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Abstract

Purpose — Testing a total of five hypotheses, the paper contributes to overall comparison of the two regimes,
as it scrutinises whether these improvements have helped regulate this sector. Although it appears that, for the
first time, International Financial Reporting Standards (IFRS) had a more timely effect than US Generally
Accepted Accounting Principles (GAAP), multiple parameters must be taken into consideration. The banking
system has additional rules that may affect financial statements, such as the Basel Accord which sets many
policies closely related to the IFRS, such as deferred tax credits. In this way, this paper aim to enrich the results
of these decisions, and illuminate aspects of amendments to IFRS and US GAAP in light of the crisis. Focussing
on the financial sector, the author sought to critically evaluate their reactions, and to question some of their
fundamental rules in practice. This is vital for accounting researchers and analysts, allowing for the first time to
compare IFRS performance between Europe and the US, and make better investment evaluations.
Design/methodology/approach — The study sought to detect whether IFRS and US GAAP protected firms
from abnormal sales arising from the outbreak of the crisis, whether the reclassification option under IFRS was
an answer to the crisis, and whether IFRS and US GAAP succeeded in regulating shadow banking through
their amendments. Therefore, it processes five hypotheses. In order to detect the effects of the crisis on
accounting regimes, the analysis focused only on companies from the financial sector composed of the banking
industry, insurance companies and shadow banking. The author included firms from Australia, Germany,
Greece, the UK and the US, and collected information on 679 financial institutions for the period 2009-2013. The
author settled on these time frames because the author aimed to capture IFRS performance surrounding the
crisis effects in 2008 and the amendments that followed. In this way, the author applied quantitative methods
using only numerical data over a given period.

Findings — The results suggest that the reclassification option was successful, helping firms to perform better
amid the crisis, indicating that the manipulation of the crisis was appropriate. It seems therefore that US GAAP
should have activated this option for US firms. However, the US may not have hurried to act because its
banking sector seemed to recover more quickly than in Australia and Europe. Either way, both regimes need to
consider speculative market cases that might have appeared during the crisis, as the author have detected cases
of abnormal returns. Finally, concerning regulation of the shadow banking sector, the results seem to be
encouraging only with regard to the latest improvements and only for all countries examined.
Originality/value — The project contributes to debate on the reactions of both I[FRS and US GAAP during and
after the economic crisis. For this, it addresses several questions to investigate the performance of the financial
sector under both regimes, identifying possible additional effects and considerations. More specifically, it
answers if the fair value orientation actually contributes to the financial crisis through contagion effects, while
it addresses additional questions. Have these two global accounting regimes succeeded in overcoming the
consequences of the crisis? Have amendments and the introduction of new standards to IFRS and US GAAP
achieved regulation of shadow banking? Which of the two has performed better? As aforementioned, the
analysis focused only on companies from the financial sector composed of the banking industry, insurance
companies and shadow banking firms from Australia, Germany, Greece, the UK and the US, for the period
2009-2013.
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1. Introduction

Outbreak of

After the adoption of official International Financial Reporting Standards (IFRS), over time, economic crisis

they have been affected by many emerging events that have raised questions about their
effectiveness, one of the most significant being the 2008 financial crisis. This last crisis
appeared in the US banking sector but soon spread to Europe. Many market participants
blamed the nature and structure of IFRS, so theoretical research again focused on the fair
value orientation of IFRS, seeking to detect any disadvantages under turbulent economic
conditions (Mallet, 2008). The crisis tested the cohesion of IFRS, and research assessed their
responses to similar situations in different countries. Unfortunately, IFRS appear not to have
reached the level of harmonisation and integration needed, as countries did not present any
typical reaction to the crisis, while some have yet to recover from its effects. Perhaps for this
reason, the International Accounting Standards Board (IASB) has sought to reconsider some
traditional accounting tools, even starting a debate on the structure of firms’ annual reports
[1]. It seems, therefore, that these emerging and challenging situations have prepared the
ground for new changes to accounting rules (Hatherly and Kretzschmar, 2011). However, in
making such improvements, consideration must also be given to creative accounting.

Creative accounting is a problem for all accounting regimes. This phenomenon becomes
more intense during economic downturns (Jones and Oldroyd, 2009), as in the last financial
crisis in 2008, when the first victim was accounting regulations (Hughes, 2009). Both IFRS
and US GAAP came under scrutiny, so a growing body of literature has examined references
to complaints of accounting misconduct, which increased significantly during the credit crisis
(Johnson, 2008). Indeed, many studies accuse both IFRS and US GA AP of failing to foresee the
crisis, and have focused on their fair value orientation as a reason for them not responding
appropriately to the crisis (Wallison, 2008a, b; Whalen, 2008). Other researchers suggest that
an immediate relaxation of capital requirements may have been a solution (Laux and Leuz,
2009). To answer this, I need to determine the market and financial effects on reactions of
IFRS to the crisis. Indeed, the reclassification option allowed in IFRS opens up a new debate as
to whether this option increased the effects of the crisis and information asymmetry, rather
than eliminating adverse consequences and protecting firms from abnormal stock market
returns.

However, in addition to blaming accounting standards, many studies have examined the
performance of the banking sector following the outbreak of the crisis. The literature has
focused on the role played by banking and shadow banking in the financial crisis, owing to
their elaborate financial measures and vagueness in accounting figures (Heilpern et al., 2009;
Lewis, 2009). The shadow banking system consists of institutions such as investment banks
and hedge funds that are not subject to the same regulations as commercial banks. They
provide services and activities that are fully or partially outside the regular banking system
(Claessens et al., 2012). These institutions tried to compete globally, but the results proved
that the market participants were unprepared for this step (Claessens et al., 2012; Jackson,
2013). Consequently, their fragility increased (Basu, 2003), and authorities therefore initiated
new regulations. Most researchers claim that regulating the capital structure might preserve
it from any future crisis (Gorton and Metrick, 2010), as it would reduce inaccuracies
(Cole, 2012).

Following this opinion, all responsible authorities tried to enforce a legal framework on
the shadow banking sector, and researchers sought to determine key elements in its
development. Many blamed shadow banking for its inadequate control mechanisms [2].
For this reason, and to protect the financial system from future anomalies, authorities
aimed to tighten accounting regulations relating to shadow banks and instituted
regulations to control them. Indeed, both IFRS and US GAAP focused on the banking and
shadow banking sectors. They amended and/or introduced new individual standards to
regulate these sectors and eliminate similar fraudulent auditing cases based on accounting
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misinterpretations in future (Nieschwietz ef al, 2000). This was their first attempt to
regulate this system, and thus they focused on three crucial issues: revenue recognition,
leasing and financial instruments. As a result, the IASB introduced additional
improvements to IFRS 7 and IFRS 9, taking effect from 2011 to 2013, respectively [3]. It
has already planned the introduction of IFRS 13, dealing with fair value measurement, and
may further regulate this sector. Similarly, although it has not yet issued final standards in
this area, the FASB introduced US GAAP amendments effective from 2011 that aimed to
regulate the banking sector.

However, although many studies analysed the effectiveness of the reclassification option,
however, they excluded the banking sector, while research that focused on the banking
sector, did not consider the reclassification option. In this order, the paper, aims to investigate
the performance of the financial sector under both regimes, identifying possible additional
effects and considerations. In this order, it examines if these two global accounting regimes
succeeded in overcoming the consequences of the crisis, and analyses if the amendments
applied achieved regulation of shadow banking. More specifically, the paper focusses on the
stock performance during the outbreak of the last financial crisis, helping, this way, investors
to estimate stock reaction on similar emerging events in the future.

Additionally, I sought to critically evaluate if the reclassification option helped firms to
recover, and if any recovery has been resulted by the implementation of earnings
management and/or market speculations. Finally, the paper scrutinises the effects of IFRS 9
in its pre-2014 format, as it remained available for application to the period on which I was
focussing. However, this might provide useful early indications for its performance, helping
responsible authorities to evaluate its effectiveness and proceed to any necessary
improvement. To my knowledge there are no similar research works that address to all
these issues that are vital for accounting researchers and analysts, allowing them for the first
time to compare IFRS performance between Europe and the US, and make better investment
evaluations. Considering all these, | managed to examine a total of five hypotheses, focused
only on companies from the financial sector composed of the banking industry, insurance
companies and shadow banking firms from Australia, Germany, Greece, the UK and the US
for the period 2007—-2013.

The paper proceeds as follows. Section 2 discusses the theoretical background and
the literature review. Section 3 describes methods followed, by analysing the
hypotheses of the research and the tests performed to examine each one. Section 4
explains the rationale for the chosen data sets and the descriptive statistics of my
sample, Section 5 displays the empirical findings and Section 6 summarises the
conclusions of this paper.

2. Theoretical background and literature review

The 2008 financial crisis proved to be a critical point for market participants, as it increased
suspicion of companies’ financials and raised criticisms of accounting regimes. Indeed, many
studies blame accounting standards for not foreseeing the crisis, raising concerns about the
global sustainability of the financial reporting system. Once again, they focus on and accuse
fair value orientation for the crisis, but not for the market reaction or for the straight
comparison between US GAAP and IFRS. It seems, therefore, that a new debate has arisen
about the causes and effects of fair value, which increase under turbulent conditions (Mallet,
2008). Although fair value rules are not ideal, many insist nonetheless that they are by far the
most appropriate method compared with any alternatives, providing much greater
transparency and comparability (Brown, 2008). They claim that there is still more timely
loss provisioning under IFRS (O’'Hanlon, 2013), thus they may provide early warning signals
of an impending crisis (Allen and Carletti, 2010).



However, markets operating in an unstable investing environment lack reliable measures
(Brown, 2008), which may lead to alterations of income (Ball, 2006). Some studies even
suggest that firms would have performed better under old national GAAP. For this reason,
the IASB eased fair value accounting standards relating to financial instruments (IAS39 and
IFRSY?), offering companies a choice of retroactively reclassifying financial assets previously
measured at fair value into amortised cost, expanding this reclassification concession to
assets that were voluntarily classified. Studies reflect positively on IFRS authorities (Neal
et al., 2015), as earnings management decreased for many European firms during the crisis
(Kousenidis et al,, 2013; Filip and Raffournier, 2014). However, most studies consider the
periods 2006—2007 and 2008-2009 to examine the effects of the crisis. It would be interesting
also to examine the years 2007—2008, because in many cases firms were engaging in earnings
management prior to the crisis.

In contrast, the Financial Accounting Standards Board (FASB) decided not to deviate
from its policy. The results vindicate the FASB, as companies that used the reclassification
option produced only short-term benefits, leading to greater information asymmetry and
reduced transparency, and potentially allowing companies to manipulate some of their
figures through creative accounting practices (Ramanna and Watts, 2007). It seems,
therefore, that standard setters did not initially succeed in managing these difficult
circumstances effectively. Responding to these accusations, in January 2013, the IASB issued
IFRS 13, which provides a framework for measuring and disclosing fair value. This is less
complex and improves transparency and objectivity. Apart from these obvious advantages
that might help to overcome the effects of the crisis, IFRS 13 was the result of joint efforts with
the FASB, the US GAAP standard setter. It successfully created a common set of high-quality
global accounting standards and, unlike the first attempt, these further improvements may
result in greater convergence with US GAAP. Overall, this fair value debate seems to have
been a starting point for fundamental and necessary improvements to establish a stable
mechanism that will prevail in similar future cases.

Amid these concerns, questions were also raised about whether authorities were prepared
for such large and broad changes (Heilpern et al., 2009). The results prove that none of the
parties involved was adequately prepared. Even credit-rating companies were unable to
estimate the risk of default precisely, leading to many false ratings (Coval et al, 2008). As
these complex operations seemed to threaten regulators and authorities, it was essential to
update the accounting frameworks, focussing on these symptoms (Hatherly and
Kretzschmar, 2011). Under both IFRS and US GAAP, the banking industry took
advantage of securitisation transactions and de-recognition of financial asset regulations.
Securitisation transactions count as sales, offering banks an opportunity to increase their
capital ratios and reduce their needs under the Basel Regulation [4].

During the financial crisis, this accounting window increased (Laux and Leuz, 2010), while
the lack of information available to investors and authorities led to irreversible outcomes
(Barth and Landsman, 2010). Similarly, de-recognition of financial assets enabled assets to be
eliminated from balance sheets, allowing banks to increase their earnings and capital ratios
(Ryan, 2008). This enhanced the belief that the banking sector’s financials were imprecise
(Bushman, 2014), so increased regulations were needed (Chiaramonte and Casu, 2017).
Following this, the IASB focused on these two issues and in 2011 initiated several new
standards (IFRS 10, IFRS 11 and IFRS 12) improving on IFRS 7, aiming to enhance the
banking sector’s financial statement disclosures and improve accounting mechanisms. This
enforcement also affected the shadow banking sub-sector.

In Europe, in contrast, most financing is still undertaken by traditional credit institutions.
For this reason, and since shadow banking poses greater systemic risk than traditional
banking, official concerns have increased, focussing on several issues, including the scale of
shadow banking, regulatory gaps, regulatory arbitrage and the complexity of the shadow
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banking system. This may also have resulted from reducing the size of shadow banking,
increasing its concentration (Beck et al, 2006), or lessening interconnections between
commercial and shadow banking entities (De Jonghe, 2010). On the other hand, some consider
that regulating shadow banking may make matters worse if it prevents banks from taking
any risks at all (Ordonez, 2013). Restrictions on capital requirements will result in limited
interest from investors, leading to decreased funding opportunities (Harris et al,, 2014) and
greater risk (Plantin, 2015). Overall, capital structure costs, financial regulation and audit
innovation must be considered together in order to prevent similar future risks (Adrian and
Shin, 2009; Schoenmaker, 2016).

For these reasons, authorities in both Europe and America have sought to enforce a legal
framework on the shadow banking sector. IFRS must be sufficiently strict; otherwise, it is
pointless discussing any shadow banking regulation. Therefore, apart from the improvements
to IFRS mentioned in the previous sub-section, and owing to continued criticism of IAS 39, the
IASB introduced IFRS 9. IFRS 9 introduced changes to the classification, measurement and
impairment assessment requirements for the financial industry, including new requirements on
hedge accounting. This implemented simpler and more accurate recognition and measurement
rules, aimed at reducing volatility and controlling inadvertent risk. Since it was published only
recently, few studies have focused on its effectiveness. Onali and Ginesti (2014) indicate a
positive market reaction to its announcement. However, it is too early to conclude whether it has
succeeded in regulating both traditional and shadow banking systems. Indeed, there exist very
few papers in respect to IFRS 9 in the past few years, indicating that IFRS 9 performance
estimation is still in its infancy. In this order that are early indication that the banking sector in
Lebanon is not expected to display a material decrease in their equity as a result of the first-time
adoption of IFRS 9 (Dib and Khalil, 2021).

Overall, until recently, most studies have tended to focus on listed firms other than banks,
owing to differing reporting regulations, and only a few recent papers have sought to explore
this issue further. These studies mainly indicate that the financial sector, i.e. banking and
Insurance companies, may use earnings management techniques to hide their economic
problems (Bushman, 2014), so increased regulation is needed (Chiaramonte and Casu, 2017).
Additionally, there are studies that exhibit that under IFRS banks produce more accurate
figures for profitability (Ballas ef al, 2019), while other researchers suggest that local GAAP
allows a more refined assessment of financial performance for banking sector, suggesting that
local GAAP is a better tool for investors willing to acquire banking institutes (Akgtin, 2022).

After the crisis, both IFRS and US GAAP authorities introduced several improvements to
their enforcement relating to financial institutions, so it might be expected that these
amendments would have helped with market regulation. However, it is unclear how financial
companies have responded to these measures, since studies have not focused on specific
improvements, such as IFRS9, but have examined authorities’ strategies as a whole. Thus, the
results for these institutions seem to be less pronounced because although these measures sound
beneficial in theory, little is known about their potential effects in practice. It seems, therefore,
that recent literature has failed to consider whether specific amendments to accounting regimes
have been effective in responding to the effects of the crisis, or whether accountants and
investors should pay greater attention to the new regulations. The literature does not fully
explain whether the reclassification option has been appropriate, how weaker economies have
responded to the crisis, and whether stock markets have recovered from their losses. Similarly,
there has been little in-depth empirical exploration of shadow banking in recent years.

3. Hypotheses development and models
The study sought to detect whether IFRS and US GAAP protected firms from abnormal sales
arising from the outbreak of the crisis, whether the reclassification option under IFRS was an



answer to the crisis, and whether IFRS and US GAAP succeeded in regulating shadow
banking through their amendments, by processing the next five hypotheses. To ascertain
these hypotheses, I involved quantitative research design. Based on secondary numerical
data and performing accurate statistical models, I managed to examine the five hypotheses,
concerning the performance of IFRS and US GAAP. This design tends to generate data that
could be collected and expressed in the numeric form, ready to be analysed and presented
statistically (Backman, 1998). As it follows, a formalised structure, along with all its
assumptions, it seems perfect for the scope of the study to answer the research questions and
to examine its hypotheses, assessing this way the effectiveness of IFRS. Within this context
and based on a high level of reliable numeric data and statistic processing, I intended to focus
on verifiable facts, leading to conclusions which are generally replicated in a data-driven
process (Hambrick, 2007). The following paragraphs describe the hypotheses examined as
well as the selected methods for their analysis.

HI. The outbreak of the crisis negatively affected stock performance in the financial
sectors in Europe, Australia and the US.

In 2008, an international economic crisis started to appear, affecting mainly the financial
sector. In every crisis, many events may affect the performance of securities and may be
unexpected, as in the bankruptcy of Lehman Brothers (PwC, 2009), which proved a pivotal
incident in the crisis that nobody had predicted. Indeed, most banking and insurance
companies seemed to have serious balance sheet problems that triggered investors’ interest.
On the other hand, many insist that, even in these cases, investors had access to internal
information and may have engaged in speculation on the stock markets. Therefore, I aimed to
examine the market reactions of bank stocks from Europe and the US to this major
international event. In other words, I sought to determine whether the crisis resulted in
significant abnormal returns in stock markets, and whether this might be attributable to a
normal overreaction, or was due to well-planned speculative intentions.

Examining firms’ performance under such conditions might also help us to determine the
necessary timeframe for companies to recover their stock prices, and any common
assumptions that might help us to react better to similar future cases, as the effects of the
crisis seem to be on-going. I considered, therefore, that it would be particularly interesting to
estimate any abnormal returns of financial companies from Australia, Germany, Greece, the
UK and the US during the Lehman Brothers incident, in order to detect the short-term
reactions of these markets.

In this order, the author calculates the Abnormal market returns (AR). AR is the difference
between the actual performance of a firm and its expected returns. For this reason and to
calculate these measurements, I chose to apply the event study methodology based on the
market model method (Strong, 1992), as represented by the following equation:

ARy =Riy— (@ +biRyy) +eiy @

where AR;; is the abnormal returns of security ¢ in period # R;; is the return on security ¢ in
period £, calculated as Log [(P;; + D;;)/P;+-1], where P, , is the price of the security at the end
of period £; D;,, is the dividend paid during period # P;,_; is the price of the security at the end
of period ¢—1, adjusted for any capitalisations to make it comparable with P;; a; is the
intercept for security z; b; is the beta coefficient, which measures the sensitivity of security 7 to
the market and is a measure of risk; R,,, ; is the return of the stock market 7 in period £; and ¢, ;
is the statistical error term.

To estimate the return of the stock market (R, ), I used ASX for Australia, DAX for
Germany, ASE for Greece, FTSE for the UK and DJIA and NASDAQ for the US. A positive
AR means that a stock performed better than the market, while a negative one indicates that
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the stock underperformed the market. The author focused on an estimation window five days
before and after the effective date of the event, 15 September 2008 (the date on which Lehman
Brothers filed for bankruptcy) [5]. Finally, CAR;, is the cumulative abnormal market return
for firm ¢ in year £.

H2. Use of the reclassification option has resulted in financial statement effects.

Toalleviate the effects of the crisis, authorities in Europe allowed deviations in IFRS values.
More specifically, the IASB amended individual standards IFRS 7 and [AS 39, permitting
banking firms to reclassify some of their assets that had previously been measured at fair
value, under restrictive rules and disclosures. These amendments were effective from July
2008; however, as revealed in the literature review, there were cases of prudential ratio
violations, and references to complaints of accounting misconduct increased significantly
following the outbreak of the credit crisis (Johnson, 2008). In addition, some have even
criticised the extremely short notice procedure which was followed, rather than the regular
standard-setting process. In contrast, the FASB decided not to suspend fair value
accounting for US firms, also affecting the accounting measures of US banks. Exploring
this hypothesis provided a good opportunity to compare the different reactions of IFRS and
US GAAP to the outbreak of the crisis, and to investigate firms’ performance as a result of
these modifications.

This hypothesis, as well as the next two hypotheses aimed to analyse the extent to which
these two boards’ different decisions affected the banking sector. The analysis focused on the
years 2007-2009, in order to detect the long-term effects of the reclassification option.
Furthermore, the author focused on companies operating in the financial sector from
Australia, Germany, Greece, the UK and the US; however, since the US had many more
financial listed firms than the other countries examined, I decided to merge the sample of
these countries and compare this new data set with the US. In this way, I was able to achieve
better statistical significance. Finally, to estimate whether a firm used the reclassification
option, I focused only on the choice of a company to adopt this amendment, rather than on
details of the disclosure [6].

3.1 Test: financial statement effects of reclassification option
In this first test, I proposed to detect any financial effects following the introduction of the
reclassification option. For this, I used the following logistic regression model:

RR;; = ay + a1 Size;y + as Profitability;; + a3 Leverage;; + e;; @

where RR;, is a dummy variable indicating the country and the reclassification option,
equalling 0 for firms that did not reclassify, 1 for reclassified and 2 for US companies; for other
variables, see Appendix, Table Al; ¢, ; is the error term.

H3. Use of the reclassification option has resulted in increasing accruals.

The reclassification option will have been more useful if it succeeded in preserving lower
discretionary accruals for firms that chose to follow this option. Thus, correlation between
accruals and this option is highly important. For this purpose, I used two tests for this
hypothesis:

3.2 Test 1

Starting from the need to detect any decrease in accruals for reclassified companies, the
following logistic regression was performed for year sets 2007—2008 and 2007-2009. A
negative DAC;; value could be a reference.



RR;y = ay + a1 DAC;; + ap Sizei; + as Profitability;, + a4 Leverage;, + +e;; ()

where RR; ; equals 0 for the first examination year and 1 for the second; DAC; ;s discretionary
accruals estimated using the cross-sectional Jones (1991) model [7]; other variables are as
described in Appendix, Table Al; and ¢;;, is the error term.

3.3 Test 2

Moving a step further, I also sought to observe the performance of firms that did not adopt the
reclassification option, as well as US firms. For this reason, the author focused on the years
2008 and 2009, and followed the linear regression below:

DAC;; =ay + a1 DV +ay DV Sizeiiy + a3 DV Profitability;,

+ay DV, Leverage;, + e;; @
where DAG; ,is discretionary accruals estimated using the cross-sectional Jones (1991) model.
DYV, ;is a binary dummy variable, equalling 0 or 1 according to a number of cases: in the first
case, DV;; equals 1 for reclassified companies and 0 for non-reclassified companies; in the
second case, DV, equals 1 for US companies and 0 for reclassified; and in the last case, DV,
equals 1 for US firms and 0 for non-reclassified companies. Other variables are described in
Appendix, Table Al; and ¢;; is the error term.

H4. Use of the reclassification option added market value for listed companies.

3.4 Test: reclassification and abnormal returns

In this hypothesis, the project proposed to detect the market reaction to the announcement of
the reclassification option. For this reason, the author performed exactly the same methods as
adopted in the 2nd test of H3 (Equation (4)), for the same examination years, with identical
DV;; value categorisation. The only difference was that, instead of accruals (DAG;)), 1
considered firms’ annual cumulative abnormal returns (CAR; ) as the dependent value.

H5. Amendments to both IFRS and US GAAP have improved the accuracy of the shadow
banking sector

Through this hypothesis, I aimed to analyse the performance of the amendments to IFRS 7
and IFRS 9 that took effect from 2011 to 2013, respectively, and to compare these
improvements with corresponding US GAAP improvements. For this purpose, I estimated
the following tests, concentrating on information asymmetry, value performance and
earnings management. The tested years were 2010 versus 2011, and 2012 versus 2013. If
accounting regimes performed better in the years 2011 and 2013, then the amendments could
be considered successful. Finally, the data set consisted of shadow banking companies listed
in Australia, Germany, the UK and the US, excluding Greece since its stock market has no
shadow banking companies.

3.5 Test 1: information asymmetry

Information asymmetry models assume that at least one party in a transaction has relevant
information, whereas the other does not. For this reason, the introduction of amendments to
both regimes aimed to provide better quality financial reporting in order to decrease
information asymmetry (Leuz and Verrecchia, 2000) for all interested parties in the
investment environment. However, as this notion reflects many measures, income volatility
and value relevance were used as proxies for information asymmetry.
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(1) Income volatility

In this test, the author aimed to detect any volatility in accounting figures. For this reason, I
performed an F-test for the standard deviation of ratios (Appendix, Table Al). A high
standard deviation would indicate high volatility, and high volatility would indicate low
information asymmetry. Thus, the higher the standard deviation, the better will be the
information for investors.

(2) Value relevance

Value relevance is the ability of the information disclosed in financial statements to capture
and summarise the firm’s value. Increased value relevance leads to higher accuracy, higher-
quality accounting amounts and consequently lowers information asymmetry. For this
reason, the following ordinary least squares (OLS) regression was performed (Burgstahler
and Divchev, 1997; Ohlson, 1995).

Pi,t =ay + dlBVPSZ‘J + azNPPSu + ey (5)

where P, ; is the firm’s price at the end of the year; BVPS; , is the firm’s book value scaled by
the total number of shares; NPPS;; is the firm’s net profit deflated also by the number of
shares; and ¢;, is the error term.

For this regression, the author examined the explanatory power of the regression (%), which
was expected to be higher after the improvements. Furthermore, as book value and net profit
are the main measures of value relevance, meaning that higher book value indicates better
accounting quality, it was also expected that after the amendments, these measures would
exhibit higher significant positive coefficients (Burgstahler and Divchev, 1997; Ohlson, 1995).

3.6 Test 2: impact of firm value

It is believed that markets impact on accounting events (Barth and McNichols, 1994), and
investors react positively to amendments to accounting regimes. This study evaluated
investors’ reactions to the above improvements in the shadow banking industry, taking into
account changes in the actual value of the firm. This value perception was based on Tobin’s g
assessment, as measured by Daske ef al. (2007). The higher the Tobin’s ¢ score for a firm, the
higher the value of the firm, as it reflects greater investor confidence in the firm’'s growth
potential (Daske et al, 2007). For this reason, based on Elbannan’s (2010) model but with
slight differences [8], the following logistic regression model was used:

RRi; =ay +a1ATq;; +as ATA;; +asLEV i +asMViy + ey ©)

where RR; ;is a dummy variable of the year, with 0 representing the most recent year prior to
the amendments (2010 and 2012) and 1 representing the year after (2011 and 2013); ATy,
represents the change in Tobin’s ¢ scaled by total assets; Tobin’s ¢ is calculated as total assets
—book value of equity + market value of equity (Daske et al, 2007); ATA; ;is measured as the
change in total assets; LEV;; is measured as total liabilities divided by total stockholders’
equity; MV, is the natural logarithm of the market value of equity; and ¢;, is the error term.

A positive ATg;, figure would suggest an increase in the market value of the sample firms
after the improvements, and a negative change in ¢ would suggest a decrease in firm
valuation, meaning that any amendments had been insufficient to earn investors’ trust and
increase firms’ value.

3.7 Test 3: earnings management
To test earnings management, the author focused again on discretionary accruals based on
Jones’s (1991) model, as described, proceeding to the following three sub-tests.



(1) A Pearson correlation was performed between discretionary accruals (DAC) and
operating cash flow (OCF) for the years before and after the improvements to detect
any indications of decreasing usage of accruals. A positive correlation might be a
reference, as this would mean that managers no longer responded to low cash flows
by increasing firms’ accruals (Myers and Skinner, 2002; Land and Lang, 2002).

(2) Moreover, based on Tendeloo and Vanstraelen’s (2005) model, the study aimed to
examine accruals performance before and after the amendments, linked with size,
profitability and leverage ratio. For this, the following logistic regression was
performed:

RR;; = ay + oy DACy; + oy Sizei; + az Profitability;; + ayLevarege;; +e;;  (7)

where RR, ; equals 0 for the first examination year (2010, 2012) and 1 for the second (2011,
2013); DAC; ;is the discretionary Jones (1991) model accruals; other variables are as described
in Appendix, Table Al; and ¢;, is the error term.

(3) Finally, concerning the quality of accruals after the accounting improvements, the
following model was used:

AWCZ'J =0y + (110CF1‘¢ + et ®

where AWC;, is the change in working capital scaled by total sales; OCF;; is the operating
cash flow for firm ¢ in fiscal year £, scaled by total sales; and e, ; is the error term. A higher R-
squared would reflect high earnings quality and lower potential for income smoothing.

4. Data set and descriptive statistics

4.1 Data sample and statistics

In order to detect the effects of the crisis on accounting regimes, the analysis focused only on
companies from the financial sector composed of the banking industry, insurance companies
and shadow banking. The author included firms from Australia, Germany, Greece, the UK
and the US, and collected information on 679 financial institutions for the period 2007-2013.1
settles on these time frames because I aimed to capture IFRS performance surrounding
specific events, as described in the models of each hypothesis in the precious chapter. In this
way, I applied quantitative methods using only numerical data over a given period. More
specifically, the inputs into the research models consisted of continuous numerical
independent variables used to compare the performance of dependent variables in
parametric tests. For this reason, I gathered the data from databases such as Amadeus
and Screener to gather financial measure, and databases such as Factiva and LexisNexis to
access companies’ announcements. Furthermore, the author searched separately for each
firm’s financials, been recourse to economic websites such as Bloomberg, MarketWatch,
Morningstar and The Financial Times, or similar official websites that offer firms’ annual
reports and statements.

For the main data analysis, the author performed several parametric statistics, such as
Pearson’s correlation coefficient, binary logistic regression analysis and OLS regression
analysis. In addition, independent sample F-tests and #tests were performed to test the
accuracy of the standard deviation and significance of the mean respectively, to contribute to
the comparability of the index across values (Pallant, 2005). Each test described in the
previous chapter, used for analysing specific value categories according to the needs of each
hypothesis. All these tests were assessed according to the relative significance of the
estimated coefficients (p-value < 0.01, two-tailed), and additional parameters were also
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measured. The parameters for logistic regressions were determined based on the maximum
likelihood method, while for the OLS regression, the White test was performed, focussing on
the correlation coefficients amongst the test variables and the R-squared measure. The
predictive accuracy of the models and the consistency of the estimates were assessed in this
way, while the project considered the assumptions of linearity, normality, homogeneity and
independence. Finally in most cases, the dependent variables were categorical variables
classified as dichotomous, while I also used discrete independent variables, which were used
in some cases as moderator variables (Baron and Kenny, 1986). Details of the variables
selected are given in Appendix, Table A2.

4.2 Descriptive statistics

Table A3 (Appendix) reports the descriptive statistics of the sample. These provide a better
understanding of the particularity of the data set, and will assist in explaining the main analysis
and results. In particular, the author represent the descriptive statistics for the financial sector
under IFRS (Panel Al) and under US GAAP (Panel A2). Statistics reflect early signs that, during
the crisis, neither of the accounting regimes managed to prevent a decrease in the ratios. It
appears, therefore, that under crisis conditions, size, profitability and leverage ratios reduced in
Australia, Germany, Greece, the UK and the US. The results in the next year for both regimes
were similar, but with indications of slight improvements. After the first shock, companies’ size
measures (SALESHA for IFRS, RESTAS for US GAAP) increased, with cases of better leverage
(DEBT for both), but their profitability did not increase. Based on these first indications, IFRS
and US GAAP showed common reactions on key measures during the crisis.

Furthermore, as most commentators considered that in order to prevent such situations in
the future, it was essential to regulate the shadow banking sector, both regimes implemented
drastic amendments for this purpose. The results (Panel B) indicate that the first set of
improvements (2010-2011) caused contradictory outcomes for IFRS firms, as there is no clear
picture on ratio effects, apart from profitability and leverage which were lower. On the other
hand, under US GAAP for the same period, all firms’ accounting measurements decreased,
while firms’ value (Tobin’s variable) decreased under both standards. Nevertheless, statistics
concerning the second set of improvements (2012-2013) are more encouraging, as companies
displayed improved ratios. Once again, the two standards seemed to perform similarly, as
both IFRS and US GAAP firms increased their size, investment, growth and leverage ratios.
However, US GAAP adopters overperformed on profitability and liquidity measures,
compared with IFRS firms which did not manage to follow suit. Overall, the results indicate
that the two regimes performed similarly.

5. Empirical findings

In this chapter, the author interprets, discuss and analyse in detail the empirical results
obtained. Since the volume of statistical results for each hypothesis is huge, I have chosen to
present all the detailed findings in tables in Appendix. All critical measures are highlighted
and explained in detail during the presentation of the results.

5.1 Results for H1

As many people blame the IFRS and US GAAP for the development and transmission of the
crisis, it is vitally important to determine financial sector performance at the peak of the crisis.
For this reason, I focussed on abnormal returns in order to examine any extreme stock
reactions in this sector. The analytical results (Appendix, Table A4; aggregated in Table 1)
indicate that the outbreak of the crisis had negative effects on the Australian and European
banking sector. On the other hand, the US did not seem to report great losses on the day that
Lehman’s became bankrupt.



Outbreak of

Event day Australia Germany Greece UK NYSE NASDAQ €CONOmMmicC Crisis

Positive AR 33.33% 14.29% 0.00% 50.00% 7241% 58.97%
Negative AR 66.67% 85.71% 100.00% 50.00% 27.59% 41.03%

5-Days CAR
Positive 50.00% 25.00% 0.00% 84.62% 97.30% 94.55%
Negative 50.00% 75.00% 100.00% 15.38% 2.70% 5.45%

10-Days CAR
Positive 71.43% 20.00% 25.00% 69.23% 94.12% 91.94%
Negative 2857% 80.00% 75.00% 30.77% 5.88% 8.06%

Note(s): * These statistics were calculated based only on significant results
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Table 1.
Aggregated results for
AR and CAR

Furthermore, the results show that cumulative abnormal returns (CARs) for most companies
in all the countries examined returned to positive values as early as 10 days after the incident,
indicating that investors trusted both regimes and authorities, since they seem to have taken
all the necessary measures. The only exceptions were Germany and Greece, but even in these
countries the results improved. It seems, therefore, that there was a normal recovery process,
comparable to markets’ performance after sudden events such as terrorist attacks (Raby,
2003). However, such occasions are extremely unexpected, but there are cases of turbulent
conditions long before the Lehman Brothers’ issues, providing investors with time to plan
possible speculation procedures.

An additional factor must be taken into consideration. As mentioned earlier, abnormal
returns express the difference between a company’s expected and realised performance. The
calculation of expected performance is based on the general stock market index; hence, when
there are positive abnormal returns, as in the case of the US, this does not mean that stocks
did not go down, but that they may not have decreased as much as expected. Furthermore,
AR and CAR calculations depict the reaction at a specific time point, rather than the trend in
the measure examined.

For this reason, Figure 1 seeks to illustrate the continuum of AR 10 days before and after
the event and detect any suspicious cases.

Abnormal Returns
8.00%
6.00%
4.00%

2.00% N

/\'\—\ 2 AN
0.00% = NN J\ Py / Do =
/\Hz 37 4
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Figure 1.
Abnormal returns
before and after
Lehman’s Brothers’
bankruptcy
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The results shown in Figure 1 reveal some interesting points. Australia and Europe seem to
have a smooth curve. Europe has the most stable line, as it appears that any losses in
Germany and Greece were counterbalanced by better performance by the UK. Furthermore,
all examined countries one or two days before the event exhibited an increase in abnormal
sales, which may be the evidence of information leakage because without inside information,
abnormal returns should not have been significantly different from zero until the event day.
However, the most impressive factor is the extreme volatility displayed by the US markets,
both NYSE and NASDAQ), after Lehman’s collapse.

In previous indications (Table 1), US markets seemed to act normally, and nothing
predicted this irregular US behaviour, not even the slight decrease in their positive 10-day
CARs. Nevertheless, this raises concerns about the reasons for this performance. Is it
attributable to the crisis or to speculation? In fact, investors may have considered various
listed companies to be more vulnerable than others; thus, it seems that some companies
extremely underperformed, while others extremely over-performed during the crisis. On
the other hand, this move has the typical characteristics of speculation, as firms increased
their prices at first, and two days later suddenly decreased their values. These cases are
highly important and require further examination. Overall, the results in Figure 1 provide
clear evidence that H1 holds, as the crisis influenced firms’ performance in all countries
examined.

5.2 Results for H2

The reclassification option was the most determinant action of IFRS for alleviating the
crisis. The results of the first tests (Table 2) indicate that this action was successful. The
test of this hypothesis aimed to outline the differences between three categories of
companies: those that chose to re-classify, those that did not adopt this option, and US
firms that did not have this possibility. Although the first category of firms (Panel A)
exhibited lower size ratios prior to implementing this option (RESTAS), it appears that
after adoption they increased their size measures, kept their higher profitability (ROSC,
NPM) and managed to lower their leverage (CGEAR) (Panel B and C). In a period of crisis,
this performance is highly important.

5.3 Results for H3
Moreover, US firms, without any help, also managed to lower their debt measures (ETL).
Thus, firms seem to have preferred not to reclassify their assets, and displayed lower size and
earnings ratios, with increased leverage during the two years examined. Since reclassified
firms managed to lower their accruals for this period (Table A5/Panel A), it appears that the
IFRS Board’s action was appropriate, contrary to many researchers’ predictions that this
option would be a window to earnings management procedures. However, these results must
be refined, focussing on the characteristics of these firms in conjunction with their accruals
performance and abnormal returns. Furthermore, the outcome of this test addresses only
reclassified firms, without comparing them with other categories, as in the following results.
Appendix, Table A5/Panel B presents the OLS regression results for accruals. Although
reclassified firms lowered their accruals, in their first reclassifying year they displayed a
positive correlation with accruals (DV) compared with non-reclassified firms. The
tumultuous conditions and the implementation of a new unknown procedure seem to have
resulted in this temporary outcome, as in 2009 the DV value returned to negative.
Furthermore, compared with the others, US firms, whether reclassified or not, exhibited a
positive correlation with accruals for all years. This performance may indicate either that the
effects of the crisis were more severe for US companies or that US GAAP should have adopted
the reclassification option. The results also demonstrate that the profitability ratios (OPM) of



Panel A: 2007

Reference Category

Non Reclassified Firms

Outbreak of
€CONomic Crisis

Cases Included in Analysis 356

Missing Cases 33

Total 389

Accuracy Rate 91.60%

Likelihood Ratio Test 173.488 255
Reclassified firms US firms

Variables Coefficients Sig Variables Coefficients Sig

RESTAS —5.499 (3.307) * NAVSH 0.109 (0.062) *

ROSC 9.493 (5.652) * PLOWB 0.184 (0.068) ok

CGEAR —0.176 (0.106) g ETL 0.456 (0.232) *k

Intercept —0.221 (1.729) Intercept 10.044 (2.542) okok

Panel B:2008

Reference Category Non reclassified firms

Cases Included in Analysis 365

Missing Cases 24

Total 389

Accuracy Rate 88.80%

Likelihood Ratio Test 215425

Reclassified firms US firms

Variables Coefficients Sig Variables Coefficients Sig

NAVSH 0.076 (0.045) * NAVSH 0.092 (0.045) Hk

ROSC 5.739 (2.780) ok PLOWB 0.022 (0.009) *k

DEBT 0.037 (0.020) ok ETL —8.786 (2.929) Hk

Intercept —2.538 (1.205) wE Intercept 9.085 (1.586) okok

Panel C: 2009

Reference Category Non Reclassified Firms

Cases Included in Analysis 366

Missing Cases 23

Total 389

Accuracy Rate 91.50%

Likelihood Ratio Test 181913

Reclassified firms US firms

Variables Coefficients Sig Variables Coefficients Sig

NAVSH 0.078 (0.039) . NAVSH 0.082 (0.036) ok

NPM 9.367 (6.782) * PLOWB 0.023 (0.015) *

CGEAR —0.579 (0.204) ok ETL —10.215 (4.567) ok Table 2.
Intercept —2.215 (1.342) * Intercept 10.862 (2.132) *E 1o Multinomial logistic
Note(s): *, ** and *** indicate statistically significant factors at 10, 5 and 1% (two-tailed) level respectively regression

reclassified firms were significantly negative in relation to discretionary accruals. This is
critical, as firms in this category exhibited higher earnings than firms that did not choose to
reclassify (Test 1) and, as proved by this outcome, this higher earnings performance was

accompanied by lower accruals during the crisis.
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5.4 Results for H4

An unexpected outcome was the negative association between accruals and leverage (ETL)
for reclassified firms, as this may indicate that disclosers with low leverage ratios tended to
increase their accruals and, as previously analysed, reclassified firms decreased their
leverage. Furthermore, the results indicate that US firms underperformed compared with
both reclassified and non-reclassified companies, as they showed signs of a positive relation
between accruals, profitability (OPM, ROCE) and leverage (INTCOV). Similarly, the results of
this hypothesis (Appendix, Table A6) depict that reclassified firms performed well. They
demonstrated lower abnormal returns during the crisis compared with non-reclassified firms
(DV value), and exhibited a positive association between abnormal returns and leverage
ratios (CGEAR, DEBTE), proving that low leveraged firms provide low abnormal returns.
Finally, US firms appear to have achieved less successful results, given the positive
correlation with abnormal returns (DV). Overall, the outcomes indicate that all three
previously mentioned hypotheses are accepted: IFRS reacted successfully to the crisis with
its reclassification option, absorbing any possible statement effects and accruals increase.

5.5 Results for H5

The first test of this hypothesis aimed to detect any improvements in ratios following the
disclosure amendments for the shadow banking sector under both regimes. The results are
based on the fact that the higher the volatility, the better the improvement. In Australia
(Appendix, Table A7/Panel A), for the first year of improvements, firms exhibited more
volatile size (SALESHA) and profitability measures (PLOWB), while no safe conclusion can
be drawn on the other measures. The outcomes for the compared years 2012-2013 are more
obvious, as companies tended to exhibit more volatility in all ratios. Investment (DIVCOV,
PE) and profitability (PLOWB, OPM, NPM) ratios were considerably more volatile in 2013,
and the same picture is presented for liquidity (CUR, QUI) and leverage (ETL, INTCOV).
These facts may be early indications that the second set of IFRS improvements positively
affected the shadow banking sector in Australia.

Similarly, Germany performed equally well under both sets of years examined, with more
volatile investment (DIVYI, PE), profitability (PLOWB, OPM), liquidity (CUR, QUI) and
leverage (ETL, INTCOV) measures. The outcomes for the UK were similar, as it also
displayed more volatile variables. On the other hand, the results for US companies were less
promising. US GAAP implemented only slight improvements to the banking sector, as their
final developments would be presented a few years later; nonetheless, firms exhibited lower
volatility in investment (DIVCOV, PE), profitability (PLOWB, OPM), liquidity (CUR, QUI) and
leverage (DEBT, INTCOV) ratios for the years 2010-2011. They reacted better in the second
year of comparison, as apart from leverage (DEBT, INTCOV), which still reported lower
volatility, the other measures performed better.

Furthermore, the next test (Appendix, Table A7/Panel B) is in most cases consistent with
the previous results. Thus, although Australia exhibited the highest R-squared in 2011, it also
presented the lowest BVPS, indicating that the first set of amendments was confusing for the
Australian shadow banking sector. On the other hand, BVPS and NPPS had their highest
values in 2013, and given that their R-squared was similar, the results confirm that the second
set of improvements was effective. Germany and the UK also showed signs of on-going
improvements in performance, as they exhibited significantly positive coefficients of BVPS
and NPPS, and both displayed their highest R-squared in 2013. The results in the US were
similar to Australia. Although neither performed well in the first year of the first test, they
exhibited their highest R-squared in 2011. Furthermore, also like Australia, the US exhibited
its highest BVPS value in 2013, indicating that the second set of US GAAP improvements was
more effective.



This performance seems also to have affected firms’ value, at least for Australian and US
companies (Appendix, Table A7/Panel C). Indeed, as these two countries reacted better to the
accounting improvements that took effect in 2013, this behaviour was reflected in firms’
higher value (ATq) for both countries for 2013 compared with 2012, while it was lower for
2011 compared with 2010 (first set of improvements). Germany’s performance was also
similar. Although the first tests revealed that Germany achieved better results for all
examined years, its firms’ values increased only in 2013. Finally, UK shadow firms did not
succeed in increasing their value, even though the previous results indicated that UK
companies were positively affected by the IFRS improvements. Investors may have been too
critical in this case, or IFRS may not have disseminated appropriate information.

Finally, the last set of tests for this hypothesis concentrated on earnings management
after the IFRS and US GAAP improvements. In the first sub-test, the results reveal that
accruals and operating cash flows exhibited a positive correlation for all countries from 2011
to 2013 (Panel D, Test 3a). Although they exhibited a negative correlation in 2010, the
regulations introduced seem to have eliminated cases where shadow banking firms used
accruals in order to increase their low cash flows (Land and Lang, 2002). This is an impressive
outcome. The only exception to this performance was the results for Germany in 2011, where
the correlation was still negative. This may be one reason why firms’ value did not increase in
Germany in 2011, or why accruals did not decrease. Indeed, the results of the next sub-test
(Panel D, Test 3b) depict an increase in accruals for German companies, despite the
improvements. In Australia, on the other hand, accruals decreased for both year sets, while in
the US and the UK only for 2013.

The results of the third sub-test (Panel D, Test 3c) also reveal interesting details
concerning accruals quality. Australia and the US not only managed to decrease their
accruals, but also succeeded in improving their quality. Australia had by far the best reaction
in accruals quality in 2013, exhibiting the highest R-squared, while Germany and the UK saw
little improvement in quality. After each set of improvements, their accruals quality was
lower. Therefore, H5 is rejected, as there are no strong indications that all amendments of both
regimes impacted positively on accuracy in the shadow banking sector. In particular, IFRS
authorities should pay more attention to this point, as the combination of all these results
indicates that IFRS improvements were unsuccessful for Germany and the UK.

6. Conclusions and limitations

The results of the paper reveal interesting and contemporary insights into the performance of
IFRS and US GAAP following the crisis, aiming to discover how these regimes responded to
the last economic crisis. The analysis presented in the previous section revealed interesting
findings relating to IFRS performance. Table 3 displays my key findings.

Literature review refers to many papers that have been concerned with the fair value
orientation introduced by IFRS. It turned that fair value defenders had not considered
emerging effects such as the economic crisis in 2008, while on the other hand fair value
opponents had also underestimated the IFRS tools’ effectiveness in dealing with such
financial phenomena. The results suggest that the reclassification option was successful,
helping firms to perform better amid the crisis, indicating that the manipulation of the crisis
was appropriate. It seems therefore that US GAAP should have activated this option for US
firms. However, the US may not have hurried to act because its banking sector seemed to
recover more quickly than in Australia and Europe. Either way, both regimes need to
consider speculative market cases that might have appeared during the crisis, as I have
detected cases of abnormal returns. Finally, concerning regulation of the shadow banking
sector, the results seem to be encouraging only with regard to the latest improvements and
only for all countries examined.
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Table 3.
Key findings

Hypothesis Country Results
H1 Australia Negative market effects
Europe Negative market effects
Us Not great loses
H2-H3-H4 Reclassified firms Increased their size, kept their profitability and lower leverage
Non reclassified Lower size and earnings, increased leverage
H5 Australia IFRS improvements have positively affected earnings management
Decreased accruals — improved Quality
Germany-UK IFRS improvements have positively affected earnings management
Not improved quality
Us Lower ratios after improvements

Decreased accruals — improved reality

In all cases, I need to await the official changes to US GAAP, while further actions should be
considered for IFRS, as Germany and the UK have failed to regulate their shadow banking
sector. Overall, IFRS seem to have accomplished their vision of greater transparency and
integrity, but further steps must be taken in order to entirely realise their objectives. Indeed,
results prove that every case, firm and year had unique characteristics, which had different
effects on their performance. For example, Australia exhibited major differences from
European countries, and more interestingly, Australian shadow companies acted more
similarly to US than European firms. Therefore, IFRS seem not to be appropriate for
Australia or may differ from A-IFRS. More information on each individual firm and country,
as well as high configuration tools that would offer appropriate and targeted amendments
may be a solution.

As previously stated, this research has both practical and theoretical implications, since I
intend to familiarise market participants with the concept of earnings management and
market speculation, to suggest how these phenomena might be eliminated and to establish a
database that might help investors make appropriate decisions. In this order, as revealed in
this research, they need to consider the differences in the IFRS performance of the countries
examined. Thus, it is important for analysts and investors to realise that, although many
countries follow IFRS, in practice there may be considerable divergence in their effectiveness.
Hence, it is highly important for them to better estimate country risk and determine whether
IFRS perform better in weaker economies like Greece, in countries like the UK that used to
follow regimes similar to IFRS, in economies like Germany with different accounting
philosophies and in countries like Australia that follow IFRS values but have their own
accounting boards. By enhancing their tools of analysis with our results, they might detect
more effectively not only how each country responds to IFRS improvements, but also cases of
earning management, thus improving their investment strategies.

However, in order to reach our results, I established a distinct set of data, and in
formulating hypotheses, I overcame the limited potential for generalisation, as it was
impossible to avoid the natural limitations of this research approach. Hence, although similar
studies that follow this paradigm and methodology offer many advantages for financial
disciplines, they tend to produce less detailed information. Therefore, my research was too
focussed on hypothesis testing and structured data processes that might ignore creative
thinking. Relationships between variables were simply observed and identified, not
manipulated. Moreover, I did not establish the causation of variables, but simply managed
to reveal the truth of numbers. Finally, individual realities and motives concerning
accounting regulations and firms’ performance are not depicted in this research.

In this order, the study identifies several issues arising from IFRS adoption and reveals
interesting results that may prompt further study. Although IFRS seems to have been



analysed to saturation point, recent history has proved not only that many issues have not
been solved, but also that new problems have emerged. Therefore, future research works
should determine whether IFRS have improved typical characteristics and efficiency in a
number of actionable events in recent audit cases, such as the GLOBO Company as well as the
banking system which is still affected by the 2008 crisis. Thus, standard setters should order
the development of a system that will provide more accurate depictions of companies. For this
reason, there is a need to identify interactions between accounting and banking regulations,
which usually lead to off-balance-sheet financing effects, prettifying banks’ performance.
Thus, optional tools for IFRS should be enhanced. Furthermore, future studies should focus
on the implementation of IFRS in other countries, like Japan, while it would be interesting for
future research works to analyse the profile of market participants, taking into consideration
their feelings and attitudes, to discover the real motives for their behaviour, for example in
relation to earnings management. Overall, IFRS seems likely to remain in the limelight for a
long time, introducing an imperative need for further practical studies.

Notes

1. The Federation of European Accountants (FEE) asked accountants to share their thoughts on the
possible implications, potential changes and future perspectives and challenges of IFRS. The results
were published in its report, The Future of Corporate Reporting (Allison, 2015).

2. Shadow banking consists of institutions such as investment banks and hedge funds which are not
subject to the same regulations as depository institutions such as commercial banks.

3. In November 2009, the IASB issued IFRS 9 ‘Financial Instruments’, replacing IAS 39 and taking
effect from 2013. However, the Board released further amendments to IFRS 9 in 2010 and 2013, and
its final form was established in 2014 and will take effect from 2018 (https://www.iasplus.com/en/
standards/ias/ias39; https://www.iasplus.com/en-gb/standards/ifrs-en-gb/ifrs9).

4. The Basel Regulation or Basel Accord (Basel I) introduced in 1988 was developed by the Basel
Committee on Banking Supervision (BCBS) as a set of minimum prudential regulations for banks
(http://www.bis.org/bcbs/basel3.htm). Since then, it has been amended and updated to strengthen
regulation of the banking sector. This resulted in the last Basel III Accord, which was adopted by the
European Union in 2013 as a legislative package. This package applied as of 1 January 2014 to EU
member countries. It includes a regulatory framework for the banking industry, such as capital
requirements and supervisory tools, including stress tests and asset quality reviews (http:/www.
eba.europa.eu/regulation-and-policy/implementing-basel-iii-europe).

5. http://www.rediff.com/money/2008/sep/16lehman.pdf.

6. The reclassification option involved, apart from a firm’s option to use it, a decision on how to disclose
it, as well as the items it chose to reclassify. As a result, many studies introduce subcategories into
this reclassification option.

7. AG,=ap(1/Aj—1) +a; REV;; + a2 PPE;; + e ;4
where AC;, is accruals in year ¢ scaled by lagged total assets (total assets in year /—1); accruals
equal the annual change in current assets (excluding cash) minus current liabilities (excluding short-
term debt and income tax payable) minus depreciation; 4;,_; is the total assets in year ¢—1; REV; ;is
the annual change in revenues in year £ scaled by lagged total assets; PPE; ; is property, plant and
equipment in year ¢ scaled by lagged total assets; and ¢;; is the error term.

8. First, the author excluded the ‘median Tobin’s g for an industry’ independent variable of the model
used by Elbannan (2010), as in this model I focussed only on the shadow banking sector. Secondly, I
chose to follow a logistic regression approach rather than a linear regression with a year categorical
independent value. For analysis of binary data, logistic regression seems to predominate over all
other methods in the social sciences (Allison, 2012). In addition, as I wished to preserve a consistent
statistic processing methodology, I chose to follow logistic regression, as in similar previous
hypotheses, with two years of comparisons.
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The research capture the aspects of firms using the following ratios

1. Market value-Size 2. Investment
SALESHA Sales per share DIVSH Dividend per share
NAVSH Net Asset Value per share DIVYI Dividend yield (div per share/share price) 263
SALETAS Turnover/Total Assets DIVCOV Dividend cover (Net profit/dividend)
RESTAS Reserves/Total Assets PE PE
RESSFU Res/Shareholders Funds HOLTA Holdings/Total assets
LNMV Natural Algorithm of MV
3. Growth 4. Profitability
MVBV Market to Book Value PLOWB  Plowback Ratio (retained profit/operating
profit)
EPSG Earnings per Share Growth OPM Operating Profit Margin (operating profit/
sales)
PEG PE Ratio/Annual EPS growth NPM Net Profit Margin (net profit/sales)
DIVSHG Dividend per Share Growth ROSC (Profit after tax/Equity + Reserves)
EPS EPS
ROCE (PBIT/Equity + Reserves + Lt loans)
5. Liquidity 6. Leverage
CUR Current Ratio DEBT Debtor Turnover (sales/debtors)
2CASH Cash Ratio ETL Equity/Total Liabilities
QUI Quick Ratio TLSFU  Total Liabilities/Shareholders Funds
CFSH Operating Cash Flow per share CGEAR  TL/Capital Employed-Intangibles + short-
[(Operating profit + depreciation) term Liabilities
/No of shares]
CFM Cash Flow Margin CLSFU Current Liabilities/Shareholders Funds

[(Earnings+Depreciation)/Sales]
WCR Working Capital Ratio (Sales/Working INTCOV  Operating Profit/Interest Charge
Capital)
STOCKT  Stock turnover (cost of sales/stock) IGEAR Interest Charge/Operating Profit
DEBTE  Debt/Equity Table Al.
DSFU Debt/Shareholders Funds Applied ratios
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Table A2.
Identification of
variables

Variable Operational definition Group Category
BVPS;; Independent Numerical Continuous
DAC;; Independent Numerical Continuous
Variables of interest Numerical Continuous
AWC;, Dependent Numerical Continuous
ATq;¢ Independent Numerical Continuous
ATA;, Independent Numerical Continuous
LEV;; Independent Numerical Continuous
it Independent Numerical Continuous
NPPS; Independent Numerical Continuous
OCFi¢ Independent Numerical Continuous
Variables of interest Numerical Continuous
Pi¢ Dependent Numerical Continuous
RR;; Dependent Categorical Dichotomous
Size Independent Numerical Continuous
Variables of interest Numerical Continuous
Investment Variables of interest Numerical Continuous
Growth Variables of interest Numerical Continuous
Profitability Independent Numerical Continuous
Variables of interest Numerical Continuous
Liquidity Independent Numerical Continuous
Variables of interest Numerical Continuous
Leverage Independent Numerical Continuous
Variables of interest Numerical Continuous
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Panel A: Test 1-logistic regression for reclassified firms

Dependent variable Year Dependent variable Year
Cases Included in Analysis 75 Cases Included in Analysis 71
Missing Cases 19 Missing Cases 11
Total 9 Total 82
Accuracy Rate 50.70% Accuracy Rate 50.70%
2007-2008 2007-2009

Variable Coefficients Sig Exp B) Variable Coefficients Sig Exp (B)
DAC —2.566 (0.896) ok 0.077 DAC —0.739 (0.351) ok 0.478
Constant —1.697 (1.169) Constant 0.337 (0.306)

Panel B: Test 2-OLS regression of accruals on firm financial measures

2008 2009

Variables Coefficients Sig Variables Coefficients Sig
1. Reclassified firms vs Not

DV 0.050 (0.010) okt DV —0.014 (0.007) ok
LNMV —0.008 (0.001) solek RESTAS 0.528 (0.102) ok
OPM —0.023 (0.007) ok OPM —0.322 (0.049) Hk
ETL —0.097 (0.017) ok ETL —0.049 (0.009) ok
Constant 0.009 (0.002) Constant 0.057 (0.001)

R adj 0.664 R adj 0.713

Sample size 84 Sample size 83

2. US firms vs. reclassified

DV 0.006 (0.002) ok DV 0.024 (0.003) Hok
SALETAS —0.046 (0.016) ok LNMV —0.001 (0.000) ok
OPM 0.006 (0.003) * OPM 0.002 (0.001) ok
IGEAR 0.004 (0.001) ok TLSFU 0.004 (0.003) ok
Constant 0.002 (0.001) Constant —0.012 (0.002) okok
R adj 0472 R adj 0515

Sample size 331 Sample size 334

3. US firms vs. not reclassified

DV 0.006 (0.004) * DV 0.004 (0.002) Hk
SALETAS —0.050 (0.026) * SALETAS —0.038 (0.011) Hk
ROCE 0.027 (0.006) ok ROCE 0.024 (0.007) ok
INTCOV 0.004 (0.002) * INTCOV 0.005 (0.002) Hk
Constant 0.002 (0.002) Constant —0.001 (0.001) *
R? adj 0.314 R? adj 0.316

Sample size 334 Sample size 341

Note(s): *, ** and *** indicate statistically significant factors at 10%, 5 and 1% (two-tailed) level, respectively
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Table A5.
Results of H3




JCMS
6,3
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Table A6.

H4 OLS regression of
AR. on firm financial
measures

2008 2009

Variables Coefficients Sig Variables Coefficients Sig
1. Reclassified firms vs. not

DV —0.282 (0.111) ok DV 0.011 (0.004) ok
SALETAS 0.677 (0.268) e NAVSH 0.013 (0.004) ok
OPM —0.096 (0.077) * NPM 0.101 (0.035) ok
CGEAR 0.028 (0.016) * DEBTE 0.007 (0.002) Aokok
Constant 0.060 (0.016) Constant 0.014 (0.001)

R? adj 0574 R? adj 0.742

Sample size 84 Sample size 84

2. US firms vs. reclassified

DV 0.076 (0.033) ok DV 0.051 (0.013) ok
LNMV —0.005 (0.002) olok SALETAS —0.168 (0.038) olok
EPS 0.001 (0.000) ok ROSC —0.121 (0.015) ok
No sig. result for Leverage TLSFU —0.003 (0.001) wk
Constant —0.044 (0.010) Fok Constant —0.009 (0.003) Hok
R adj 0.325 R adj 0.603

Sample size 331 Sample size 334

3. US firms vs. not reclassified

DV 0.042 (0.012) ok DV 0.055 (0.015) ok
LNMV —0.005 (0.002) ok LNMV 0.003 (0.001) ok
ROSC —0.019 (0.011) * ROSC —0.124 (0.016) ok
TLSFU —0.003 (0.001) * TLSFU —0.003 (0.001) ok
Constant —0.020 (0.008) Hok Constant —0.012 (0.003) Hk
R adj 0.326 R adj 0575

Sample size 334 Sample size 341

Note(s): *, ** and *** indicate statistically significant factors at 10, 5 and 1% (two-tailed) level, respectively
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