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Abstract

As prior research mainly focused on the influence of IFRS adoptiorccmuiating
quality and its economic effects (Leuz and Verrecchia, 2000; Daéké, Barth et
al. 2007; Christensen et al. 2008), this paper examines the impactpofrater
governance on the quality of the IFRS restatement process Tteelunique feature
of this study is our ability to investigate accounting qualitysouigh our focus on
three features of the IFRS restatement process: (1) ttleslise quality of the IFRS
restatement process; (2) the immediate adoption of an IFRS istaadan though an
extended adoption period is allowed; and (3) the earnings managerteity ay
restating financial figures from local GAAP to IFRS. Theral®yhypothesize that in
a changing accounting environment, better governed firms will proaidmetter
financial restatement quality. Our results largely confirms giriediction. It turns out
that high quality governance firms are more likely to disckb&eequity, earnings
and cash flow impact of IFRS in detail, are less likely ugeetktended adoption
period of IAS 39 (but only when the effect on equity is negative) and dengaige
in earnings management around the time of adoption but instead ap8yinFR
rigorous manner. Interestingly, the composition of the board and thigyqofathe
audit committee in particular determine the quality of IFRS restatesment
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1. Introduction

This study investigates the impact of corporate governance on the qudheyIBRS

restatement process. The quality of the restatement prigcassessed by three of its

components: (1) the disclosure quality of the restatement procg#ise (Znmediate
adoption of IAS39, even if an extended adoption period is allowed, andhg3) t

earnings management activity around the time of IFRS adoption.

The adoption of IFRS was made mandatory by the European Commissiord from
January 2005 onwards. Under IFRS 1 firms are required to rebt@teptevious
year’s financial figures in accordance with IFRS for reasrcomparability and to
allow investors to evaluate performance over time. In practics, rttéans that
financial figures are available using local and IFRS numbarghe year 2004.
Furthermore, next to doing the restatement, companies are cedqoidisclose a
detailed explanation in the notes of the main adjustments made dhe tBRS
transition. Finally, with the introduction of IFRS the EU allowed extiended
adoption period for IAS 39, i.e. immediate application in 2004 or postponement of
the application until 2005 This change in the accounting environment from local to
international standards, with a choice for application of IAS 39, ©ftex the
possibility to evaluate the quality of the restatement processewaral distinct
aspects: the quality of disclosure, the immediate application omuskeeof the
extended adoption period and the earnings management behaviour iartbigotn

phase.

Prior research mainly focuses on the question whether the introduction of IFRS led to
real economic effects, by investigating its market (Leuz\&decchia 2000; Daske
2006) as well as its accounting consequences (Barth et al. 2007teQ%eis et al.
2008). Barth et al. (2007) find significantly positive effects @@ $with respect to

! The IAS39 standard deals with the recognition aldation of financial instruments and turned out
to be one of the most debated and contested stiswbacause of its effect on equity value in some
cases, especially for banking and insurance corapafiebhardt et al. (2003) reckon that, contrary to
assertions from the industry, hedge accounting @atety reflects the economics of banking activities



the value relevance, accrual quality and conservatism component ohgsarni
Building further on this literature, this paper investigates not eviigther IFRS
results into a better accounting quality but also evaluatesctwumting quality of
the restatement process itself. This is done by comparing lofledted local GAAP
data with IFRS financial information for a constant samplé5# listed European
manufacturing and service firms from the MSCI Pan Euro Index.uSkeof hand-
collected data in this context enables us to provide an answe téollowing
questions: (1) Is the restatement process itself used to maeigaatings? (2) If
there is an application choice for a particular standard, do App$/ this standard
immediately or not? (3) To what extent do firms disclose infdonaabout the
restatement process? (4) What is the role of corporate goeerimathis restatement
process? We contribute to IFRS literature by investigatirey dhality of the
restatement process itself and by searching for potenteindeants. Furthermore,
an appealing feature of our study is the combination of a disclelment, an early
adoption issue of a new standard and an earnings quality componegtsettng.
Finally, building on previous studies investigating the link betweermntial
statement quality and corporate governance, we focus on the role aigusein an
accounting change process for a diverse spectrum of accounting qualisproxi

Our descriptive results show a significant relation between cdegp@@ernance
quality, disclosure quality of IFRS restatements and the levelearhings
management in the restatement phase. In a second step we aaalysef these
three components separately. We find significant evidence thatngove quality is
positively associated with disclosure quality. Next, we show fihatsfwith high
quality governance are more likely to adopt IAS39 in a timely manner, only when the
impact of the standard on equity is negative. If not so, theme i®lation between
early adoption choice and governance. Finally, we report findings tamtsmth the

notion that earnings management activity is less prevalent in enarasiwith high

2 Horton and Serafeim (2007) notice significant efiéinces between firms with respect to the timing
of IFRS disclosures. We do not consider the timandgFRS restatements. Timing is not relevant in

our setting since we investigate the impact of ooafe governance on the quality of the restatement
process instead of valuation effects.



quality governance. Board independence, board functioning and quality afdile a
committee in particular appear to be important single goveenamdicators in
explaining differences in restatement quality across firBgidence for our
hypothesis is confirmed when we introduce the financial and insuranggagies in

the sample. These results hold when accounting for possible endogsseésy.
Finally, in order to assess the overall quality of the restame process we use the
benefit-of-the-doubt method (Cherchye et al.,, 2008) to aggregate the thre
components in one score. We report an average overall quality oédtatement

process of 82.5%.

The remainder of the paper is structured as follows. Section 2uewitevant prior
literature and builds the hypothesis. Section 3 discusses the saiguitton. Section
4 provides variable definitions and Section 5 the descriptive statiSection 6
presents regression results. Section 7 provides results on exterfSemi®n 8

concludes the study.

2. Literature and motivation

Prior research on IFRS mainly focuses on the question whethertthéuction of
IFRS entails significant capital market (Leuz and Verrex,cBD00; Daske, 2006)
and accounting quality effects (Barth et al., 2007; Christensemh, e2088). No
uniform proof is found that IFRS results into a better accounting quality. Bar&bv e
(2005) find evidence that accounting numbers using IFRS are more e&duant
than those based on German GAAP. Conversely, Eccher and 12688) find no
evidence that IFRS earnings are more value relevant thanG@oaP ones, for a
sample of Chinese firms owned by foreign investors. Also, Hung andrBabyam
(2007) detect no significant IFRS effect in Germany. The potem#son for the
lack of consistent evidence is that not all firms adopt IFRSseri@us and rigorous
manner, but rather consider IFRS a label and not as a commitmemowiole
investors with higher quality financial information (Daske let2007). The finding
that earnings quality increases considerably more for voluritary for mandatory

adopters (Christensen et al., 2008) also supports this argument. ,Fsaltyus



adoption and real economic effects are more likely to occutramgs institutional
environments (Ball et al., 2003; Burgstahler et al., 2006; Daske et al., 2008).

In assessing earnings quality effects, Barth et al. (2007) a@mparnings
management, timely loss recognition and value relevance pre ankFR&stising a
constant sample of firms. They find that the variability of nebine and the
variability of net income relative to cash flows increaseuad the time of IFRS
adoption, suggesting an improvement in accounting quality. Building onttiug s
and further contributing to IFRS literature, this paper investigatesther IFRS
results into a better accounting qualésound the time of IFRS adoption, and not
after the adoption. In other words, we evaluate the quality of the accguntin
restatement process itself. We do so by comparing local Giigdires with IFRS
figures for a constant sample of large European firms usingdiaadata from one
and the same fiscal year. As a consequence, we can produce aneksure of the
level of earnings management when IFRS is applied for theifiret Furthermore,
this approach allows us to answer research questions that have netushed yet

in IFRS literature, such as: (1) Do firms use the resttemrocess itself as a means
to manage earnings? (2) If an extended adoption period for a cddathag is
allowed, do firms apply this standard early or not? (3) Is this elapportunistically
done? (4) How detailed do firms disclose restatement informaf@n®/hat is the
impact of corporate governance on the quality of this restatepneo¢ss? Next to
the feature of investigating the quality of the restatememtgss itself, our study
combines a disclosure issue, an early adoption issue of a newstaiRtard and an

earnings management issue in one setting, which is quite unique in odr mind

Specifically, we focus on corporate governance as a potenti@r drifwestatement
quality, next to the role of country governance. While the impactaoaintry
governance has been documented in literature (e.g. Daske et al., 2808)pduific

governance has been far less the subject of investigation. Howeregrate

% Horton and Serafeim (2007) notice significant efiénces between firms with respect to the timing
of IFRS disclosures. We do not consider the timandgFRS restatements. Timing is not relevant in

our setting since we investigate the impact of ooafe governance on the quality of the restatement
process instead of valuation effects.



governance mechanisms and structures are potentially importanticetets of
accounting quality (e.g. Klein, 2002; Larcker et al., 2007). Therefor&hi$ study
we mainly focus on the impact of corporate governance on restatemeity, qua

thereby controlling for country-specific governance measures.

Corporate governance is typically defined as a set of gtegthat monitor a firm’s
operations (Shleifer and Vishny, 1998; Larcker et al., 2007) and l|agé&ncy
problems, originating from the separation of ownership and control watHirm.
Agency problems between insiders and outsiders can be limited by pgpwire
transparent information. Prior literature has documented thattieffegovernance
mechanisms are positively associated with disclosure qualdy Keramanou and
Vafeas, 2005; Marques, 2006) and earnings quality, although resuftgteeweak
in some cases (Larcker et al., 2007). Klein (2002) and Chtourou et al. (2@D3)
negative association between earnings management and corporate g@ernanc
measures such as board independence and functioning of the audit eemFRatt
and Wong (2002) report significant negative relations betweemearqguality and a
firm’s degree of ownership concentration. DeFond and Jiambalvo (1991) tiegior
the overstatement of earnings is less likely among firmb waitdit committees.
Evidence on the impact of corporate governance on the early adoptioment a
accounting standard is non-existent although previous literature shaivearly
recognition of a new accounting standard is encouraged when itsrésid an
increase in earnings (Langer and Lev, 1993 and Amir and Ziv, 1997a and.1897b)
sum, we contribute to literature by investigating the impadogborate governance
on accounting quality in a changing accounting environment (i.e. tmelatay
adoption of IFRS), thereby considering a broader spectrum of acupuntality
proxies. This results in the following hypothesis:

Hypothesis Better firm-specific governance mechanisms and structurek net®
an IFRS restatement process of a higher quality, i.e. good caporat
governance leads to (1) a more detailed disclosure on the impact of
IFRS; (2) an immediately application of the standards with an



extended adoption period; and (3) lower incentives to manage

earnings around the time of adoption.
3. Sample design and data

The sample we use to investigate our hypothesis contains all c@m®pahich are
part of the MSCI Pan Euro Index over the period Janu#rg0D5 until June 30
2006'. From the initial sample of 299 firms, 89 financial and insuranuesfiare
eliminated due to specific industry characteristics. Furtherm@®egarly IFRS
adopters and 15 US GAAP are withdrawn as no IFRS restatenfenination is
available for the year 2004. Finally, 4 firms are eliminated wuéack of IFRS
restatement information. This results in a final sample of 152 firms shoWabie 1.
The majority of firms belong to the French (71) or the Eng(&D) institutional

oriented environment.

To provide information to different stakeholders about the impact of IBRS
accounting numbers, firms have different communication channelssisttidy, the
quality of the IFRS restatement process is assessed usirigpdheial statements
since the latter remains an important public channel for providifggmation to
different stakeholders (Chang et al., 2007). Furthermore, as the atfonnprovided
in the annual report is audited, this information source guaranteaghdeliel of

reliability (Francis and Wang, 2007).

As stated in our hypothesis, we assess the quality of thatewsnt process by
means of three different elements. While electronic databsmsgds as Thomson
Datastream could be used to measure the earnings managemsitduweiraund the
IFRS restatement as well, information on the disclosure qualitya the immediate

application of IAS standards can only be gathered using the hardreopgn of the

* The MSCI Pan-Euro Index contains 287 securitigh wifree float-adjusted market capitalization of
€ 4,348 billion, selected from 16 European coustrie



financial statements On order to be consistent in the information source used for
each of the three components, we collect all information on thetessent process
from the hard copy version of the financial statements. Finalyl[FRS became
compulsory in 2005 and early appliers are eliminated from the sathpl@otes of
financial statements from the year 2005 are the main sourcaltatthe quality of

the restatement proc8s#s only for the year 2004 local and IFRS figures are
available reflecting the same economic event, the 2004 data wildzbto evaluate

the quality of the IFRS restatement process.

To test for corporate governance as a determinant of restatgoadity, we consider
the corporate data base from Risk Metrics (formerly known as thendentabase)
which contains detailed corporate governance information for the NPaGIEuro
IndexX. The rating is based on more than 300 corporate governance critgriaea
maximum score is 40. Appendix A provides a detailed overview of therelff

items included in the corporate governance score.

4. Model development
To answer our research question, we develop a regression model incatgohate
governance (CORPGOV) is linked to the different proxies for the qualityedRRS

restatement process (QRIFRS). The general form is the following one:

QRIFRS, = a + S,CORPGOV, + B,ControlVar iables, + ¢, (1).

® Although restated figures are available in Dagsstr in most cases, they contain a serious amount of
error.

® For firms not voluntarily adopting IFRS with ad@ year-end not equal to 31st of December, the
pre-adoption year is 2004, the transition yearO832and the adoption year is 2006. From now on we
refer to the pre-adoption, transition and adoptiear as being 2003, 2004 and 2005 for all firms in
the sample.

" Deminor Ratings have been used in prior studiek as Bauer et al., (2004), Van der Bauwhede and
Willekens (2008) and Renders and Gaeremynck (2008).



CORPGOV stands for the company corporate governance ratingRiskmMetrics

of 2004. Based on previous literature (Klein, 2002; Karamanou and Vafeas, 2005;
Larcker et al. 2007) we predict a positive coefficient for thegp@@te governance
variable, as governance has the purpose to decrease asymmafornration by

providing more transparent and accurate information.

Our dependent variable QRIFRS either measures (1) the quathg disclosure on
IFRS restatements (DISCL), (2) the early adoption of IASSOIREPADOP) or (3)
the use of the restatement process to manage earnings (DIFFEG®equently,
we define three separate regression models. In our core analeserefer testing
separate regression models above one aggregated model, as coiabbes/aiffer
across our three restatement quality measures. In segsénatlyses, we use the
benefit-of-the-doubt method to aggregate these three quality eletoeaggregate
them into one overall restatement quality score (also referred to as QRIFR

To measure the disclosure quality of the restatement processomgtruct a
disclosure score based on quantitative information about the IFR&ersent
process in the first regression. The disclosure index is basedtems$ relevant for
financial statements users: the effect on the (1) net incortfeR& in 2004 (2) the
book value of equity at the beginning of 2004 (= book value at the end of 2003), (3)
the book value of equity at the end of 2004, (4) the total revenues onota@e84

and (5) the operating cash flow of 280%ve choose to focus on net income and
equity as these two measures are frequently used for valuation gairpseover,
firms were mandated by IFRS 1 to provide information on the restateof these
financial items. Conversely, disclosure on cash flow and salegee®nts was to a

large extent voluntary. However, in our opinion restatement informatiotihese

8 Results prove to be robust for using 2004 or 2€difgs. This is not surprising, as corporate
governance tends to be rather ‘sticky’ over timer. FO observations the corporate governance rating
of 2005 has to be used as the 2004 rating wasvadiable. Regression results remain qualitatively
the same without those 10 observations.

° In the disclosure index equity is considered tvaseimportant as the other two items, net income
and operating cash flows because previous evidgmoes that the restatement to IFRS has the largest
impact on equity. In the sensitivity analysis tligcthsure index on three items (sales, net incontke a
operating cash flows of 2004) is computed. Reseltsain the same.



items is potentially important for investors and other stakeholdgrerafing cash
flow is an important alternative performance measure for netmiac The sales
figure is also relevant, because it determines the siadioh’s market share. In this
respect, our disclosure score consists of mandatory (net incomeyaind feyures)

and voluntary disclosure items (cash flow and sales figures).

To receive a ‘1’ for one of those items, a firm has to alta differences between
the IFRS and the previous local GAAP number to the each spec#iimational
standard provoking (part of) this difference. In other words, the disckosure of

the difference between the two numbers on itself (which is retjuimder IFRS 1) is

not sufficient to receive a ‘1’ for that specific item. Tdisclosure of the restatement
information for net income and book value of equity done by the Spanish cpmpan
Grupo Ferrovial is depicted in Appendix B as a ‘best practicanpi@ We define

this score as DISCL.

Based on previous literature, we introduce both country and firm contrables in
the disclosure model. Most notably, we construct a composite indidRousihg 4
institutional variables from LaPorta et al. (1998 and 2006) to controtdontry-
specific differences in the institutional environment (see Appen@ixfor
methodological details on composite indicators and a definition of thglesi
institutional variables capturing investor protection). In this case, prnefer a
composite indicator above the use of single indicators becauswvitigs us with a
more accurate institutional measure (Cherchye et al., 2008). Aotbags, it helps

us to avoid multicollinearity problems between different institutional variables

The materiality of the IFRS restatement is the firghfaontrol variable. We predict

a positive sign for the absolute value of the impact of IFRS on nume
(ABS(ANI)) and for book value of equity (ABSBVE)), as firms experiencing a
large impact are expected to disclose more information (Chaag, €007). We
further control for firm size (LNMV) (Raffournier, 1996; Brown at., 1999;
Holland, 2005), firm age (LNAGE) (Holland, 2005), sales growth (SLSGR),
performance (ROA), amount of debt (LEVERAGE), ownership diffusion



(OWNDIFF) and a US GAAP dummy variable (US GAAP). Finalke introduce
industry dummies in the disclosure model to control for industry tsffec

(INDUSTRY). The subsequent regression model testing disclosure looks as follows

DISCL, = a + B,CORPGOV, + S,IPR_ + S,ABS(ANI), + 8, ABS(ABVE), +
B,LNMV, + B,LNAGE, + 8,ROA + ,SLSGR + 3,LEVERAGE, + ,, OWNDIFF, (2)-
+ 1, USGAAP + X B, INDUSTRY, +¢,

The second aspect of IFRS restatement quality under considesatios ¢hoice of
early application of IAS39 in 2004. This quality aspect is definedALE¥ ADOP.

If a firm immediately applies the IAS 39 standard in 2004, the IEAADOP gets a

value of 1. A value of O is assigned if the firm prefers thereded adoption period
and only applies the standard for the first time in 2605

In this case, our main variable of interest remains CORPGOYhdfuwe introduce
a variable that measures the signed impact of IAS39 on equity(|A¥89)). We
expect a positive sign because the higher IMP(IAS39), the nkeg IAS39 will be
applied immediately. Consistent with the previously developed eatbptian
models (Langer and Lev, 1993; Amir and Ziv, 1997a and 1997b), and the disclosure
model, the total IFRS effects on net income and on equity are icgdda the
model, together with firm-specific control variables. Subsequently,tege the

following regression model:

EARLYADQR g + BCORPGOM f3,IMP(IAS39), + S:IPR + BN, ++SsABVE
B.LNMV + BLNAGE+ Z,ROA+ BSLSGRr B, LEVERAGE- 3, 0WNDIFF+ 3).

BISGAAP ¢

Finally, the third component of the restatement quality reflectether the
restatement process is used to manage earnings. As opposadhtetBBal. (2007)

who compare the accruals in the year of adoption using IFRS witliadem the pre

19 Additionally, as a robustness check, we providedi that experience a negative impact on equity
value of IAS39 and early adopting the standard witf?’, as these firms are clearly having an
incentive not to adopt the standard early. Regutige to be robust.

10



adoption year using local standards, we employ hand-collecteffaatane and the
same fiscal year (the transition year 2004). Measuring accruals l&Rgand under
local GAAP for 2004 provides us with a cleaner estimate of earmragsggement
behaviour around the time of adoptibrnFollowing Leuz et al. (2003), Francis and
Wang (2007) and Daske et al. (2007), we consider both the signed and unsigned
difference in magnitude of accruals calculated under local GAAP
(IACCLocaicaap©)/ | TALocaicaap(o)) and calculated under IFRFACGrrso)/|TAFrRs(0f)

to assess earnings management behaviolio calculate the signed difference in
accrual magnitude, we subtract local GAAP accruals from I&&®uals. A higher
level for this difference is considered as an indication of margrggs management
when firms restate. When considering the unsigned difference, weraitdarger
difference values as evidence of a more rigorous applicatioRR% for the first
time. Firms showing practically no difference between tharusts under IFRS and
local standards are suspected to use the discretion availableltR&rWe define
this third quality measure of the restatement process asAQIEHsignifying the

signed difference) and |DIFFACC]| (signifying the unsigned difference)

Two important remarks have to be made with respect to the AWEFmMeasures.
First, accruals under IFRS are based on net income figucksderg any influence
from IAS39 because the early application influences the amountnfas. Second,
accruals are calculated as net income minus net operashgloas and scaled by

the firm’s total assets as done in Hribar and Collins (2002).

Similar to our previous models, the composite indicator IPR is intembl@s an
institutional measure. Control variables are also similah& disclosure and the
early adoption model except for the variable ACC(PREADOP) indicatingtiet of

1 When comparing accruals of different years witbheather, the amount of accruals can be different
not only because of a change in the accountinglatads but also because of economic transactions.
By investigating differences in accruals of the sayear, the economic base is the same and the
difference in accruals can be more cleanly attetub the change in accounting standards from local
GAAP to IFRS.

2 \We choose to scale by total assets from the cuyear, because these are available under IFRS.
Scaling both accrual measures with lagged totatagsinder local standards) does not alter results.
As a robustness check, we redo all analyses schyirepsolute value of operating cash flows. Again,
results remain qualitatively the same.

11



earnings management in the pre-adoption year. Our third regressiohloubeas

follows:

DIFFACC =g+ B,CORPGOW 3,IPR + 3,ACQPREADOP + 3,LNMV/ +
B.ROA+ B, SLSGR+ B,0WNDIFF+ ZUSGAAP ¢,

(4).

In this respect, we acknowledge that the difference betloeah GAAP and IFRS
accruals is also influenced by the difference betweertotted GAAP and the IFRS
accounting regime, and not only by how serious firms apply IFRSefdre, in
additional tests we use a two-stage regression to deal watisghie. In a first stage
DIFFACC and |DIFFACC| are regressed on the country-levehviariDISTANCE,
measured as the average rank of the number of inconsistencies ancslisanhc
exist between the local standards and IFRS, based on a comparisoofdshigl 4
audit firms (GAAP 2000 and 2001; Wulandari and Rahman, 2004). The larger a
country’s DISTANCE, the larger we expect the difference to bevden local
GAAP accruals and IFRS accruals. In the second step, the lesidba first stage
is considered as a proxy for the level of earnings managemmamdathe time of

IFRS adoption. Results prove to be consistent with our main analysis.

To summarize, Table 2 provides a list of all relevant variabiestlaeir definition
used in the different models.

5. Descriptive statistics

Panel A of Table 3 details firm-specific descriptive stassiof the restatement
quality indicators, the corporate governance rating and the contrabhes:
Descriptive statistics show the existence of large difiege across the sample for all
three restatement quality items. While the average firm sc®@2 on 5 for the
DISCL variable, only 44% immediately applies IAS 39 in 2004. Finalyexpected,
the average and median DIFFACC is negative (resp. -0.0075 and -0.0050)ijngdicat
lower accruals under IFRS. In absolute terms, this differ§d€FACC|) amounts

to 1.73% on average. The mean CORPGOV score equals 25.47, on a maximum of

12



40. Also, the standard deviation (5.6) and quartile range (11.25) of CORRGOV
quite large indicating a considerable variation in the samplermst of overall

governance quality, despite these being all large and mature firms.

Further, Panel A of Table 3 reveals thdtl (the signed impact of IFRS adoption on
net income) is positive with an average 1.28% of market value. MBI$(s on
average 1.62% of a firm's market valtieABVE is significantly negative with a
value of 1.93%. Its magnitude (ABSBVE)) is quite large with an average of more
than 5% of market value. For a quarter of our sample, ABSE) is 7.37% or
above, in terms of market value. The median impact of IAS39 on book o&lue
equity (IMP(IAS39)) is slightly positive, but not significantly féifent from zero
(0.13% of market value). ABSIMP(IAS39) reaches an average of 1.4ftadet
value. As an additional measure, we calculate the impact of IAS2®04 on a
firm’s equity/debt ratio, as this standard also influences tiegsil Contrary to the
average impact on equity, the mean equity/debt impact is negadiibe ratio
decreases by an average of 0.83% (not reported). Further, thgeafiena in our
sample is 62 years old (AGE), has a market value above 2 biligin (MV), a
return on assets of 5.67% (ROA), a sales growth of almost 9.3% L& a
leverage ratio of 66.68% (LEVERAGE). The average free float6%s65%
(OWNDIFF). Only 4% of the companies previously reported under US GAAP.

Panel B of Table 3 provides median values on country level eofréktatement
quality, governance indicators and restatement magnitudes. We caletry type
following La Porta et al. (1998) and distinguish between law systeccording to
their English, French, German or Scandinavian origin. DISCL is kbiveGerman
countries (2.33 on 5) and highest in the English environment (4.00). Indiyidual
France obtains the highest score (4.39), followed by Ireland (4.33) fend t
Netherlands (4.18), whereas South-European companies disclose theadmoast

of restatement information. Only 25% of the English law firrpply IAS39 early,

3 We prefer to scale all IFRS effects with markelugaof the firm as this is the only true scale
measure of a firm (Easton and Sommers, 2003),ddstd measuring an index (e.g. Gordon and
Weetman, 2006) which is subject to unwanted sdédets.

13



while all German firms do so. More interestingly, we discoeegd differences
between countries in terms of DIFFACC. In German countries, dsaita slightly
larger under IFRS than local standards resulting in a positive ABEF(0.009),
while for the UK and Ireland the median difference is negative (-D.GRe&yarding
French and Scandinavian law countries, the sign of DIFFACC varies acrossasount
but is negative on average (-0.004 in both cases). The unsigned accerahdéfis
largest for the UK and Ireland once again, indicating that thesermsuhive made

the largest restatements.

The following four columns of Panel B depict differences between courdriad,

ABVE, ABS(ANI) and ABSABVE). Interestingly, in all countries except Belgium,
Greece and Portugal, IFRS adoption leads on average to higher earnings. Ggnversel
IFRS brings along a lower book value of equity in most countrieABA4&E is on
average -0.54%. Portuguese firms experience the largesiveegfiect (-19.35%).

In absolute terms, Portuguese and Norwegian firms exhibit theskaABSANI)

with values of 3.03% and 1.34%, respectively. For most countB8E is larger

than ANI. Overall, we conclude that the impact of IFRS on earningsegudy is
considerable in magnitude and varies significantly across countieslso report
corporate and country governance quality figures in Panel B of Bald®vernance

is of a higher quality in a common law environment than in a tadeone. Dutch
(24.52), French (21.48) and Scandinavian (23.44) companies also give proof of high
CORPGOV values. Swiss (14.81), Portuguese (16.53), Greek (18.34) and German
(18.51) firms generally engage in low quality corporate governancéamsons.
Investor protection (IPR) is measured by a composite indi¢s¢ar Appendix 3 for
details). The UK, France and the Netherlands offer the highesttanverotection

(100%), while Germany, Belgium and Greece score lowest on IPR (below 70%).

Panel C of Table 3 shows that detailed equity and earnings sefiedFRS are
disclosed by most firms, while only 64.5% and 35.5% of the firms diestheseffect
on total revenues and operating cash flows, respectively. A thtreeafample firms
provide details on all five disclosure items (47 out of 152), while 12.58#teofirms
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only provide details on two items or less (19 out of 152). Three firnmotprovide
restatement details at all in their annual report.

Panel D of Table 3 reports how firms differ in their choice tdyeadopt IAS39,
depending on the impact the standard has on their book value of equipa(tgtind
on their equity/debt ratio (right part). Overall, results indidduat the choice of
applying 1AS39 early is to a large extent driven by the staiwlaffect on equity
and liabilities. In other words, this result is consistent with miotion of an
opportunistic choice. Of all firms for which IMP(IAS39) is smallban zero, a
majority of 71% delays the adoption. This rate is only 43% whenntipact is
positive. This difference proves to be highly significant (p=0.001). r@sults are
qualitatively the same when considering the equity/debt ratio (p=0.000).

Panel E of Table 3 compares accrual magnitude and its assoacath cash flows
between local and international standards. These metrics have beem yséer
studies (e.g. Barth et al., 2007 and Leuz et al., 2003). Recall thedmare data
from one and the same fiscal year. Firstly, mean and mediamatcare smaller in
magnitude under IFRS than under local GAAP (one-sided p-values are 0®38 a
0.027 respectively), providing evidence for the notion that earningsetist is
lower under IFRS. Secondly, the Pearson and rank correlations betigeed s
accruals and cash flows are more negative under local GAAP uhder IFRS
indicating less smoothing activity; although differences are goifgiant (p-values
are 0.13 and 0.19).

Table 4 shows Pearson and rank correlations between the four restiatgmality
components, our governance measures and all relevant control varfdgesly,
these univariate tests provide evidence consistent with our hypoteSIORPGOV
correlates positively with DISCL (0.376) and |DIFFACC| (0.165). Theetadion
between CORPGOV and DIFFACC is significantly negativepraslicted (-0.314).
Finally, EARLYADOP does not correlate positively with CORPGOAS
hypothesized.
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Table 5 provides further univariate support for the relationship beteegorate
governance and the quality of the IFRS restatement process. taskeiswe split the
sample into four equally-sized groups depending on the firms’ govermaticgs.
Class 0 contains the quarter of the sample with the worst gowermatings (mean
CORPGOV is 17.9), while we classify companies with the highesergance
quality in class 3 (mean CORPGOV is 32.5). Results shown in batbafirm our
hypothesis, as firms in class 3 provide the most detailed finaresshtements
(DISCL is 4 or 5 on 5 in 92% of the cases) and exhibit the dadgclines in total
accruals (median DIFFACC equals -1.61% of total assets). @pntca our
prediction, firms in class 3 adopt IAS39 early in only 26% of thes;ashereas this
percentage is 58% for class 0 firms. Most British firms do dopathe financial
standard in a timely manner. For class 0 firms, the median DBIEFAs not
significantly different from zero (-0.06% of total assets) dredrhedian |DIFFACC|
is lower as compared to better governance firms (0.8%). In sldssand 2, the
difference is significantly negative (resp. -0.45% and -0.84%)nbubf the same
magnitude as class 3. Differences between all classesgamificant in most cases.
These results support the notion that in firms with low quality gowema
mechanisms managers use the discretion provided under IFRS to manipulat
financial statements. Mean figures confirm this result asbeaderived from the

second part of Table 5.

6. Regression results

Regression results for the disclosure model (model 2) are éépiciTable 6. In the
control model (specification 1), the R2 reaches 47.4%. In the seconficspien,
CORPGOV, our main variable of interest, is added and found to bavphsit
significant (p=0.014). We note an increase in adjusted R? value of 3.5%. Thereby, we
also control for country governance quality (IPR), which also hagrafisantly
positive coefficient (p=0.000). As for the other control variables, M\N{d=0.040)

and several industry dummies appear to be significant. Different what we

expected, the materiality of the IFRS restatement captured\BS(ANI) and
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ABS(ABVE) does not influence the quality of the disclosure on the restate
process. It does not come as a surprise that several contedilearare insignificant
in explaining this disclosure variable. We do not consider all infooma firm is

disclosing, but only that fraction of the annual report dealing withRR& transition

process.

In the third specification, a two stage least square mod8L§&) is used to control

for possible endogeneity problems found in previous corporate governance studie
(Bhagat and Black, 2002; Durnev and Kim, 2005; Black et al., 2006). In a reduced
form equation (5), we choose country-level characteristics Weaptby country
dummy variables) as instruments, similar to Klapper and love (Z0@¥erwards,

in the second stage, CORPGOV is replaced by its predictedfrainghe first stage
represented by equation (5). As a consequence, IPR is left dé ofddel, because
country effects are already introduced as instruments inirdtestage. CORPGOV
carries, consistent with our expectations, a significantly pesittoefficient
(p=0.002).

The results are robust for adding other variables, such as natk@bk value (as an
alternative performance or growth measure), capital intensgitgngible assets,
internationality (measured as the percentage of foreign ealdstal sales) and a
dummy variable for early adopters. Auditor type is not considerext sll sample

firms have BIG 4 auditors.

* The reduced form equation from the first stagésoas follows:
CORPGOM=q +3 S,COUNTRYDUMY, +¢, (5).

A good instrument is typically strongly correlatedh the endogenous variable, but not with the rerro
term of the structural equation. In practice, itingossible to find a perfect instrument: eithee th
instruments are not exogenous (semi-endogenousiimshts) or they have a low correlation with the
endogenous variable (weak instruments). We prefantty dummies above alternatives, as they are
exogenous and prove to be a strong instrumenhéR is about 0.65 in the first stage). In sevigiti
analyses, we employ legal origin (as in Durnev iimd, 2005) and our composite investor protection
indicator IPR as alternative instruments. IPR &rang instrument but not an exogenous one, while
legal origin is an exogenous but weak instrumerd. ahother sensitivity check, we include the
exogenous control variables from the second siag&ié case industry dummies and firm age).
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Results for the early adoption model are depicted in Table 7. loottteol model
(first specification), we notice that the signed impact of IAS®9 equity,
IMP(IAS39), is a significant driver of the early adoption choipe(0(012). This
finding is consistent with results found in Panel D of Table 3 and rdbugte use
of the signed impact of IAS39 on the equity-debt ratio. In the seconifisaton,
CORPGOV has a marginally significant negative coefficient (p=0.086)first
sight, this finding looks counterintuitive as better governance fianesa priori
expected to early adopt the standard. Looking closer, this reglieiso the large

number of British firms present in our sample and reluctant to apply IAS3P earl

In the third specification, IMP(IAS39) is dropped and replaced dymmy variable
(D_IMP(IAS39)) that equals 1 if the firm experiences a riggampact on its book
value of equity from applying IAS39, and zero if the equity effegbositive. An
interaction variable between CORPGOV and D_IMP(IAS39) measurew
governance incrementally influences the choice of early adopiroiirins having a
negative effect. We expect the coefficient on the interactiadabla to be positive as
we hypothesize that high governance quality firms will beenwaitling to apply the
standard early, even if these firms have an incentive not to, as ogpdsets with
worse governance practices. In addition, the unsigned 1AS39 ingpaciuded as a
control variable in specifications 3 and 4 (ABSIMP(IAS39)).

Interestingly, in the third specification the dummy interceptNIP(IAS39) has the
expected negative sign (p=0.001). We detect a significantly postieicent on

the interaction variable, indicating a positivecremental effect of corporate
governance on the chance of early adoption, for firms having a negapaet
(p=0.008). Theoverall impact of corporate governance on the chance of early
application for firms with a negative effect is positive, as gbe ofp; andfs is
+0.43 (-0.162+0.205). For firms that have a positive IAS39 effect, corporate
governance appears to play a negative rolg; asnegative (p=0.006). The negative
coefficient on ABSABVE) shows that the larger the restatement due to other
standards is, the more reluctant firms are to apply IAS39 in 2004 ¢H0Id the

fourth specification, we estimate a 2-SLS model. Consistent wahiqus results
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and predictions, the impact dummy remains negative (p=0.002) and threctioter
variable continues to show a significantly positive coefficiem0(p13). Overall,
regression results shown in Table 7 illustrate the positive imgfathe quality of
corporate governance in the choice to early apply IAS39 when itciropaequity

value is negative.

Finally, in Table 8 the results for the earnings management niwdaie shown. In
Panel A (Panel B), we report regression results with DIFFA{DIFFACC|) as
dependent variable. In each test we drop extreme values of DIFEAG@n each
side), because they may have unwanted effects on estimatedieaeffiResults do
not change when leaving these extremes in the sample. Rieatlve interpret
higher (lower) values of DIFFACC (|DIFFACC]) as more eageimanagement and

a less accurate or rigorous first time application of IFRS.

In the first specification of Panel A, the coefficient on IBRsignificantly negative
(p=0.010). Control variables are not significant in most cases. In ébend
specification the coefficient on CORPGOV is negative as pestliE=0.002). This
result confirms the notion that better corporate governance leadsdoearigorous
application of IFRS. The adjusted R? value rises from 6.4% to 12.2% wbleding

CORPGOV in the model. Entering the predicted governance scoreglereduced
equation (2-SLS), confirms the result as the coefficient on CORPG#ries a

negative and highly significant coefficient (p=0.000).

The equivalent analyses shown in Panel B convey similar resulBPGOV carries
as predicted a significantly positive sign, even when controllingdantry-specific
governance quality (p=0.035). This result confirms findings from Talaledbholds
when executing a 2-SLS regression (p=0.001). Overall, we conclude=théis in

Table 8 support the notion that better corporate governance mechae&si® la
more rigorous application of IFRS, providing managers with less inesnto

manipulate earnings during the restatement. However, we ackrgewvtbdt these
regressions are not without its shortcomings. Foremost, we dokeunaefer to any

prior literature, and therefore we interpret regression resfiliable 8 with a degree
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of cautiort®. Further, the use of accrual measures for earnings qualitplvays
been up for debate in accounting literature (e.g. Guay et al., 1996).

7. Additional analyses

A drawback of previous analyses is each of the three elementmanicial
restatement quality is estimated separately. Thereforis, difficult to obtain an
overall measure of a firm’s restatement quality. In thist fof four additional
analyses, we test a model that explains variation in overstihteenent quality,
assessed by means of composite indicators. An appealing feattine oke of
composite indicators is that restatement quality is measuredebps of one single
figure capturing information from multiple relevant charactess We apply the
benefit-of-the-doubt methodology to construct the indicators, using flexible
weighting (see also Cherchye et al, 2008). In Appendix C we protels on this

procedure.

The outcome of the analysis is QRIFR& variable between 0 and 1, where higher
values signify a better overall restatement quality. The gedran attains an overall
restatement quality of 82.5%, indicating that the average firti7i8% removed
from the best restatement quality firms. The median overattessent quality is
83%, the minimum 43% and the maximum 100%. We test a tobit speoificithe
composite indicator varies between 0 and 1. We execute the giegresith
CORPGOV as our main variable of interest, in addition to the comrootrot
variables used in the three previous analyses. In the control ninasah $n Table 9,
IPR (p=0.002), LNMV (p=0.003), USGAAP (p=0.099) and OWNDIFF (p=0.095)
are significant variables, all carrying the predicted sigihg second regression and
the 2-SLS regression confirm our hypothesis: CORPGOV carrisgraficantly

®in explaining differences in abnormal accruals, d@eiand North (2006) control for changes in
earnings, cash flows, and other firm control vadgabAll studies investigating change in accruals
measure these changes over two years. Howeveugrisatting, we measure differences in accruals
from the same fiscal year.
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positive coefficient (p=0.020 and p=0.009). Also, the introduction of CORPGOV
leads to an increase in R? of almost 3%.

All of the previous analyses were done with nonfinancial firmst esdifficult to
measure earnings quality in a comparable way for financialjranse and
nonfinancial companies. However, as financials represent 28% ofitiaésample,
the disclosure and the early adoption model are rerun for the &wtgdles of 223
firms (18 from the 89 financial and insurance firms disappear dubketdatk of
restatement data). We even expect more significant resufisaacial firms usually
experience a larger impact from 1AS39. Control variables diffenesvhat because
certain variables are not comparable between financial andnaanfal firms. We
replace SLSGR and ROA by respectively market-to-book value WEBd a loss
dummy (LOSS). LEVERAGE is dropp&d

Panel A of Table 10 reports the results of the disclosure modiledotal sample. It
should be noted that in this case DISCL is a firm-specific assce score on 4
instead of 5. Disclosure of the IFRS impact on total revenues nsidered in this
case because these are less relevant for financiad famd less comparable with
nonfinancial firms’ sales numbers. As expected, the significahtee CORPGOV
further increases with or without control for endogeneity. Para Bable 10 shows
the EARLYADOP results for the full sample. Again, we find evidestroking with
our research hypothesis. For firms possessing higher quality governanc
mechanisms, disclosure on IFRS restatements appears significegiter and the
early adoption of 1AS39 is more likely, when the impact on equtyegative.
Moreover, results prove to be stronger than those previously reportafllas® and
7. Finally, results are confirmed by the two stage approaduating for a possible
endogeneity problem.

As a third extension, we investigate how the four categoriesrpbrate governance

quality each explain variation in restatement quality. The goveenatings contain

18| eaving leverage and return on assets in the Equadwever, does not change the results.
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criteria from 4 categories of governance mechanisms: (1elsblders’ rights and
duties, (2) range of takeover defences, (3) board structure anibfimg and (4)

disclosure on corporate governance (for details see Appendix @jori, we predict

a significant impact from the shareholders rights’ rating aoich fhe board structure

and functioning rating (Chtourou et al., 2000 and Bhagat and Black, 2002).

Furthermore, we predict board independence and the quality and fungtamihe
audit committee to be the most important single drivers of th@eecorporate
governance indicators (Klein et al., 2002; Dechow et al., 1996; DeFond
Jiambalvo, 1991.

Our results (not shown in tables) convey that in the second stagéjich the
preceding first stage is still equal to equation (5), board funogoms highly
significant in explaining the level of DISCL. In determining EARADOP, board
characteristics turn out to be the most explicative variabkdldour ratings, as its
interaction coefficient with D_IMP(IAS39) is positive and sigedfnt in the second
stage. Further, investigating specific governance indicatovgeale that the
proportion of independent directors has the highest impact on DISCLI&RAOC.
In comparison with board structure indicators, board functioning mesaaoeeless
significant in explaining DISCL, but highly significant in determigi
EARLYADOP. The separation of CEO and chairman of the board doegppear to
be significant. Consistent with our predictions, we find a sigmiflgapositive
(respectively negative) association between the quality ohdldg committee and
DISCL (respectively DIFFACC). The size, workings and compositioe.
independence) of the audit committee all turn out to be the miestan¢ single

corporate governance determinants of IFRS restatement quality.

In a final extension, we investigate the disclosure of IAS38cefffor the 85 late
adopters. These firms are required to report the impact ofrthecial standard on
their equity value at the beginning of 2005. As it turns out, these filisclose this

information in a varying degree of accuracy, once again. We inagstithe

and

" We are restricted to use 2005 data for these fapecivernance indicators, as detailed governance

data of 2004 are not available.
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disclosure quality of this specific item and to which extent gouece plays a role in
this particular disclosure process. We make a distinction betveegndfsclosure
levels of IAS39 effects. Firms reporting the impact on ead¢hnba sheet item and
making the impact immediately visible on their key finanstatements (i.e. on the
balance sheet, not in the notes of the 2005 annual report) reptbsehighest
disclosure class. Firms reporting the impact of IAS39 only on book wélaquity,
but disclosing the impact on the balance sheet construct the selessd Firms
reporting on 1AS39 effects only in their notes are placed in the thass. The last
class contains firms that report nothing about the impact of thadial standard.
The number of firms in each class is 14, 42, 23 and 6, going from the thighks
lowest disclosure group. Consistent with predictions, our results f@tnsin
tables) convey that governance quality plays a significant mleetermining

disclosure quality on the impact of IAS39.

8. Conclusion

This study documents on the properties and determinants of the qiidhy IFRS
restatement process. While previous literature mainly focusedch@radcounting
quality and economic consequences of the IFRS, this paper studieslibheajuhe
IFRS restatement process itself. This process provides usawitlique setting to
further investigate IFRS adoption since two sets of financigrstnts under local
GAAP and IFRS are available for one and the same fiscal Ae@ind the adoption
timing, firms have to make choices about the level of disclosutbenestatement
process, the early adoption of IAS39 or not, and the extent to whichuieethe
restatement process as an opportunity to manage earnings. loulpartiwe
investigate to what extent corporate governance influenceoutemme of the

restatement process.

Using a hand-collected dataset of large listed European fioms,descriptive
analyses show that disclosure quality of the restatement prscgsste high, the
choice to apply IAS39 early or extendedly is done opportunisticalliythere is a

significant amount of earnings management around the time ofadbetion.
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Regression results further confirm our hypothesis that well gedeffirms (i)
disclose more information on restatement process, (ii) choose to |AB#8 early,
but only when experiencing a negative impact from this standard, ignenflage
less in earnings management around the time of adoption and ajify nifere
seriously. Furthermore, results hold when financial companies armed addthe
sample. Finally, board functioning, board independence and quality of the audit

committee turn out to be significant drivers of the quality of the restatgnacess.

Our results are potentially interesting for policy makers. If eRS standards are
introduced leaving firms a choice to apply them or not, standardssettey expect
firm to choose opportunistically, especially those lacking govemauality. Our

study also shows that corporate governance can fulfil the robe adnforcement

mechanism in a reporting change process.

We acknowledge that this study is subject to a number of caeedt, as we do not
investigate economic consequences of IFRS restatements, wenateined in our
conclusions about the accounting quality effects of IFRS. Anothetation is the
external validity of our findings, as only large listed companresirecluded in the
sample. However, if the results hold for large companies, whicmare likely to
install an optimal level of governance, it can be argued thatigawee will have an

impact on the quality of the restatement process in smaller companied.as wel
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Table 1: Sample Outline

Country Type Country No Observations
English 60
Ireland 3
UK 57
French 71
Belgium 1
France 36
Greece 1
Italy 8
Netherlands 11
Portugal 1
Spain 13
German 6
Germany 5
Switzerland 1
Scandinavian 15
Denmark 3
Finland 2
Norway 2
Sweden 8
Total 152

29



Table 2: Variable Definitions

Dependent var.

Definition

DISCL

EARLYADOP
DIFFACC

IDIFFACC|

= Disclosure measure equalling the number of restant items from a list of four (net
income of transition year, book value at the enghrefadoption year, book value at end of
transition year and operating cash flow of transityear) of which detailed IFRS restatement
information is provided; maximum score is 4. Arample is provided in Appendix B.

= Dummy variable taking the value of 1 for firmglgadopting IAS 39.

= |ACGersof/ITArrs©o) - IACGoo)l/ITAGEl, with ACGers calculated as restated
transition year net income (Mts@), before IAS 39, minus restated net cash flow from
operating activities (CFigks(o)-

= Absolute value of DIFFACC

Independent var.

CORPGOV

IPR

ANI
ABVE

ABS(ANI)
ABS(ABVE)
IMP(IAS39)
D_IMP(IAS39)
ABSIMP(IAS39)
LNMV
LNAGE

ROA

SLSGR
LEVERAGE
OWNDIFF

US GAAP
INDUSTRYD

= The corporate governance rating from Deminor iom flevel, based on a grid of 300
criteria; maximum score attainable is 40; see AppeA.

= Composite indicator measuring investor protectioncountry level. For measurement of
the composite indicators, see Appendix C for detall

= Net income of the transition year under IFRS rainet income under local GAAP, scaled
by market value.

= Book value of equity of the transition year untfeRS minus book value of equity under
local GAAP, scaled by market value.

= Absolute value oANI.

= Absolute value oABVE.

= The effect of IAS 39 on book value of equity rettransition year, scaled by market value.
= Dummy variable equal to 1 if firm has negativieef of IAS39 on book value of equity.

= Absolute value of SIZE (IAS 39).

= Ln(market value of equity at end of the transitj@ar in thousands of USD)

= Ln(transition year — year of foundation or incomgtion)}®

= Net income on total asséts

= Average growth in sales over last 5 years poadoption year

=1 — (book value of equity (local GAAP) / totakats)

= Percentage of shares not closely held by direciobig shareholders

=1 if company reported previously under US GAAP

= Set of industry dummy variables based on twot@¢C codes

'8 For more than half of the firms, the foundatiomyis available. If the date is missing, we use the
date of incorporation. If neither of these two available, we take the year the firm was available

Datastream.

19 Net income, book value of equity and total assetgyired to calculate ROA and LEVERAGE, are
local GAAP figures for the transition year.
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Table 3: Descriptive Statistics

Panel A shows descriptive statistics on all test @ontrol variables, defined in Table 2. Paneldssli
descriptive data of the four restatement qualityialdes (DISCL, EARLYADOP, DIFFACC and
IDIFFACC|) and two governance indicators (CORPGOM #PR) per country. For DISCL and
EARLYADOP, the mean figures are depicted. For trezr@al difference measures and the
restatement variables of net income and equity,ntbeeian figure is shown instead of the mean to
avoid the influence of outliers. Panel C providesadon the disclosure quality per item investigated
together with the number of firms per disclosurersc Panel D shows the percentage firms applying
IAS 39 early, depending on the impact firms experée on their equity value (BVE) and their
equity/debt ratio and significance levels of thBedence. Panel E depicts accrual properties dadlloc
GAAP earnings and IFRS earnings of the transitieary |ACGy)|/TA( is the absolute level of
accruals scaled by total assets. Accruals are mexhdy subtracting operating cash flows from net
earnings. Lower values of [AGEVTA( signify lower earnings discretion. Both mean anedian
values are shown, together with significance levelsthe difference.p(ACCy),CFQg) is the
correlation between signed accruals and operatisf flows, both scaled by current year total assets
Larger negative values p{ACC),CFQy) signify more earnings smoothing. Both ordinarg aank
correlations are measured, together with the sagmite of the difference.

Panel A:
N Mean Median MIN MAX Q1 Q3 STDEV
DISCL 152 3,82 4,00 0,00 5,00 3,00 5,00 1,14
EARLYADOP 152 0,44 0,00 0,00 1,00 0,00 1,00 0,50
DIFFACC 152 -0,0075 -0,0050 -0,1085 0,1877 -0,0164 0,0021 0,0280
IDIFFACC]| 152 0,0173 0,0105 0,0001 0,1877 0,0039 021% 0,0231
CORPGOV 152 25,47 24,99 12,99 35,96 20,50 31,75 05,6
ANI 152 0,0128 0,0069 -0,0565 0,1534 0,0004 0,0195 ,028
ABVE 152 -0,0193 -0,0043 -0,3891 0,1722 -0,0485 502 0,080
ABS(ANI) 152 0,0162 0,0088 0,0000 0,1534 0,0029 0,0206 ,024€
ABS(ABVE) 152 0,0532 0,0331 0,0001 0,3891 0,0127 0,0737 0,063
IMP(IAS39) 152 0,0013 0,0003 -0,1508 0,1299 -0,0067 0,0065 0,026
ABSIMP(IAS39) 152 0,0140 0,0066 0,0000 0,1508 001 0,0159 0,022
MV in '000$ 152 24064060 12013065 1432864 2094759@049500 23003870 33853667
AGE in years 152 62 55 1 261 17 102 47
ROA 152 0,0567 0,0459 -0,1172 0,3538 0,0278 0,08140,0596
SLSGR 152 9,2886 7,3500 -23,9000 98,0700 2,3050 8408, 13,6726
LEVERAGE 152 0,6668 0,6854 0,2173 1,2332 0,5605 8&Y¥7 0,1648
OWNDIFF 152 65,65 64,50 6,00 100,00 48,00 86,00 522,
US GAAP 152 0,04 0,00 0,00 1,00 0,00 0,00 0,20
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Panel B:

COUNTRY N DISCL EARLYADOP DIFFACC |DIFFACC]| ANI ABVE ABS(ANI) ABS(ABVE) | CORPGOV IPR
mean mean median median median median median medjan median country stat.
ENGLISH 60 4,00 0,25 -0,0134 0,0152 0,0095 -0,0073 0,0114 0,0348 32,07 100,00%

IRELAND 3 4,33 0,33 -0,0042 0,0151 0,0029 -0,0263 0,0029 0,0263 24,85 80,72%
UK 57 3,98 0,25 -0,0149 0,0159 0,0096 -0,0030 0,0131 0,0353 32,14 100,00%
FRENCH 71 3,94 0,58 -0,0041 0,0125 0,0077 -0,0164 0,0088 0,0344 21,31 100,00%
BELGIUM 1 2,00 1,00 0,0085 0,0085 -0,0063 -0,0595 0,0063 0,0595 18,72 59,16%
FRANCE 36 4,39 0,61 -0,0044 0,0095 0,0108 -0,0195 0,0125 0,0449 21,48 100,00%
GREECE 1 3,00 1,00 0,0068 0,0068 -0,0085 0,0240 0,0085 0,0240 18,52 62,62%
ITALY 8 3,88 0,50 0,0024 0,0075 0,0030 0,0130 0,0056 0,0359 20,55 80,72%
NETHERLANDS 11 4,18 0,27 -0,0085 0,0085 0,0091 -0,0154 0,0091 0,0248 24,52 100,00%
PORTUGAL 1 4,00 1,00 -0,0140 0,0140 0,0116 -0,0959 0,0116 0,0959 16,51 92,20%
SPAIN 13 2,77 0,69 -0,0031 0,0031 0,0011 -0,0094 0,0043 0,0336 19,98 85,30%
GERMAN 16 2,33 1,00 0,0092 0,0124 0,0040 0,0098 0,0082 0,0373 18,29 65,06%
GERMANY 5 2,80 1,00 0,0049 0,0049 0,0022 0,0050 0,0042 0,0294 19,37 50,60%
SWITZERLAND 1 0,00 1,00 0,0134 0,0134 0,0110 0,0156 0,0110 0,0156 16,11 79,52%
SCANDINAVIAN 15 3,07 0,33 -0,0037 0,0103 0,0054 0,0109 0,0054 0,0117 23,44 71,42%
DENMARK 3 2,33 0,33 -0,0002 0,0129 0,0210 -0,0075 0,0210 0,0639 17,50 77,05%
FINLAND 2 3,50 1,00 -0,0046 0,0046 0,0040 0,0158 0,0040 0,0158 23,06 85,30%
NORWAY 2 3,00 0,00 0,0003 0,0093 0,0134 0,0784 0,0134 0,0784 21,96 80,00%
SWEDEN 8 3,25 0,25 -0,0049 0,0078 0,0048 0,0095 0,0048 0,0095 24,37 71,42%

MEAN 10 3,20 0,60 -0,0018 0,0106 0,0061 -0,0041 0870 0,0374 21,83 81,11%

MEDIAN 3 3,25 0,58 -0,0037 0,0095 0,0054 -0,0030 0085 0,0344 21,31 80,72%

MIN 1 0,00 0,00 -0,0149 0,0031 -0,0085 -0,0959 PP0 0,0095 16,11 50,60%

MAX 57 4,39 1,00 0,0134 0,0252 0,0210 0,0784 0,0210 0,0959 32,14 100,00%




Panel C:

Proportion of Firms providing Disclosure Details

Restatement Item DISCL No Obs
0 3
1. Equity Value 2003 92,11% 1 3
2. Equity Value 2004 92,11% 2 13
3. Net Income 2004 84,21% 3 28
4. Total Revenues 2004 64,47% 4 58
5. Operating Cash Flow 2004 35,53% 5 47
Total 152
Panel D:
Neg Effect value Pos Effect Neg Eff value Pos Eff
BVE P BVE Equity/Debt P Equity/Debt
EARLY ADOP 22 (29%) 45 (57%) 22 (26%) 26 (63%)
0,001 0,000

LATE ADOP 51 (71%) 34 (43%) 64 (74%) 15 (27%)
TOTAL 73 (100%) 79 (100%) 86 (100%) 41 (100%)
Panel E:

Accrual Properties under IFRS and Local GAAP

No Obs Local GAAP p-value (1-sided) IFRS
|ACCo)l/|I TA) |ACCo)l/[TAw)
Median 152 0,056 0,027 0,048
Mean 148 0,067 0,038 0,059
p(ACCg),CFOg) p(ACC),CFOg)
Rank Corr 152 -0,589 0,130 -0,505
Pearson Corr 149 -0,596 0,190 -0,535




Table4: Correlations

Ordinary (Pearson) correlations are shown in theeupight triangle with corresponding significarlegels. Rank (Spearman) correlations are showherdwer
left triangle of the table. All variables are defthin Table 2.

piscL SR piFFace IADC|:FCF| CORPGOV PR ABSAN) AAB?/SE) iy Nage 9N siser MYER Roa uscaap
DISCL 1,000 -0,078 -0,018 0,043 0,376  0,40%** 0,016 003 0,147* 0,021 0,131 -0,078  0,187** -0,091 -0,056
EARLYADOP 0,025 1,000 0,046 0,003 -0,223%% 0, 23% 0,026 0,148+ 0,029 0,006 0,107 0,114 0,070 -0,093 0,160*
DIFFACC 0,008 0,113 1,000 0,034 -0,316%*  -0,169*  -0,152* -0,029 -0,119 0,028 -0,027  -0,046 0,016 -0,24** 0GB
[DIFFACC| -0,049 -0,010 -0,463**+ 1,000 0,165** 0,081 0,294* 0,087 0,194**  -0,145* 0,119 -0,053 0,050 -0,147* -0,091
CORPGOV 0,359 .0, 22%*  .0,339%*  (,241%* 1,000 0,53%*+ 0,125 -0,040 0,043 -0,158**  0,135* 0,031 -0,034 ano  -0,147*
IPR 0,418** .0,182*  -0,278**  0,148* 0,495%+ 1,000 0163* -0,030 0,088 0,006 0,087 0,019 0,021 0,007 0,329%**
ABS(ANI) -0,003 -0,090 -0,166**  0,297** 0,005 0,193* 1,000 0,329** 0,100 -0,003 0,023 -0,032 0,038 -0,31** .0,101
ABS(ABVE) 0,020 -0,101 0,051 0,038 -0,039 0,071 0,394%*+* D00 -0,084 -0,065 -0,066 0,003  0,209%* -0,22%*  -09
LNMV 0,137* 0,076 -0,109 0,071 0,039 0,086 -0,017 -0,073 1,000 -0,034 0,046 0,073  -0,151*  0,176* -0,007
LNAGE 0,069 0,029 0,132 -0,143* -0,137* -0,047 -0,049 110, -0,024 1,000 0,071 -0,241 0,041 0,083 -0,048
OWNDIFF 0,150* 0,118 -0,041 0,171* 0,163** 0,108 0,030 081 0,031 0,060 1,000 -0,163** 0,084 -0,133* 0,023
SLSGR -0,119 0,150* 0,011 -0,018 -0,062 -0,090 -0,066 11, 0,110 -0,20%+  .0,111 1,000 -0,123 0,116 -0,029
LEVERAGE  (,154* 0,051 -0,024 0,112 -0,092 0,042 0,158*  0*#53 -0,137* 0,053 0,070 -0,052 1,000 -0,31%** 0,013
ROA -0,063 -0,118 -0,103 0,010 0,148* -0,018  -0,332**:0,340** 0,269** 0,061 -0,083 0,081 -0,360**  1(D 0,014
USGAAP -0,002  0,160*  0,167* -0,122 -0,162%  -0,24%*  _QA3* 0,024 -0,053 -0,029 0,022 -0,024 0,011 -0,007 1,000




Table5: Earnings Management Activity per Corporate Governance Category

Panel A shows the number of firms scoring 0, 13,24 or 5 on DISCL subdivided per corporate
governance class. The significance of the Pearsoh dfatistic shows how these frequencies differ
across governance classes. Panel B shows the nwhlfiems scoring 0 or 1 on EARLYADOP
subdivided per corporate governance class. Théfisigmce of the Pearson Chi? statistic shows how
these frequencies differ dependent on the govemelass. Panel C shows univariate results for four
groups of firms, categorized by their corporateeggoance rating: category 0 (3) contains the worst
(best) governance firms. Median figures of DIFFA@&I |DIFFACC]| (for definition see Table 2) are
shown, together with the significance levels (ledid-values) of all mutual differences the four
categories, measured respectively with a Rank $sin t

ClLO Cl1 Cl. 2 Cl. 3
(n=38) (n=38) (n=38) (n=38)
Mean CORPGOV 17,9 21,43 26,81 32,5
1. DISCL (#)
DISCL=0 3 0 0 0
DISCL=1 1 1 1 0
DISCL=2 6 4 3 0
DISCL=3 11 9 5 3
DISCL=4 11 14 13 20
DISCL=5 6 10 16 15
SUM 38 38 38 38
Chi-square = 30,10
p-value = 0,012
2. EARLYADORP (#)
EARLYADOP=0 16 19 22 28
EARLYADOP=1 22 19 16 10
SUM 38 38 38 38
Chi-square = 8,41
p-value = 0,038
3a. DIFFACC (MEDIAN) -0,0006 -0,0045 -0,0084 -0,0161
Rank Sum Test
p-values (0-1-2-3) 0,05 0,08 0,13
p-value (0-2) 0,00
p-value (1-3) 0,01
p-value (0-3) 0,00
3b. |IDIFFACC| (MEDIAN) 0,0080 0,0092 0,0110 0,0161
Rank Sum Test
p-values (0-1-2-3) 0,12 0,27 0,11
p-value (0-2) 0,05
p-value (1-3) 0,03
p-value (0-3) 0,00




Table 6: Regression Analysis of Disclosure Quality

This table presents coefficients and p-values téfic) from regression model (2) with DISCL as
dependent variable. The test variable CORPGOV, uredshy the governance rating is entered in the
second model. It is entered in the third modelhaspredicted value of the first stage regressign (5
All variables are defined in Table 2.

Variable pred. sign DISCL DISCL DISCL
1 2 3
2-SLS
CORPGOV + 0,052 0,079
0,014 0,002
IPR + 4,126 3,263
0,000 0,000
ABS(ANI) + -4,530 -6,002 -3,265
0,291 0,157 0,473
ABS(ABVE) + -1,395 -1,559 -1,770
0,378 0,314 0,298
LNMV + 0,269 0,248 0,289
0,029 0,040 0,028
LNAGE + -0,024 0,028 -0,001
0,783 0,755 0,988
ROA ?/+ -1,160 -2,147 -2,073
0,524 0,240 0,292
SLSGR ? -0,010 -0,008 -0,008
0,198 0,328 0,338
LEVERAGE 2+ 0,853 1,026 1,365
0,199 0,116 0,056
OWNDIFF + 0,004 0,000 0,002
0,282 0,934 0,653
USGAAP ?/+ 0,169 0,032 -0,565
0,735 0,949 0,259
Constant ? -4,158 -4,680 -3,113
0,050 0,025 0,168
INDUSTRYD Incl. Incl. Incl.
R2 0,474 0,504 0,404
Adjusted R2 0,251 0,286 0,151
No Obs 152 152 152




Table 7: Logistic Regression Analysisof Early Adoption of |AS39

This table lists coefficients and p-values (inig@glfrom the logistic regression model (3) with
EARLYADOP as dependent variable in each case. st dpecification is a control model. In the
second specification, the signed impact of IAS 39bmok value of equity of the transition year
(IMP(IAS39)) is included. In the third specificatipa dummy variable measuring the 1AS 39 impact
(D_IMP(IAS39)) is included together with an intetiao dummy variable between CORPGOV and
D_IMP(IAS39). IMP(IAS39) is dropped from the modmhd replaced by its absolute value (ABS
SIZE 39). CORPGOV is entered in the fourth modehaspredicted value of the first stage regression
(5). All variables are defined in Table 2.

Variable F;r,gg EARLYADOP EARLYADOP EARLYADOP EARLYADOP
1 2 3 4
2-SLS
CORPGOV +/? -0,069 -0,162 -0,204
0,086 0,006 0,002
IMP(IAS39) + 24,461 25,856
0,012 0,010
D_IMP(IAS39) - -6,602 -6,811
0,001 0,002
D_IMP(IAS39)*CORPGOV  + 0,205 0,214
0,008 0,013
ABSIMP(IAS39) + 13,943 11,131
0,184 0,271
IPR ? -3,053 -1,632 -1,920
0,069 0,359 0,324
ABS(ANI) - 8,961 11,225 14,734 13,154
0,321 0,222 0,118 0,165
ABS(ABVE) - -10,716 -10,013 -10,637 -9,354
0,017 0,019 0,021 0,049
LNMV + 0,141 0,156 0,171 0,192
0,497 0,452 0,434 0,380
LNAGE ? -0,070 -0,105 -0,120 -0,127
0,677 0,546 0,518 0,486
ROA ? -3,347 -3,760 -2,701 -2,224
0,360 0,286 0,451 0,515
SLSGR ? 0,018 0,021 0,003 0,028
0,226 0,167 0,110 0,068
LEVERAGE ? 1,052 0,824 0,815 0,581
0,367 0,476 0,527 0,644
OWNDIFF + 0,013 0,017 0,022 0,019
0,121 0,062 0,024 0,044
USGAAP + 1,353 1,288 1,709 2,005
0,258 0,280 0,189 0,123
Constant ? -0,837 -0,498 3,056 1,171
0,826 0,897 0,474 0,779
McFadden R? 0,145 0,154 0,230 0,214
No Obs 152 152 152 152




Table 8: Regression Analysis of Earnings Management Activity
Panel A and Panel B of this table present coeffisi@nd p-values (in italic) from regression mo@glwith DIFFACC andDIFFACC|as dependent variables,
respectively. The test variable CORPGOV, measuyetthdd governance rating is entered in the secorikeintt is entered in the third model as the priedic/alue
of the first stage regression (1). All variables defined in Table 2.

Panel A: Panel B:
Variable pred. sign DIFFACC DIFFACC DIFFACC Variable pred. sign |[DIFF ACC| |DIFF ACC| |DIFFACC]|
la 2a 3a 1b 2b 3b
2-SLS 2-SLS
CORPGOV - -0,001 0,002 CORPGOV + 0,001 0,001
0,002 0,000 0,035 0,001
IPR - -0,039 -0,016 IPR + 0,017 0,004
0,010 0,337 0,174 0,793
ACC (PREADOP) + 0,010 0,007 0,005 ACC (PREADOP) - 0,001 0,000 0,002
0,691 0,777 0,828 0,956 0,985 0,914
LNMV - 0,000 -0,001 -0,001 LNMV + 0,006 0,006 0,006
0,891 0,639 0,631 0,001 0,001 0,000
ROA ? -0,078 -0,057 -0,052 ROA ? -0,014 -0,024 28,0
0,015 0,072 0,094 0,592 0,365 0,279
SLSGR ? 0,002 0,000 0,000 SLSGR ? 0,000 0,000 0,000
0,101 0,073 0,069 0,513 0,591 0,625
OWNDIFF - 0,000 0,000 0,000 OWNDIFF + 0,000 0,000 ,000
0,875 0,700 0,886 0,213 0,376 0,233
US GAAP ? 0,004 0,005 0,008 US GAAP ? -0,007 -0,008  -0,007
0,709 0,570 0,382 0,373 0,311 0,324
Constant ? 0,036 0,048 0,047 Constant ? -0,099 030,1 -0,112
0,311 0,157 0,166 0,001 0,001 0,000
R2 0,108 0,169 0,153 R2 0,120 0,147 0,171
Adjusted R2 0,064 0,122 0,111 Adjusted R2 0,076 0,099 0,131
No Obs 150 150 150 No Obs 150 150 150




Table 9: Regression Analysisof Overall Restatement Quality (QRIFRYS)

This table presents coefficients and p-valuestéiic) from the following tobit regression model:
QRIFRS=a + SLCORPGOM S,IPR + GNIREST+ 5, BVEREST S LNMYV +
B,LNAGE+ B ROA+ B SLSGRr S LEVERAGE S OWNDIFFH S USGAAR-¢

QRIFRS is the dependent variable, defined in Appefd The test variable CORPGOV, measured
by the governance rating is entered in the secomdieinlt is entered in the third specification ks t
predicted value of the first stage regressionA8)variables are defined in Table 2.

Variable pred. sign QRIFRS QRIFRS QRIFRS

1 2 3
2-SLS
CORPGOV + 0,003 0,003
0,020 0,009
IPR + 0,165 0,106
0,002 0,075
NIREST + 0,242 0,160 0,267
0,417 0,588 0,375
BVEREST + -0,229 -0,230 -0,238
0,034 0,031 0,030
LNMV + 0,021 0,023 0,024
0,003 0,001 0,001
LNAGE 20+ -0,002 0,001 0,000
0,729 0,890 0,975
ROA 20+ -0,209 -0,267 -0,251
0,078 0,025 0,038
SLSGR ?/+ 0,000 0,000 0,000
0,883 0,867 0,901
LEVERAGE 20+ 0,061 0,066 0,078
0,130 0,095 0,053
OWNDIFF + 0,005 0,003 0,000
0,095 0,214 0,110
USGAAP ?2/+ 0,056 0,051 0,029
0,099 0,134 0,375
Constant ? 0,275 0,227 0,278
0,037 0,084 0,039
R2 0,206 0,233 0,190
Adjusted R2 0,143 0,167 0,127
No Obs 152 152 152




Table 10: Regression Analysiswith Full Sample

Panel A presents coefficients and p-values (iricitafom regression model (2) with DISCL as
dependent variable. DISCL is in this case a scoreddnstead of 5. Disclosure on sales is not
considered because of the presence of financiapaaies. The test variable CORPGOV, measured
by the governance rating is entered in the firsdeholt is entered in the second model as the
predicted value of the first stage regression @).variables are defined in Table 2. Panel B lists
coefficients and p-values (in italic) from the Istit regression model (3) with EARLYADOP as
dependent variable in each specification. In th&t pecification, a dummy variable measuring the
IAS 39 impact (D_IMP(IAS39)) is included togetheithwan interaction dummy variable between
CORPGOV and D_IMP(IAS39). IMP(IAS39) is droppedrfrathe model and replaced by its absolute
value (ABS SIZE 39). CORPGOV is entered in the sdcmodel as the predicted value of the first
stage regression (5). The sample that is considarbdth Panel A and B contains 223 observations,
including 71 financial and insurance companies.valiables are defined in Table 2.

Panel A:
Variable pred. sign  DISCL DISCL
1 2
2-SLS
CORPGOV + 0,061 0,062
0,000 0,001
IPR + 1,174
0,098
ABS(ANI) + 2,163 3,756
0,531 0,293
ABS(ABVE) + 0,532 0,230
0,638 0,845
LNMV + 0,127 0,169
0,165 0,074
LNAGE + 0,063 0,035
0,371 0,641
LOSS ? -0,263 -0,331
0,421 0,331
MTBV 2+ -0,003 -0,003
0,806 0,813
OWNDIFF + 0,002 0,004
0,494 0,246
USGAAP 2+ -0,147 -0,283
0,735 0,517
Constant ? -1,964 -1,467
0,215 0,364
INDUSTRYD Incl Incl
R2 0,380 0,324
Adjusted R? 0,191 0,123
No Obs 223 223




Panel B:

Variable pred. sign EARLYADOP EARLYADOP
1 2
2-SLS
CORPGOV ? -0,107 -0,123
0,010 0,007
D_IMP(IAS39) - -5,887 -4,550
0,000 0,005
D_IMP(IAS39)*CORPGOV + 0,173 0,121
0,003 0,057
ABSIMP(IAS39) + 9,635 8,388
0,037 0,058
IPR ? -0,122
0,934
ABS(ABVE) - -6,936 -5,561
0,031 0,078
LNMV + -0,103 -0,018
0,566 0,920
LNAGE ? -0,243 -0,294
0,096 0,047
LOSS ? 0,737 0,606
0,249 0,337
MTBV ? -0,172 -0,163
0,039 0,057
OWNDIFF + 0,025 0,023
0,001 0,002
USGAAP + 1,017 0,726
0,334 0,464
Constant ? 4,515 3,693
0,177 0,252
McFadden Rz 0,219 0,205
No Obs 223 223
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APPENDIX A: Details on Corporate Governance Ratings

1. RIGHTS AND DUTIES OF SHAREHOLDERS
a. Treatment of the ‘one share — one vote — oridetid’ principle
i. Respect/violation of the ‘One Share — One Vpt#iciple
ii. Respect/violation of the ‘One Share — One Déwvid’ principle
b. Voting issues
i. Range of issues that are obligatorily submitiedhe General Meeting
ii. Quorum and majority requirements
iii. Percentage of Board members elected by theeGeMeeting
c. Shareholder proposals and derivative action
i. Shareholder proposals
ii. Derivative actions
iii. Derivative action for damages
iv. Action for annulment
d. Voting procedures and methods
i. Legal timing for the convening of an Annual Geh®deeting
ii. AGM admission formalities
iii. Postal and Internet voting
iv. Proxy voting
v. Confidential voting
vi. Voting methods at the General Meeting
vii. Follow-up of the General Meeting
e. Attendance rate
f. Maintenance of pre-emptive rights of existingusholders

2. RANGE OF TAKE-OVER DEFENCES

a. Presence of structural take-over defences
i. Capital structure
ii. Board Insulation
iii. Voting right distortions
iv. Ownership right distortions

b. Presence of capital take-over defences
i. Share repurchase
ii. Authorised capital

c. Presence of other take-over defences



3. DISCLOSURE ON CORPORATE GOVERNANCE
a. Disclosure on general information
i. Availability and language of documents
ii. Accounting standards
iii. Compliance with a Code of Best Practice
iv. Auditors’ mandates
v. Political and charitable information
vi. Environmental information
b. Information on the company’s capital and shaledrostructure
c. Information on the company board
i. Composition and functioning of the Board
ii. Remuneration of the Board
d. Information on the company’s committees

e. Information on stock options

4. BOARD STRUCTURE AND FUNCTIONING

a. Election of the members of the company’s bodies
i. General description
ii. Election of Company directors
iii. Age limitation
iv. Size of the Board

b. Composition of the company board
i. Number of Executive Directors
ii. Independent Directors
iii. Diversity
iv. Separation of CEO and Chairman

c¢. Functioning of the board
i. Workings of the Board
ii. Internal conduct

d. Remuneration of the company’s bodies
i. Remuneration of Board Members
ii. Remuneration of Executive Directors for thexeeutive functions
iii. Stock Option Plans

e. Committees of the board



APPENDI X B: Restatement information disclosed by Grupo Ferrovial

1. Restatement of Book Value of Equity in YO
a. Equity at 1 January 2004

Thousand euro

Equity at 1 January 2004 according to accounting principles and
standards generally accepted in Spain in force at that date(*)
Impact of the transition to IFRS:

Mo capitalisation of finance expenses for toll highways

Depreciation of toll highways

Reclassification of treasury shares

Fair value derivatives

Provision for pensions

Orther
Total impact on equity

Equity at 1 January 2004 under IFRS
Minority shareholders

Total equity at 1 January 2004 under IFRS
(*) Obtained fram the consclidatad financial statements at 31 December 2003 prepared in accardance with accounting principles and standards applicable in Spain.

2. Restatement of Net Income
b. Profit and loss account for 2004

1,753,943

-282 7936
52,241
-14,749

3,91
-25,085
7478
-390,698

1,363,245

456,381

1,829,526

The main differences in the profit and loss account for 2004 deriving from the application of international financial reporting standards

are summarised below:

Thousand euro

Profit for 2004 accarding to accounting principles and standards
generally accepted in Spain in force at that date (*)
Impact of transition to IFRS:
Mo capitalisation of finance expenses on toll highways
Mo amortisation of goodwill
Cepreciation of toll highways
Start-up expenses
Financial lease agreements
Results obtained on listing of Cintra, S.A on stock market
Results from disposal of treasury shares
Fair value derivatives
Exchange rate differences
Orther
Total impact of profitdloss) for year
2004 profit according to IFRS
{* Obtzined fram the corsclidated financial statements 2t 31 Decamber 2004 prepared in accardance with accounting principles and standards applicablz in Spain.

3. Restatement of Book Value of Equity in Y1
c. Equity at 31 December 2004

554,841

78,930
57,302
13,224
2,612
203
26,230
9581
5,204
8415
398
-28,289

528,552

Thousand euro

Equity at 1 January 2004 according to accounting principles and

standards generally accepted in Spain in force at that date(*) 2,253,119

Impact of transition to IFRS:

Adjustments to opening equity -370,698
Adjustments to profit/{loss) for year -28,269
Results from disposal of treasury shares 2,561
Reclassification of treasury shares 11,87%
Results obtained on listing of Cintra, S.A. on stock market -18,471
Fair value derivatives 1,104
Total impact on equity -414,914
Equity at 31 December 2004 according to IFRS 1,838,205
Minarity sharshaolders &£80,196
Total equity at 31 December 2004 according to IFRS 2,518,401

{*1 Obtained from the consclidated financial statements at 31 December 2004 prepared in accardance with accounting principles and standards applicabls in Spain.
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APPENDIX C: Measurement of Overall Restatement Quality (QRIFRS) and
Investor Protection Rights (IPR)

In this appendix, we construct composite indicatorsapture overall restatement quality (QRIFRS)
and investor protection rights at the country Ig¥ER). QRIFRS contains information from the four
single indicators of the restatement process whiegh consider in this study, namely DISCL,
EARLYADOP, DIFFACC andDIFFACC] IPR is a composite indicator that bundles infafarafrom
four institutional variables identified by La Por& al. (2006). These four indicators are ADR,
DIS_REQ, LIT_STD and PUB_ENF and are defined, respely, as follows: an anti-director rights
index based on the presence of six elements ofiar@rotection in a country’s corporate legislatio
a disclosure index measuring the extent to whidctldsure of information is required for firms
issuing securities, a litigation index measuring lilability standard for investors to recover dasmg
when there has been a disclosure of false or inteisnpformation in the issuance of securities, and
public enforcement index measuring the protectiwestors enjoy by the regulatory securities bodies

in a country.

In this procedure, we construct one restatemenitguadicator for each individual firm (QRIFRS),
capturing information from four single indicatorkthe restatement process (DISCL, EARLYADOP,
DIFFACC and |DIFFACC). These ‘benefit-of-the-doubt’ composite indicatcallow for flexible
weighting, and so they do not require identifyihg tveight (or ‘importance’) of each single indiaato
a priori. When a firm performs better in a particular disien of the restatement process, then that
dimension gets a relatively higher weight in th@stouction method; the underlying intuition is that
better relative performance indicates higher potidgrity. This is an attractive feature in thisntext,
since it is generally difficult to defina priori the relative importance of alternative measures of
restatement quality for individual firms. Next, ¢hinethodology also allows us to restrict weightd th
are attached to certain indicators. Finally, on phactical level, the composite indicators are Igasi

computed by means of linear programming.

Yi; (=1,2,3) is the value for each single indicajdior each firmi. In a first step, we scale the
indicators between 0 and 1, with 1 indicating tth&t best quality in the sample. To keep the natatio
simple, we usey;; for the normalized indicators in what follows. Sehuently, we construct a

composite indicator as a weighted sum after agsigaiweighw;; to eachy;;, which yields
3
D WY 2).
j=1

These indicators benchmark each evaluated firmnagdhe firm k with the highest restatement
quality. In that construction, this is the one datiteg the largest sum value (1 or 100%) when using

the weights of the evaluated firm i. This obtaims telative composite indicator
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3
D WY
=1

3

D WY

=1

(2).

max
yi K studiedcountrieg

So far, we have assumed that the weighfsire givera priori. In practice, however, we typically do
not know these weight#A\s mentioned before, the ‘benefit-of-the-doubt’ hwat attaches, for each
evaluated firm, a higher weight to those restaténaspects in which the firm performs relatively
better. In terms of (2), this boils down to chogsthose weights that maximize the corresponding

ratio, which gives

3
Z\Ni,jyi,j
QRIFRS = max = (3).

3

W,

" max s}ZW,YJ.kaj
j=1

yi{ studiedcountrie

This clearly reflects the benefit-of-the-doubt idbat underlies the aggregation methodology: fer th
evaluated firm I, the method chooses those ‘mogbueable’ weights that maximize the relative
composite indicator value. The resulting indicatalue captures the aggregate restatement quality of
the firm i. By construction, the value lies betwd®n and 100%; higher values indicate better overall

quality.

However, when constructing composite indicatorsQ&lFRS, we encounter a humber of problems.
First, at the practical level, if weights on DISGInd EARLYADOP were not to be restricted,
companies with a maximum disclosure score or adgptAS39 early would all receive a score of
100% (as all the weight would go to that indicatbtpwever, these firms may still differ from each
other in terms of restatement quality because fiér@int earnings management activity. Second, in
the current context, we posit that the disclosurality and 1AS39 adoption are, arguably, of lower
relevance to investors than the earnings manageanginity in assessing IFRS restatement quality.
The primary reason the European authorities hachimd when deciding to make IFRS mandatory
across Europe was to lower the firms’ cost of @phrough the reporting of higher quality earnings
Therefore, we argue that the earnings quality &ffe€IFRS adoption is the most important aspect of

restatement quality and is subsequently provided thie biggest weight.

Therefore, we restrict weights in computing QRIFIRShe following manner. Weights attached to
DISCL and EARLYADOP are not allowed to exceed theights belonging to DIFFACC and
IDIFFACC| for each individual firm. Applying weight resttions resolves the above-mentioned
problems, as priority is given to DIFFACC ajmlFFACC|. Afirm scoring ‘1’ on EARLYADOP does

not automatically receive a maximum score. Not gisieight restrictions does not alter our
conclusions but we believe in this case the ovesadlre is a less accurate measure of restatement

quality.
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