accounting having an impact on

information asymmetry and market liquidity measures

Robustness Checks

SinceMarket Valueandindexare highly correlated, see Panel B of Table XXMé& also run
regressions excluding eithitarket Valueor Index This yields comparable results in relation
to our coefficient estimates on IFRS which seeratigdly stable for all tested specifications.

4.5.3 Equity Valuation

The results of the regression analyses on equityatian measures are presented in Table
XXIV, Panel A. Both regression specificationsTadbin’s Qas a dependent variable yield no
significant relation between asset valuation ari®iSFaccounting. The coefficients of the con-
trol variables on stock price variability, marketlwe, and index membership exhibit the ex-
pected signs. The coefficient dndex suggests that index members have a significantly
higherTobin’s Q all else being equal. This might be caused byfdhethat larger banks are

more highly leveraged in comparison to smaller lsank

A different impression can be reported from thereéegion results oRrice-to-book Value

For both specifications, the coefficient on IFRShibks a negative and significant sign,
meaning that IFRS is negatively related for botieraktive specifications, after controlling
for market control variables and firm-specific gretiod fixed effects. This is contrary to our
expectations and indicates tHatice-to-book Valuas lower for banks using IFRS, all else

being equal. A reason might be that book valuequiitg is higher according to IFRS. The
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result is in line with prior results for examplefn Daske et al. (2008, p. 1115) who find a
positive impact on equity valuations only after woliing for anticipation of the mandatory
application. They also point out that the obseoratimay be adversely influenced as a conse-
guence of accounting effects since higher bookesbf equity and assets under IFRS might
decrease the equity valuation measures. An adweiisence caused by time-dependent ef-
fects such as business cycles, should be neuttakitdeast partly, by controlling for period-
fixed effects. The remaining coefficients of thentol variables for market value and lever-
age exhibit the expected signs and are partly feegnit, indicating a relationship to equity
valuation if measured bRrice-to-book ValueThe coefficient orStock Price Variabilityis
significantly negative related terice-to-book Valuen one specification which seems coun-
terintuitive. However, this might be caused by itterference of the variable controlling for

index membership.

To summarize this section, the positive impactFéd®$ accounting on asset and equity valua-
tion of the market cannot be supported, refuting Pi@e, Thornton and Welker (2008) find
that the mere anticipation of greater transparesspciated with the IFRS introduction might
increase the value of a firm with high agency costes might imply that the positive effect
of IFRS introduction is anticipated by the marketisat the actual transition might have no or

even a negative impact on equity valuations.
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Table XXIV: Regression Analysis of Asset and Equityaluation Measures

Panel A presents the results of an ordinary least square )(@iggession on different measures of information asymm@wbin’s Q is calculated as total assets less lthek
value of equity, plus market value of equity, divided by tatssetsPrice-to-book Value(PTBV) is calculated by the market value of equity divided by thekbealue.Mark et
Value is the natural logarithm of the market value of equity at thd ef month +7Leveragedenotes the relation of debt as share of total as#eRS is a dummy variablequa

to one if the annual financial statement is prepared in alzcwre to IFRSIndex is a dummy variable equal to one if the bank is constituenb@frhain stock market index of a
country. The values in parentheses denote the t-valueduastratandard errors. N denotes the number of observatdesalso control for firm-specific and period-fixed effects
using dummies (not reported). Standard errors are adjufsteiitra cluster correlation in banks. F-Statistics arporéed according to standard OLS regressions for purpbse
comparison. ***** indicate significance accordjrto a two sided t-test on the 1%-, 5%-, 10%-level.

Panel B displays the correlation matrix for independentdemkendent variables in the regression analysis. The ubpesr] table displays the correlation table for the regoess

on Tobin's Q (PTBV) as dependent variable. * indisasignificance on the 5%-level.

Panel A: Multivariate Regression Analysis

Tobin's Q Tobins's Q PTBV PTBV
Constant 0.37769* 1.18349 **x -4.34610%+ 0.37958
(2.29) (7.55) (-4.98) (1.41)
Market Value +) 0.09269+« +) 0.79124 ===
(9.77) (9.34)
Leverage +) -0.02549 C) -0.11823 ) 0.22639 ) 1.22962
(-0.19) (-0.69) (0.38) (2.29)
Stock Price ) 0.0058%* ) 0.00321 (+)  0.01245 *+) -0.06739
Variabiity (2.48) (0.92) 0.37) (-2.08)
IFRS ) 0.00108 (+) -0.01131 +) -0.29656 ) -0.43660++
(0.12) (-0.92) (-3.15) (-3.49)
Index +) 0.02619 * +) 0.21222
(2.00) (0.43)
Adj. R? 0.815 0.697 0.734 0.617
F-Stat 27.340 14.900 17.390 12.020
Prob 0.000 0.000 0.000 0.000
N 870 870 880 1,005
N Banks 135 135 138 138
Firm-fixed effects, included included included included
Period-fixed effects
Panel B: Correlation Tables
PTBV Market Value Leverage Stock P.Variabilty IFRS Index
PTBV 1.000
Market Value 0.270 * 1.000
Leverage 0.046 0.148 * 1.000
Stock P.Variabilty 0.132 * 0.136 * -0.118 * 1.000
IFRS 0.221 * 0.319 * 0.058 0.243 * 1.000
Index 0.187 * 0.744 * 0.158 * 0.220 * 0.221 * 1.000
Tobin's Q Market Value Leverage Stock P. Variabilty IFRS Index
Tobin's Q 1.000
Market Value 0.121 * 1.000
Leverage -0.373 * 0.165 * 1.000
Stock P.Variabilty 0.162 * 0.145 * -0.122 * 1.000
IFRS 0.125 * 0.328 * 0.010 0.247 * 1.000
Index 0.082 * 0.749 * 0.176 * 0.219 * 0.217 * 1.000
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4.5.4 Influence of Mandatory Transition on Banks Locatedin EU Member Countries

In Table XXV, the results of the multivariate regg®n on mandatory transition are pre-
sented. The coefficient dfirst Mandatoryhas a significant adverse effect for most spegific
tions, indicating an unfavorable effect on informnatasymmetry and market liquidity meas-
ures. A reason might be the adjustment to the remeumting system for many market par-
ticipants in terms of both intertemporal compaigpénd comparability between firms. As in
the prior section, explanatory power is relativelgh in all regressions. Only in the regres-
sion of Price Impact,the coefficient estimates dMandatorybecome significant. The coeffi-
cients onVoluntaryyield that voluntary adopters do not report aidettinfluence on IAIM as
well. Obviously,EU2003has a significant effect on all IAIM.

Model | in Table XXV, which captures the effect bid-ask spreads, indicates that the man-
datory first-time adoption has a positive impace ¥Wd no evidence that mandatory adopters
might experience a negative impact on spreads hssvao impact on spreads turning to vol-

untary applications prior to mandatory usage ofSFkhd, again, later, when IFRS has to be
mandatorily applied. The first mandatory resultesented according to the new standards
significantly increase spreads which is in linehagixpectations. Taken together, the evidence

suggests that the first mandatory annual resutisey@ed temporary confusion to the markets.

The regression on turnover is displayed in ModeifITable XXV. FirstMandatoryseems to
have no significant effect at all. Likewise, the effawients Voluntary and Volun-
tary*Mandatoryseem to have no significant effect on turnoventi@y toMandatorywhich
seems to have a significant positive effect. Thididates that mandatory adopters seem to
experience a significant incremental increasélumnover However, banks located in EU
member countries as of 2003 experience a signifipasitive effect onTurnover which
seems to be one dominating effect. This resut i;e with the results from previous studies
(e.g., Daske et al. 2008). An explanation is thattransparency and comparability of these
markets is generally higher which implies that nueed effects are strongly influenced by the
general equalization of the institutional backgumthe EU.
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Table XXV: Multivariate Regression Analysis of Information Asymmetry Measures with
Control Variables

This table presents the results of an ordinary least sq@ir8) regression on different measures of information asgtrynBid-ask Spreadss the natural logarithm of the averalgiel-as}
spread measured as difference between bid and ask priddediivy the midpoint, and measured over the 11-month pemaiguinvestigation. Turnover denotes the natural logaritf
the daily mean turnover of shares in relation to total nundfeshares over the investigated 11-month periéeroReturnsis calculated by counting the number of daily zero retuwhs
stocks and dividing them by the number of all possible trgdiays during the 11-month perioBlrice Impactis the natural logarithm of the mean value of absolute dailgepchange in
percent divided by the trading volume in percent of totatksooutstanding. As independent variables are defined v First Mandatory is a dummy variable equal to onetlfe
financial statements are the first financial statementsdatorily prepared in accordance to IFR®luntary is a dummy variable if a banks initially applies IFRS voluiita starting inthe
period of the first voluntary IFRS applicatioMandatory is a dummy variable equal to one if a bank mandatorily apph&S for each year of mandatory application. The interactésm
Voluntary*Mandatory captures the incremental effect for voluntary adoptersrdRS become mandatory in a count8tockTurnoveris the natural logarithm of the monthiverag
turnover in shares at the end of month MarketValueis the natural logarithm of the market value of a specifick&meeFloat denotes the number of stocks that are not closely kzeld,
share of total stocksStock Price Variabilityis the natural logarithm of the daily stock price variancemthe 11 month period. The regressions are also includefiiea andperiod-fixec
effects which are not reported. The values in paranthesestel¢he t-values of robust White cross-section standaxatsand account for correlation within clusters. F-Statsare
reported according to standard OLS regressions for purpbsemparison. ***** * indicate significance at the 1%9%6- or 10%-levelN Observations(N Banks denotes the numbef
observations (banks).

Model | Model Il Model Il Model IV
Bid-ask Spreads Turnover Zero Returns Price Impact
Constant -2.27042~ -4.75548+ 0.63588 * 4.42543 #
(-3.79) (-4.38) (4.37) (2.84)
First Mandatory 0.24528* -0.54498 -0.02340 0.71947
(2.05) (-1.65) (-1.65) (1.95)
Voluntary -0.17692 -0.14375 -0.01481 -0.12807
(-0.95) (-0.28) (-0.57) (-0.21)
Mandatory -0.19961 0.92325 0.01159 -1.15623¢
(-0.89) (1.73) (0.43) (-2.10)
EU2003 -0.21352 0.8268% -0.68122+ -2.43346+
(-0.37) (2.16) (-17.53) (-4.19)
Voluntary*Mandatory 0.01645 -0.27410 0.01438 0.62574
0.12) (-1.36) (0.93) (2.19)
Stock Turnover -0.08308* -0.01106*
(-3.61) (-2.51)
Market Value 0.04761 -0.19363 -0.01779 0.12278
(0.43) (-1.33) (-1.17) (0.57)
Free Float -0.00463+ -0.00093 -0.00001 0.00076
(-3.06) (-0.34) (-0.05) 0.27)
Stock Price Variabilty 0.11692+ 0.22464 =+ -0.03035+* 0.19388
(2.15) (3.75) (-2.90) (2.83)
Adj. R? 0.784 0.887 0.813 0.877
F-Stat 18.81%+ 43.48+ 23.94% 39.06 ***
Prob 0.00 0.00 0.00 0.00
N Banks 100 116 116 115
N Observations 559 701 688 687
Firm-fixed effects, included included included included

Period-fixed effects

Zero Returnsndicates that the first mandatory applicationnsg¢o have no significant effect
on the number of zero returns. Likewise, for thefioient estimates on botoluntaryand
Mandatory as well asVoluntary*Mandatoryno significant effect can be reported. Analo-
gously to prior observations, being located in &hrkember country of 2003 is significantly
negatively associated to the number of zero retumgeneral, the observations daro Re-
turns confirm the results from the prior sections sugjggsno significant influence of IFRS

on this measure.
Model IV presents the results for the price impafctrades. The result is consistent with the

perception that the obligatory first-time IFRS atiop, i.e., the first mandatory annual results

reported under IFRS, seems to introduce additiooafusion in the market at first which is
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reflected by a significantly positive effect dtrice Impact On the one hand, mandatory
adopters experience a significant incremental @sereéndicating a favorable effect Bmnice
Impact On the other hand, the overall effect is sigalfity weaker for voluntary adopters
when IFRS become mandatory. The strongest negatidehighly significant effect can —
again as in most models on other IAIM — be repoftech EU2003indicating a strong influ-

ence by the general market background.

To summarize, the analysis in this section leavearabiguous impression. The results indi-
cate that the first-time mandatory adoption of IFRBoduced confusion into markets ini-
tially. In total, the effect of voluntary adoptienggests no sustained impact for each group of
IFRS adopters, whereas mandatory adoption partisnsdo have an impact durnoverand
Price Impact One strong result is that the EU2003 membershipe countries which con-
trols for the general institutional background amdrket situation seems to have a sustained
effect on the IAIM. This result of the analysis talso be interpreted as the general institu-
tional background and the relatively homogenousketasf EU member countries as of 2003
enhancing information asymmetry and market ligyidit banks more than the homogeniza-

tion of accounting systems.

As robustness check, we also rerun the regressimiting the interaction term which is not
reported. This confirms our main results with apatt ofMandatoryon TurnoverandPrice
Impact andnone of the coefficient estimates ®oluntary being significant, suggesting no

significant impact for voluntary adopters
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4.6 Conclusion

We investigate a large sample of over 151 Euroeaiks over an 8 year period (2001-2008).
To the best of our knowledge, this is the firstastigation studying the effect of mandatory
adoption of IFRS on a large sample of banks in peird he basic goal was to clarify whether
the changeover to IFRS has a positive influencenfummation asymmetry and market liquid-
ity measures which then could be interpreted asagken efficiency improvement. Further-
more, the study tries to give an answer to the tiqpresvhether the IFRS transition influences
the market valuation of European banks. Previoudirigs suggest that the results should be
even more pronounced for banks since this groupldhexperience larger transparency gains
during transition. The last question to be answesedhether mandatory adopters of IFRS
benefit more than voluntary adopters. The studemarated into three sections.

Firstly, the impact of IFRS accounting on infornoatiasymmetry and market efficiency
measures is studied. The results yield a significagative influence on bid-ask spreads and
a significant reduction of price impact throughdtle period under investigation. However,
both of the other measures do not indicate sigaititower information asymmetry or market

illiquidity.

Secondly, the investigation on asset and equityatedn does not offer evidence for banks
preparing their financial statements in accordasmite international standards having signifi-
cantly higher asset and equity valuations. Theifigduggests a negative influence for some
equity valuations which seems to be confusing. Tésult leaves two possibilities for inter-
pretation which are open to further discussiorstFIFRS accounting might not provide mar-
kets with superior information in order to enham@nk evaluations. Second, banks might
already be transparent to investors even befordrémsition to IFRS, not leading to addi-

tional significant transparency effects.

The third section concentrates on the effect ofdatory versus voluntary adoption. The re-
sults offer mixed evidence. Sustainably greateebtnon IAIM effects for voluntary adopt-
ers as in prior investigations (e.g., Daske eR@08) cannot be confirmed on the basis of the
observations. Rather, we get a contrary impressitdmmandatory adopters partly benefiting
from the IFRS adoption. However, according to asults being a voluntary adopter after

IFRS become mandatory seems to have a slightlyardale effect on IAIM. Moreover, we
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find that being located in the European Union alonproves information asymmetry and

market liquidity which seems to have a leadingafte information asymmetry measures.

Taken together, the results indicate that IFRS irtiglve an effect on information asymmetry
and market liquidity measures when measured usoh@dk spreads and price impact. How-
ever, we find no sustainable evidence for enhantadket valuations of banks after transition
to IFRS. Market efficiency partly increases aftesndatory adoption of international stan-
dards which is in line with the results of Hort@erafeim and Serafeim (2013). However,
even though we accounted for firm-specific riskd arbroad variety of other concurrent mi-
croeconomic influences, it cannot be ruled out thatobservations are, at least in part, driven
by the ongoing market integration in the Europeamb and an increase of the investor base

rather than the change in accounting rules.
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5 IFRS Application of European Banks and the Effectson
Accounting Quality

5.1 Introduction

The controversial discussion around the introductb IFRS in Europe led to a wide variety
of opinions concerning the ability of IFRS accougtio generate superior information. Some
arguments in favor of the new standards are treachHange in accounting systems leads to
more transparency, more market efficiency, and togast of equity capital for the firms.
However, from a company perspective, the introductf a new accounting system is only
favorable if the benefits of the application, ithe arguments mentioned above, outweigh the
costs of implementing and maintaining the new anting system. Furthermore, e.g. in Ger-
many, very often the old accounting systems als@ ha be kept since the IFRS accounting
system does not necessarily release the compaoiestifie obligation to prepare individual

financial statements in accordance with local GAsddhdards.

One central advantage that would legitimate IFR&auaating is if it considerably improves
the accounting quality. There are several defingiof accounting quality. Accounting quality
can be defined as the financial statement infomnatéflecting more precisely the real under-
lying economic situation of that firm, i.e., itsrtie” firm value. Since the “true” firm value
cannot be observed, the observable market valgessad as a proxy. Accounting quality is
therefore often referred to as “value relevanceacéounting measurés Additionally, the
superior stringency of IFRS is often claimed towmnclearer information to the market in a
way that it is less prone to subjective influenoegeported earnings of a firm’s management.
Therefore, the remaining discretionary degreesegdom for earnings management can also
be interpreted as a measure of accounting qudltgse circumstances might enhance the
investors’ ability to make reasonable investmenisiens, thereby, improving capital market

efficiency.

Banks are often excluded in studies investigatigltenefits of the IFRS transition since they
embody a special industry. However, banks oftertasormore financial assets and liabilities
which are publicly traded in comparison to firmsotier industries. For example, the intro-

duction of IAS 39, which plays a major role in fireancial statements of banking institutions,

%2 For an extensive literature overview, see, e.grttBet al. (2001).
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leads to changes in the valuation of many finaresslets and liabilities. A body of literature

finds that banks’ fair value disclosures of asset Bability securities and loans have higher
value relevance in contrast to their respectivekbealues (e.g., Barth 1994; Barth, Beaver
and Landsman 1996; Mozes 2002). Furthermore, Bartd. (1996) also show that for US

banks even differences between fair values and bahles of bank loans are value relevant.
In a comparable setting, Eccher, Ramesh and Tlapga(1996) observe that the obligatory
requirements of SFAS 107 to publish fair value infation about specific items, e.g., fair

value disclosures of net loans, might have addaficaibeit lower value relevance than securi-
ties. Nissim (2003) finds that banks might oveestaported fair values which are supposed
to represent the intrinsic values of loans. Takgether, an implication of these results would
be that accounting systems measuring a larger sthassets at fair value have higher value
relevance than accounting systems that rely onatialu at cost. However, from the perspec-
tive of banking supervision, this might also haegative implications in terms of increasing

regulatory capital volatility. This makes the intigation of changeover effects on banks par-
ticularly interesting since many European banksHhaaen using rather conservative valuation
measures, e.g., at (amortized) cost, prior to tiango IFRS. Therefore, the relation between
the market value and the assets and liabilitieshtriig stronger in banks after transition to
IFRS which allows more fair value accounting fornydanking-specific assets and liabili-

ties.

The contribution to the existing literature is #fi@d. Firstly, literature suggests that the ap-
plication of IFRS has ambiguous effects on valuevance and earnings manageniént.
However, in our study the effect might become @eaince the institutional setup is held to
be comparable using only data of banks in Europeoidly, another argument is that empiri-
cal research often concentrated on the voluntaoptamh so far due to data availability. The
mandatory adoption in 2005 in many European coemenables us to study the development
over a larger period after the application of IFB&ame mandatory. The investigation of
voluntary and mandatory adopters in one large sammyér a decade (1999-2008) might have
other implications since the sample does not siften a self-selection bias caused by the
investigation of voluntary adopters only. Thirdyntil today, the effects on banking institu-
tions have been widely neglected in literature.tii® best of our knowledge, this is the first
investigation concentrating on value relevancecabanting measures and earnings manage-

ment for European banks before and after mand#tangition to IFRS. The advantage of this

% For a discussion, see Barth, Landsman and Lar@(20 472-473).
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study is that we use a variety of accounting quatieasures taking different perspectives and
analyze a homogenous dataset in order to clarifgtidr the accounting information is really

superior in terms of value relevance and earningsagement.

Concretely, we study whether IFRS accounting iflyeaore value relevant in that the ac-
counting information, i.e., financial statemenimtg are better reflected in market values of
equity. Furthermore, we analyze whether IFRS areerstringent in that they reduce discre-
tionary degrees of freedom for a firm’s managentemhanage earnings which might then be
interpreted as higher accounting quality. We filndsastainable evidence suggesting a higher
value relevance of earnings and book value of gdoit banks applying IFRS. However,
there is evidence that some financial assets ssispexific investments and loans, might have
higher value relevance under IFRS. The test foorimaration of economic income in ac-
counting income does not provide evidence of aiftsogmtly faster reaction of earnings under
IFRS. Furthermore, the incorporation of economgsés in accounting income seems not to
be more pronounced for local GAAPs. The set ofstesincerning earnings management
yields no sustained evidence that earnings manageméower for IFRS. In general, these
results suggest a rather weak impact on value apt®y and earnings management of IFRS

accounting standards.

The remainder is organized as follows: Section@®ides related investigations and their
results. Section 5.3 introduces the hypothesestenthethods used. Section 5.4 describes the
dataset. Section 5.5 presents the results anctasgisn. Finally, section 5.6 recapitulates the

main results and offers a conclusion.
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5.2 Related Literature

There are two streams of literature investigating topics relevant to this paper. The first
stream studies the relevance of accounting meaguresarket values. Most empirical inves-
tigations relate to the Ohlson (1995) model. Basedhe valuation premise of a company’s
market value being the present value of expectedetids and a clean surplus property, Ohl-
son (1995) derives a relation between book valuegodty, the present value of expected ab-
normal earnings and the market value of a compaiiye quality of an accounting system
might be defined by its value relevance; concretllg combined explanatory pow? of
book value of equity and earnings for the markdueraof a firm (e.g., Harris, Lang and
Moller, 1994). Another idea is that a stronger slapefficient, i.e., pricing weight between a
firm’s accounting amounts and its market value,hhige interpreted as information value of
an accounting item to be more relevant over andBertov, Goldberg and Kim 2005; Hung
and Subramanyam 2007). Usually, empirical studieghis topic make use of association
study approaches to investigate the valuation effiacthe long term (Mdlls and Strauf3 2007,
p. 958).

Collins, Maydew and Weiss (1997) study the longrteffects of value relevance for a period
of 40 years (1953-1993) for firms listed on NYSBVIEX, and NASDAQ and find that the

combined value relevance of book value of equity eaarnings increases over time if meas-
ured by explanatory power. Furthermore, they ideraishift of value relevance from earn-

ings to book value of equity. Several studies cotre¢e on the value relevance of earnings
and equity under different accounting systems ,(dghbaugh and Olsson 2002; Bartov,
Goldberg and Kim 2005; Hung and Subramanyam 208t)baugh and Olsson (2002) com-
pare different accounting-based valuation systemnd$irims that are cross-listed in the United
States and the United Kingdom. They conclude thatdarnings capitalization model, i.e.,
earnings to explain market prices, is the bestatadln model when reporting under IAS. Bar-
tov, Goldberg and Kim (2005) compare German GAARS.UGAAP, and IAS for a large

sample of German firms. They show that the valleveaice of German GAAP earnings is
lower. However, this observation does not hold fiarefirms writing losses which could be

interpreted as the specific information needs eflitors becoming more important in such
situations. Furthermore, they find no significanffeslence between the value relevance of
U.S. GAAP and IAS earnings which gives supporth®e hypothesis that U.S. GAAP is not

% For an extensive discussion, see for example Dtieroand Raffournier (2002, pp. 129-131) and Maifsl
Straul? (2007, pp. 958-959)
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superior in terms of value relevance for capitatkats. Hung and Subramanyam (2007) in-
vestigate the value relevance of IFRS and GermaARseasures of book value of equity
and earnings. They observe that the combined vadlevance measured by explanatory
power is slightly higher for German GAAP measut@emparable to Collins, Maydew and
Weiss (1997), they also determine a shift in rebeeafrom earnings to book value of equity
in the transition from German GAAP to IFRS. Theyldee the reason is that IFRS income is
more transitory whereas book value of equity isenarportant in the valuation under IFRS.
However, it has to be kept in mind that Hung andr&manyam (2007) compare the restated
financial statements according to IFRS with thaficial statements initially provided under
German GAAP. This means that the financial statemdormation has already been con-
veyed to the capital market when the restated mé&bion is made public. Hence, the informa-
tion content of the restated IFRS information i$ necessarily new and comparable to the
originally prepared information when comparing IFR&ounting measures and the original

market values, which possibly might adversely iefice the results.

Capkun et al. (2008) investigate the mandatorysitimm effects for a large European sample
for the same set of firm years. Their results yiblak IFRS earnings reconciliations add value
relevant information for markets. Paananen and2@99) find that the mandatory implemen-
tation of IFRS led to a decrease in value relevanc&ermany. They identify standard
changes and new standards around the mandatoryiadojte as the most likely explana-
tion, rather than new adopters being responsibighis reduction. Taken together, research
provides mixed evidence of accounting measuresrdicgpto international accounting stan-

dards exhibiting higher accounting quality by pcbrg higher value relevance.

The second stream of literature focuses on earmmgysagement. Earnings management is
defined in literature as the management’'s modibeabf information about economic per-
formance in order to mislead stakeholders or ttu@mfce contractual outcomes, i.e., to con-
ceal the true firm performance or the private caritenefits of the management (e.g., Healy
and Wahlen 1999, p. 368; Leuz, Nanda and WysocBB2f. 506). The basic perception is
that more stringent accounting rules reduce thaipitisy of discretionary choices for man-
agement, thereby reducing earnings managementlédds to higher transparency for capital
markets so that a company’s situation becomes macdent to investors. Conversely, one
could also argue that these discretionary degreéeedom might also yield meaningful in-

terpretations in that this modified information teetreflects the true economic situation and
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therefore increases comparability. Based on theselgsions, a wide range of empirical stud-
ies investigates earnings management (e.g., Binigstand Dichev 1997; Leuz, Nanda and
Wysocki 2003; Glaum, Lichtblau and Lindemann 200dn Tendeloo and Vanstraelen 2005;
Burgstahler, Hail and Leuz 2006; Paananen and DBOP The baseline conclusion is that
there is evidence for the presence of earnings gement and that, beside the accounting
system in use, firm characteristics such as fiize sir leverage also play a role. Furthermore,
intense earnings management is favored by, for pbegramall stock markets, high ownership
concentration and weak legal enforcement (Leuz ddand Wysocki 2003) as well as strong
book-tax conformity (Burgstahler, Hail and Leuz 8QOIn view of these facts, Meek and
Thomas (2004, p. 32) remark that the mere changedounting standards is unlikely to im-
prove information value. Similarly, Van Tendeloodavianstraelen (2005) find that earnings
management is not reduced for German firms voluptadopting IFRS prior to mandatory
adoption. Three recent studies investigating egsnimanagement concentrate on the IFRS
adoption in Europe (Jeanjean and Stolowy 2008; Gieal. 2009; Paanen and Lin 2009).
They suggest that earnings management is stillepteafter the IFRS introduction or that
earnings management and loss avoidance has eveased in some cases. In general, the
studies conclude that differences in institutidiaators or changes in the standards might also
be responsible for the observations. Gebhardt/Nowbarkas (2011) investigate the manda-
tory adoption of IFRS of European banks and theachjpn loan loss provisioning as possi-
bility for income smoothing. They find that thisgsibility is reduced after transition to IFRS

and strongly depends on other institutional facli@&esthe stringency of banking supervision.

Taken together, the results of the aforementiotediess suggest that very often the effects
are not clearly attributable to specific qualiteesd are also influenced by a wide variety of
institutional prerequisites or an increase in @pitarket integration. However, this study is
one of the first to investigate potential benefitgshe IFRS transition of European banks on a
long-term basis after the new standards became at@nydusing a relatively homogenous
institutional setup comprising European banks oRlythermore, we try to identify the influ-
ence of IFRS and separate effects by explicitlytrmdimg for other competing influences in

our analysis.

110



5.3 Hypotheses and Methodology

5.3.1 Hypotheses Development

5311 ValueReevance, Earnings Management, and Accounting Quality

There are several approaches to measure an indreaseounting quality. This paper con-
centrates on two measures: value relevance andngarmanagement. Value relevance is
given as the ability of financial statement infotiaa to capture and reflect information, re-
gardless of the source, that is measured througltdhtemporaneous market price of a firm
(Francis and Schipper 1999, p. 325 he relation between value relevance and accayntin
qguality is that a higher association of accouniiteghs’ amounts and the market value of a
firm might be interpreted as a better and moreabdd reflection of a firm’s true economic
condition and, therefore, as higher accounting iyuéBarth, Beaver and Landsman 2001,
cited in Barth, Landsman and Lang 2008, p. 477)thleamore, higher accounting quality,
i.e., tighter accounting standards, increases megsnjuality which is measured by the vari-
ability of reported earnings and the reflectioneafnings in market value changes reducing
accounting earnings management (Ewert and Wagenbo®s, p. 1102).

5.3.1.2 ValueRelevance of Equity and Earnings

As already outlined, an increase in value relevaacebe mirrored by accounting information
that better reflects the market value of a firmisTielation, however, rests on several assump-
tions: Firstly, publicly available information, wdfi might also be included in financial state-
ments, has to be used by investors to find the etamkce of a firm. In other words, the semi-
strong form of the efficient market hypothesis ngplicitly assumed (Fama 1970). Critics
might argue that the market price reflects expamtatabout future cash flows and that ac-
counting primarily reflects past events (e.g., Méiind Straul3 2007, p. 956). However,
through the increased application of market pricethe valuation of assets and liabilities
under IFRS, expectations about future developmangsimplicitly included in financial
statement information. This line of argumentatioifl tbe extended in the next section. Sec-
ondly, rational expectations of market participaats also assumed to hold true, i.e., inves-
tors do not make systematic errors in the valuatioa firm. Both assumptions are necessary
to meet the requirement that the market value bfna can be used as best proxy for the
“true” underlying firm value (Mdlls and Straul3 2QQ7. 956). As outlined in the previous

section, the model approach of Ohlson (1995) isl @setheoretical underpinning of the em-

% There are alternative definitions of value relesfe.g., Francis and Schipper 1999, p. 325-32@)verer,
this definition is well-established in literature.
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piricial studies on that topic. In order to opevatlize the model, value relevance of account-
ing information is measured by the associatiorheftiook value of equity and earnings with
market values (e.g., Hung and Subramanyam 200RS I&ccounting with principle-based
standards increases value relevance of book vdleguty and earnings. If principle-based
accounting such as IFRS, is of higher quality weusth be able to observe higher value rele-

vance:

H1: The value relevance of book value of equity @achings is greater for banks us-
ing IFRS.

5.3.1.3 Value Relevance of Financial Statement |tems

One change in accounting assumptions caused biahsition is the change from a rather
conservative accounting model under local GAAP towe and fair view” under IFRE. For
example, one crucial change is the fact that #ifteradoption, many assets and liabilities can
be evaluated at fair value (Pellens, Jannett ahdhigit 2009, p. 415). If there are differences
between fair values of single assets, i.e., maviahies in case of assets valued mark-to-
market, and their corresponding book values sogramnhistorical cost, predictions about
expected future cash flows cannot be carried ougusook values (Mozes 2002). This ap-
plies, for example, to the valuation of loans ottlie valuation of securities to some extent.
Therefore, if IFRS financial statement items doikithigher value relevance, the association
to a bank’s market values should be stronger becausgher share of financial assets make

use of these valuation premises.

H2: The value relevance of a single financial staént item is higher for banks using
IFRS.

5.3.1.4  Earnings Management

The probability of earnings management increas#éls more accounting discretion available
to a firm’s managementeteris paribusIn other words, accounting quality might be highe
for accounting systems, i.e., stringent accountirigs and standards, limiting discretionary
choices for a bank’s management (Ewert and Wagent2®i05, p. 1102). For the purpose of
this study, we define earnings management as thsilplity for the bank’s management to
influence the results within the legally bindingnits of the accounting rules in force. High

% See for the principle of ,true and fair view" tR&J-endorsed IFRS Framework, section 46.

112



frequencies of small profits might be interpretexl management’s loss avoidance (e.qg.,
Burgstahler and Dichev 1997). This finding suggebtt after transition to an accounting
system of higher quality, the number of small Isssereases and the number of small profits
decreases, since less discretion in accounting mg@uces the management’s possibility to
avoid small losses. Furthermore, less discretien mhplies that realized profits and losses in
economic income are incorporated faster into adwoginncome, and that economic losses

are more strongly related to accounting losseeirerpl®’

For example in German GAAP, banks were able totere@lden reserves during good peri-
ods and resolve these reserves in bad times. Wssilplity of considerable discretion for
management in reported earnings is explicitly exetlunder IFRS since this would contra-

dict the true and fair view principle in IFR&Therefore, the corresponding hypothesis is:

H3: Earnings management is lower for banks uskg3.

5.3.2 Methodology

5.3.2.1 Value Relevance of Equity and Earnings

H1 is tested using several measures of accountiafity The first test to analyze this rela-
tion is based on the approach outlined by Ohls@®%) and implemented, for example, by
Collins, Maydew and Weiss (1997), and Hung and &ukbnyam (2007). We also use the

annual net income as proxy for (future) earnings.

MVE, = 3, + B,BVE, + B,NI, +>_ B,Controls +& (1)
with

MVE; market value of equity, measured six monthg &ftancial year end,
BVE; book value of equity, measured at the finanggar end,

Nl net income, measured at the financial year end,

Controlg dummy variables, accounting for firm-fixed effeasd period-fixed

effects.

97 An exception might be, for example, the valuatdtower of cost or market in Germany.
% See IASB Framework as of 2001, section 37.
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The basic idea is to measure the value relevanaxphanatory power of book value equity
and earnings for the market value of a companyiarebstimated for both subsamples, i.e.,
local GAAP and IFRS, separately. However, direstgdor significance are not feasible in
this cas€’ Therefore, we concentrate on the coefficient et If they are significant for
one accounting item, one might claim that thera grong association between the account-
ing measure and market value, which might in tuenrberpreted as an accounting item hav-

ing value relevance.

A second regression is also included in order tamiriguously test whether the accounting
information under IFRS has higher value relevaticeompared to local GAAP. Therefore,
the following modified regression for the total gdenis estimated, including interaction
terms on IFRS net profit and book value of equithe concentrate on the significance of in-
teraction terms in order to detect superior vaklevance of the IFRS accounting system. A
significant interaction term, i.e., a significantferential effect, might be economically inter-
preted as a stronger relation between the accauém and the market value (Bartov, Gold-
berg and Kim 2005, p. 105).

MVE, =
By + BBVE, + B NI, + BIFRS, + 5,BVE, * IFRS, + NI, * IFRS,
2
+Y_ B,Controls, +¢ @)
with
IFRS dummy variable equal to one if the financial staénts are prepared in

accordance with international accounting stanglaadd zero otherwise.

All other variables are defined as in model (1)pdsitive and significant coefficient estimate
of 4 or fs indicates that the association of book value afitgcpr net profit is significantly
stronger under IFRS accounting rules than undal IGAAP rules, indicating higher value

relevance.

% Testing the significance in differences R% for two independent samples does not make serdifafent
samples, i.e., non-identical dependent variablesuaed (e.g., Bartooldberg and Kim 2005, p. 105). This
would be the case when comparing IFRS and local Baamples.
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5.3.2.2 Value Relevance of Single Financial Statement Items

In order to test H2, the following modified modegs to capture the effect of specific finan-
cial statement items that might have an influencéhe market value of a bank. These regres-
sions analyze whether the respective IFRS equitsabme of higher value relevance. The fol-
lowing model is applied to the total sample:

MVE, = S, + B,Item, + 5,IFRS, + S;ltem, * IFRS, + Z,Bj Controls +& 3)
with
MVE; market value of equity, measured six months dftancial year endl
Itemy the respective financial statement item of baaktimet, i.e.,
TA: total assets at the end of peripd
INV total investments less other investments, asinaincial year
endt,

NTLOANg loans, net of depreciation and amortization,
NTDEBT netdebt of a bank at the end of peripd

CF: net cash flow from operating activities in period
REV revenues in periog
BVE: book value of equity, measured at the end abpe,
IFR& dummy variable equal to one, if the financial stadat is prepared in

accordance with IFRS in periddand zero otherwise,
Controls dummy variables, accounting for firm-fixed effects
and period-fixed effects.

As in model (2), the advantage of the procedurthas the information effect of IFRS on a
specific item is directly observablgs], meaning a change to the slope coefficient wikgt
is applied.ltem represents the respective financial statement wwewater investigation for
which the expectation will be outlined in the fallmg. INV represents the investments in
securities made by a batR These positions are often valued at lower of costarket value

under local GAAP accounting regimes. After tramsifisome of the items are valued at fair

19 |nvestmentsINV) is defined using the definitions froDatastream ‘Total Investments’ (WC02255), less
‘Other Investments’ (WC02250). It comprises allfglieént kinds of securities from public or privassuers held
by a bank. See also footnote 67.
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value!® If Investmentaunder consideration of fair values have higheuealelevance, as

suggested by Barth et al. (1996), the coefficiantle interaction termpg) should exhibit a
significant positive sign.

NTLOANSS the total amount of loans to customers, lessicion reserves for loan lossés.

In Germany, for example, the value of a loan isffoe value outstanding, less allowances for
loan losses. Under IFRS, the loans classified assi@nd receivables are usually measured at
amortized cost by discounting future cash flowshsyeffective interest ratd® Therefore, the
expectation is no significant coefficient on théenaction term since the valuation processes

are not significantly different.

NTDEBTis the total debt of the bank, less cash holdamgsdue from bank®* Under IFRS,
debt not categorized at fair value has to be vahteamortized co&f which might be differ-
ent to the treatment according to many national B8ABy reason of the positive effect of
the evaluation for some classes of debt usingvilues, the expectation is a positive coeffi-
cient on the interaction term. The rationale ig tRRS use more fair values and convey supe-
rior information concerning the riskiness of debtaaconsequence which offers superior in-

formation value for readers of financial statemafdrmation.

We also emploYCF (operating cash flow) andEV (revenueshich are supposed to be less
influenced by differences in accountir@f represents all cash flows from operating actisitie
whereasREVis defined as all revenue from interest revenogjnission and trading fees as
well as other operating incom& Therefore, we do not expect any significant défese in

measurements and value relevance of these itenvge\én, we expect a strong relation be-

tween operating cash flows, revenues, and the rmeakee of a bank®’

101 This effect is amplified by the realization contépe., profits are only recognized if they weealized under
many local GAAPs (Ernst and Young 2005, p. 1). &@eneral overview of accounting conservatism,Bee
maria and Dufour (2007).

192 Eor the definition, see alddatastream'Net Loans’ (WC02276). In addition to loans, isalincludes, e.g.,
lease financing.

1% See IAS 39.46.

1% Eor the definition of ‘Net Debt’, see alSmtastreamdefinition DWND.

1% See IAS 39.43.

1% see alsdatastreamdefinitions ‘Revenues’ (WC01001) and ‘Net Cashwfoom Operating Activities’
(WC04860).

197 For a discussion of the value relevance of cashisfland other performance measures, see Mélls madiS
(2007, p. 966-970).
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5.3.2.3 Earnings Management

In this section, the development of earnings mamagx is tested as outlined in H3. There are
several approaches in literature to detect earmmgsagement. One stream of literature pre-
dominantly concentrates on accruals (e.g., Decl8lwan and Sweeney 1995; Leuz, Nanda
and Wysocki 2003, Burgstahler, Hail and Leuz 200Bg¢reas another investigates timeliness
of earnings (e.g., Ball, Kothari and Robin 2000;nguand Subramanyam 2007). Another
stream applies predefined thresholds on the rdtvadit and losses in order to determine the
influence of earnings smoothing (e.g., Burgstahled Dichev 1997; Jeanjean and Stolowy
2008) or compares additionally the propensity toi@losses (e.g., Glaum et al. 2004).

In this paper, the last two approaches are chosender to draw a comprehensive picture of
earnings management in relation to the transitowniFRS. Firstly, the negative impact of
stock market returns and their reflection in acemgnearnings is measured. Secondly, we
measure the frequency of small losses in relatioosntall profits in the full year financial
statements. Based on this comparison, the thirdoapp uses a centered asymmetry measure
which allows direct comparisons across differemhiegs distributions, as outlined by Glaum
et al. (2004).

Timeliness of Earnings

One aspect often discussed in the context of eggmmanagement is timeliness of earnings.
The question is whether the accounting measurésctefconomic events instantaneously.
Income timeliness is defined as the ability of meiome to incorporate contemporary eco-
nomic events in a timely manner (e.g., Ball, Kotremd Robin 2000; Hung and Subra-

manyam 2007). Therefore, higher timeliness of e@sican be interpreted as lower earnings
management. In order to measure the impact of imegavents on net income, the following

model is estimated which is a modified version le# tnodel outlined by Hung and Subra-

manyam (2007, p. 646):

NI = B, + BRET, + B,NEG, + B;RET, * NEG, + > S;Controls +& 4)

with

NIt net income of firm at the end of fiscal yedr scaled by prior year's

three month lagged market value,
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RET; the total stock return over a 12-month holdingiquk starting three
months after prior fiscal year end and endimgeéhmonths after fiscal

yeart,log

NEG: a dummy variable equal to one if the ret®BT is negative, and zero
otherwise,

Controlsg dummy variables, accounting for firm-fixed effects

and period-fixed effects.

Income timeliness is measured separately for botlounting regimes and evaluated by the
explanatory power of the respective mogetdenotes the incremental effect of negative news
on accounting income. This can be interpreted gmetric income conservatism since it
measures the incremental effect of unfavorable melasive to good news (Hung and Subra-
manyam, 2007, p. 646).

Small Loss and Small Profit Relation

The second approach for detecting earnings manadas® compare the earnings relations
under different accounting systems (e.g., Burgstaduhd Dichev 1997; Leuz, Nanda and Wy-
socki 2003). The basic idea is that, around cettasholds, earnings might not be as evenly
distributed as would be expected if the outcomesewet actively altered by earnings man-
agement. It also includes the reluctance to regodll losses (e.g., Leuz, Nanda and Wysocki
2003, p. 511). As outlined above, earnings manageimédentified by comparing the ratio of
small profits to small losses before and afterdi#@on to IFRS (e.g., Jeanjean and Stolowy
2008). In accounting systems leaving a firm’s mamagnt smaller discretionary degrees of
freedom, the ratio is expected to be lower. Thimmate is that small losses cannot be hidden
in more stringent accounting systems and accountileg. This approach is able to detect for
which accounting regime a firm’s management isdbegble to use discretion to reach certain
thresholds or earnings targets.

To compare the small profit and small loss relgtemmual net income scaled by total assets is
used. It is defined as small net losses in thevatg-0.01;0[ and small net profits in the range
[0;0.01])° As a robustness check, the profits and losses fwe fntervals
[-0.005;0[ and [0;0.005], and [-0.0025;0[ and [0@R5] are also compared, respectively. Fur-

1% e lag the variables in order to account for agéh the publication of annual results. Alternatiy we also
run a robustness check using a time lag of six hwyielding qualitatively unchanged results.
199 euz, Nanda and Wysocki (2003, p. 511) use theesgpproach.
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thermore, we also scale net income by revenuesis@dhe intervals [-0.1;0.1], [-0.05;0.05]
and [-0.025;0.025], respectivelf Net income, total assets and revenues are dedisiéul the
prior sections and measured at year end, respbctiecording to H3, higher values for lo-
cal GAAP earnings relations are expected which iniigen be interpreted as higher earnings

management under local GAAP.

Loss Avoidance

The third measure for detecting earnings manageisemt approach outlined in extension by
Glaum, Lichtblau and Lindemann (2004). The idedhi$ approach is that the simple com-
parison of earnings relations is not unproblemiatiseveral respects: Usually, all companies
in public markets have to be profitable in the long and have to report positive earnings.
However, in unfavorable times small profits or shi@dses have to be reported which reduces
the number of potential observations. In this c&se) a marginal perspective, in the absence
of any earnings management, the implicit assumptiomcerning the distribution of very
small profits and very small losses around the-gereshold is that the relation is expected to
be 1! Thus, the centered asymmetry measure is moretaltletect earnings management
since it makes fewer assumptions concerning thenyidg distribution. The advantage of
the procedure of Glaum; Lichtblau and Lindemanro@Gs that it allows a direct comparison
of the outcomes for both subsamples using IFRSl@rad GAAP. The procedure is defined

as follows:

A=+ 1 ©))
with
Np observations of small positive earnings

Nn observations of small negative earnings

npn np+ nn

The distribution can be interpreted as a binomidisgributed random variable if observations

are independent. The relation is then standardizédwhich can assume values in the inter-

10 Glaum, Lichtblau and Lindemann (2004), pp. 50{&bpose this approach, since scaling by net salkss$
likely affected by specific GAAP characteristicathscaling by total assets.

M1 Closely related is the difficulty to identify theterval widthex ante(Glaum, Lichtblau and Lindemann 2004,
p. 52). In addition, they point out that the ratiosmall losses to small profits is not definedhié frequency of
the observations directly left of the thresholdéso.

119



val [-1;+1]. In the absence of any earnings manage assumes 0. The estimated standard
deviation ofA can then be computéf To keep things simple, we test the intervals alyea
introduced in the direct comparison of the smafisland small profit distributions from
above. We then separately compute the distribugfoA for the subsamples of local GAAP
and IFRS earnings. The difference between bothiloligions Apix = A caap — Arrs and the
standard deviation ofpir are calculated in order to detect significantedéhces between
both distributions.

M2 For an extensive description of the entire procedand details on the computation, see Glaum,thiah
and Lindemann (2004), p. 74.
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5.4 Dataset

In this study, the market portfoliDatastreamBanks Europas used. The index comprises
observations of 173 European publicly traded bamkexr a period of 10 fiscal years from
1999 to 2008, if availablE? In this study, the sample is restricted to bam&mfcountries of
the European Union and Switzerland, comprising Haxiks in total. The identification of the
transition year is carried out via the coding oé thccounting systems available Data-
stream™* Additionally, for banks without data available wg to identify missing transition
dates manually. In the sample, there are 118 beln&sging to IFRS during that period. 19
banks have not yet changed to IFRSThese 19 banks are left in the dataset as benkhmar
samples. The inclusion also reduces concerns afteutemporal non-stationarity of the met-
rics (Barth et al. 2008, p. 481), since they alsooant for time-dependent changes for banks
that do not adopt IFRS. The remaining 14 banksvtach the exact transition date cannot be
unambiguously identified or that exhibit inconsimtes are excluded from the regressions.
Financial statement information as well as marlati® information for those banks over the
whole period is gathered froPatastream if available'® To account for extreme values, for
each variable used in the analysis, the two extrneeneentiles of all data values are excluded
(e.g., Ball et al. 2000, p. 9).

Table XXVI presents the distribution of the maximwhservations under local GAAP or
IFRS, according to their country of origin. Howeyveue to data availability working samples
in the analysis can be smaller. The third columesents the number of observations for
which the identification of the accounting systeraswnot unambiguously identifiable. The

last column depicts the number of banks from eacimiry in the starting sample.

13 The constituents as of June 2009 are used.

114 A similar procedure is used by Jeanjean and Sip[@808, p. 486-488).

15 For example, this is the case for banks that ddawe to prepare consolidated financial statemertether
reason is, e.g., that Swiss banks do not have tisbutheir consolidated accounts in accordancé witerna-
tional standards like U.S. GAAP or IFRS. Converstigse banks are allowed to apply internatiorsdddrds,
if they outline the main differences to the locat@unting rules (PriceWaterhouseCoopers, 20081§-120).
1% However, due to data availability, the effectivember of banks in the regressions is somewhat lower
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Table XXVI: Descriptive Statistics on Maximum Obsewations per Country

This table provides descriptive statistics for the entiaenple from 1999 to 2008. It consists of a maximum of §338
observations pre (post) IFRS adoption. It displays the labsmumber of observations in the sample for each countmg.lds!
column reports the number of banks from each egumthe sample.

Observations under Observations under
Country Local GAAP IFRS Data N/A Number of Banks

Total in % Total in % Total in % Total
Austria 21 1.39% 29 1.92% 20 1.32% 7
Belgium 28 1.85% 12 0.79% 10 0.66% 5
Bulgaria 0 0.00% 0 0.00% 10 0.66% 1
Cyprus 4 0.26% 16 1.06% 20 1.32% 4
Czech Republic 0 0.00% 10 0.66% 0 0.00% 1
Denmark 48 3.18% 22 1.46% 0 0.00% 7
Finland 6 0.40% 4 0.26% 0 0.00% 1
France 70 4.64% 40 2.65% 0 0.00% 11
Germany 20 1.32% 30 1.99% 10 0.66% 6
Greece 54 3.58% 36 2.38% 10 0.66% 10
Hungary 0 0.00% 10 0.66% 0 0.00% 1
Ireland 13 0.86% 7 0.46% 0 0.00% 2
Italy 116 7.68% 74 4.90% 20 1.32% 21
Luxembourg 6 0.40% 4 0.26% 10 0.66% 2
Malta 8 0.53% 32 2.12% 0 0.00% 4
Netherlands 6 0.40% 4 0.26% 0 0.00%
Poland 87 5.76% 53 3.51% 0 0.00% 14
Portugal 30 1.99% 20 1.32% 0 0.00% 5
Romania 10 0.66% 20 1.32% 0 0.00% 3
Slovenia 13 0.86% 17 1.13% 0 0.00% 3
Spain 66 4.37% 44 2.91% 0 0.00% 11
Sweden 24 1.59% 16 1.06% 10 0.66% 5
Switzerland 172 11.39% 18 1.19% 20 1.32% 21
United Kingdom 30 1.99% 20 1.32% 0 0.00% 5
Total 832 55.10% 538 35.63% 140 9.27% 151

122



5.5 Results

5.5.1 Descriptive Statistics on Variables

Table XXVII provides descriptive statistics for thariables in this investigation. The market
value of equity for firms reporting under IFRS isanly twice the value of local GAAP firms
which is not an uncommon observation in time sedas. Therefore, in the regression analy-
sis, we use period- and firm-fixed effects in orttecontrol for such effects. As in prior stud-
ies, IFRS net profit is higher than local GAAP pt®{e.g., Hung and Subramanyam, 2007).
However, with respect to all non-scaled figurethie descriptive statistics, we have to keep in
mind that much of the effect might be attributatiea time-dependent effect, since IFRS are
foremost applied in the second half of the sampherefore, the balance sheet items are also
scaled by total assets to make comparisons feanikie table.

Book value of equity as share of total assets nsawerage, lower for the IFRS subsample
when it comes to means. However, the differenceseadians provide a different impression.
In consideration of the higher book value of equtcording to IFRS, we could have ex-
pected a significant difference in the equity rablowever, total assets are even higher for the
IFRS subsample. As expected, the average shaneedtments, containing financial assets at
cost and fair value, are significantly higher inanse (medians) for the IFRS subsample with
26.6% (21.9%) than for the local GAAP subsamplénviif.7% (13.5%). This observation is
in line with the results in Chapter 2 finding highshares of financial assets valued at fair
value under IFRS. Concentrating on liabilities, debt is significantly lower in the local
GAAP subsample for both means and medians. Retureqaity is significantly higher for

IFRS financial statements.
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Table XXVII: Descriptive Statistics on Observations

This table provides descriptive statistics for the entample from 1999 to 2008. The first two columns present theketamlue:
and balance sheet structure for Local GAAP and IFRS full yeaults. The third column provides the differences ands tiest
significance in differences for means and medians. ****hdicate significance to the 1%-,5%-,10%-level of a tttéiwo-sided)
whereas +++,++,+ indicates significance in diff@esntesting for differences in medians using a ®ibn signed rank test.

Panel A: Descriptive Statistics on Market Value andalance Sheet Structure

Local GAAP IFRS Difference
N N Total
Market Value Mean 5,740.2 737 8,880.3 504 3,140.1 **
of Equity (MVE) Median 1,019.5 2,548.6 1,529.1 +++
Book Value Mean 3,215.5 723 6,294.2 441 3,078.7 **
of Equity BVE) Median 744.7 1,902.7 1,158.0 +++
Total Assets Mean 76,014.3 724 160,427.6 440 84,413.3 ***
(TA) Median 11,834.9 29,189.6 17,354.8 +++
Net Income Mean 437.8 730 830.2 434 392.4
(NI) Median 75.7 219.3 143.6 +++
Panel B: Balance Sheet Structure Ratios
Local GAAP IFRS Difference
N N Total

Book Value of Equity Mean 7.3% 719 6.7% 432 -0.6%
in % of TA Median 5.6% 6.0% 0.3%
Net Debt NTDEBT) Mean 29.6% 711 32.3% 430 2.7% ***
in % of TA Median 29.6% 33.7% 4.1%++
Net Loans KTLOANS  Mean 81.7% 692 80.1% 332 -1.6%
in % of TA Median 81.3% 81.5% 0.2%
InvestmentsINV) Mean 17.7% 424 26.6% 294 8.9% ***
in % of TA Median 13.5% 21.9% 8.4% +++
RoE Mean 10.7% 720 12.9% 444 2.2% ***

Median 10.3% 13.0% 2. 7% ++

Value Relevance of Equity and Earnings

The question to be answered in this section is drelFRS book value of equity and net
profit have higher value relevance, as outlinedHin Table XXVIII, Panel A, presents the

results of the multivariate regression analysig dfank’s market value on book value of eq-
uity and net income, as in model (1) and (2).
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Table XXVIII: Value Relevance of Book Value of Equty and Earnings

Panel A presents the coefficient estimates of st lsguare regression with robust standard errormaket value of equity for LGAAP and IFRS finari@tatement information. MVE is total market valeasured six months after financial year end. BN Ml
are the book value of equity, and net income, retspy, at the financial year end.

Panel B presents the coefficient estimates foastIsquare regression on market value of equitthiototal sample. IFRS is equal to one, if thekh@ports their financial statements in accordandaternational accounting standards, and zereratise. N denotes
the number of observations in the respective supkart*,** * indicate significance at the 1%-, 5%and 10%-level respectively, of a two-sided t-t€sily White-heteroscedasticity robust errors aported. In the regression we control for intrastéu correlation
of bank-specific effects. F-Statistics probabititare reported according to standard OLS regres$orpurpose of comparison. The regressions imchahtrol dummy variables to control for time-sfie@nd cross-sectional effects.

Panel A: Value Relevance of Equity and Earnings MVE._/% +/iBVﬁ+/%NI + C
= E GControls-&
t
! ! Period-fixed,

Intercept BVE NI Adj. R2 F-Stat. Prob. Firm-fixed effects N Banks
LGAAP 4685.583 *** 0.555 ** 2.227 ** 0.97 0.00 included 697 111

(13.70) (2.27) (2.26)
IFRS 5335.818** -0.673*** 4.529 *** 0.94 0.00 included 420 104

(2.27) (-3.38) (7.56)

Panel B: Relative Value Relevance of Equity and Eaings

MVE =/, + BBVE +S,NI, + BIFRS +B,BVE * IFRS + ANI, * IFR$ +_ B, Controls+

Period-fixed,
Intercept BVE NI IFRS BVE*IFRS NI*IFRS Adj. R? F-Stat. Pvo Firm-fixed effects N Banks
5646.839 *** 0.170 5.086*** 227.847 -0.013 -0.556 0.94 0.00 included 1117 124

(11.29) (0.59) (3.15) (0.62) (-0.05) (-0.31)
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Surprisingly, the coefficient on book value of dgus negatively related to market value of
the bank and significant in the IFRS subsamples Tiservation corresponds with the per-
ception of a lower equity ratio being related thigher market value. It could be argued that
these observations are solely caused by the oligsrsaf 2008 leading to large losses for
banks which should, however, at least partly betroiad for by the year dummies. Even
though losing significance, omitting these obsaovet leads to the same sign of the coeffi-
cient estimate on book value of equity. The cosadfiton net income in the IFRS model is
nearly twice the value for the local GAAP subsampidicating a stronger relationship of net
income and market value of equity. Hung and Subrgmra (2007) report a stronger relation
of net income and market value for local GAAP faample of German industry firms. They
interpret this result as local GAAP having a strmngricing weight on net income whereas
IFRS have a stronger pricing weight on book valbiequity. The observations from this
sample, however, are in contrast to their resgits;e there is a stronger relation between
IFRS net profit and market value of a bank and dbefficient on book value of equity is
negative for the IFRS subsample. However, a baference is that Hung and Subramanyam
(2007) compare the restated annual accounts foandehe same year which might probably
lead to distortion$’ In both regressions, there is a highwhich might be an indicator for
collinearity. Analyzing multicollinearity using viance inflation factors (VIFs) confirms the
presence of collinearity in the regression settidgwever, this fact seems to be unproblem-
atic since the t-scores are still significant amehce, do not lead to wrong conclusions due to
increased variances of coefficient estimatésdditionally, a high explanatory power is ab-
solutely not an uncommon phenomenon in a regressiotrolling for period as well as cross-
section fixed effects!® The comparison dR? yields slightly higher explanatory power of the
local GAAP model which is in line with prior ressilfHung and Subramanyam 2007). Testing
for significance in difference betwed®%s is not feasible in this case, since the dependent
variables are not identicd® Therefore, in order to clarify whether IFRS boaiue of equity
and net income is value relevant, we also applggaesssion as outlined in model (2) for the
total sample including the IFRS dummy variableRPanel B of Table XXVIII. The coefficient

on the IFRS dummy variable as well as the intevacterms on book value and earnings are

7 Their results are only comparable to a limitedrdegsince the IFRS information is not publicly itakle
when the original HGB statements are published.cdelFRS information cannot be incorporated inrttegket
price simultaneously.

18 5ee Studenmund (2001), p. 259.

119 See Wooldridge (2003), p. 466. For example, Hurd) ubramanyam (2007) yield adjus®tbf over 0.84,
Collins, Maydew and Weiss (1997) rep&&peaking over 0.70, and Francis and Schipper (18p%p 0.78 in
comparable setups. Some of the studies investiggabmparable relations do only account for cousprgcific,
industry specific or period-fixed effects add notaccount for firm-fixed effects, albeit using padatasets.

120 5ee Bartov et al. (2005), p. 105. See also HudgSambramanyam (2007), p. 646.
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not significant, providing no evidence for a sigrahtly different value relevance either for
IFRS book value of equity or IFRS net income. Famhore, these observations do not sug-
gest that the market value is systematically higoetFRS banksgeteris paribusafter con-
trolling for bank-specific and time-dependent effed aken together, the regression results on
value relevance do not indicate superior valuatimperties of IFRS equity and earnings and

provide no indication in support of H1.

5.5.2 Value Relevance of Financial Statement Items

In order to test the value relevance of individaetounts as outlined in H2, the individual
relation between single items and the value ofra s identified. In this approach, the market
value is regressed on balance sheet items via @vardte regression model by which the
individual relation between single items and thé&ugeaof a firm is identified. Table XXIX
presents the regression of market value on thdesitegns, as described by model (3). As in
the prior sectionR? are also on a very high level indicating collingarOn the one hand, as
already mentioned, th@2is not an uncommon phenomenon in the presenceraidsfixed
and cross-section fixed effec¢fs.On the other hand, this observation indicates rinath of

the effects might be caused by other firm-spegjtialities or time-dependent effects.

In the regression omvestment®nly the interaction ternmvestments*IFR$s positive and
highly significant. This implies that IFRS have rgifgcantly higher value relevance for the
balance sheet items referring to investments wikel@zal GAAP have not. This might be
caused by the fact that IFRS accounting rules entt value accounting for many assets
contained in investments, which might be the maifer@nce to some of the local GAAP
accounting systems. This might lead to higher \@lnethese balance sheet items which are
better reflected in market values. Turning\et Loansthe coefficient estimate and the inter-
action term is highly significant and positive asliwalso indicating a higher value relevance
of IFRS of the loans on the books. As outlined &)awnder local GAAP face values are often
used whereas under IFRS most of the loans are draisiag the effective interest method,

probably leading to a change in value relevance.

As in the previous regression analysis, Baok Value of Equitgeems to be highly value

relevant. However, the application of IFRS doessighificantly change the value relevance

121\\e test a regression setting without controllingthese firm-fixed and period-fixed effects whigsults in
relatively low VIFs and compare those to the stathdagression VIFs including these effects. Theiltas that
the presence of the control variables increasesfisigntly the collinearity for the variables undewestigation
even though the average VIF remains at a low level.
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of this measure. FdXet Debt there is no evidence of it being value relevardlifor both
local GAAP and IFRS. Unsurprisingly, the regressiorDperating Cash Flovdoes not yield
significant value relevance which is within expéictas. Furthermore, a different impression
can be reported from the coefficient Brevenuelt is highly significant, indicating a strong
value relevance of this measure. However, IFRS doebkave a significantly different impact
on the market value of a bank. To summarize thitie® the results suggest that IFRS bal-
ance sheet items on the asset side, i.e., invetgnaed net loans might increase value rele-

vance, partly providing evidence in support of H2.
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Table XXIX: Value Relevance of Single Financial Steement Items

This table presents the coefficient estimates of panel &pgre regressions on market value of equity for singinfiial statement items. IFRS is a dummy variable equal toifotie information is from financial statements prepaied
accordance to international accounting standards. esalue in parentheses. N denotes the number of observatihesrespective subsample. ****** indicate significamat the 1%, 5%, and 10% interval, respectively, of a twoestide
test. In the regression we control for intra-clusterrelation of bank-specific effects. Only Whiteteroscedasticity robust errors are reportedafisfits probabilties are reported according &mdard OLS regressions for purpose of

MVE= 3 +Bltem+ BIFRS+ Bltent IFRS+Y " B Controlsks

Firm-fixed;
Item Intercept Item IFRS ltem*IFRS Period-fixed effects Adj R? F-Stat. Prob. N Banks
Total AssetsTA) 7257.486 0.014 1495.216 0.002 included 0.92 0.00 1125 124
(12.55) (0.80) (1.28) (0.28)
InvestmentsINV) 9024.653 *** 0.006 364.795 0.02%++ included 0.95 0.00 696 114
(8.09) (1.30) (0.50) (3.73)
Net Loans NTLOANS 7500.723 = 0.043 #= 409.257 0.016¢ included 0.94 0.00 998 122
(13.57) (5.01) (0.56) (1.98)
Net Debt NTDEBT) 7932.571 % 0.020 586.809 0.026 included 0.92 0.00 1120 124
(14.24) (0.79) (0.81) (1.49)
Book Value of EquityBVE) 6631.886 *** 0.664 *= 1090.861 -0.072 included 0.92 0.00 1130 124
(14.36) (2.66) (1.21) (-0.46)
Operating Cash FlowOF ) 6782.840 0.143 -1208.126 0.369 included 0.93 0.00 675 121
(4.78) (0.66) (-1.02) (1.50)
Revenue REV) T444.782 0.304 == 482.805 0.090 included 0.93 0.00 1009 123
(10.01) (2.28) (0.76) (1.11)
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5.5.3 Earnings Management

5.5.3.1 Timeliness of Earnings

Panel A of Table XXX presents the regression resafltmodel (4) on timeliness of earnings.
As outlined in H3, the expectation is to find lovearnings management for observations af-
ter the transition to IFRS. The coefficient BET; is positive and highly significant for both
specifications. However, concentrating on the ¢oieffit capturing the incremental effect of
negative earnings, one finding is that the coedfitiis insignificant for both specifications.
Comparable observations can be reported from tlefficent estimates of the interaction
term for both the local GAAP subsample and the IER&ip. However, there is no evidence
indicating that negative news is incorporated imtgounting earnings in a more timely way
under either accounting regime, in comparison tsitp@ earnings, for which literature sug-
gests a stronger conditional conservatism for IGARAP (Hung and Subramanyam 206%).
This is in line with the expectation of local GAAfecounting to be more closely related to
the principle of prudence than IFRS. The adjuft@i a little higher for the IFRS regression,
indicating a better specification of the model ahence, higher income timeliness of IFRS.
On the one hand, this observation suggests thatatbhveconomic events seem to be reflected
faster in IFRS earnings, which would be in linehnibhe results of Hung and Subramanyam
(2007), and might offer evidence in favor of H3.\ittwer, for the reasons mentioned above,
we have to be cautious when comparing the explanatmwver of both models. On the other
hand, we find no evidence that economic lossegedlected faster in accounting earnings

under one accounting regime.

122 As robustness check, the regression with laggetkehaalues of +3 months is also tested, yieldingliga-
tively the same results.
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Table XXX: Earnings Management Measures

Panel A presents the results on the regression model on ofitt RET denotes the return of a specific stock, measurechasge in percent over a period starting three months afir fimancia
yeal end, and ending three months after the financial year en B dummy variable equal to one, if the stock return measover a 12 month period is negative, and zero otherwiseluesaare
in parentheses. N denotes the number of observations iresipective subsample. ***** * indicate significance aetti%, 5%, and 10% interval respectively of a two-sided t-festhe regression
we control for intra-cluster correlation of bank-speciéifects. Only White-heteroscedasticity robust errorsraported. F-Statistics probabilities are reported adogrtb standard OLS regressions
for purpose of comparison.

Panel B presents the relations of small profit to small ledse local GAAP and IFRS subsamples and different intervedaled by total assets, or revenues, respectively. Thedasnn‘Odds’
denotes the ratio of small losses to small proéissin Jeanjean and Stolowy (2008).

Panel C presents the small loss avoidance using the cerdasyetmetry measure outlined by Glaum et al. (2004), for thallspnofits to small loss relations, scaled by total assetsevenues
respectively. The last line indicates the difference betwthe subsamples of local GAAP and IFRS relations. As in @let al. (2004), we consider the centered asymmetry measuiigs
significant at the 5% (1%)-level if the centeredasiere differs more than 1.96 (2.58) standard dewisifrom zero. +++,++ indicate significance on 1§é-,5%-level, respectively.

Panel A: Timeliness of Earnings NI = 8, + B,RET+ B,NEG+ B,RET * NEG+Zﬁ]Contr0I§ v

Firm-fixed,
Period-fixed F-Stat.
Intercept RET NEG RET*NEG effects Adj. Rz Prob. N Banks
LGAAP 0.046 0.029 *** -0.003 0.054 included 0.28 0.00 691 110
(1.31) (12.91) (-0.31) (0.81)
IFRS -0.220 0.052 *** 0.007 -0.002 included 0.44  0.00 409 103
(-0.68) (3.31) (0.52) (-0.06)

Panel B: Small Loss Avoidance - Ratio of Small Prib and Small Losses
Net Income to Total Assets Net Income to Revenues
[-0.01;0.01] Small Profits Small Losses Odds [-0.1;0.1] Small Profits Small Losses Odds
LGAAP 564 14 40.29 LGAAP 361 13 27.77
IFRS 286 6 47.67 IFRS 133 4 33.25
[-0.005;0.005] Small Profits Small Losses Odds [-0.08B0 Small Profits Small Losses Odds
LGAAP 259 9 28.78 LGAAP 110 10 11.00
IFRS 104 5 20.80 IFRS 32 4 8.00
[-0.0025;0.0025] Small Profits Small Losses Odds [-6;0225] Small Profits Small Losses Odds
LGAAP 51 7 7.29 LGAAP 35 5 7.00
IFRS 35 3 11.67 IFRS 9 3 3.00
Panel C: Small Loss Avoidance - Centered Asymmetryleasures
Earnings to Total Assets [0.01;-0.01] [0.005;-0.005] [0.0025;-0.0025] Earnings to Revenues [-0.1;0.1] [-0.05;0.05] [-0.025;0.025]
LGAAP A 0.9516 +++ 0.9328 +++ 0.7586 +++ LGAAP A 0.9305 ++ 0.8333 +++ 0.7500 +++

STD 4 0.0128 0.0220 0.0856 STD # 0.0189 0.0505 0.1046
IFRS A 0.9589 +++ 0.9083 +++ 0.8421 +++ IFRS A 0.9416 +++ 7708 +++ 0.5000

STDA 0.0166 0.0401 0.0875 STD A 0.0288 0.1048 0.2500
Difference Diff A -0.0073 0.0246 -0.0835 Difference DAf -0.0111 0.0556 0.2500
(LGAAP- IFRS)  DeltaA 0.0214 0.0478 0.1360 (LGAAP- IFRS) Delta A 0.0355 0.1301 0.3541

5.5.3.2 Small Loss vs. Small Profit Relation

The odds ratio reflects the relation of small eagsito small losses in a given interval. In the
absence of earnings management, earnings are edpgedbe evenly distributed in very small
intervals around the zero thresholds. Therefoneetoodds reflect typically a lower propen-
sity to manage earnings in financial statementsic€ptrating on Panel B of Table XXX, one
initial finding is that the odds are much highearihithe results from previous studies. One
reason could be that the sample size might plasueiat role. Another reason might be the
fact that banks are more able to manage earnirgsfitms from other industries. The inves-
tigation of earnings scaled by total assets inititerval [-0.005;0.005] suggests lower odds

for IFRS small earnings to small losses. Howevethof the other intervals yield a higher
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odds ratio under IFRS. As the odds ratios do notedse in the transition to IFRS the results
on the ratio of earnings to total assets yield #ahings management does not seem to be

smaller.

Turning to the ratio of earnings scaled by revengells another impression. For the larger
interval, the odds are higher for the IFRS subsamagiereas for both of the narrower inter-
vals the odds ratio is higher for the local GAABsample. This observation does not neces-
sarily indicate that IFRS earnings are less managéich might have been interpreted as
IFRS reducing management discretion. The resulterauggest that the interval width plays
a crucial role in the results (e.g., Glaum, Lichtbland Lindemann 2004). Taken together, the
comparison of the odds ratio does not provide arateit picture that earnings management

has declined due to the transition to IFRS.

5.5.3.3 Loss Avoidance

The last approach measures the degree of lossamaedor the subsamples, as outlined by
Glaum et al. (2004). Panel C of Table XXX presehtsresults of the comparison of several
measures oA as in model (5). For all subsamples, the distrdngiare highly skewed to-
wards positive earnings and are significant. Thristness check of earnings scaled by reve-
nues yields a similar impression. Testing for digance in differences rejects the hypothesis
of a two-group separation for all variants. Therefdhe results do not suggest significantly
lower earnings management for the IFRS subsampecanfirm our impression from the
previous sections. Thus, since the alternative thgsis of no change in earnings manage-
ment cannot be refuted, we find no sustainableeswd that IFRS annual financial statements

have lower earnings management and hence no suipp#ét3.
5.5.4 Robustness Checks

5.5.4.1 Return Model on Earnings

This robustness check tries to answer the questloether a consideration of IFRS profits
alone is more value relevant for changes in mavk&ie than profits from local GAAP re-
gimes. In order to clarify whether the relatiorsignificantly stronger in comparison to local
GAAP earnings, the following cross-sectional madedstimated, basically following Bartov,
Goldberg and Kim (2005%3

123 Bartov et al. (2005) scale net income by markétievat year end whereas we scale net income byanark
value six months prior to year end in order to tedine possibility of collinearity.
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RET, = B, + B,NI, + B,IFRS, + G,NI, * IFRS, +Z,8jC0ntro|Sj +& (6)

with

RET; 12-month buy and hold stock return, startingmonths after prior fis-
cal year end and ending six months after figeal end,

NIt net income as published in the financial statemantthe respective
year end, scaled by lagged market value of equity measured si
months before financial year end,

IFRS dummy variable equal to one if the bank preparesfitencial state-

ments in periotlaccording to IFRS, and zero otherwise.

The interaction term o denotes the differential effect of financial stagens in IFRS
changing value relevance in comparison to local ®AAles. A significant and positive coef-
ficient B3 indicates that the value relevance of IFRS is bdyivat of local GAAP financial
statement informatiotf” If the coefficient ongs is insignificant, the null hypothesis that both
accounting regimes are equally value relevantHerexplanation of stock returns via earnings
cannot be refuted.

Table XXXI reports the results for the regressiorstoick returns on net profit from equation
(6). Interestingly, none of the coefficient estigmis significant. The conclusion from this
regression is that there is no evidence that IF&8iregs alone have significantly higher value

relevance for changes in market value, hence afferd evidence in support of H1.

Table XXXI: Return Model on Earnings

This panel presents the results on a least square regressginck price returns. RET denotes the return of a spediitksmeasured as change
in percent over a period starting six months after priorriial year end and ending six months after financial year Bied Income (NI) is scaled
by market value of equity lagged six months after prior ficiahyear end. t-values are in parentheses. N denotes theaerwhobservations in the
respective subsample. ****** indicate significance dtet 1%-, 5%-, and 10%-level of a two-sided t-test, respegtiv®nly White-
heteroscedasticity robust errors are reported. The reigresinclude control dummy variables to control for timeafic and cross-sectional
effects. Furthermore, in the regression we control forahtfuster correlation of bank-specific effects. F-Statss probabilities are reported
according to standard OLS regressions for purpbseraparison.

RET, = 8, + BN, +B,IFRS, +B,NI, *IFRS, +3 3 Controls +¢&

Period-fixed,

* i R2 -
Intercept NI IFRS NI*FRS Firm-fixed effects Adj. R F-Stat. N Banks
Prob.
0.446 ** 1.960 0.092 -0.733 included 0.26 0.00 779 122
(2.59) (0.85) (0.87) (-0.49)

124 For this interpretation, see Bartov, Goldberg Kird (2005), p. 105.
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5.5.4.2 Bank Specific Items and Value Relevance

In order to test the stability of our results, w ra robustness check on model (1) of value
relevance of book value of equity and earnings amnket value of equity using a time lag of
three instead of six months. This leads generallgoimparable and strong results, confirming
our findings. Model (2) using interaction termslgiga significant coefficient on IFRS, mean-
ing that market value of equity is generally highdowever, book value of equity and earn-

ings are generally not better reflected in marledti®s.

As a robustness check on value relevance of spdmfincial statement items in model (3),
we run regressions of market value on changesanéial statement items using the natural
logarithm for market value, which are not reportedgeneral, this test yields slightly lower
value relevance for many financial statement itemder IFRS since several interaction terms

become negative.

Alternatively, we also split the sample into lo&RAP and IFRS subsamples and run the
regression on single financial statement itemss generally yields no contrary results except
for the regression of market value on cash flowsghls case, we find a positive and signifi-
cant coefficient estimate @perating Cash Flowor the IFRS subsample whereas for local
GAAP, only an insignificant coefficient estimatendae reported. This might be interpreted as
evidence for operating cash flows being includedatuation models for firms using IFRS
whereas there is no evidence for this fact for diumsing local GAAP.

As a further robustness check, we also investigaether changes in market value are attrib-
utable to changes in single financial statememhsteThe results show that additional value
relevance of changes in IFRS financial statememhst for changes in market values cannot

be confirmed.

Earnings Management

We also run a robustness check on earnings managetheaptures time-dependent influ-

ences in the timeliness of earnings regressionn asodel (5). Therefore, instead of using
time lags in the dependent variables of three ngntle rerun the regressions with a lag of

six months. This variation provides qualitativatg tsame, albeit somewhat weaker results.
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5.6 Concluding Remarks

We investigate a large sample of European banks awdecade. One central objective is to
clarify whether IFRS accounting measures are ohdrngyuality by providing higher value

relevance and lower earnings management. Basetlese tonsiderations, we impose three
hypotheses: Firstly, we hypothesize higher vallevesce of earnings and book value of eg-
uity under IFRS. Secondly, there is higher vallevance for IFRS financial statement items.
Thirdly, there is lower earnings management in IFiR&ncial statements due to fewer discre-

tionary degrees of freedom for a bank’s management.

Firstly, we find no evidence suggesting higher galelevance for IFRS book value of equity
and earnings for market value of equity, refutinh Becondly, for bank specific items, there
is some evidence of higher value relevance forstments and net loans. This first observa-
tion might be explained by a higher share of finanassets in net investments and net loans
that are evaluated at fair value. However, forrdmainder of the financial statement items
tested we find no significantly higher value reles@. Thirdly, with respect to earnings man-
agement we fail to find evidence of a faster incogtion of economic events in accounting
earnings under IFRS, even though the model seerfis hetter under IFRS. Furthermore,
there is no indication of lower earnings managenrefanks after transition to IFRS which
seems to be in line with prior research (e.g., jg@anand Stolowy 2008; Paananen and Lin
2009).

To summarize, the impact of transition to IFRS Earopean banks appears to have limited
impact on the value relevance of accounting measwed hardly any impact on earnings
management. Therefore, there is no convincing egelef IFRS information being of sus-
tainably higher quality in terms of higher valudekance and lower earnings management.
Rather, this result suggests that IFRS accountuadity is not necessarily superior to local
GAAP accounting quality if measured by value rete&a In consideration of the high cost of
implementing and appliance of the new accountitgstuwhich have often to be used in addi-
tion to the local GAAP rules, one might be tempieask whether the application of IFRS is

really beneficial for market participants.
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6 Conclusion

The basic question was whether IFRS are reallyrgupe that they produce better information
when compared to national GAAPs. We suspect thainafysis of banks in the European Union
IS @ more promising approach than investigating girsgle countries. One reason is that many
valuation and presentation premises are changddtit transition to IFRS. Another reason is
that we are in a mostly stable and comparabletinisthal setup in Europe which allows more
general inferences than just investigating speafarkets or trying to obtain clear results from

worldwide samples with many concurrent influences.

Turning to the analysis, the first indication oetbalance sheet and equity analysis of banks
yields that there are changes in the structurenefitems and the presentation of equity in the
course of the transition to IFRS. Besides the chaiging solely attributable to reclassifications,
another reason might be that the changes in valuatiethods also influence, at least in part, the
new picture after transition. The logical follow-gaestion that has to be asked is whether these
presentation changes have any implications fortalpaarket participants. Therefore, in this
study, we concentrate on the market perspectieg,we try to answer the question asked above
for capital market participants to determine whetthey benefit by the new information based
on IFRS. There are several dimensions to measarenpact of any benefits from the transition
to IFRS outlined in literature. We decide to aptisee measures in order to create a comprehen-

sive picture of the IFRS impact on capital markets.

Investigating abnormal market reactions to the jgabibn of earnings announcements under dif-
ferent accounting regimes, we find that informati@tue seems to increase over time. However,
after taking into account concurrent influences, cgenot rule out that general capital market
integration in the European Union over time coukbée responsible for the observations of

higher information value of earnings announcements.

From a different perspective, we also study maekistiency and market liquidity and try to clar-
ify the influence of IFRS on these measures bedmie: after mandatory transition. There seems
to be a positive impact for two of our market eficcy and liquidity measures, i.e. bid-ask
spreads and price impact, even after controllingpiatential concurring effects. However, the
investigation of equity valuation after transitidnes not yield any superiority of presenting in-

formation according to IFRS. Albeit there seem$doa favorable effect on some of our meas-
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ures for mandatory adopters, the investigation ahdatory and voluntary adopters further con-
firms the reasonable suspicion that rather the rgéicapital market integration in the European
Union than the transition to common reporting stadd is accountable for different levels of

market efficiency and liquidity.

Therefore, the last section tries to directly relatcounting measures to the market valuation of
banks and earnings management. We are only abieptot weak evidence of a higher value
relevance of some IFRS balance sheet items whightrbie attributable to changes in valuation

methods. However, lower earnings management cdreobvnfirmed after the transition.

To summarize, given the rather ambiguous resuwts fabove using a dataset with relatively sta-
ble institutional prerequisites, i.e., an invediiga of banks in Europe, we cannot rule out that
there are concurrent effects influencing our rastdta greater or lesser degree, even though we
expected the results to be especially strong usimgnvestigation setup. However, our findings
seem to be in line with prior research having diffiies detecting pure cause and effect relation-
ships in a rather dynamic environment. Based onreaults however, the pure effect of the IFRS
application appears to be rather limited for Euaspbanks which casts doubt on its favorability
in light of cost-benefit considerations.
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