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ABSTRACT OF THE DISSERTATION

THE IMPACT OF FAIR VALUE ACCOUNTING ON FIRMS’ PERFORMANCE
AND PENSION ASSETS

By SHAOFENG ZHENG

Dissertation Director: DiBikki Jaggi

My dissertation comprises of twessays: 1)The Effects of Fair Value
Measurements (IFRS 13) onp€rating Performance and Markeerformance, and on
Value Relevance of Firms across European CountZie$he Disclosure of Fair Value
Pension Asset under SFAN58, Pension Assumgphs, and Earnings Manipulation.

Fair value accouimig has been gained a spotlight over years. Mst fassay
focuses on Fair Value &surements (IFRS13yhich provides a single source for all fair
value measurementndclarifies the definition of fair value and enhartbe disclosures.
| examinethe effect of IFRS 13 fair value on operating performance, the market reaction
to the key event othe announcement date IBfRS 13adoption and the effect on value
relevance inthe context of IFRS 13 adoption by a large sample of five countries in
European Union: France, Germany, Italy, Spain, and United Kingdom from 2010 to
2014. Evidences from the analyses of the models revealed that the operating performance
overallydecrease after IFRS 13&doption in France and Germany intreased in Italy,
Spain and United Kingdom based on some rabosvaluate th@peratingperformance
Firmswith higher ROA in prdFRS 13reportedmore consecutive earningfier IFRS 13
adoptionthan firms with lower ROA in prFRS 13.Market reaction was tested dine

key eventof IFRS 13 adoption: the announcement date of IFRSTh8 resul$ of the



event study indicate that the cumultive abnormal returns (CAR) wemegatively

associated with the releaseeaf IFRS 13 adoption, suggestingtkatt r opean mar ke
reaction has been somewhat negative to IERSTheadjustment to earnings per share

model suggestsiixed evidence o&increasan value relevance. Isumnary, European

market may perceive IFRS 13 as an important in financial reporting or a reduction in the
formation asymmetry andhese results have implications for investaagditors,and

educators.

In September 2006, Statement of Financial Accourfitagndard (SFAS) No.158,
Empl oyer s’ Accounting for Defined Benefit
required firms to disclose and recognize the full funded status of defined benefit pension
plans in the balance sheet instead of only in the foot@umparing with recognition,
there are limited researches about the effect of the disclosure of fair value pension assets
on the expected rate of return (ERRYherefore, my second essagxamines the
association between the disclosure of fair value pendamassets under SFAS No0.158
and ERR. Empirical results support that firms with the L&véhir value of pension
assets are more like to inflate ERR and are more like to meet ERR through the actual rate
of return (ARR) of the LeveB fair value ofpenson assets. In addition,dxplore the
relationship between the disclosure of fair value pension plan assets and earnings target
through ERR management. The results document that firms with the-3 éaelvalue
pension asset more like to achieve earnitagget when they marginally fall short of
earnings expectations. Such disclosures could improve the efficient use of the

information by market participants
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Part 1:

The Effects of Fair Value Measurements (IFRS 13) on Operating Performance and
Market Performance, and on Value Relevance of Firms across European Countries

1. Introduction

Fair value accounting (FVA) has been undergoing many important reforms in past
twenty years. Historically, faivalue guidance was spread across various standards and it
was incompleteand silentin other situations (John and Goind, 2012). This created the
potential for inconsistency and differences in interpretation. With the issue okthe
standard IFRS 13- mandatorily required by International Accounting Standards Board
(IASB) on ', January 2013 the board redefines fair value, which is intended as a market
based measurememERS 13 is definitional (EY, 20)3in the sense that the standard sets
out a framework on how to measure fair value and what to disclose, instead it does not
recommenavhen to applyair valuemeasurements

The onsiderabledebate, however, exists in the literature about the usefulness of
fair valuein financial reporting. Proponents argue that it provides timely, valeeant
information to financial statement users (e.g., Barth et al., 2004,; J.M, 2007 Haller
etd ., 20009; Bart h, 2014) as its adoption
hi story’ t 0 e ¢ @arc @ fBackar 'arid $chudtes 20158y contrast, main
opponents argue that FVA contrasts the conservatism principle that requires accounting
measures to be reliable (e.g., Watts and Zimmerman, 1986; Holthausen and Watts, 2001,
Penman, 20071,aux and Leuz, 2009; Magnan, 2009; Kothari et al., 2010; Ronen, 2012).

Little is known about how investors perceived the possibility of IEBR&doption
in Europe. An investigation of fair value measurement is important because many

commentators have suggested that fair value measurement would be more pervasive



under IFRS than under national GAABall, 2009. Some suggested that IFRS were a

‘ dir value based accounting framework with some exceptionshforst or i c al
(FitchRating2005) and that financial reporting under IFRS largely involved the
measurement of assets and liabilities at each balance sheet date at fair value (Ernst &
Young, D05). These commentators also speculated that the IASB would, in the future,
extend the use of fair value measurement at each balance sheet date beyond that required
by IFRS in 2005.

With the issue of the new standatde board aims to increase transpayeand
financial reporting qualityWhat IFRS 13, in particular, improves is the introduction of a
hierarchy, which defines the most reliable situations to use and measure fair value. The
main consequence for investasghat the new standard significantly increases disclosure
requirementsilt is unclear, however, how investors in European firms would react to its
adoption, taking into account the specific financial structure characterizing Bazker
and Schulte (2015)believes that IFRS 13 contains a clear distinction between the
valuation perspective of the reporting entity amak tof the market participants.

Togaininsighi nt o i nv e st o bdiéve tkakompacirg the effechos , I
this new standard beforand after the transition period is particularly meaningful. It
offers an opportunity to understanshat main impacts oroperating and market
performanceand whether the required disclosur@asueto investors.

Researchers have used this opportunity xplaze the same set of economic
activities pre and postIFRS 13. For instance, David et al. (2011) investidaievalue
measurementd={/M) and its impact on accounting policy choice in the United Kingdom

(UK) and Australia around the adoption otdmational Financial Reporting Standards

c



(IFRS). Vera and Renato (2013) discuss IFRSvitB regard to private equity valuation,
while Palea and Maino (2013) question whether fair value as defined by IFRS 13 is an
appropriate measure for private equi@s can contribute to enhancing transparency in
financial statements. More recently, Barker and Schulte (2015) document that for a
predominance of core operating assets, fair value is unknowable because of the absence
of the institutional reality on whictihe FVM idea implicitly depends.

Currently academic empirical research on FMassan, M.S., Percy, M. and
Stewart, J. (2006)mostly concentrated on its relevance and whether there was an
increase in the transparency of financial statements of fimitiin and amongthe
individual country Therefore, the present studifferentiates itself from previous ones,
aiming at aswering to different purposes.

The objective of thigesearchs to examine the effedf implementing IFRSL3
by European publicly tradezbmpanies, including the effeot adopting IFRSL3 on the
financial ratios the effectof adopting IFRS 13 on market reactiorgnd the value
relevance ofmplementing IFRSL3. The topic is timely because the prominence BSF
13 is growing. Mandatory reporting undé&RS 13is expected to increase significantly
for companies seeking to raiseial in international markets.

Firstly, the purpose of myesearchs to strengthen greater understanding of the
ratios whichexplain the firm performance. Second, a mdusl builtup that dbrecast the
effect on operatingind market performance followirggoptionof IFRS 13. Lastly, the
research intends to determwvbaether the value relevanbasimprovedas a consequence

of the adoption of IFRS 13



Firm' s perfor mance I S extremely I mport
financing and benchmarking decisions. More importantly, iai@olt o j udge fir
sustainabiliy and perennial activities. Fanstance Neely (2005) argues that measuring
performance, i.e., providing information, is the first step to prabenhealthof the firm
with quality. With a performance evaluation process aligned with the interests of users,
the firm definitely hasthe capability of attractig investors. Scholars also argue that
economic and financial accounting indicators are one of the main tools to assess firm
performance since they incorporate information that is more easily obtained in the
evaluation procesée.g. Beaver, 1968; Horrigar9@8; Ohlson, 1980)Financial ratios
such as ROAROE, and EPS, and retained earnings are particularly important measures
of operatingperformance, while the stock return is the most commeasure of market
performance

Firms ae bound to change these measures reported in their financial statements,
in accordance with the new measurement ruleS\dvl. The difference between prand
postIFRS 13 adoption effect would be revealedthe statement of finarali position,
especiallythrough its retained earnings, which regents the earnings history of an entity
subtract shareholders and reflects the earned capital component oflddligind, 2013.

So the net difference between amed postIFRS 13 is reflectedh the change iearnings

per shareFrancis et al(2003)statethat earningglominateas a performance measure in

identified U.S. industries. Christensen et al. (2009), and Horton et al. (2010) find that
retained earnings woul d detheapplisationadtheeneva f i r m
standard for future reporting years. Ther

performance particularly at the time of new mandatory application of IFRS 13, by



building up a model t hat e X pérfarmance @urilg f or e

pre- andpostIFRS13.

IFRS 13 is also supposed to lead totdretaccounting quality and to an
improvement in value relevancenlike Devalle et al(2010), many scholars worldwide
found that there has been averall improvement ivalue relevance as a consequence of
the adoption, in general, of IFRS, and in particular of FVA (e.g. Muller and Riedl, 2002;
Landsmaret al, 2007; Barth et al., 2008; Wang, 2008; Armstrong et al., 2010; Clarkson
et al., 2011). Evidence leads to expeeit the new standard may allow investors to gain
access to new information regarding ttexisionmakingprocess surrounding FVM and
a more indepth and detailed explanation of how valuations inputs within the
measurement process have been conducted. rifbrsniation may in turn aid investors in
their decisionmaking process by providing increased clarity surrounding FVM.
Therefore, there is a need to examine whether the value relevance has been improved at
the time of new mandatory application of IFRS 1Grinlg the comparison during pre
andpostIFRS13.

To this end, twdamportant everg aretested therelease datef IFRS 13 issued,
the announcement @arnings per shar(EPS) after adoption IFRS 13hd cumulative
abnormal returawill be tested for value relevanemdmeasuring marketerformanceat
the release of the annual earningsgtere under IFRS 13.

My researchwill investigatepublicly listed firms belonging to five European
countries: Frace Germany, lItaly, Spain, anthe United Kingdom These European

countries provide an interesting platforar the study since they occulaygerpercent of



the capital market in EU and are believed to be different in terms of legal systems and
sizeof capital markets (Nobe2011).

The sample o&dopters for IFRS 18xcludes all financial institutionsThe sample
size from this researcpermits an extensive exploratory process in order to reveal
specific firm attributes which are statistically significantly associated tiwéladoption of
IFRS 13and the association between firm attributes andrtagnitude adjustment of the
curmulative effect on stock retusnThe nmain resultreveas that theoverall market does
not favorably reactto the adoption of IFRS 18nd thevalue relevance of haseen
improvedin certain countrieby IFRS 13 adoption.

Theresearclprovides a threefold contribution. It complements IFRS 13 academic
research by examining, for the first time, financial ratios and market return with a
narrowerfocus onthe effecton operatingand market performance at the time of adoption
IFRS 13 in five Eropeancountries. Moreover, the study has implications for standard
setters and regulators to evaluate how the new standard is being implemented. They may
be also able to use the masl&d project the effect of future new IFRS rules. Further, the
modek could povide a benchmark for value relevance of IFRS 1B8siteon disclosure
information.Lastly, financial analysts and practitioners may be interested in the model to
forecast the effect of the IFRS 13 transition®perating, market performance, aralue
relevance.

The remainder of thpaper is organized as followSection 2 provide#FRS 13
background. Section 3 review literature, describes theoretical framework and hypotheses
developmentSection 4 shows data selectiand Section Jocusesthe research design

while section Geports the resulisf the study. Finally, sectiondoncludes.



2. Background on FVA before and after IFRS 13
Prior to IFRS 13, standard se#tenavehas provided neithera single coherent

definition of fair valuenor detailed guidance for applying the fair value (John and Goind,
2012).

IAS 16 firstly mentionedhefairval ue i n 1982 where it
amount for which an asset could be exchanged between a knowledgeable, willing buyer
and a knowledgeahlsvilling sellerinanarms | e n gt h The IAS exeradedtthe o n ”
definition in 1988 to cover also Iliabil:i
by the more generic term ' par intbteother The
standards (e.g.AS 22 or IFRS 3 Business Combinations, IAS 36 Impairment of Assets,
IAS 37 Provisions, Contingent Liabilities and Contingent Assets, IAS 38 Intangible
Assets) and late among the new issued 15 IFR8 IFRS 2, the IASB broaded the
definition to cover also the grant of equity instruments. Subsequent IFRS 6 clarified that
the permission to use fair value, already existing in old standards, covers some assets,
while IFRS 9 requires fair value only under some circumstances kawgsat in others.

IFRS 10 applied to assets of unusual entities, while IFRS 4 and IFRS 14 deal with
measurement but do not mentiorr fzalue moreover (Nobes, 2015).

Currently, the definition of fair value in IFRS has remained unchanged for almost
two de@des. Complementary guidance on FVM and disclosure was dispersed across
various standards and was not consistent in the whole set of IFRS. This would lead to
some uncertainty about its meaning and some confusions about what amounts are and
how to determin¢hem.

These reasons damage transparency of information reported in financial

statements. Furthermore, the recent financial crisis tuhesgpotlighton the importance

t

W

(



of improving the guidance and disclosure over the usefulness of FVA. CritiesAof
argue that it has been one of the major factor that triggered financial crisis and failed to
provide investors with uéal information (e.g. Ball, 2009Veron, 2008; Pozen, 2009;
Wallace, 2009; Magnan, 2009; Barth and Landsman, 2010; Laux and Leuz, 2010;
Shdfer, 2010; Badertscher et ak012 Ronen, 2012). On the other hand, supporters
believe that it has been the victim of the recent financial crisis and argue that the
usefulness of FVA depends on whether financiatkats are stable and unstable. This
lead to a urgent demand for IASB to issue a completely specific standard about FVM.

IFRS 13 Fair value measurementwhich was issued in May 201%ge6 out a
single framework for measuring fair value and provides comprehensive guidance. IFRS
13 is the result of a joint project conducted by the IASB together with FASB, which has
led to the same definition of fair value and an alignment of measuremedisafabure
requirements to FAS 15Péleaet al., 2013

IFRS 13 handles how fair value is measured and does not decide when a firm is
supposed to apply FVM. Fair value is defined as the price that would be received to sell
an asset or paid to transfer mbility in an orderly transaction between market
participants at the measurement datkis definition reflects an exit price notion that is
the market price from the perspective of a market participant (Barker and Schulte, 2015).

Three widely valuationechniques are recommended by IFRS 13 to measure fair
value: market, inome and cost approaches (Palea ek@ll3 Ronenet al., 2015). The
market approach uses prices and other relevant information generated by market
transactions involving identicalr comparable assets and liabiliti@he income approach

uses valuation techniques to convert future amounts, such as cash flows or earnings, to a



single discounted present amount. Finally, the cost approach is based on the current
replacement cost that ise amount that currently would be required to replace the service
capacity of an asset.

From the perspective of a market participant (seller), the price that would be
received for the asset is determined based on the cost to a market participant gouyer) t
acquire or construct a substitute asset of comparable utility, adjusted for obsolescence. A
single or multiple valuation techniques would be more appropriate based on specific
situations allowed by IFK 13.

The proposed hierarchy can provide timehformation on how economic
conditions may affect value but also allows managerial discretion in measurement and
classification (Fargher and Zhan2014). What IFRS 13 improves concerning fair value
is the introduction of a hierarchy which defines the mieiaible situations to use fair
value, and how they are to be measured in the three different levels of this hierarchy.
Level 1 inputs are unadjusted quoted prices in active markets for identical assets or
liabilities that the reporting entity has the laito access at the measurement date. Level
2 inputs are other directly or indirectly observable inputs, including quoted prices for
similar assets or liabilities in active markets. Unobservable Level 3 inputs should be used
to measure fair value to tlextent that observable inputs are not available and need to be
developed on the basis of the best information available about the assumptions that
market participants would use when pricing the a3d®selastinputs are subject to the
highest degree ahformation asymmetry between preparers and userd, managerial
discretion mightincrease the opportunities to manage earnings which wakken

earnings informativenes@echow et al., 2010; Fargher and Zhang, 2014).
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The main consequence for investamncerning IFRS 13s that it significantly
increases the disclosure requirements that should improve consistency and reduce
complexity. Investors would gain access to new information regarding the decisions
surrounding fair value and a moredepth explaation of how valuatins in the leveB
and level3 inputs within the measurement process have been conducted. This
information may in turn aid investors in thelecisionmaking process by providing

increased clarity surrounding FVM

3. Literature Review and Hypothesis Development

IFRS 13 attempts to correct the imdmates of information asymmetrgarth
(2014) argues that in the context of subsequent measurement of individual asset and
liabilities, FVM is more consistent with the objective of financial reporting and the
gualitative characteristics than either modified or unmodified historical Eastever,
little literature is known about how investors perceived the possibility of IFRS 13

adoption. The presenstudy aims to fill this gap.

3.1 Operating Peformance Hypothesis

Standard Board states that performance measuneeded for setting goals and
objectives, planning program activities to accomplish these goals, allocating resources,
monitoring and evaluating the results to determine ifethee progress in achieving the
established goals and modifying program plamsemnhance performance (Hatey al.,
1990). External users, such as investor and auditors, consider performance measures to

make investing and financing decisions. Internal users, suctamagers and executives,
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consider performance measures to improwe laarn.Financial ratios have been widely
regarded as usefulmeasure of performance in varioimstancesBeaver(1966) who
employedfinancial ratios in assessing the financial health, followedAbynan (1968)

who developed a model based on ratioskdankruptcy prediction of firmsSubsequent
studies also predict firms’ banktaluz®4cy t hr
Beaveret al, 2005; Dewaelheynet al.,2006). The use of financial ratios in measuring
performance is not limited, afourse, to bankruptcy prediction. For instance, they have
been adopted in comparing the strengths and weaknesses of firms across countries.
Thereforethey are alsoegarded to be value relevant @raehsiton usefulinformation to
investors (e.g. Hagigand Sponza, 1990; Fuglister, 1997; Lui and Wei, 2008; Liu and

O’ F a,r2009). Jome most commonly useaperatingmeasuresncludes revenues,
operating income, earnings before interest and takipancial ratios such as return on
investment (ROI)retun on equity (ROE), returnon assts (ROA) and return on sales
(ROS). Financial ratioswould be better to improve the usefulness of performance
indicators since absolute measures from amountkdifinancial statemenimay be not
sufficient for the meaningful compassiofAliabadi et al, 2013).In a word, operating
measures are simple to use, easy to understand, and baaetited figures.

Empirically, evidence documestthe important role played byoperating
performance in management and investment' s
that, although beneficial for valuation purposes, rtariarket (fair value) accounting
can have an adverse effect on the stewardship role of accounting earnings. They claim
that since marto-market accounting is heavily dependent on mawkde public

information, the use of accounting performance measures based ortomaakket
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accounting does not provide the right incentives to managers to make decisions using
their private information about the firm. They thus argue that accounting conservatism
might be useful for evaluating managerial performance. Later, Kothari et &40)(2o
support this argumenGentry et al2010) examingthe relationship between accounting
profitability and market performance to determine whether accounting and market
measures are highly correlated so that they can be used as interchangeable indicators of
performance. The study documents that they cannot be used interchangeably. Therefore,
external investors pay@ih at t e n t operatingiedornfance. m’ s

With the introduction of IFRS 13, thdifference in the measurement system of
assets and liabilities has been introduced based on FVM, leading to expected effects on
operatingand market performance. FVM is justified on the grounds of being more
relevant for the decisions by users of financial statements (Barth, 2014). It is also argued
to improve transparency and the timeliness of accounting information (Schipper, 2005).
In line with the benefits of FVM, for instance, many studies on asset revaluations find
that fair value possesses superior relevance. Upwewdluationshave a positive
association with equity returns in the month of txaluation(Sharpe and Walker 1975;
Standish andUng, 1982, and theyhave association with longindow stock returns,
future cash flows, and the market value of equity (e.g., Amir et al. 1993; Easton et al.
1993; Barth and Clinch 1996, 1998; Aboody et al. 1999; Danbolt and 48,

However, there is also a lack of consensus in the literature about whether fair
value estimates are sufficiently reliable to be valuatelavant, especially during times
when the markets are in turmoil and market prices or market inputs are used &beestim

fair value Dichey, 2013. Cairns (2006) states that the use of fair values is not as
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extensive as many imply and, recently,blde (2015) concludes that, in the fiftgars,

the IASB has not introduced the fair valbasisfor any major types of assety
liabilities. The introduction of IFRS 13 provides a unique opportunity to identify any
incurring difference in the measurement system of assets and liabihtierder to
compare operatingerformance pre anpostIFRS 13. Accordingly to answerour first
guestion whether thedoption of fair vale accounting mandated bf¥RS 13 has

i mpr ov ed opefatngoérformance swaypothesize that:

H1: There is no impact dFRS 13adoptiononf i r ms ' pefoemarecd i n g

3.2 Market Performance Hypothesis

One aspect to apply the test value relevancean be used taneasure the
ma r Kk metformmncdo accounting events or accountiagounts It is animportantarea
in financial accountings to examine whether the datao nt ai ne d financiat h e
statement provide informati on t tuturenlaen ge
and risk. A fair value measurement is forparticular asset or liabilityAfter adoption
IFRS 13, changes the value of equity are driven by either changed expectations of
future cash flows or by changes in the cost of equity capital.the effectof market
performance inthe postIFRS 13 period, | examine whethemmarket reation to
accounting informatioim two perspectives in the petRS 13 period.

One is the event that IFRS 13 was issued on May 12, 2Q&E. the same notion
of i nformation content as expressed by
prices changes around the event daten tthe conclusion is that the accounting event

conveys new information about the amount, timing, and/or uncertainty of future cash

Ko
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flows that revi sed&pteltd armha rokeasguésshatmeecaunting® B8P )
information is value relevant if eimges in stock price or volume resulting from investor
actions can be attributed to this specific information.

Another one is that accounting amounts provide relevant information to the
market. Market measures can ensure a timely and comprehensive set of information, of
which financial statement data is only a subset (Merton, 1974). The most commonly
market measuszcontain share price, stock return, price to book ratio, price to earnings
ratio, Tobin Q, and price earnings growth. The advantage of using HAieased
performance measures is that they reflect timely value given by share prices (Aliabadi et
al., 2013).The stock price may reflect market expectation and true performance. Eritmur
et al. (2003) and Jegadeesh and Livnat (2006) find that stock prices respond to earnings
information contained in announcements, signifying that there is a relationship between
operating and market measures. However, there are two popular different lines of
research results. There is a positive relationship between operating measures and market
measures, as pointed out by Foster, Olsen, and Shevlin (1984) and Chan, Jegadeesh, and
Lakonishok (1996). If, however, the increase (decrease) in earnings is viewed as
temporary or abnormal, it could result in a wave of contrarian stock sales (purchases),
leading to a shotterm decline (increase) in stock prices and returns after the garnin
announcement. This results in a negative relationship between operating and market
measures, as pointed out by Chan (1988) and Zarowin (1989). It is also reasonable that
harmonization of financial statement standards across countries in accordaniéérBith

13 will lead to greater transparency in the financial markets and facilitatesbcrmaies

i nvest ment. We expect that the information
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investors providing relevant |tondvaluatenthe 1 on t

risk associated with their investments, meaning that market reaction around the earnings

announcement dates (stock prices changes and volume traded), is driven by the earnings

surprises. To answer myguestion whether the adoption of fairlw@ accounting

mandated by | FRS 13 has i mproved the firm’
H2: There is no markateactionto the adoption of fair value regulatidy IFRS

13in the five European countries

3.3 Value Relevance hypothesis

IFRS 13 represents a profound change for accounting reporting standards and it is
expected to have an impact on the relationship between accounting data and stock prices.
In particular, FVM aims to contribute towards the transparency of financial stateyent
bringing information closer to current market conditions. Accounting figures thus
become more volatile and dependent on market movements. FVM supporters claim that
fair value measures add extra vaheéevant information to financial statements, thus
making them more useful for firm valuation purposes (Barth, Beaddrandsman,

2001; Barth, 2014).

According to Barth (2001), accounting information is considered to be value
relevant if there is an association with share value. Empirically, several studies have
examined the effect of the whole of IFRS on value relevance. For example, Devalle et al.
(2010) examine whether the relationship between accounting measures and value
relevance has strengthened as a result of the adoption of IFRS in EAmmop&ong et al

(2010) find an incrementally negative reaction for firms domiciled in code law countries.
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In a multicountry study, Ali and Hwang (2000) find value relevance is lower in the
Continental European cluster than it is in the Argéxon clusterEvidence in single
countriesdocumeng that changes in national accounting regulation have improved value
relevance in the Czech Republic (Hellstrom, 2006), Tunisia (Naceur and Nachi, 2007),
Poland (Dobija and Klimczak, 2007), and Norway (Gjerde et al., 2008). Instead, the
impact of IFRS on value relevance has mixed results for the Unitegidim (Horton

and Serafeim, 201)) Spain (Callao et al., 2007), and Germany (Jermakowicz et al.,
2007). Other studies have examined the reaction of investors before and after the
introduction of a single IFR§Goncharov, 2013 However, itis still unclear how
investors wold react tathe movementoward newly IFRS 3 adoption.

Theoretically, the finance literature provides two competing views on how a
firm s share price is determined (Fama and
stock markets are efficient, and any new information will be instantaneously reflected in
stok price. Following this view, any important change in a company affects stock price
instantaneously. An alternative view does not consider the stock market to be efficient
and argues that stock price is determined by both financial factors, such astitansac
costs andaxesand norf i nanci al factor s, such as analy
Under this view, the market forces of supply and demand for particular stocks determine
stock price, and supply and demand are driven by the expectationsebmdor of
investors.

In this framework, mystudy aims to investigate whether value relevance has
strengthened as a consequence of the adoption of IFRS 13 in the European market. An

i mportant feature of I FRS 13 i schoosimgfair i t sh
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value accounting measurements (but not I

coupled with more rigorous disclosure standards, should lead to higher valsncele
Based on these argumentBRS 13 is expected to lead to increas@dlie relevance
because it should enhance the cflessler comparability of financial statements and the
allocative effiegency of stock markets. Also,elxpect to observe a sigruéint association
between operating performanaedmarketperformancdor firms following IFRS13.To
answer whethethe value has been improved a consequence of the adoptionFiRS
13, my third hypothesiss:

H3: There is no change in market value of firbetween the preand post IFRS

13 adoption.

4. Sample selection and Data Collection
4.1 Sample Selection

Differences among local accounting standards have been widely studied in the past
and the possible source of these differences has been investigated t@ achigy
findings (e.g. Ball, 20090rens etl., 2011; Nobes and Stadler, 2012; Tarca.e2al3.

My researchfocuses on five European countries-rarce, Germany, lItaly, Spain
and United Kingdom for several reasons: they have the largest financial markets in the
European Union (EY Thesecounties are believed to differ in terms of legal system and
size ofthe capital market (Nobeset al, 2013). La Porte et al., (1997) indicated that
although the UK has a shareholdiiven type of accounting framework, accounting
systems in Continental Eurage countries are assumed to put less emphasis on the

protection ofoutsidesagainst expropriation from insiders. Moreover, historically, they
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are at the opposite ends of the spectrum in terms of applying Béalle et al (2010),

argue that most of the extant literature examines the effects of IFRS FVM either on a
single country or on several countries aa whole, neglecting the potential impact of
different cultural and legal background on the effectiveness of the ragulatory
framework.

IFRS 13 was mandated effectively on January 1, 20Te sampleanalyed
conssts of firms which soughadoption of IFRS 13isted on the five Stock Exchange
There is no formal list obhdopter firms which is available to the public. Amadeus
database (Bureau van Dijk) was searched for firms listed in the selected five stock
exchange markets which prepare financial statements under IFRSkEywordsearch
was performed usintFRS 13in fair value measuremesito check financiastatementsl
drop financial firms from thenitial sample to focus onon financial firms for which
financial data are available in the database above. The analyses cover the period from
2010 to 2014. Thadopter firms in five countriesontain1408firms which saightIFRS
13 adoption However, somérms in the United Kingdomhavedelayedo adoptiFRS 13
in 2014 and were hancbllectedin 2015 The number of firms at different countries is
provided in the Panel A of Tablell We provide the number of firms by yd&RS 13
adoptiors in Panel B and the number of firms by tagit SIC categoryn Panel C of the
Table.

[Insert Table 11 about herg
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4.2 Data Collection:

As previously mentioneda new standard ofFRS 13disclosure is of particular
interest.Investorsare definitelyinterestedin thedateof IFRS 13 issued, which cause the
variation of stock pricelf a firm adoptsIFRS 13in the financial report, there isa
significantdatefor datacollection: theannouncement date of earnings per sHaoe this
study,the key financial dataf annual financial statementgas extracted from Amadeus
in WRDS. Additional data regarding firm @ibutes such as Sl€dewas obtained from
Thomson Router DataStream.

For the tests of market performanamne key date is the IFRS 13 wasnounced
to the public from IFRS boardlhe othercritical date was olined in Thomson Router
Databasdor eachfirm: the announcement date @&rning per share. Markgtdex data
and narketprice dataor each firm werebtained from Compustat and Thomson Router
datastreantogether Descriptive statistics on ttietal sample are provided in Table 1.2

[Insert Table 1.2about herg

5. Research Design
5.1 Univariate Analyses

It provides a detailed description of the variables of interest for the univariate
analyses, an overview of event study methodology and the event hypotheses being tested.
Descriptive statistics and normality tests were conducted on all variables of tinteres
Paired Ftest is enployedthroughout for ROAROE, and EPSbased on the whole five
counties, eachindividual country and two groups based on the median value of iROA

year2012.
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5.2 Multivariate Analyses
5.2.1 Operating Performance Models
To test the first hypothesis] use a number of speigétion tests and model

design.In conducting the analysispbkegin by considering thiegst model:

Y| I "OOFY T € TNINE QAN Q& DNEOGET A'Qic wfa Q (1)

Where'Y is anindependenvariablethat stands for ROA and®¥, respectivelyIFRS
13 is a dummyvariablewhich has been added to differentiate between prel post
IFRS 13andtakes the value of 1 for a givifgm after mandatory adoption ¢FRS 13
and 0 otherwisel predict that postFRS 13 will be asociated with ROA andROE.
Therefore, we exmted that there isa statistically significant associatidretweenyY and
IFRS 13 suggestingthat! is statistically significanin the model | also include a
number of additional control variables to guagaiast the possibility that ROA and ROE
are driven by changes in other factors, coatetl with introductions ofFRS 13
Independent control variable whicdemonstrate the strongest association to the
dependent variable without high correlation to one another will be séldot the
multivariate model.

Growth, he priceto-book ratio is determined by the expectatérof eturn on the
book valueso, if components of book value command different price premiums, they
must imply different expected rates of return on book value. Doron Nissim (21208)
that as pricdo-book ratios are based on expectedfipability and this analysigxplains

how priceto-book ratios are affected by the two types of leverdage empirical analysis
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in his paper demonstrates that operating and financing liabilitesly different
profitability and are priced differentlyithe stock market.

Leverage, the ebtto-equity ratioi s a me a s ur e me mability aof a ¢c¢co
meet financial obligationsThe higher the degree of leverage, the more vulnerable a
companyis volatile earnings reports and downs in the economy due toliigations to
service the debt andcur interest expense. The débtequty ratio after adoptiodlFRS
13 may be a contribution d¢tor the effect on ROA and ROBEtudieshave demonstrated
a specific association in leverage ratiatosequent tahe adoptionof IFRS Lantto
(2009) identified an increase in the gearing ratio which is another measurement of
leverage.They attributed the increase the ratio specifically to the adoption of new IAS
standards. These results can be referrexamine leveragratios expost which prompts
the question of the effect of @nte examination ofatios and any related effect 8RS
13 adoption.

The standard deviation of net come for-g€ear period represents the standard
deviation of earnings (loss) over ay&ar period of time foeachfirm. Earnings history
and retained earnings are highly related. Periodic swings in earnings accumulate
permanently in retained earnings. It could be supported that these same fluctuations in
earnings could be associated with adjustment to retained earniagsddiption a new
standard.Earnings (loss) patterns over a period of time have provided evidence of
earnings management or smoothing (Jeanjean and Stolowy, 2008.) For example,
managers can reduce or exacerbate earnings by deferring discretionary efquertsas
research and development.) This brings into question the overall quality of earnings being

reported (Barth et al., 2008; Schipper and Vincent, 2003; Christensen et al., 2008). If
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IFRS improves earnings quality as demonstrated in previous sti#dh €t al., 2008;
Daske et al., 2006) then the cumulative effect on retained earnings may represent an
upgrade adjustment to the earnings history of an entity. Studies have examined volatility
in earnings posiFRS adoption (Capkun et al., 2011; latridisd Rouvolis, 2010; Haller
et al., 2009; Lantto and Sahlstrom, 2009), but have neglected to study earnings history
ex-ante to the rebspective application of IFR$ariability in periodic earnings leading
up to the adoption of IFRS 13 might be an expiarnyaattribute of the magnitle of the
effect on ROA and ROE.

There are still othecontrol variablesncluded in the modelCountry, Industry,
size by total asset$ndustryis measured by the North American industry classification
system six digit code.IRMSIZE is measuredby the total assets and is log transformed

to avoid the size effectéfter analyses aboveghen considerte second model:
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In time-series forecashode| predictions are practically obtained by forecasting a
value at the next time period based on a $ieguiediction algorithmAn AR model isa
good model that includes one or more past values of the dependent variable among its
explanatory variabled. assumehat earningsper share follow an autoregressive model
of order 2 and allow the AR (2) coefficient to depend on waviousearnings per share
andIFRS 13 adoption IFRS 13is a dummy variable thaakes the value of 1 for a firm

after mandatory addjpn of IFRS 13 and O otherwisel predictthat] is statistically
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significant, meaning that earnings per share is significant relatiomgthdFRS 13. The
model is alsotested for overall significance for otheontrol variables which has the
samedefinitionsabove.

5.2.2 The Event Study for Market Performance

To test my second hypotheseabout the impastof the market after adoption
IFRS 13 the eventstudy researclvasdesigied for H2. The key event wasvestigated
for marketperformance.

The key event is theannouncementdate issued on adoption IFRS 13
Commencing with Ball and Browfi1968), event studies have been used to measure
market reaction to a specific event. If the market is efficient, it should reflect the
influenceof the event in the compounding stock prices (ababreturns).The abnomal
return is the unexpectedsk-adjustedreturn. Formy study market reaction will be
measured by computirtge cumulativeabnormalreturns.The abnormal returngpresent
thedifference between actual stock performance and theetqu stock péormance on a
daily basis. The cumulative abnormal returepresentite cumulative otthe sum of
abnormalreturns over a window ofrtie. Similar to Horton and Serafeim (2010), the
research design for this event study will useekavenday window that is 5 days before
and 5 days after the announcement.ef@venday window is used to capture any event
leaks or contamination (Cuthbertson et al., 201@jll extend the window period to
three different number of days.window oftwenty-onedays,elevendays, and the event
day will be conducted to reveaand may provide plausibleexplanations of market

reaction to th@nnouncanentdateof IFRS 13
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For the eventDay 0O represents tltaythatIFRS 13 wasinnouncedo the public
and impaced on firm value. Inthis study, the risk-adjustedreturns are computed for
every firm rather than using a market adjusted model as in Horton and Serafeim (2010.)
The expectedisk-adjustedreturns equation is derived from the Shakpder capital
asset paging model (Sharpe, 1964; Linter, 1968} =96 +f O The expectedisk-
adjustedreturn for every firm in period t, is th¥ &, expected market return for every
firm in period t. The alpha and beta of each fiame preparedising a time series
regression which collects historical data over a trading year which represents the current
firm structure to project future performancé predict that market statistically
significantly react to the announcemendate of adoptionIFRS 13 for three windows
periods.
5.3.3 Value Relevance Models

Tests of value relevance examine the association between accounting amounts
and the relationship with equity market values (Barth et al., 2001.) Valuation models
which are the basis for these teate developed either in terms of the level of firm value
(Miller and Modigliani, 1966; Ohlson, 1995) or examining changes in share prices or
returns (Scott, 2012; Ohlson, 199%)evious studiesofc us on t he mar ket’
periodic earnings undéFRS (Horton et al., 2010; Christensen et al., 2009; latridis et al.,
2010; Callao et al., 2007; Capkun et al.,, 2011; Barth et al., 2008), evidence from
LaPointeAntunes et al. (2009) indicates mandatory changes in accounting principles
accounted for uso retrospective application can be value relevant. Results of value
relevant tests on equity adjustments are limited and conflicted in the current body of

literature. Results range from statistically significant market reaction to book value
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adjustments (Hng et al., 2007) to marginal market reaction to equity adjustments
(Gjerde et al., 2008) to impairing value relevance when comparing IFRS 1 earnings
reconciliations to IFRS equity reconciliations at the adoption date (Schadewitz and Vieru,
2007.) The diféring results may be due to the lack of a proper benchmark (Gjerde et al.,
2008) to measure the market’s reaction to
earningsBarth et al. (2008) show that the voluntary adoption of IFRS is associated with
lessearnings management (i.éessearnings smoothing), timelier loss recognition, and
higher value rievance of accounting earnings.

To test the value relevance hypothesis (H3), a modified Ohlson (Ohlson, 1995),
which consists of one major indicators fromaincial reports (income statement), is used
to test the value relevance of financial reporting in my study, meaning that the models
explore relations between tlmmulative annal stock return and the main financial
reporting variable, namely thehangesof earnings per sharérepresents income
statement)Earning is a fundamental and prominent accounting variable when it comes to
the investigation of thenarket reactions to accountimgformation. This is due to its
superiority over cash flow in this ragl. However, the market will look out for both cash
flow and net book value if the earnings numbers are perceived to be inadequate
(Abiodun, 2012). The earnings per share whisha parameter that can be used to
measure the earnings ability of firms igjueed to be disclosed by companies quoted or
about to be quoted in the public security market (Valix &Peralta, 2009)ndirpublic
enterprises to the extent that it would enhance their financial report comparability, are
encouraged to present their EB$ the face of their income statements (Menaje, 2012).

Contrary to the past practices of presenting information on the earnings per share in the
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form of primary and fully diluted EPS, the Financial Accounting Standard Board (FASB)
now requires thealiscloss of both the basic and fully diluted EPS (FASB, 1997). This

new practice of EPS disclosure is being motivated by the need to conform the calculation
of EPS to the international standard and to assist the investors to better access the effect
of potentialdilution than that achieved under the primary EPS (Livant and Segal, 2000).
The extent of the different EPS, to explain the variability in the security pricing, which
encapsulates the information content of EPS is not devoid of debates. These debates are
the 46 offshoots of the inclusive findings in this area. Rice (1978) computes the
cumulative abnormal returns for two portfolios. One of the portfolios consist companies
which disclose fully diluted EPS and the other is made up of companies which did not
report fully diluted EPS. Based on his finding, he concluded that the content of the fully
diluted EPS is more value relevant to investors. Millar, Nunthirapakorn & Courtenay
(1987) find that the basic EPS exhibit stronger correlation withstbek return tan

either fully diluted EPS and primary EPS. The study of Jenings, Mac & Thompson
(1997) corroborates the finding of Rice (1978). Jenings et al. (1997) posit that among the
fully diluted EPS, primary EPS, and basic EPS; the basic EPS is the least to expla
variability in the stock price. Viewing tF
(2000) opine that the consistent increase in the EP®dwatve strong correlation with

the share priceThe model tests the value revlevarioghe adjustmento earnings per

share after adoptiolFRS 13.So the adjustment to earnings per share model was used

below:
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Whered 0 “Yepresents the cumulative abnormal return over 365 days of window
of the date of earnings per share announce
the change of earnings per share in t year compared itfear for each firm. 6 Qo @
represents a measure of a s tComsiktenwithpriorl at i | i
research, tontrol for FIRMSIZEby adding thenaturallog of the total asset ardkebtto-
equity ratioto control for solverty. Other control variableare priceto-book ratio and
the standard deviation of net come for-gear periodIndudry variables are for specific
industries used in thistudy. A dummy variablelFRS 13to differentiate between pre
IFRS 13and posiFRS 13takesthe value of 1 for a giving firm after mandatory adoption
of IFRS 13and 0 otherwiself this is the case, we expéct is positiveand statistially

significantin the model (3

6. Empirical Results
6.1 Effects of adoption IFRS 13 on operating performance in five countries

Table 1.2 RBnel A presents descriptive statistics for the aflaldes used in the
eqguation. lestimate equation usirapservationsfor which dataare available for all years
(N=7040 firm obsenations for 1408 firms). All data are cleaned and outliers are
winsorized.The totalassetis normalized in the log to avoid the size effect bitlse
standard dviation of net income over &year period representfluctuationsin net

income. Itsuggests that there large differencein reported net irmne for the firms
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representedTlhe posiive mean value o0ROA%, ROE%, and EPSespectivelysuggest

that firms on average have consistently incurred financial growth and may be a good
indicator of good firms. The mean value of d&bequity ratio indicates substantial
financing to support firm growth. This leverageasurementould explain the volatility

in eanings and the annual history of financial losses which may be symptomatic of
additional interest expensé&he total assetyvariable exhibits the range of coary size

within the sample firms.

Table1.2 panel B show th@eason correlation matrix for alvariables used in
this study. All of theseariablesare normalized and astiminatedthe poswility of size
effect bias. Tiereis no high correlation that cacreateany multicollinearity problem.

The convention in accounting research is to check for the possible existence of
multicollinearty when the correlation betweendeperdentvariables exceeds 0.The
significant corelations are l& far below this 0.7 threshold anduggest that the
independent variables anet highly correlated taach other

Tablel.3 Panel Areveals thePaired TFtests for ROAb, ROE%, and EPS
respectively,in preand posi@adoption IFRS 13n all five countriestaken as a whold
create another two ratios, meaning tiat mean valuef three ratios in prFRS 13two
years(2011 and2012) and the mean value of three ratios in GRS 13two years
(2013 and 2014) After conducting Paired -Tests, the resultshowthat overall there are
postive mears of the changeof ROA%, ROE% and EPSn pre- and postIFRS 13 The
p-value shows that thdifference of these ratioss statistically significant in preand
post IFRS 13 which means thdFRS 13adgtion impaced the operating performance

of firms wherethree ratioglecrease after adoptionFRS 13 Table1.3 Panel B presents
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the Paired T-testsfor ROA%, ROE% and EPS$respectivelyjn pre and post IFRS 13
separatelyfor eachcountry. In France and Germany, the resudlow thatbetween pe-
IFRS 1320112012 and posiFRS 1320132014 the results of Pairedtést indicatehat
the changgin mean levels o0ROA%, ROE% and EPS, respectivelyre significant.
However, in Italy, Spain and United Kingdom, the ressitewthat the change in mean
levels for threeatios respectively, are not statistically significant, suggesting IfRS
13 does not affect the operatipgrformance

[InsertTablel1.3 aboutherd

6.1.1 Effects of Adoption IFRS 13 on Operating Performance in Two Groups

Tablel.4 presents the d&red T-test for three ratiosSROA%, ROE% and EPS in
pre- and postIFRS 13for all firms in five countriesdividedinto two groups based on the
medianvalue of ROA% in 201Z2he chang®f meanlevels ofthree ratios between Rre
IFRS 1320102012 and PodftFRS 20132014 arepostive andstatisticallysignificantin
group 1 suggesnhg thatlIFRS 13impactedthese ratioswhile in group 2, the cimge of
the mean levels of three ratigsnot statistically significantThe resuts support that in
prelFRS 13 firms with higher ROA in 2012 (Group 1) might be more earnings
smoothing in postFRS 13conparewith firms with lower ROA in 2012vhose earnings
are subject to wildluctuations However,the results offirms with lower ROA in2012
(group 2) indicate thathe change of mean of three variables are not statistically
significantand shownothing about changes in the explanatory power of three ratios; nor
do theyprovideinformation as to whether measure of operating performance has changed

as a result ofFRS 13adoption. Thesgreliminaryresults suggest that in pd§tRS 13
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there has beea significant change in the aveeagalue of three ratios of firms with
higher ROA in 2014n preIFRS 13perod. Finally, we conclude that there is negative
impactonf i r ms’ good oper adFR® I8 cgnparedl with RS e

13.

[InsertTablel1.4 aboutherd

6.1.2 Results for the Operating Regression Model

Table 1.5 displays the results of the regression modeused to test H1The
dependent ariables in all regressiormocels aretwo profit ratios: ROA%and ROE4. |
used a fixed-effectsestimation(to control for industryspecific effects). Panel 8hows
the effecs of IFRS 13adoptionon ROA% and ROEA, respectively As predicted the
coefficient ofIFRS 13is negativecoefficient=-1.207) andstatisticallysignificantat the
1 percent level on ROA%while the coefficient of IFRS 13is negative (coefficient=
7.915) and statistically significant at the 1 percent level on RO&#¥gestingthat
ROA% and ROA% decrease afterIFRS 13adoption. Panel B shows the results of the
regression model fahefive individual countriesbout the effestof IFRS 13on ROA%
and RORxw, respectivelyAll of theresultsareconsistent with the conclusisfrom panel
A, meaning that operating perforneeof firms afterlFRS 13adoptionwent down. The
coefficiens of IFRS 13in France and Germany are negative stadistcally significant

while in Italy, Spain anthe United Kingdomare also negative but nsiatistcally.

[InsertTablel.5 aboutherd
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Table 1.6 showsthe results of tests fahe two groups of firm# five countries
are dividedbasd on the medianvalue of ROA% in 2012. The coefficient between
ROA% or ROB%, respectively,and the coefficient of IFRS 13 is negative and
statistically significant in group 1, suggestithgitthere isa negativeassociatiorbetween
the operating peformance of firms and IFRS 13 adoption. This is line with our
conclusions from the tests above that there is a negative impact of IFRS 13 adoption on

f I r operdtingperformance.

[InsertTablel.6 aboutherd

Table1.7 presents the results of the modehatO 0 Y is negativéy associated
with the IFRS 13’00 "¥nd the coefficients statistically significant(-0.077) at the 1
percent level, meaning that earnings per sh&@e [Y) increasedsubstantiallyin the
years priotto the IFRS 13&doptiononly to decreassteadilythereafter The results reject
our hypothesis H1 thatFRS 13has noeffect on the operating performance of fgm
suggesting thaRS 13adoptionreported in the financial reportgsnegative impacon

the operating performance of firms.

[InsertTablel.7 aboutherd

In summary, Paired-Test isusedto test the whole fiveountries five individual

countries, and thievo groupsof all samplefor the change of mean of three ratios in-pre
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and postFRS 13 Two regression models are conductedei@mine the association
betweerf i r apéraingperformanceandIFRS 13adoption.Theseresults show that the

analysisbecarried out on a pegsountry basis rather than for the whole five countries.

6.2 Effects of IFRS 13 Adoption on Market Performance

| investigate the marketeaction to accounting events or financial information.
This part focuson the resultof the effect of FRS 13 on market performanceher
marketreaction was examined for the key eventhe announcement date afioption
and implementation of IFRS 13.

Table 1.8 presentghe result of the cumulative abnormal returns for portfolio
formed on the basis ®#FRS 13issued employebly the event study. Markegterformance
is measured by computing the daily abnormal returns and the cumulative abnormal
returns for the eventlay (Day 0) the elevenday window, and thetwenty-oneday
window. Risk-adjusted returns were computed for every firm.Overall on the
announcementdata of IFRS 13 standargd the mean cumulativebnormal returns are
negative for all samplein three windowsseparately -0.79%;0.59%;0.05%) and are
statistcally significantat 1 percent levelThe evidencerejectsour H2 hypotheses and
support that firmannouncements ahe dak of IFRS 13 issuedrenegativelyassociated
with abnormal ®ock returns, suggesting that investoegatively reacted tthe adoption
of IFRS 13and they might believe th#RS 13would not improve financial reporting
quality. Further table1.8 also shows that the number of the positive cumulative abnormal
returns from ifrms is less than the number of the negative cumulative abnormal returns

for firms, suggesting thahe whole market might went down after adopting IFRS13.
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[InsertTablel1.8 aboutherd

6.3 The Value Relevance of IFRS 13

| predict that the financial statement under IFRS 13 adoption will reduce
asymmetry, improve financial quality, and report the change of earnings per share and
increase the value relevance, if investors, correctly or incorrectly, interpret such a change
in earnings per share as an indication of the change of future cash flduwiseanstock
prices will change, by examiningumulativeabnormal stock returns inteelve-month
window surroundingthe announcement date ef@anings per share after IFRS 13
adoption

Oneyear cumulative abnormal retas (CAR) is used as thelependentvariable
which representshe average cumulative abnornstdck returnover the annual window
for the earnings per shasmnouncerent date after IFRS 13 adoption for every firm
controlled for other independent variabl&$ie independent variable, the adjustment to
eaningsp e r s ERS)i® introdiced T RS represents thesidual from the
adjustment to earnings per share which is the difference betweeangdrpost EPS.

Table 1.9 shows that esult of the regression mod@) for five countries, and
separately for each country. From the results, it can be seen that the cdefffcien
YOO "¥'O'OF &PS{ ) is positivein the pooled data, suggesiithat the improvement
hasbeen observed in the value relevance of earnings per share for the overall market.
Collectively, te findings fromthe model suggests that markietfavorablyreacs to the

announcement ofFRS 13adoption. It is believabléhat Europeanmarket still could
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perceive IFRS 13 as ampgradein the fair value accouimyg in financial reporting, and
positively react to the results of the transition such las tnexpected @gdstment to
earnings per share

For individual country, the coefficient 8O0 "Y'O'O¥ ¥ ) are negative in
France and United Kingdomwhile it is positive inGermany, Italy and Spaint is
consistent with tl results of Panel AiTablel.9 that the value relevance of earnings per
shareincreaseafter adoption of IFRS 13[he estimations of the mod€B) suggest that
the introduction of IFRS 13 produced a structural break in the relationship between
market data and accounting measuresermany, Spain and United kingdptsut not
for France and lItalyfor which changes in value relevance measured byf thein the
model might havenight have occurred for other reasons. The m{#)aloes not account
for the effect of thébook value of equity per share on stock returns, but it does account
for earnings per share.

To summarize, the effects of the explamgtpower of a regression of earnings
per share wy between countries. There might lseme other possible cags®f
inconsistency irthe regression modéB). The model (3 does not include the effect of
book value of equity per share on stock retamd other noraccounting variables which

might affect stock returns.

[InsertTablel.9 aboutherd

7. Conclusion

7.1 Discussion on Research Findings
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Accounting standards are paramount to any financial reporting system.
Accounting standards provide rules financial reporting which management adheres to
and with which auditors confirm compliance. The value of accounting standards can be
measured by the ability of the standard to reliably reduce information asymmetry
between management and external uséthe financial statements. If a new accounting
rule for financial reporting demonstrates the ability to narrow the information gap
between internal and external users of the financial statements thereby reducing agency
costs, the new regulation may beeded more transparenf new regulation in
accounting standardeomt he ext er nal user s’ perspective
the effects of the financial statemeaotsbothoperatingandmarketingperformance

My study investigatedthe effecs of IFRS 13 @m f i r m” s onmketat i ng
performance andvalue relevancehroughfirm attributesand the cumulative effect on
earnings per sharas a result of adoptiolFRS 13 My study also examined market
reaction to the event dFRS 13standard issueds well as market reaction to the initial
accounting information delivered by adoptidfRS 13 Research fomy studywas
conducted in a staged analysis. The descriptive statistics from the univariate analyses
demonstrated variability irhe dataPrior to my study there isnot specificreseach for
the indvidual country about the effead$ IFRS 13 adoption.

The change level of earnings per shpermitted an opportunity to not only
examine théFRS 13effect on operating performance as a whole, but also the nuances of
the IFRS 13within the components of operating performance uglothe descriptive
statistics and the timgeresmodel. Forexample, threeatios ofROA, ROE, and EPSor

PairedT-testin pre and posiFRS 13 in the samplegspectively.The meanvalue of the
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differencein Pared T-testis all postive and significantsuggestinghat, at best, there are
incremental differences betweere@nd postlIFRS 13andthat on averge the operating
performance decreasedter IFRS 13 adoptiorf-urther, the effect ofFRS 13on the
adjustment to earnings per share was examined to test market reaction and value
relevanceExamination of the descriptive statistics of the independent varipbdegdes
additional evidence as to the financial health of these fifas.example, the meaof
returnon assets suggests that on average these firms haveemhsieducedfinancial
gainsfor adoptionlFRS 13 The mean valuef debtto-equity ratio demonstrates highly
financially leveragd firms after adoptiotFRS 13

In the bivarate stage of analysigydependent variables were tested against the
dependent variable for statistical significance. Using Pearson Correlation, the standard
deviation ofnet income for a fyear periodthe total assetsand industrydemonstrated
the strongest association to the dependent variSelected independent variables were
then tested aong one another for covariance.

Further, the regression model was usedtdst that three ratiosogerating
performancg to the event oflFRS 13 adoption. The findings for this event were
statistically significantin France and GermanyStatistcal significance could be
interpreaed as the operatingerformance ofirms after IFRS 13 adoption decreased and
improved as a result ®FRS 13adoption when firms wadividedinto two group

The secondeffee x ami ned i n the model based stag
reaction to theevent ofIFRS 13issued and the event RS 13adoption The findings
for theevens werestdistically significant.statistical signiftance could be interpreted as

the market reacton negatively to the announcement addoption IFRS 13 which
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demonstrated investors react negatiwéo the eventand support thatnvestos do not
believe that thisstandardcan improve financial reportingualty or investors does not
believe that the application of thesarsdards, where applicable, whiave a positive
impact on the financial statements, exceptlie requirement of additiondisclosures
Evidence from this study suggestsihe sample the market reactetegativelyto
the announcement date of IFRS 13 adoptwimile the negativemean CAR cannot be
attributed solely to the adoption &8RS 13 the IFRS 13adoptionmay provide some
possible explanations for these resulier example, theurposeof IFRS 13adopting
was motivated by the desire to access global capital marketsmnhadogghe financial
reporting systemUpon reviewing the annual financial reports released adopfitFfRS
13, thenegativemean CAR could indicatihat globalinvestors daiot view this standard
as an improvement ovéFRS. It may be that investordo notperceive the adoption of
IFRS 13asan improvementn financial reporting oregardan inferior set of standards.
As previous studies have demonstrated in other country contexts, it is paolsathilee
negativemarket reaction is attributed the belief that the new standard of IF&s not
increasethe quality of fnancial reportingSecond, investors stillegardIFRS 13 as an
i mprovement to the fair value accounting.
unanticipated negative selts conveyed by this new IFRS 1Bastly, the operating
performance of the firm decreased after IFRS 13 and delivery this poor financial results
on the markets. In a wordxa&mining firm attributes which are associated wiitie
cumulativeeffect of EPSat the time ofadoptionmay provide additional insight into the

mar ket s IFR® Eadoptiom vhicht was the next model tested.
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The application ofFRS 13provides a uniqueppatunity to explore the effects of
firms on operatingand markepeformance The details olFRS 13implementation and
market valuations are onlgvailablein the transition periodThe studyexploredthree
ratios of firm attributes as potentiadicatos of the operatingperfaomance Results from
this study provideeviden@ thatoperatingperformance is negativelgssocated with
IFRS 13 adoptionThe testof valuerelevamed i d demonstrate the mar
IFRS 13 accounting information, specifically the actadjistmentto earnings er share,

meaning thamarketperformance is also negatively associated with IFR&dbption

7.2 Contributions

This study complements the current bodyERS research on theperating and
market effect of IFRS 13 adoptionand value relevanceéy constucting a model to
explainexplanatoryfactors.

Few previousstudiesexaminedthe effects of IFRS 13 adoptionSo this stidy
provides insight as tmperating performance and markgerformancethat may be
associated withFRS 13adoption Examining theearnings announcement dateperiod
contrasts with numerous studies which examine financial reports before and after
adoption. Further, this data caonly be obtained in the annual repamd requires
expertise in data extraction and constsua comprebnsive databasé&his study also
extends event study research on IFRS Evidence from this study suggeshat the
overallmarket in the five countriesontext exhibits megativereaction to the adoption of
IFRS 13. This finding supportto previous stu@s which demostrate anegativemarket

reaction to thenew IFRS reguation. International tandard setters may be particularly
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interested in this finding as a preliminary measurement of investor reaction to the
adoption of IFRS 1Zhangeover and the objective of enhancing financial reporting by

reducing information asymmetry.

7.3 Limitations

Results from this study must be interpreted with caution as there are a number of
limitations to the research. First, the study is limithae toonly five counties in
European Although the sample size permits a more extensive studylFiRS 13
implementation, it limits generalizability and the power of empirical tests. Second, the
analysis is restricted tirms of these five countrieand as such results from this study
may not be applicable to other country contektsrd, use of firms which opted folFRS
13 adoptionmay create aeli-selectionbias and may noteflect the effects of later
adoptionof firms or compulsorycomphints. Also, using bivarate andysis to select
independenvariables for the mainmultivariate model creates biasfor the magnitude
adjustment to EP3.astly, all studies of IFRS share a limitation regarding the ongoing
developmat of IFRS.This studyis not unique in this regard and is limited to examining
the implementation of IFRS standards mandated during a specific time period.
7.4 Future Research:

The depth of this study has led to a breadtfutafre research opportunitieSirst,
to augment thevent study in the five emtries in Europe, the markperformance of
adoptionIFRS 13may be beneficial to examine if the market reaction phenorasna
limited to five countries of adoptiofFRS 13tested in this study or extends to all

European countes adopters dFRS 13 Second, divide good and bad groups based on
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ROA median valuen prelFRS 13to be tested in a sample of fisnm five countries in
Europe.l might have other ways to classify groups based on the diffstantlards. It

may reveal additional firm attributes which are associated with the adoption of IFRS 13.
The population of adopters ®FRS 13is a unique set of companidsurther, future
studies could reveal thiedustryspecificimpact ofIFRS 13adoption.Lastly andmost
importantly, there is very limited research as to the éxtewhich a firm adoptf~RS 13

and why some financial statemetfisclosesthat there is no difference after IFRS 13
adoption. This data is not readily available and must be haoidcted fom annual
reports. Future research is necessary to develop a monetary measurement of the adoption
ofIFRS13t o di sti ngui sFR®IBdadopeoa and 1 e d HHRSE. eNowo
sincelFRS 13is intended to banimportantset of standards, oability to measure the
extent to which the standards are being adopted is a valuable tool in assessing the
universal application of IFRS as intended by the standard seftersdrectors do not
anticipate that the adoption of these standards and intipres in future financial years

will have a material impact on the Financial StatemeRtsally, | expect to further

investigate the difference between European market and U.S market after applying FVM.
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Part 2: The Disclosure of Fair Value Pension Asset under SFAS No0.158, Pension
Assumptions, and Earnings Manipulation
1. Introduction

Statement of Financial Accounting Standards (SFAS) No.lB&pl oy er s 06
Accounting for Defined Benefit Pension and Other Postretirement Plarwes
disclosures related to defined benefit pension plans ather postretirement benefit
(OPEB) plans from the footnote to the balance sheet. The measurement of pension and
OPEB obligation remains unchanged. However, firms req@oegnizingthe fundd
status of these postretirement benefit plans on the balance sheet. (Note 1).

Most previousliterature document that the consequences of the changes in
accounting recognition standard rather than that of the disclosure due to that the
recognition bears ore powerful incentives to encourage researcher to explore. Mitra and
Hossain (2009) examine that the vategevance of pension transition adjustments and
other comprehensive income (OCI) components in the initial adoption year of Statement
of Financial Accounting Standard (SFAS) No.158 and the overall results suggest the
stock market negatively reacts to the adverse impact of SFAS.N0.158 pension transition
adjustments on net worth and future cash flows when the impact is substantial in its
magnitude in dibar terms and further provides useful insight into the information
processing by documenting that the market evaluates accounting information more
effectively when such information is recognized in the financial statements rather than
disclosed only in tb financial footnotes. Chang (2014) investigated the economic
consequences of the transition from disclosure to recognition of pension funded status

following SFAS 158 through three aspects: 1) market reactions to relevant rulemaking
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event s; 2 hangesiin r@akiegrestimates for pension accounting and managing
pl an assets; and 3) firms’ | obbying behavi
of the consequences. However, the goal of our study is different from those of previous
articles and dcuses on the effect of the disclosure of new accounting standard (SFAS
No0.158) on ERR and earning management.

| study concentrates on this grey area using SFAS No0.158 as a background based
on that the standard provides a unique setting to explore tHesdise of fair value of
pension assets. Specificallygpxtaminehow fi rm’s ERR response to
value of pension assets under SFAS N0.158. This standard requires the disclosure of the
fair value of defined pension plan assets among various assets categories through a fair
value hierarchy. The hierdny categoriespension plan assets used in valuation
techniques into three levels. This requirement is an extremely important determinant of
ERR because it involves an assumption affecting other comprehensive income, finally
leading to changes in reportedrnings. The ERR assumption determines the expected
return on pension assets and all else equal, a higher fair value of pension assets plan
assumes a higher assumed ERR, leading to higher reported earnings. So the disclosure of
fair value pension plan asts is akey determinant to estimate ERR. Accordingly, |
predict that the disclosure of fair value of pension asset is related to ERR under SFAS
No0.158. Further, | also conjecture that disclosure of fair value of pension assets is related
to meeting or beang ERR. Finally, | exploit that the disclosure of fair value of pension
assets under SFAS No0.158 is related to earnings manipulation through ERR management.

Modern studies argue that ERR has always been subject to scrutiny due to that its

long-term natue: Reconciliation between ERR and ARR happens over time with long
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amortization periods. For instance, during the early 2000s, some financial analysts and
regul ators specul at e dwasuhreatistically higm’Ins200E,”fB@ a s s u
SEC publicly varned companies that it might challenge ERRs above 9 percent. Therefore,

it is difficult for users of financial statements or investors to identify some errors in ERR.
Secondly, investors and analysts have not fully estimated ERR assumption due to that the
regulated disclosure of fair value of pension plan assets in the balance sheet. Firms are
required disaggregate and disclose categories of pension assets with the fair value
hierarchy information including all of theategoriesof assets such as equityeld, real

estate and other. A major concern was that firms could discretionally estimate the fair
value of the LeveB pension assets. Levelpension assets are quoted prices in active
markets for identical assets or liabilities and Le¥gdension assetze quoted prices for

similar assets or liabilities in amctive market. Only LeveB pension assets are used to
measure fair value to the extent that relevant information is not available and finally use
firms’ data and t he -3pemsien assets can capsute ibiasad fasr. So
value and also leave an opportunity for managements to adjust biased ERR based on the
needs of different purposes.

To test myconjectures| handcollected thredevel fair value of pension plan
assets data for largriblicly trade US firms over the period from 2009 to 2014. The final
sample consists 04997 firmsyear observations. éxamine that the associate of the
disclosure of fair value pension assets with ERR, ARR and earnings target.

In the first test, beginto conduct whether higher ERR is driven by the firms with
the Level 3 fair value pension assetsclassify firms into two groups. One group has

Level 3 fair value of pension assets and the other group without {3efadl value of
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pension assets.use he Chisquare test, and later regress ERR on the proportions of the
threelevel fair value of pension assetsadsume that Levd fair value of pension assets
increase the opportunities for firms to report higher ERR that are not justified by their fair
value of pension assets. In the second test, | investigate whether ERR is more likely to be
met or beaten by fins with theLevel3 fair value of pension asset.cbnstruct the
difference between ERR and ARR to captthe relationship with ERR.dssume that
Level3 fair value of pension assqilysan important key in meeting or beating ERR by
boosting ARRIn the third test, we explore that reported earnings targets are more likely
to be met or beaten by firms withe Level3 fair value of pension assets through ERR
assumption when firms marginally fahart of earning expectationscieate the Pseudo
EPS andapply the Chisquare test to examine whether the difference between the
reported EPS and the Pseudo EPS is associated with the3L&ielvalue of pension
assets through ERR management.

Corsistent with mypredictions, ffind that the LeveB fair valueof penson assets
is significantly related with ERR, implying that firms with thevel3 fair value of
pensionassetss more likely to boost ERR. The result supports that ERR adjustment is
highly related to theLevel3 fair value pension assets. Next,cbnclude that the
difference between ERR and ARR is significantly associated withetiel-3 fair value
pension assets, suggesting that firms are more likely to meet or beat ERR using the ARR
of the Level 3 fair value of pension assets. Finallyexploit that the disclosure of fair
value of pension assets under SFAS No.15@lsedto earnings manipulation through

ERR management.
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These results make an important contributiorthe literature: Firstly, tirectly
examine that the effect of the fair valokpension assets under SFAS No0.158 on ERR
management. The standard of SFAS No.158 issued in 2007 requires firms to disclosure
fair value of pension assets in the balance sheet. Obviously, few previous studies directly
probe the effects of this standand ERR and most literature still focus on the allocation
of pension assets. Secondly, rtyidyemphasizethat the importance of the disclosure of
fair value of pensi on eanmgswmdnagement. Fiealyt thei ct i n
resultsaremore helpflifor standard setters assess the source of ERR and how to evaluate
the role of ERR in earning managements.

The rest of the paper is organized as follows. Section 2 provides background and
literature review. Section 3 presents hypotheses developmenarSédescribe data and
Section 5 designs the research. Sectiomigtusses the results of the test of the

hypotheses and perform robustness tests. Finally, | conclude in section 7.

2. Background and Literature Review
2.1 FASB Statements No. 158

Prior to SFAS No0.158, SFAS No0.87, 106 and 132R regulate accounting and
disclosures of pension plans. These standards allow firms to smooth pension plans related
costs caused by 1) changes in actuarial assumptions 2) plan amendments and 3)
“ab nor maetufns. @hese getms were reported in the footnotes but were amortized
to income and the balance sheet over time. However, these existing standards did not

require firms to report the current economic status (the overfunded or underfunded status)
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of a defned benefit postretirement plan in its statement of financial position (balance
sheet).

After approved in September of 2006, FASB N68,Employers' Accounting for
Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB
Statements N@&7, 88, 106 and 132(RpPFAS158) is intend to address the concern that

existing standards on employers accountin
to produce fair and understandable financial statements. The standard improves existing
repoting for defined benefit postretirement plans by requiring a firm to recognize certain
financial activity occurring in the plan in its financial statements. This activity would
include the overfunded or underfunded status of a defined benefit postretifgarem

the balance sheet. The actuarial gains and losses, prior service costs, transition
obligations, and credits that arise during the period will continue to be recognized
through the income statement with several variations. The standard also esprov
financial reporting by requiring a firm to measure the funded status of a plan as of the
date of its yeaend satement of financial position.

The Standard contained two key accounting changes compared with prior
statements. Firstly, firms should recognize a pension asset or liability in an amount equal
to the difference in the fair value plan assets and the projected benefit obligation. This
distinguish from prior standards that required only a minimum liability equal to the
excess of the accumulated benefit obligation over the fair value of plan assets. Secondly,
SFAS No0.158 requires that all overfunded plaes€ombined and all underfunded ptan

be combined and recognized as an asset and liability respectively on the balance sheet.

Past standards merely allowed for the option for this aggregation. The other major
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accounting change was evaluating plan assets and benefit obligation at the siadstce
date. This differs from past rules that let firmeany day within three months prior to
that date. Therefore, the FASB expects that financial reporting is more understandable by
eliminating the need for a reconciliation in the notes to finan@#istents and reflecting
the fair value of assets allocations in the balance sheet. (Statement No. 158)
2.2 Literature Review

Academic studies havspot light on the usefulness of pension reporting and
disclosure for many years. For instance, Amir and Gord1996) suggested that
investors use pension or postretirement benefit information in valuing the equity or share
prices of firms. Coronado and Sharpe (2003) found that market will value the
components of pension instead of the funded status of a pguaioif there is doubt or
ambiguity in regard to the economic status of the pension obligation. Picconi (2006)
explored whether investors and analysts fully impound information contained in pension
footnotes and concluded that pension accounting wasutigtused by investors and
analysts. Amir et al. (2010) investigated whether new pension disclosures and subsequent
full pension recognition undefRS 17 andIAS 19 had any impact on pension asset
allocation of UK companies. Soroosh and Espahbodi (20@oyte that the application
of SFAS No0.158 to the financial statements of Merck in 2004 would increase the net
l'iability status of the pension fund and c
and further state t ha taloivadl firmskwittssimilag genslon s wo U
plans. Schneider (2011)3demonstrate the changes in reporting the funded status of

pension impact on delaisset and debt equitgtios Most of these studies focused on the
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economic consequences of the pension stanaardisms including market performance
and operating performance.

There is another stream of research about exploring the determinant of ERR and
how firms use those two items to achieve different purposes on pension accounting.
Previous empirical studies grension accounting have provided evidence that managers
opportunistically estimate biased ERR, which is effectively used to offset the service cost
and interest cost of pension expense. Alster (1993) argue that firms increase pension
credits by choosing high ERR. Eaton and Nofsinger (2001) examine the usefulness of
expected rates of return (ERR) for public pension plans and the predictive power of ERR
on the actual returns of the pension assets. They find that the correlation between
expected return anithe percentage of assets that are equity securities is relatively weak,
and further that the percentage of assets that are equity securities is a much better
predictor of actual returns than the disclosed expected return in public pension plans.
Comprix aad Muller (2006) examined whether managers behave opportunistically in
their selection of reported ERRs in the context of CEO cash compensation calculations.
They presented evidence that US managers select the aggressive expected rate of return
estimates d inflated reported income, which subsequently influences their cash and
stockstock based compensation. Chuk (2012) examine whether firms alter their behavior
in response to changes in accounting standards that mandate new financial statement
disclosure ad concluded that firms tend to justify their biased ERR by increasker
securities in the pension asset allocation or tend to adjust their biased ERR downward in

the post period of FAS132R.
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After SFAS No0.158, The second part Bkhibit 1 below presents that how
changes in fair value plan assets affect pension expense, other comprehensive income,
and earnings. The expected return on pension assets offsets the service cost and interest

cost when computing pension expense. In effect, the expeetedh rplan assets are

estimated based on the ERR by firm s manag

to changes in the expected rates of return on the various types of fair value pension assets
included in the fund’ s sompgositiors and rodmamerig e s
discretion(See Appendix Aand A2.

Therefore, fair value pension assets offer managers more space to select biased
ERR and can enjoy the discretionary effects on earnings with less concern about the
detection risk of their biasélRR choices. Particularly, since the reconciliation between
ERR and ARR happens over time with long amortization periods, users of financial
statements have difficulties in identifying errors in ERR choices. Raeearchers
suggested that under spec@nditions to achieve thekarningstargets and market
expectation, managers would find ERR a safe and handy tool to manage earnings.
Winklevoss (1993) found that ERR hasignificantinfluence on net periodic pension
costs and earnings, especially foms with large amounts of pension assets. Franzoni
and Marin (2006) examined the use of pension assumptionsat@ageearnings and
using the ERR tenanageearnings appears to be effective because the market does not
fully impound pension information. Astha (2008) examined the earnings management
through pension assumptions to meet earnings targets and its impact on resource
allocation decisions. Bergstresser et al. (20§1@jea contracting cost explanation that

firms select biased ERR assumptions tibated earnings when they prepare to acquire

I
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other firms, when they are near critical earnings thresholds and when they exercise stock
options. Pocconi (2006) and Asthana (2008) report that ERR is likely to be manipulated
by managers for meeting their esugs targets. Lee et al. (2014) examined samples
covering this more recent time period and provide evidence consistent with firms
reporting higher ERRs under conditions when management hasctmiveto inflate
earnings. Li and Klumpes (2013) examinedhether UK managers behaved
opportunistically when determining ERRs during an extended period of major changes in
pension accounting rules and supported that UK firms with tightening debt covenants
inflated their reported ERRs over this period. In a worldREhas been explored for a
long period and widely accepted as a tool for earnings purpose.

However, few research involves the association between ERR and the disclosure
of fair value pension assets. Different from those studigsesearch will be thérst one

to investigate this topic and its application.

3. Hypothesis and Development

PreSFAS No0.158, under the old accounting standards, firms disaggregated
pension assets with broad categories, such as equities, debt securities, real estate, and
otherassets in the footnote of financial statements. Amir (1998) examined the correlation
between ERR and composition of the pension portfolio. Chun (2013) investigated that
under pension accounting rules that the composition of pension assets is a key
determnant of ERR on pension assets, the economic consequences of the mandated

disclosure of pension asset compiosi required under SFAS 132.
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After SFAS No0.158, the primary focus of this standard memsurementf the
funded status of defined benefit pension plans orctinporatebalance sheet. To some

extent, this standard is “merely movi ng
footnotes to the balance sheet. However, this standaygiresfirms to disclog the
present value of their defined benefit pension obligations and the market value plan assets,
as well as actuarial assumptions and details on asset allocation.

So thredevel fair value of pension assasspresented on the balance sheet and
requiredto recognize the fund status under SFAS No.I8& Levell fair value of
pension asset use quoted price in the market and-Refieél value of pension assedse
estimatedon the price of similar asset§he Level3 fair value of assets bear special
attibutions and are very long term, then their estimate rests on several financial and
demographic assumptions. Furthermore, the L-8viglir asset category can include not
only residual assets but also risky assets, such as alternative investments, ttesl expec
returns of pension funds tend to differ in the degree of detailed underlying assets included
in “Level 37 . Il nvestors are not <capabl e of
the Level3 is included in pension asset fair value using firms own datenaodel.
Because of their lonterm nature and attribution, small changes in assumptions can
cause large changes in the estimates of the fair value of pension assets. The assumptions
underlying pension asset are to a large degree based osspicific maagerial
estimations.

| reasonably conclude that Lex&[fair value of pension assets has impounded the

information content of these items into EF
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reported earnings. Thus, Firms can use this L8Velr valueof pension assets to adjust

ERRaccording to their purposes. Miyst hypothesigollows:

H1: Ceteris paribus, firms with the Lei3 fair value of pensions assets have the

same ERR as firms without Lev@lfair value of pension assets.

SFAS No0.158 requires firms to provide the fair value of pension assets based on
the nature and risks of assets. LeVvednd Level2 fair value of pension assets usually
include cash and same equivalents. They can be traded on the active market arel translat
into cash flow immediately. Firms are expected to precisely estimate higher rates of
return from these Level and Level2 pension assets and select the reasonable ERR for
their investment decisions. Levelfair value assetsnclude much more undisclose
information and bear special firm characteristic, and does not necessarily attract more
attentions from auditors and outside investors when firms boost higher the actual rate of
return of Level3 fair value of pension assets compared with those of Lewld of
Level2 separately. Managers are ultimately concerned about the punishment for the
higherreturn of theLevell or the LeveR fair value of pension assets when the biased
ERR is easily detected. Auditors also rigorously test whether ERR is seghpoy
combining the fair value of pension assets and market return together because of the
higher litigation risk for the incorrectly detailed disclosure of ERR from L-évehd
Level 2 fair value of pension assets.

As mentioned, LeveB fair value of pesion assets is affected by the uncertainty

pertaining to their estimation and by possible managerial opportunism and the valuation
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of theLevel3f ai r value pension asset actual rat
factors. Once higher ERR is estindtavhich causes higher report earnings, and later
could not met as firms expect, the Le@dlair value of pension assets is also an option to
adjust the actual rate of return (ARR). Because ERR and ARR are both estimated based
on t he f i r m’sswhidhariclade @mamntuchrasymneetric information.
However, though manager’s motivation of
improved transparency and managers are required to adjust biased ERR under the greater
disclosure environment, firms have oppaoittically met or beat assumed higher ERR
using the ARR of return of Levd fair value of pension assets.
| posit that the effects of greater disclosure under FAS. No0.158 would be more
pronounced when firmaremandated to disclose tli@r value of pension assets. Hence,

the next hypothesis states:

H2: Ceteris paribusthe Level3 fair value of pension asset do not affect the

likelihood of meeting or beating ERR.

The Fairvalue model has its share of detractors who worry primarily about
increased income volatility and susceptibility to manipulation. Literature has revealed
that managersiave strong incentives to manipulate ERR for boosgagiingsand
provides evidence that ERR$ pensionfunds are biased, by measuring creestional
df ference of ERR with manager s’ motivati ol
opportunity that exists for firms to inflated earnings though the expected rate of return

(ERR) assumption associated with defined benefit plans using a sample of firmiseover t
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period of 1991 through 2005. Although they cannot observe pervasive inflating of
reported income through the ERR during the sample period, they do find that some firms,
small increases in ERR can have a material impact on reported earning=armimgs
inflation is directly related to the amount by which earnings will miss the target and to
earnings sensitivity to expected return on pension asset assuripigocharacteristics of
pension assumptions, such as complexity and-terrg nature and the dissure of
balance sheet, make it difficult for users of financial statements to identify biased ERR
assumptiorand allow managers tmanagesarnings with ampportunisticchoice of ERR
assumption. Collectively, the difficulty in detecting such manipulation may facilitate
upward biased ERR assumptidine asymmetry information of tHeevel3 fair value of
pension assedffersthegrayarea to ERR assumption and to use ERRflated earnings

per share when firms fail to meée earnings expectation. So thyrd hypothesis is:

H3: Ceteris paribus, firms with thieevel3 fair value of pension assets do not
inflate ERR to beat or achieve earnings target when earnings are marginally fall short of

expectations.

4. Sample Selection

My data comes primarily from three resources and focus on firms in North
America. Firstly, thdinancial statement data about DB pension plan and frim attributes
are collected from COMPUSTAT from 2009 to 2014. More specifically, firms
continually report ERR (the lorgrm rate of return on pension assets), actual returns to

pension assets, pensi@ssets, and other pension asset variables used in the model.
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Secondly, after SFAS No0.158 was effective, firms disclosehts@rical fair value of

pension plan assets in addition to the curgear fair value of pension assetdhdnd

collected allthehi st ori cal fair value hierar«hy | ev
Most of firms disclose the historical hierarchy levels of fair value of pension assets after

2009. Our sample finally mainly covers from 2009 to 2014 which includes 5,115 firm
yearobservations, with the average of 1,023 firms in each year. Thirdly, analyst earing
forecasts data is from the I/B/E/S adjusted summary statistics file. Analysts issue multiple
forecasts for a firm and we use the most recent forecast data issued ome thefalat the

annual earnings report ddtecause prior studies have found that the recent forecasts are

more accuraté O’ Br i en, 1988) . The median forecas:
forecasts because medians are less sensitive to outliers. Althaadfusted I/B/E/S

summary forecasts data is better to avoid losing the precision of measurement due to the
I/B/E/S adjustments of prior forecasts for subsequent stock splits (Baber and Kang, 2002;
Payne and Thomas, 2003)use adjusted I/B/E/S summary déoasts data to keep the

good quality of data, keep away from stock split issue, and avoid some calculation
problems for earnings per share. Furthermore, firms followed by fewer than two analysts

are deleted (Mendenhall, 2003) to use biased forecast numienrscombining pension

data with analyst earnings forecast data, our final sample is reduced to 4,99&disn

5. Research Design:
| prefer use Chsquare tests and design several regression models to investigate
the association between the Le@dlair values of pension assets and the assumed ERR

for three different purposes.
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Does the LeveB fair value of pension assets have the effect on the assumed ERR?

To test H1, beforeising the regression modeldétermine if there is a significant
differerce in the frequency of higher ERR based owo whfferent groups of firms. |
assume the reasonable annual investment return for the whole North America market is
7.5%. Firms in the sample are divided into two groups based on the median value of
ERR (7.5%). %ERR is an indicator variables and takes value 1 if %ERR > 7.5, and O
otherwise. Firms are also divided into the other two groups based on if firms have Level
3 fair value of pension assets. Leeis also an indicator variable and equal to 1 if firms
have Level3 fair value of pesion assets, and 0 otherwis@xpect that the results of the
Chi-square test are statistically significant differences, suggesting that firms withd_evel
fair value pension assets are more likely to disclose higher ERRh whimore than
7.5%.

The next step, to support the results of-Gduiare test| design the following

regression model with and without the industry fixed effect to perform the robust test:

Prd4 » 2 Pd pqrrd 2 Pd prrd 0 d Frrd 0 =44
>3 k44 Fhpd =2 Fhm Fd kg
>y i =91 &F 4 frrd=1rd F= 2 Fa F
> Bl« Mo 4o +

The model 1a uses%ERRas the dependent variabBince ERR should be an
unbiased estimation of thfeture return based on the three levels of the fair vafie

pension asset allocation, ihclude the levels of disclosedfair value pension asset
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categories in the modeb1%LEVEL1 (the percentage dfevell fair value ofpension
asset occupies the total fair value of pension assé)FVEL2 (the percentage of
Level2 fair value ofpension assetsccupies the total fair value of pension assets),
LEVEL3 is a dummy variable and takes value 1 if firms have L8v&ir value of
persion assts, and 0 otherwise ekpect that firms with the Lev@ fair value of pension
assets tend to assurhigher ERR whenfirms disclosethe three levels of fair value of
pension under SFAS No.158herefore,l predictthat | is positive and statistically
significant.

| control for the effect of the actual rate of return (ARR) to pension assets,
measured byhe actual investment return scaled the beginning balance of pension
assets, which also influence the choice of ERR. Because the choice of ERRyis like
affected by multiple prior years’ actual r
return (ARR.). | also control for the size of firm and the defined benefit pension plan
with FIRMSIZE(the natural logarithm of total assets of firm) &MdANSIZE(the natural
logarithm of pension projected obligation), respectivélgcause of economic scales .1
still add other pension plan and firm attributes that are associated with ERR choices:
FUNDING (measure by fair value of plan assets divided loygated benefit obligatign
DURATION (Service cost divided by the same of interest cost and service cost),
LEVERAGE(total liability divided by total assetsROA (income before extraordinary
items and pensions expense divided by total assetsf;l@@dcash flow from operations
before pension contributions divided by total assét&)llow the industry classification

based on thglobal industry classification standa@ICS) sectors (Gleason et al. (2008)
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Finally, | further understand how firms ukevel-3 fair value of pension assets to

boost ERR compared with ones without the Le/&hir value of pension assets.

Prda 2 Pdprrd 2 P prrd 2 Pd R rd 2 =94
29 A FhRkEI EErasd rEd g
>rrd=1 &F Y rrrdsaord B0 Fa R

) Bla By b -H—

Since lexpect that if the Leved fair value of pension assets provides the main
relevant information for boosting ERR and assume that ERR is fully determined by three
levels fair value of pension assets, the regression model is designed without the intercept,
which is different from the modédla. In the modellb, we use%LEVEL3(the percentage
of Level3 fair value of pension assets occupied the total fair value pension assets)
instead ofLEVEL3 (the dummy variable). The coefficient b F|=|= ® mean ow
much each level fair value of pension assmntributes to boost ERRexamine whether
the Level3 fair value of pension assets facilitate ERR manipulation by comparing the
coefficientony on%LEVEL1 » on%LEVELZ and» on%LEVEL3in the malel 1b.

There two possible outcomes for comparing the coefficients:

1) If the Level3 fair value of pension assets directly provides strong information

about ERR management, the value of the coefficierghould be the highest among

| B FdE [Q in modellb.
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2) If the Levei3 fair value of pension assets indirectly provides weak information
about ERR management, the value of the coefficierghould be at least more than
eitheroff Fé | in modellb.

| expect that the coefficients h hbd ¢ [Q are all positive and statistically
significant in the modellb and the differences of any two coefficients among
| h FO¢ [Q are also statistically significant when comparing three categories of three
levels pension assets. Meanwhile, either of theregalts above could be metstlll use
the same control variables as the mdtketloes and the control variables are defirred |

Appendix A.

Does the Level-3 fair value of pension assets impact the likelihood of beating or
meeting ERR?

To test H2 | firstly use Chisquare test to examine the association betwéerO
and Level3 fair value of pension asse¥® ‘Ois measured by the difference between
ARR and ERR and is used to indicate whether ARR misses or beat&ERRis also a
dummy variable.

Y0 'O =1 if ARR - ERR > 0 (the actual rate of return on pension assets (ARR) is
more than the expected raterefurn (ERR), ARRERR=0 is excluded from the sample)

Y0 ‘'0=0 if ARR- ERR 0 (the actual rate of return on pension assets (ARR) is
less than the expected rate of return (ERR))

The Level3 fair value of pension assets is a dummy variable and defined as
showsin the first Chisquare test. éxpect that the results of Céquare test are positive

and statistically significant.
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Secondly, design the following industry fixed effeldgistic model:

v

YWire # spPdprrd 2P prrd 29 ford
2 A A 2 M= s dmTd by
drvd=d SFY Y rrrdsa R A Fs 0 FAk
BE. By qb«¢ (2)

Y0 'O and LEVEL3 have the same definitions #se Chisquare test indicates
above.l also control for other determinants¥j ‘O by including the following variables:
ARR, FIRMSIZE, PLANSIZE, FUNDING, DURATION, LEVEAGE, ROA and CFO.
The definitions of control variables have been detailed in the Appendix A. Because the
effect of Level3 fair value of pension assets on beating or meeting ERR is likely affected
by the curreny e ar * s act u a bhdd thedureent actual rate bf uetutn’y Y. |
Because SFAS No0.158 requires firms to disclose thetiemy expected rate of retuon
pension assets (ERR) and thiteeels of fair value of pension assets, the ARR of L-&vel
fair value of pension assets is calculated by combining ERR and other factors. If firms
risk auditing and overstate ERR, higher ERR means more yields and @sxesanings.
Otherwise, lower ERR means less return and reduces reported earnings. Once the
expectation of ERR cannot be met, bringing directly potential risk of lower income and
missing earnings target, the adjustment of ARR of the L2viair value of gnsion

assets is considered as an opportunitggat or meet ERR. Thereforepiedicts thaf

is positive and statistically significant in the modlsuggesting that firms with the
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Level3 fair value of pension assets are more likely to beat or ERBt through the
adjusted ARR of LeveB fair value of pension assets.

Is the Level-3 fair value of pension assets helpful to beat or meet earnings target
through ERR management?

Lee et al. (2014) investigate how firms manipulate ERRs to make their porte
earnings meet or beat analyst forecastslirect test of earnings management. In addition,
when earnings target is met or beat, it is still an open area to explore whether th2 Level
fair value of pension assets is more likely to play an importaatinoinflating ERR to
beat earnings target. Then we extend our study to examine whether th& favelalue
of pension assets increase the propensity to change ERRs to beat earnings targets.

Following Lee et al (2014), tonstruct a new variable: PseuddS, which is
calculated by eliminating the effect of changes in the ERR from the I/B/E/S actual annual

reported EPS. Specially,

YANRAE A  ERQN
FYymO M = > ™ AT T T IR HR'ATHEAHT "H1AES "H

Where FVPA refers to the fair value of pension assets and MT&R isf i r m’ s
marginal tax rate. dssume that the effectivax rate is from John Graham
Then | construct another variabl&s EP S, which is measured

bet ween the reported EPS and a firm s Pseu

AEPS = Reported_ EPS — Pseudo_EPS
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AEPS is thus the change in earnings due to the potential manipulation of the ERR.
As pointed out by Lee et al (2014), a large number of firms are expected to increase their
ERR, because management are motivated to report an EPS that meet or beat analyst
median forecasts. Further, while earnings target has been achieved by increasing ERR, to
examine the impact of Levd fair value of pension assets on the chaBB& to beat
earnings target, prefer to use t Chisquare test. Thenrieed one more variable

explain our new sample data range:

AEPS Beat= Reported_ EPS — Forecast_EPS

AEPS _Beat is measured by the difference between the reported EPS and
analyst’s median forecast EPS and if AEP S
motivations to do earnings manipulations to beat or meet analysts forecast earnings.
Bergstresser et al (B6) stated that management has significant discretion in setting the
ERR and their earning management incentive would become stronger when the operating
income is sensitive to the changes in the ERR, suggesting that a small increase in the
ERR resultingn a big increase in operating income. This conclusion directly provides
the source of idea for our third hypothedtanagement earnings manipulation incentive
is more likely to be stronger when earnings would have marginally missed analyst
earnings forecst, compared with a large earnings missing amdtortmytest, the value
of the difference between the reported EPS (Reported EPS) and the analysts median

forecast EPS (Forecast_ EPS) has limited to be in the reasonable range between 0 and

0.05 (0c<atAEs®EB. _B=), supporting that manager
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forecast earnings target with less riskiness through ERR management. Otherwise,
managers have to use other earnings manipulations options more than ERR management
to boost f and beator meatarnmgntargets. Therefore, nsgmple would

reduce to contain 932 firyear observations and firstly divided into two groups based on

if AEPS is equal to 0.

I f AEPS =0, 1) firms would have wused o
beator meet earnings targets excluding ERR management, or 2) firms already would
have beat or met earnings targets without any earnings manipulations;

| f AEPS > 0, firms would have missed
eliminating the effect of changes ERR increase on the reported EPS.

Ido not include those firms if AEPS <0
incentive to increase the ERR to report higher EPS, given that Pseudo_EPS already meets
or beats the actual EPS without changing ERR.

lampa t i cul arly interested in these firm:¢
tends to have different incentives to boost the earnings through the increase in ERR based
on the levels of earnings close to the forecast amount. If Reported_EPS is significantly
over analyst earnings forecasts, a mere increase in the ERR would not facilitate earnings
target. In contrast, if the Reported EPS is marginally over Forecast EPS, the ERR
increase would be able to boost firms to b

Level3 isan indicator variable and has the@me definition as the ABdicates. If
management increases ERR to make Reported EPS meet Pseudo EPS, management
tends use the Levd fair value of pension assets to beatnings target. Therefore, |

expect the resultsf Chi-square test are positive and stataty significant torejectH3.
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6. Emprical Results
6.1 Descriptive Statistics

Table 2.1 displays the descriptive statistics of dependent and independent
variables. The mean and median of ERR in all the samm@e7.3015% and 7.5%,
respectively. The results show that on average, the median value of ERR is consistent
with the annual whole market return in North America (7.5%). The size effect is
eliminated in the FIRMSIZE and PLANSIZE for the analysis. Lelvelrd Level2 fair
value of pension assets are almost occupied the same percentage of the total fair value
pension assets.

[Insert Table2.1about here]

Panel 22 presents the Pearson correlations for the main variables used in this
study. It shows that the correlations between ERR and {3:iseehlmost 0.14, indicating
that Level3 fair value of pension assets is more likely to impact the ERR choice. ERR is
also drectly related to %Level 1 and %level 2. These results are generally consistent with
our expectations. In addition, the correlations among independent variables are less than
0.5, indicating that independent variable collinearity is not a serious issue.

[Insert Table 2.about here]

6.2 Univariate Analysis of the ERR Change

| partition our sample into two groups based on if firms have Leveir value of
pension assets:

Group 1: the ERRs of firms without Lev&lfair value of pension assets.

Group 2:the ERRs of firms with Leved fair value of pension assets.
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Table 2.3 shows that the Pairédtest for two group. The mean value of ERR
(7.43%) under firms with LeveB fair value of pension assets is more thia@ tean
value of ERR (7.15%) under firmswithout Levet3. The pvalue of test is statistically
significant at 1 percent Level, suggesting that the variance of ERR of two groups, with
Level3 fair value of pension assets and without Le/&hir value of pension assetare
significant different. can conclude that firms with Lev8lfair value of pension assets
along with higher ERR.

[Insert Table2.3 about here]
6.3 Regression Analysis
Does Level-3 fair value of pension assets have the effect on the assumed ERR?

Panel A of Table2.4 reports theesults of the Chsquare to investigate whether
firms with Level3 fair value of pension assets are more like to assume higher ERR.
Firms are firstly divided into two groups based on if ERR is more than 7.5%. ERR takes
value of 1 when ERR is more than %5and O otherwise. Meanwhile, firms are divided
into another two groups based on if firms have L&séhir value of pension assets.
Level 3 take value of 1 if firms have Lev8Ifair value of pension assets, and O otherwise.
The pvalue of ChiSquare tesis 0.0001, suggesting that there is a positive association
between LeveB fair value of pension assets and ERRsupports our expectation that
firms with Level3 fair value of pension assets have higher ERR.

Panel B of Table2.4 shows the regressioesults on higher ERR along with
Level 3 fair value of pension assets, after controlling for the industry effect and without

the industry effectin the first three columns,dstimate ERR by using all sample of the
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data with the industry effect, dnin the next three columns, éstimate ERR for the
sample of the data without the industry effect.

In model 1, find that the coefficient estimate of Level 3 is ®@hd statistically
significant at the 5% level. In the model 2, the results present that Lese€d.® and
significantly related with the assumed ERR at less than 5% level in the presence of firms
without the industry fixed effects.

Consistent with myirst hypothesis, Panel B show that the coefficients on L8vel
are positive in both model 1 and 2. These results suggest that Level 3 is positively
associated with the assumed ERR, implying that firms are more likely to boost ERR
when they have Level fair value of pension assetstire pension asset allocation.

Amir and Benartzi (1998) stated that the allocations to riskier pension assets, such
as equities and alternative investments, are positively and significantly associated with
assumed ERR in theooled model and fixed effect model, implying that these
coefficients represent a part of risk premium of each pension assets. Panel C @4lrable
represents the coefficients of three levels and how much these levels contribute to the
assumed ERR. Refeng to the coefficients of Level 1, Level 2 and Level 3 in the model
3 and model 4 under two situations, is more than . Most of risker pension assets
are allocated into the Lev8lfair value of pension assets. Further, under the model 3 and
model 4, the results of test for comparing the coefficients of %Level3 and %Level2 are
statistically significant, supporting that the coefficient of %Level3 is more than the
coefficient of %Level2. All of results of tests support that Le/dhir value of perien
assets are more likely to assume higher ERR compared with-2éaelvalue of pension

assets, consistent with the fact that firms have L8velr value of pension assets have
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superior resources and better opportunities to expect more retunessanpmds to
boost ERR.

The coefficients of FIRMSIZE and DURATION remain negative and are
statisticallysignificant at the Level 1%.posit that management in the smaller firms are
more likely have strong motivation to boost ERR for beating or meet earnings target if
the change of ERR nampactf i r easiihgs. Also Bssume that pension expense has
effect on fir msR,censistentiwithghe condusian ghat thighé EERR
along with less pension costs. locarding with all of results, ¢an conclude that firms
with Level3 fair value of pension assets have opportunities to boost ERR and reject our
hypothesis.

[Insert Table2.4 about here]
Does Level-3 fair value of pension assets impact the likelihood of beating or meeting
ERR?

Panel A of Table.5 reports the results of Ghguare test to investigate whether
firms with Level3 fair value of pension assets are more likely to beat or meet ERR. If the
results show that the-yalue issmall enough (p < 0.05), thenwill reject the null
hypothesis thiathe two variables are independent and conclude that there is an
association between two variables. Theapue of ChiSquare test is 0.0364, suggesting
that there is a positive association between ERRYan®. This is in line with my
expectationghat firms with Level3 fair value of pension assets are more likely to meet
or beat ERR.

To further robust test H2, Panel B of Tald® shows the regression results of

model (2) with the pool data, and without the industry fixed effect. The regressaai mo
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focus on examining how to use Leaglfair value of pension assets to beat EER. The
coefficients of Level 3 are positive and tshcally significant (p=0.08 and 0.09
separately in the moded, supporting that firms with the Lev8l| fair value of perien
assets are morekily to beat the assumed ERRaslsume that firms with the Lev@lfair
value of pension assets can beat the assumed ERR by adjust the ARR & favel
value of pension assets. If firms overstate ERR at the beginning of peridallssitbrt
of ERR target expectation at the end of period, the E8Velr value of pension assets
would be regards as a best tool to adjust ARR to meet or beatTHRRoefficients of
Levell and Level are negativeral statistically significant. posit that the returns of
Levell and Level2 are based on the return of the whole market and firms have
restrictions to adjust higher ARR.

Collectively, the results of Cksquare test and the regression models provide the
consistent evidence that firms witlevel -3 fair value of pension assets are more likely to
meet or beat ERR through ARR.

[Insert Table2.5 about here]

Is Level 3 fair value pension assets helpful to beat earnings target?

Table 2.6 reports the results of the Céquare to investigate whether firms with
the Level3 fair valueof pensionassets are more likely to meet or beat earning target
through ERR management. Thev@ue of ChiSquare test is 0.0@&nd rejectmy
hypothesis, suggésy that there is a positive association between L&wahdYO 0 "%t

supports myexpectation that Leve fair value of pension assets are used to meet or beat
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earnings expectations through ERR manipulatiditee small adjustment to ERR has
more economical meanings in financial reporting.

[Insert Table2.6 about here]

7. Conclusion

Statement of Financial Accounting Standard (SFAS) No.1B8nhp | oy er s 0
Accounting for Defined Benefit Pension and OtRestretirement Plangequired firms
to disclose and recognize the full funded status of defined benefit pension plans in the
balance sheet instead of only in the footnote. Earnings can be managed because the
computation of ear ni eaqwwe estineatpsl that ares difficudiynta ger s’
verify. Motivated by prior anecdotal evidence that managers may take advantage of the
defined pension to adjust ERR, beating ERR, and do earnings manipulations through
ERR management. Therefore, the LeSefair valle of pension assets provides an
opportunity to explore under SFAS No0.158. The primacyemental contribution of my
study is to test the disclosure of fair value of pension assets on ERRp#&ssum
examine myresearch question in the context of defibetefit pensions which offers an
interesting setting with large economically meaningful effects to study the consequences
of FASB accounhg standards. In particular.eimpirically test if firms with LeveB fair
value of pension assets opportunisticdllyost the expected rate of return (ERR) on
pension plan assets, and also examine whether firms with-Befa@l value of pension
assets are more likely meet or beat the expected rate of return (ERR) on pension plan
assets through the actual rate of re(#fRR), and finally investigate the effects of Level

3 fair value of pension assets on earnings management through ERR management.
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Firstly, mystudy provides evidences that the Le8dhir value of pension assets
is positive associated with higher ERR an®FAS.N0.158, suggesting that firms with
the Level3 fair value of pension assets are more likely tosbhahe assume ERR.
Secondly, Iconclude that firms with the Lev8| fair value of pension assets can affect
the likelihood of meeting or beating ERRhe results support that, for firms with Leag|
fair value of pension assets, Lexg&fair value of pension assets plays a vital role to meet
or beat ERR through ARR. Finally, Lev&lfair value of pension assets would be a better
choice to beat earningrget through ERR manipulations when earnings marginally fall
short of expectations.

The paper includes several limitations. First, the variables in the model may
roughly reflect the relation between ERR and the L-8v&ir value of pension assets.
Especally, the indicator variables are used to map a continuous variable onto a
dichotomous measurement space, the mapping process can be critical (Hay et al.2006).
Therefore, the dependent variable in my model can be sensitive to these critical points of
the mapping process. Secondly, firms have many options to manipulate ERR, the3Level
fair value of pension assets is one of them. Our conclusion can be affected by some other
factors. Lastly, the Leved fair value of pension assets data are haalfected oty from
2009 to 2014. kexpect to have the more ranger data to analysis and get more accurate

results to apply other countries.
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Table 1.1: Descriptive Statistics Relating to adoption of IFRS 13
Panel A Sample Compositiday Country

Country Number of Firms Total Obs.
France 297 1485
Germany 171 855
Italy 162 810
Spain 64 320
United Kingdom 714 3570
Total 1408 7040

Panel B Sample Composition by Year IFRS13 adoption

Country Firm with IFRS13 Adoption in 2013 Firm with IFRS13 Adoption in 2014
France 297 -
Germany 171 -
Italy 162 -
Spain 64 -
United Kingdom 372 342

Total 1066 342




Panel C: Sample Composition by Two-Digit SIC Category

. Finance,
Transportation, Insuranc
. . . Communications, Wholesale Retail . Public

Country  Mining Construction Manufacturing Electric, Gas and trade trade (;22? SerSV|ce Administration Total

sanitary Services

Estate

France - 5 47 12 13 5 162 53 - 297
Germany 1 1 45 6 9 2 68 39 - 171
ltaly 1 7 63 17 8 4 42 20 - 162
Spain - 7 16 9 3 - 18 11 - 64
United 96 47 156 59 23 51 90 185 7 714
Kingdom
Total 98 67 327 103 56 62 380 308 7 1408

The table presents the sample composition by couviegr-IFRS 13 Adoption and SIC Industry Category, respectively. The sample incluc
five European firms with available data in 262014 listed in Table 1.

.8



Table 1.2: Sample Descriptive Statistics
Panel A: Distributions

Variable Mean Std. Dev  Minimum Median Maximum

TABLE 1.3:ROA%, ROE% and EPS of Paired T test analysis in Pre-/Post-IFRS13
LNasset 19.45 2.37 0.46 19.29 26.95
DE 3.79 131.86 -717.39 1.11 10920.00

- 9.82
0,

ROE% 455 240.05 11849.00 10267.00
ROA% 1.04 22.26 -646.14 4.01 138.68
EPS 2.44 48.04 -380.40 0.14 1954.00
PB 2.52 27.57 -646.13 1.31 1623.00
NETINCOMESYEARSD(Millions)  109.00 477.10 0.11 7.94 8452.72

Panel B: Pearson Correlations

LNasset DE ROE% ROA% EPS PB  NETINCOMESYEARSD IFRS

LNasset 1

DE -0.003 1

ROE% 0.048*** 0.526*** 1

ROA% 0.284***  -0.003 0.134*** 1

EPS 0.049**  -0.002 0.014  0.023** 1

PB -0.020 0.65*** 0.343**  -0.015 -0.003 1

NETINCOMESYEARSD 0.421 -0.002  0.005**  0.044*** 0.015 -0.007 1

IFRS13 0.015 0.012 -0.010 -0.022 -0.002  0.020 0.006 1
This table presents descriptive statistics for all variables used in theseigmal analyses. Panel A presents distributions, and F

B presents Pearson correlationsmm bot h panel s, N=7,040. Firmsize is the |

equal to one if the firm adopted IFRS 13, and zero otherwise. ROA% is the firm's return on assets in percentage. RIEYS is-
return on equity irpercentage. NetincomebyearSD is the standard deviation of the earnings history of the firm. PB is the firm
to book ratio. DE is the firm's debt to equity ratio. EPS is the firm's earnings per share. In Panel B, bolded valeesignificance
at the 1% level for twaailed tests. Significance Level: *=10%;**=5%;***=1%, for twiailed tests.
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Panel A Paired fest in pre/postIFRS13 in five countries

Pair N Mean t-statistics
Difference:PrdFRS13(2012} PostIFRS13(2013)

EPS 1408 0.183 (2.89)***
ROA% 1408 0.338 (0.94)*
ROE% 1403 2.646 (3.36)***

Difference:PrdFRS13(2012} PostlIFRS13(2013,2014)

EPS 1408 0.107 (1.69)*
ROA% 1408 0.260 (0.78)*
ROE% 1405 2.537 (3.6)***

Difference:PrdFRS13(2011,2012) PostIFRS13(2013,2014)

EPS 1408 0.169 (3.30)***
ROA% 1408 0.835 (2.75)***
ROE% 1405 3.560 (5.42)***
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Panel B: Paired T-test in pre-/post-IFRS13 in the individual country

France Germany Italy Spain United Kingdom
Pair N Mean t-statistics N Mean t-statistics N Mean t-statistics N Mean t-statistics N Mean t-statistics
Difference:Pre
IFRS13(2012)
Post
IFRS13(2013)
EPS 297 0.489 (2.11)* 171 0435 (1.75)* 162 0.005 0.05 64 0.270 0.82 714 0.041 0.83
ROA% 297 1.174 (2.08)** 171 1.837 (2.04)* 162 -0.594 -0.64 64 0.368 (0.32)* 714 -0.136 -0.24
ROE% 297 3.697 (2.22)** 171 4943 (2.33)* 162 -0.594 (3.09)*** 64 4.341 (0.95)* 709 1.021 0.9
Difference:Pre
IFRS13(2012)
Post
IFRS13(2013,2014
)
EPS 297 0.241 (1.00)* 171 0.362 1.64 162 -0.068 -0.57 64 0.098 0.35 714 0.034 0.68
ROA% 297 1.073 (2.15)* 171 1.744 (2.31)** 162 -0.708 -0.82 64 -0.825 -0.92 714 -0.112 -0.21
ROE% 297 3.186 (2.5)* 171 4.649 (2.23)** 162 4.357 (2.21)* 64 1.343 0.44 711 1.556 1.5
Difference:Pre
IFRS13(2011,201z2
) - Post
IFRS13(2013,2014
)
EPS 297 0.440 (2.37)** 171 0481 (2.22)* 162 -0.024 -0.28 64 0.230 0.85 714 0.031 0.89
ROA% 297 1.746 (3.67)*** 171 1.842 (3.06)*** 162 0.442 0.65 64 0.005 0.01 714 0.407 0.81
ROE% 297 4.884 (3.96)*** 171 4.309 (2.25)** 162 6.016 (3.16)*** 64 3.482 1.24 711 2.433 (2.53)**

The table describes the results of paire@dt for ROA%, ROE% and EPS in postIFRS 13. Panel A presents the results of pairgest of three ratios in five countries. Pane
presents the results of pair&etest of three ratios in each country. #f®S 13 (2011, 2012) indicates the mean value of EPS, ROA% and ROE%, respectively, both year :
year 2012. PodfRS 13 (2013, 2014) indicates the mean value of EPS, ROA% and ROE%, respectively, bdi yesd2year 2014. Significance Level: *=10%;**=5%;***=19

for two tailed tests.
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TABLE1.4:ROA%, ROE% and EPS of Paired T test analysis in pre-/post-IFRS13

Group 1 Group 2
Pair N Mean t-statistics N Mean t-statistics
Difference:PrdFRS13(2012) PostIFRS13(2013)

EPS 704 0.3553  (4.22)*** 704 -0.1229 -1.3
ROA% 704 1.8901 @ (6.54)*** 704 -1.6631 (-2.95)*
ROE% 699 4.8432  (5.01)*** 704 4.1268 (1.74)*

Difference:PredFRS13(2012) PostIFRS13(2013,2014))

EPS 704 0.2906  (4.05)*** 704 -0.2116 (-2.13)*
ROA% 704  2.3167  (8.43)*** 704 -2.1401 (-4.18)*
ROE% 701 6.3134  (6.35)*** 704 1.3863 0.68

Difference:PrdFRS13(2011,2012) PostIFRS13(2013,2014))

EPS 704 0.2456  (3.48)*** 704 -0.0691 -0.92
ROA% 704  1.8348  (6.72)*** 704 -1.5662 -1.24
ROE% 701 5.527 (5.62)*** 704  4.0456 (2.18)*

The table presents the statistics for pairet@st in two groups. Firms in five countries areided into two groups based on the median of ROA9
2012. (The median value of ROA% in 2012 is 3.805). Panel A shows the results of Group 1 (firms with the median value of RAR%bove
3.805). Panel B shows the results of Group 2 (Firms with #gaian value of ROA% 2012 below 3.805) Mr&RS13 (2011, 2012) indicates the me
value of EPS, ROA%, and ROE%, Respectively, both year 2011 and year 201FERRES indicates the mean value of EPS, ROA%, and RC
respectively, both year 2013 and yeat20Significance Level: *=10%;**=5%;***=1%, for twdailed tests.
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Tablel.5:Cross-Sectional Analysis

Panel A Multivariateanalysis for Five countries (Dependent Variables are ROAYR&E %9

Variable ROA% ROE%
Pred.Sign Coefficient t-statistic Pred.Sign Coefficient t-statistic
Intercept ? -55.516 (-12.78)*** ? -76.428 (-1.83)*
IFRS13 + -1.207 (-2.35)** + -7.915 (-1.60)*
DE + 0.003 1.02 + 1.166 (40.58)***
PB + -0.019 -1.34 + -1.357 (-9.39)***
LNasset + 2.837 (22.51)*** + 4.651 (3.84)***
NETINCOMESYEARSD - -0.003 (-5.35)*** - -0.007 -1.33
Industry Fixed Effect X X
Obs. 7032 6995
Adj.R-square 0.1023 0.2887
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Panel B: Multivariate analysis for each country (Dependent Variables are ROA% and

ROE %)
France Germany
Variable ROA% ROE% ROA% ‘ ROE%
Pred.Sign  Coefficient  t-statistic ~ Pred.Sign  Coefficient t-statistic Pred.Sign  Coefficient t-statistic Pred.Sign  Coefficient t-statistic
Intercept ? -16.255 (-4.57)** ? -77.428 (-3.75)** ? -14.246 (-4.14)** ? -102.733 (-6.31)***
IFRS13 + -1.698 (-2.44)* + -11.398 (-2.83)*** + -1.098 (-1.66)* + -7.647 (-2.45)*
DE + -0.456 (-5.47)%* + -7.073 (-14.08)*** + -0.204 (-4.66)*+ + -2.528 (-12.20)***
PB + 0.016 1.29 + -2.559 (-34.40)*** + 1.052 (6.25)*** + 10.560 (13.23)***
LNasset + 1.020 (-5.60)*** + 4.992 (-4.72)%** + 0.884 (4.95)** + 4.744 (5.60)***
NETINCOMESYEARSD - -0.003 (-2.79)*** - -0.012 (-2.12)* - -0.001 -0.45 - -0.002 -0.6
Industry Fixed Effect X X X X
Obs. 1484 1477 853 853
Adj.R-square 0.046 0.703 0.089 0.277
Italy Spain
Variable ROA% ROE% ROA% ROE%
Pred.Sign  Coefficient t-statistic Pred.Sign  Coefficient t-statistic Pred.Sign Coefficient t-statistic Pred.Sign Coefficient t-statistic
Intercept ? -56.672 (-10.50)*** ? -13.650 -0.11 ? -16.180 (-3.96)*** ? -86.889 (-4.55)***
IFRS13 + -1.184 -1.39 + -11.945 -0.61 + -1.226 -1.77 + -8.297 (-2.56)*
DE + -0.048 (-2.19)** + -16.900 (-31.91)**= + -0.190 (-5.34)x* + -0.275 (-1.65)*
PB + 0.361 (-2.92)* + 24.265 (-7.05)**= + 2.584 (-15.33)*** + 8.052 (-10.2)***
LNasset + 2.787 (10.01)*** + 0.945 0.15 + 0.653 (-3.24)%** + 4.075 (-4.32)%**
NETINCOMESYEARSD - -0.006 (-3.85)*** - -0.005 -0.14 - -0.001 (-1.83)* - -0.016 (-4.52)%**
Industry Fixed Effect X X X X
Obs. 809 804 319 318
Adj.R-square 0.139 0.626 0.4765 0.3179
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United Kingdom

Variable ROA% | ROE%
Pred.Sign Coefficient t-statistic Pred.Sign Coefficient t-statistic
Intercept ? -89.383 (-14.16)*** ? -186.439 (-6.05)**=*
IFRS13 + -1.431 -1.57 + -16.853 -3.77
DE + 0.005 0.80 + -0.661 (-15.25)x**
PB + -0.028 -0.80 + 11.064 (-40.38)***
LNasset + 4.553 (-20.28)*** + 8.782 (-8.00)***
NETINCOMESYEARSD - -0.004 (-3.92)** - -0.010 (-1.99)*
Industry Fixed Effect X X
Obs. 3564 3541
Adj.R-square 0.142 0.722

The table presents analyses of the accounting consequ#ritess with IFRS 13 adoption. Panel A presents the results of the whole five countries. Panel B |
the results of each country. We control fedigit SIC industry fixed effects and present coefficient estimates, vatatistics indicated in pantheses. *, **, ***
indicate significance at the |l ess than 10 %, 5 %, aFRS 13 is @n indieatoeviarmhle equal sopm
the firm adopted IFRS 13, and zero otherwise. ROA% is the'sfimeturn on assets in percentage. ROE% is the firm's return on equity in perc
NetincomebyearSD is the standard deviation of the earnings history of the firm. PB is the firriie-paok ratio. DE is the firm's debt to equity ratio. EPS is

firm's earnings per share.
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Table 1.6:Cross-Sectional Analysis for two groups
Panel A Multivariateanalysis for Group 1(Dependent Variables are ROA%RMDE %)

Variable | ROA% | ROE%
Pred.Sign  coefficient t Value Pred.Sign  coefficient t Value
Intercept ? 4.176 (-1.69)* ? -7.242 -1.18
IFRS13 + -1.728 (-5.43)*** + -7.120 (-9.01)***
DE + -0.103 (-8.51)*** + 3.285 (-77.02)***
PB + 0.195 (-9.48)*** + 8.008 (-79.68)***
LNasset + 0.046 0.56 + -0.022 -0.11
NETINCOMESYEARSD - 0.003 1.1 - 0.001 (-1.85)*
Industry Fixed Effect X X
Obs. 3519 3499
Adj. R-square 0.043 0.978
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Panel B: Multivariate analysis for Group 2(Dependent Variables are ROA% and ROE %)

Variable | ROA% | ROE%
Pred.Sign coefficient t Value Pred.Sign coefficient t Value
Intercept ? -85.084 (-9.16)*** ? -58.941 -0.68
IFRS13 + -0.311 -0.34 + -3.935 -0.47
DE + 0.007 (-1.88)* + 1.343 (-38.34)%*+
PB + -0.041 (-2.11)* + -3.143 (-17.33)%*+
LNasset + 3.931 (-17.40)%* + 2.635 1.26
NETINCOMESYEARSD - -0.007 (-5.29)** - -0.006 -0.48
Industry Fixed Effect X X
Obs. 3512 3495
Adj. R-square 0.128 0.346

The table presents analyses of the accounting consequences of firms with IFRS 13 adoption theesetedian value of ROA% in 201
Panel A presents the results of group 1 for firms with the median value of ROA above 3.805. Panel B presents the respl foir
firms with the median value of ROA% below 3. 805. We control fdig&t SIC indusry fixed effects and present coefficient estimates, \
t-statistics indicated in parentheses. *, **, *** indicate significance at the less than 10%, 5%, and 1% levels, respéctisedg.is the loc
of the firm s total vareldeequal toloheR Se fitn3 adopted IBRS 13, and zem atheomse. ROA% is the
return on assets in percentage. ROE% is the firm's return on equity in percentage. Netincome5yearSD is the standarof dewi
earnings history of the firm. PB the firm's price to book ratio.DE is the firm's debt to equity ratio. EPS is the firm's earnings per she
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Tablel.7 Regression Model for analysis of the effect of IFRS13 on EPS (Dependent Variable:EPSt+1 )

Variable | Pred.Sign | Coefficient t-Statistics
Intercept ? 1.659 0.42
EPSt + 0.561 (39.91)***
IFRS13*EPSt + -0.077 (-7.57)**
EPSt1 + 0.419 (33.05)***
IFRS13 + -0.393 -0.80
DE + 0.000 0.15
PB + -0.001 -0.07
LNasset + -0.098 -0.85
NETINCOMESYEARSD - -0.002 -0.54
Industry FixedEffect X
Obs. 4224
Adj. R-square 0.900
F 2372.13***

The table presents analyses of the effect of IFRS 13 on EPS. We contralifpr IC industry fixed effects and present coefficir
estimates, with-statistics indicated iparentheses. *, **, *** indicate significance at the less than 10%, 5%, and 1% levels, respe
EPSt+1 is the firm's earnings per share in year t+1.EPSt is the firm's earnings per shareinyeart. EBSt t he f i r m’ s
yeartlLH rmsi ze is the | og of the firm s total asset. | F R Zero:
otherwise. NetincomebyearSD is the standard deviation of the earnings history of the firm. PB is the firm's price tmlBksdhe
firm's debt to equity ratio. EPS is the firm's earnings per share.
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Table 1.8: The overall market reaction to accounting events regarding the date of IFRS 13 issued

Mean Median
Cumulative  Precision Cumulative
Abnormal Weighted Abnormal Positive: . Stect  Generalized
Days N Return CAAR Return Negative Z SignZz
(-10, +10) 1486 -0.79% 0.29% -0.03% 739:747>>> 0.503 3.982%**
(-5, 5) 1486  -0.59% 0.41% -0.27% 703:783> 0.681 2.103*
(-0, +0) 1486  -0.05% -0.16% -0.01% 729:757>>> -0.897 3.460***

The Event is that IFRS 13 was issued on May 12, 2011.The syfBbols*, and *** denote statistical signifiaece at the 0.10, 0.0&8nd
0.001 levels, respectively, using a generic-taiktest. The symbols (, < or),> etc. corresponf,tband show the direction and
significance of a generic o#ail generalized sign test

Eventus (R) Software from Cowan Research, L.C. Eventus (R) Software from Cowan Research, L.C.

MM
Market Model Abnormal Return

The Pictres taken fronnunning data witlEventus Softwa
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Table 1.9: Panel A Test of value Relevance Model Summary for Five Countries (Dependent Variable is CAR)

Variable \ Pred. Sign | Coefficients t Statistics
Intercept ? 0.139 0.90
AEPS + 0.003 (3.84)***
IFRS13 + 0.199 (11.54)***
AEPS*| FRS13 + 0.008 (3.39)***
PB + 0.002 (2.32)**
LNasset + -0.005 -1.03
NETINCOMESYEARSD + 0.003 0.02
DE + -0.0003 (-2.17)**
Beta ? -0.087 (-3.52)***
Alpha ? -275.1034 (-72.67)***
Country and Industry Fixed Effects X
Obs. 3903
Adj.R-square 0.601
F 281.18***

The table presents results framosssectional analyses examining the market reaction to the actual adjustment to EPS aff
13 adoption in five countries. The estimation is an OLS regression. We contretliigit 3IC industry fixed effects and count
fixed effects, and presenpefficient estimates, withgtatistics indicated in parentheses. *, **, *** indicate significance at the
than 10%, 5%, and 1% levels, respectively. CAR is the firm's cumulative abnormal return overdag 868dow of the releas
of the annualeatnngs announcement date. AEPS is the firm's pe
value of the change of EPS between EPSt and-ER8tded by EPS1 . Firm size is the | og
an indicator variale equal to one if the firm adopted IFRS 13, and zero otherwise. Netincome5yearSD is the standard de
the earnings history of the firm. PB is the firm's price to book ratio.DE is the firm's debt to equity ratio used to anfxamslsr
financial everage. EPS is the firm's earnings per share.
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Panel B: Test of value Relevance Model Summary for Each Countries (Dependent Variable is CAR)

France Germany
Variable Pred.Sign Coefficients t Statistics Pred.Sign Coefficients t Statistics
Intercept ? -0.025 -0.13 ? 0.457 (2.05)**
AEPS + 0.024 (3.97)*** + 0.002 1.63
IFRS13 + 0.285 (7.3)*** + 0.193 (4.50)***
AEPS*| FRS13 + -0.003 -0.30 + 0.008 (2.71)***
PB + 0.048 (4.92)*** + 0.009 0.90
LNasset + 0.001 0.12 + -0.011 -0.94
NETINCOMESYEARSD + 0.002 0.48 + 0.003 0.77
DE + 0.0007 0.18 + 0.0030 1.12
Beta ? -0.127 (-2.41)* ? -0.141 (-2.46)**
Alpha ? -218.901 (-41.16)*** ? -381.270 (-23.82)***
Country and Industry Fixed Effects X X
Obs. 862 497
Adj.R-square 0.702 0.587
F 136.19*** 45.2%**

00T



Italy Spain United Kingdom

Variable Pred. Sign Coefficients t Statistics Pred. Coefficients t Statistics Pred. Coefficients  t Statistics
Sign Sign
Intercept ? -0.525 (-2.05)** ? -0.294 -0.77 ? -0.052 -0.28
AEPS + 0.003 (1.75)* + 0.001 0.84 + 0.031 (6.13)**
IFRS13 + 0.400 (9.9)*** + 0.360 (6.16)*** + 0.086 (3.49)**
AEPS*| FRS1: + 0.007 0.81 + 0.025 (2.26)** + -0.014 (-2.09)**
PB + 0.019 (2.95)*** + 0.024 (1.76)* + 0.001 a.7)*
LNasset + 0.029 (2.11)* + 0.006 0.30 + 0.001 0.14
NETINCOMES5YEARSD + -0.008 -1.37 + -0.001 (-2.53)** + -0.001 -0.43
DE + -0.003 (-3.27)**= + -0.002 -0.11 + -0.002 -1.60
Beta ? -0.188 (-2.49)* ? 0.106 0.91 ? -0.103 (-2.88)***
Alpha ? -367.301  (-24.77)*** ? -363.509  (-14.88)*** ? -370.807  (-55.08)***
Country and Industry Fixed
Effects X X X
Obs. 459 174 1911
Adj.R-square 0.656 0.659 0.620
F 55.73*** 24.90*** 191.78***

Thetable presents results from cresectional analyses examining the market reaction to the actual adjustment to EPS after IFRS 13 adoption in five ceuastiesafidn is
an OLS regression. We control fordBit SIC industry fixed effects and counfiiyed effects, and present coefficient estimates, witatistics indicated in parentheses. *,
*** indicate significance at the less than 10%, 5%, and 1% levels, respectively. CAR is the firm's cumulative abnornaleethen 365day window of tie release of the
annual earnings announcement date. AEPS is the fir m'ofthercleange ef EPSabgtweercEirat arg &P
divided by EPSt . Firm size is the | &§ 130id an tindiator fvariabla’egual toooheaif the disnsaeldpted IFRES 13, and zero othi

NetincomebyearSD is the standard deviation of the earnings history of the firm. PB is the firm's price to book ratie.dnis ttebt to equity ratio used teeasure a firm's
financial leverage. EPS is the firm's earnings per share.
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Table 2.1: Descriptive Statistics for Dependent and Independent Variables

Variable N Mean SD Min. Q1 Median Q3 Max
%ERR 4997 7.30 1.11 0.00 7.00 7.50 8.00 11.25
%Levell 4997 46.01 34.61 -0.14 13.84 42.43 75.63 1.00
%Level2 4997 47.42 34.22 -3.52 16.00 46.39 77.34 1.00
%Level3 4997 6.57 13.76 0.00 0.00 0.00 8.10 1.00
ARRt-1 4997 0.11 0.52 -0.49 0.06 0.12 0.15 34.95
FIRMSIZE 4997 3.61 0.79 0.66 3.09 3.58 4.10 6.41
PLANSIZE 4997 2.51 0.89 0.25 1.88 2.54 3.13 5.13
FUNDING 4997 0.79 0.20 0.02 0.68 0.78 0.88 2.50
DURATION 4997 0.26 0.19 0.00 0.09 0.26 0.38 0.91
LEV 4997 0.26 0.20 0.00 0.11 0.24 0.35 1.56
ROA 4997 0.04 0.09 -2.27 0.01 0.04 0.07 1.22
CFO 4997 0.08 0.08 -0.33 0.04 0.08 0.12 1.38

The table reports summary statistics, including mean, median, Q1, Q3, standard deviation for dependent and indepelede®R@Bria
the expected rate of return on pension plan assets. %Levell, %level2, and %level3 are the percentage of thrémrleadle gfensior
assets occupied in the total fair value pension assets.-ARRhe actual investment return on pension assets year.
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Table 2.2: Correlation Matrix for Variable used in Tests of Level-3 fair value of pension assets response to ERR

ERR %levell  %levie2  Level3 ARlRt' FIRMSIZE  PLANSIZE FUNDING  DURATION LEV ROA  CFO
ERR 1
%Levell 0.115%** 1
%Level2 0.112%*  (-0.920)*** 1
Level3 0.133%*  (-0.255)%**  0.063*** 1
ARRt-1 0.037%*  (-0.011)**  0.014 0.012 1
FIRMSIZE 0.104%*  (-0.215)%*  0.177%*  0.374%*  0.014 1
PLANSIZE 0.242%  (-0.293)%*  0.228%*  0.536%*  0.021  0.754** 1
FUNDING 0.099%** 0.027* 0.009  0.031*  0.031*  0.153%* 0.069%* 1
DURATION  (-0.093)*** -0.010 -0.022  0.028*  -0.008  0.128% 0.038*** 0.018 1
LEV 0.040%*  (-0.108)***  0.109%*  0.084**  0.008  0.062** 0.162%*  (-0.090)*** -0.008 1
ROA -0.020 -0.006 -0.001  0.044**  -0.006 (-0.036)**  0.080*** 0.042%% 0.100%* (-0.137)** 1
CFO (-0.044y*+  (-0.029)*  0.024**  0.053**  -0.007 (-0.012)**  0.100%** -0.016 0.123%* 0.033*  0.654%* 1

The symbols *, **, and *** denotstatisticalsignificance at the 0.1, 0.05 and 0.01 levels, respectively.
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Table 2.3: Paired T-test for %ERR in two groups

%ERR Method Mean SD Std Err Min. Max. 95% CL Mean 95% CL SD
Group 1 7.156 1.204 0.024 0.000 11.250 7.109 7.203 1.171 1.238
Group 2 7.450 0.984 0.020 1.800 10.000 7.411 7.489 0.957 1.012
Diff (Groupl- Group2) Pooled -0.294 1.100 0.031 -0.356 -0.233 1.079 1.122
Diff (Groupl- Group2) Satterthwaite  -0.294  -0.356 -0.233
Method Variances DF tValue Pr.> |t
Pooled Equal 4923.00 -9.39 <.01
Satterthwaite Unequal 4771.80 -9.41 <.01
Equality of Variances
Method Num. DF DenDF FValue Pr.>F
Folded F 2488 2435.00 1.50 <.01

The tablesshowthe results of the Paired T test for two groups on % ERR. %ERR is the expected rate of the return assui
pension assets The definition of the group is specified as follow: Group 1: %ERR of firms with the& fawvelalue of pensior
assets; Grouf: %ERR of firms without LeveB fair value of pension assets
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Table 2.4: The results of The Chi-square test

Panel A: The ChBquare Test of ERBy Level 3 fair value pension assets

Level 3
ERR 0 1 Total
0 1466 1181 2647
1 1023 1255 2278
Total 2489 2436 4925
Statistic DF Value Proh
Chi-Square 1 53.75 <.01

The tablesshowthe results of the CHbquare test whether Level 3 fair value pension assets along with Higher
ERR is an indicator variable and take value 1 if ERR is more than 7.5, and 0 otherwise. Level 3 is also indicato
and take value 1 if firms haveelel 3 fair value pension assets, and 0 otherwise.
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Panel B: The Regression Analyses of %ERR through Level-3 fair value pension assets

Model 1 Model 2
Dependent Variable is 0 and 1 Dependent Variable is 0 and 1
Industry fixed effect No industry fixed effect
. Coefficient Coefficient
Variable . t Value Pr.> |t| : t Value Pr. > |t|
Estimate Estimate
Intercept 6.912 45.64 <.01 6.267 43.67 <.01
%Levell 0.007 6.03 <.01 0.009 7.23 <.01
%Level2 0.002 1.67 0.09 0.003 2.14 0.03
Level3 0.074 2.02 0.04 0.090 2.39 0.02
ARRt-1 1.484 9.12 <.01 1.625 9.71 <.01
FIRMSIZE -0.445 -12.47 <.01 -0.314 -10.51 <.01
PLANSIZE 0.634 19.42 <.01 0.552 19.24 <.01
FUNDING 0.112 1.42 0.15 0.302 3.76 0.02
DURATION -0.273 -3.52 <.01 -0.311 -3.96 <.01
LEV 0.035 0.42 0.67 0.082 1.04 0.30
ROA 0.202 0.62 0.54 0.320 0.96 0.34
CFO -0.659 -2.00 0.05 -1.694 -5.27 <.01
No.Obs 4925 4925
Industry Effect Yes No
Adj.R-Sq 0.203 0.149
F Value 63.63 <.01 79.36 <.01

The table reports logistic regression results of %ERR thrbagél 3 fair value pension assets. Variable definition are specif
in the Appendix 3.
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Panel C: The Regression Analyses of %ERR through Level-3 fair value pension assets

Model 3 Model 4
Dependent Variable is 0 and 1 DependenVariable is 0 and 1
Industry fixed effect No industry fixed effect
Variable Coefﬂuent t Value Pr.> |t| Coefflment t Value Pr. > |t|
Estimate Estimate
%Level 1 0.076 71.83 <.01 0.071 76.13 <.01
%Level 2 0.071 63.76 <.01 0.065 65.97 <.01
%Level 3 0.075 49.35 <.01 0.068 47.29 <.01
ARRt-1 1.480 9.11 <.01 1.621 9.69 <.01
FIRMSIZE -0.443 -12.47 <.01 -0.314 -10.54 <.01
PLANSIZE 0.631 20.41 <.01 0.556 20.87 <.01
FUNDING 0.116 1.47 0.14 0.306 3.82 <.01
DURATION -0.255 -3.30 0.00 -0.298 -3.80 <.01
LEV 0.012 0.15 0.88 0.062 0.78 0.44
ROA 0.132 0.41 0.68 0.267 0.80 0.42
CFO -0.643 -1.96 0.05 -1.692 -5.28 <.01
No.Obs 4925 4925
Industry Effect Yes No
Adj.R-Sq 0.984 0.982
F Value 14750.20 <.01 25059.70 <.01
Comparison of the
coefficients of %Level2 Mean Square F Value Pr> [t| Mean Square F Value Pr> |t|
and %Level3

10.44 11.66 <.01 6.46 6.74 <.01

the Appendix /3.

L0T



Table 2.5: The results of Chi-Square Test for H2
Panel A:TheChBE qu ar e T ebylteveldffair valMeEpension assets

AME Level 3
0 1 Total
0 1756 1792 3548
1 751 672 1423
Total 2507 2464 4971
Statistic DF Value Proh
Chi-Square 1 4.38 0.04

The tablesshowthe results of the CHbquare test whether the ERRfois with Level 3 fair value pension assets along w

meeting ERR. Level 3 is an indicator variable and takes value 1 if firms have level 3 fair value pesstpan® otherwise.
A ME indigatorvariable and takegalue of 1 if ARR is more thaBRR, and O if ARR is less than ERR.
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Panel B: Regression Analysis of AME by Level 3 fair value pension assets

Dependent Variable is 0 and 1 Dependent Variabls 0 and 1
Industry fixed effect No Industry fixed effect

Variable Cé);?‘ln%etgt SD.Error  P-value Cg;ﬁ?ﬁ;etgt SD.Error  P-value
Intercept -10.138 0.93 <.01 -8.175 0.79 <.01
%Level 1 -1.002 0.68 0.07 -1.145 0.65 0.08
%Level 2 -0.702 0.67 0.03 -0.620 0.64 0.03
Level 3 0.373 0.23 0.08 0.374 0.22 0.09
ARR 143.500 6.22 <.01 136.700 5.75 <.01
FIRMSIZE 0.779 0.21 <.01 0.422 0.17 0.01
PLANSIZE -0.898 0.19 <.01 -0.678 0.16 <.01
FUNDING -0.484 0.51 0.34 -0.860 0.48 0.08
DURATION 0.643 0.48 0.18 0.804 0.46 0.08
LEV 0.176 0.48 0.71 0.132 0.44 0.76
ROA 2.148 1.86 0.25 1.488 1.74 0.39
CFO -0.091 2.01 0.96 2.428 1.83 0.18
No.Obs. 4968 4968
Industry fixed effect Yes No
Likelihood Ratio 4937.51 <.01 4879.14 <.01
Wald 544.15 <.01 573.56 <.01

The table shows the results of E3guare test and the logistegression model with industry fixed effect, without the industry
fixed effect.

Il n bot h t eakes the valtelofel ansl Bt E ARR is more than ERR; O if ARR is less than ERR.

Level 3 is an indicator variable and take the value of 1 if firms havel 3 fair value pension assets, and 0 otherwise.

ARR is the actual investment return on pension assets in the current year. Other variables are defined in the Bppendix A
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Table 2.6: The Chi-Square Test of ERR by Level 3 fair value pension assets

EPSchangéActual EPSPseudo EPS)

Level 3
0 1 Total
0 431 62 493
1 365 74 439
Total 796 136 932
Statistic DF Value Proh
Chi-Square 1 3.41 0.06

The tablesshowthe results of theCHfquar e test whet her t h-8favEllRPensidn askeisralong w
meeting earnings target. Level 3 is an indicator variable and takes value 1 if firms have level 3 fair value pensioml &

otherwise AEPS i s an indicator variable and takes value of
to Pseudo_ EPS.
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APPENDIX

Al. The Relationship between the Change in PBO and FV Plan Assets

AAccumulated other
ANet Assets = Comprehensive
Income

+ ARetained + AContributed
Earnings Capital

Effect on Comprehensive Income
Other Comprehensive  Pension Expense

Income/Loss Debit(Credit)
PBO
PBO, Beginning
+ Service Cost - Service Cost
+ Interest Cost - Interest Cost
.. Prior service cost - Prior service cost - Amortization Prior
~ (benefit) (benefit) Service Cost
(Benefit)
+ Actuarial loss (gain) - Actuarial loss (gain)
- Benefit payments
= PBO, Ending
FV PLAN ASSETS
FV, Beginning
+ Employer contributions
. Actual return on plan
~ assets
+ Unexpected Return - Unexpect
plan assets: negative
(positive)
+ Expected return —(Expected

Return Plan assets)

- Benefit payments
= FV, Ending

Exhibit 1 presents how the change in PBO and FV plan assets affects the net pension
asset under SFAS No.158 pension plan accounting. (Hassell and Philipich, 2008)
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A2. The illustration of Exhibit 1: The effect of change in Level 3 pension assets on

ERR and Earnings

The calculation of pension expenses

Service cost

+ Interest cost

+ Other costs (i.e., actuarial gain and pension amendment)

— Expected returns on plassets (=ERR x FVPA)

= Net periodic pension cost (NPPC)

The expected returns on plan assets (ERR) and the market value of plan assets (FVPA)
are both affected by the Level 3 pension assets. Managements have opportunities and
motivations to boost ERR or FRA and reduce NPPC, finally increase earnings.

The impact of changes in the Level 3 fair value pension assets on ERR and Earnings.

the logic deductive effect of Level-3 pension assets on

ERR FVEPA NPPC Earnings
Level3 Increase Increase Increase Decrease Increase
Level-3 Decrease Decrease Decrease Increase Decrease

The expected return, rather than the realized return is used, according to the SFAS 87.
ERR is determined by three Levels of fair value pension assets, especially, the Level 3
pension assets, whose fair value cannot be determined by using observable measures,
such as market prices or models and can only be calculated using estimates or risk
adjusted value ranges. Managements have rooms to manipulate the return from the Level
3 pension assets. The higher the ERR, the higher the expected returns on plan assets.
Ceteris Paribus, firms with Level 3 pension asset to increase NPPC, and report more
income, which leads to higher earnings. Therefore, managers are able to inflate earnings

in the shorterm through manipulate Level 3 pension assets.

Exhibit 1 presents how the change in PBO and FV plan assets affects the net pension
asset under SFAS No0.158 pension plecoanting. (Hassell and Philipich, 2008)
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A3. Variable Definitions

Variable Definition and Source
The expected rate of return (ERR) assumption on pension assets: Compustat P
ERR .
item PPROR
AMR ERR minus ARR, where ARR is actual rate of retommpension assets
The actual investment return on pension assets (PBARAT)/Beginning balance o
ARR ;
pension assets (PPLAO)
FUNDING | Fair value of plan assets (PPLAO)/ Projected benefit obligation (PBPRO)
PLANSIZE | Natural logarithm of [1+fair value of plaassets(PPLAQO)] at the end of the year
DURATION | Service cost (PPSC)[interest cost (PPIC)+Service cost (PPSC)]
LEV Longterm debt(DLTT)+DEBT in current liabilities(DLC)/Total assets
ROA Income before extraordinary items and pension exp@Bs®PC)/Total assets(AT)
FIRMSIZE | Natural logarithm of [1+total assets(AT)] of the plan sponsor at the end of the ye
CFO Cash flow from operations before pension contributions (OANCF+PBEC)/Total ¢
An indicator variable:
Level 3 1 if firms have Level 3 fair value pension assets;

0 if firms do not Level 3 fair value pension assets




