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Chapter 1

Introduction

1.1 Overview

The financial transactions and overall performance of a business entity over a given
period are condensed in the form of a financial report. This provides a medium for
communicating vital financial information to stakeholders like existing or potential
investors, creditors, lenders, customers, regulators and the public. To ensure
consistency and uniformity in the manner in which the financial reports are
interpreted and comprehended, it is essential to follow a common accounting
language. Therefore, it is mandatory for business entities in each economy to follow
financial reporting standards, which outline the principles based on which business
events and transactions are to be recorded and presented. Corporates in different
jurisdictions (countries) have been following their locally-framed reporting standards
known as the Generally Accepted Accounting Principles (GAAP). The GAAP are a
combination of commonly practiced and accepted accounting concepts, conventions,
policies and procedures set by policy makers. They facilitate informed decision-
making among the users of the financial reports by ensuring inter-firm comparisons.
With the emergence of globalisation, firms were no longer confined to their countries
of origin but crossed borders with their products and services. International cross-
listing of companies became a common practice. Therefore, the need was felt to make
financial reports comparable, not only between firms within the same country, but
across jurisdictions.

The process of creating standards with worldwide acceptance began in 1973, when

professional accounting bodies from Australia, Canada, France, Germany, Japan,
1



Mexico, Netherlands, United Kingdom, Ireland and the United States formed the
International Accounting Standards Committee (IASC).! By 1990, the IASC had
issued a set of 31 International Accounting Standards (IAS). A decade later, the
International Financial Reporting Standards (IFRS) foundation was formed in 2000,
as a non-profit organisation aimed at issuing globally accepted accounting standards
which are characterised by high quality and enhanced comparability. The IASC was
restructured into the International Accounting Standards Board (IASB) under the
IFRS foundation and the IAS were now reformed into the IFRS. In 2002, the
European Union (EU) was the first to enact a law requiring all listed companies in its
member-countries to follow the IFRS accounting standards from 2005. According to
the IFRS foundation, as of September 2023, the IFRS accounting standards are

required for all or most domestic listed companies in 147 jurisdictions.?

Countries have introduced the IFRS accounting standards into their own accounting
regimes through either of the two modes — adoption mode or convergence mode.
Under the adoption mode, countries implement the IFRS in totality, just as they are
issued by the IASB and without any modifications. However, for countries whose
domestic standards are already informative in the current form, a letter-perfect
adoption of the IFRS may not be the best option (Byard et al., 2011). Countries like
China, Indonesia and India® apply the national standards which are substantially
converged with the IFRS accounting standards. The convergence mode, involves
finding a common ground between the IFRS and the local standards. A country’s
local accounting standard setter works with the 1ASB to develop high quality
accounting standards by merging the local standards with the IFRS and at times
deviating from the originally framed IFRS. Therefore, while adoption of IFRS
removes the accounting differences, the convergence mode focuses only on the major

difference between the local standards and the IFRS (Lin et al., 2019).
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Once a jurisdiction has either adopted IFRS or converged them with existing
standards, the respective governing authorities may either mandate the applicability
of the new standards or allow voluntary use by its registered companies. VVoluntary
use of the IFRS is commonly seen in firms which are cross-listed on international
stock exchanges or engaged in foreign trade. Firms opting for voluntary adoption of
IFRS have higher incentives of reporting better quality accounting information as
observed by Barth et al., (2013); Gu, (2021) and Lakhal & Dedaj, (2020) since it is a
deliberate choice to report under IFRS (Capkun et al., 2016; Christensen et al., 2015;
Soderstrom & Sun, 2007). Therefore, the findings for voluntary adopters cannot be
generalised in the context of mandatory adopters. According to Ahmed et al., (2013)
mandatory IFRS adoption will yield higher quality accounting information only when
the IFRS are comparatively of a much higher quality than the local GAAP and are
appropriately enforced. The same is observed in studies by Cadot et al., (2021); Eng
et al., (2019); Hasan et al., (2022); Kouki, (2018b); Sassi & Damak-Ayadi, (2023)
and Viana et al., (2022).

Irrespective of the mode of implementation or the applicability, the IFRS were
introduced with the expectations of improved comparability and transparency of
financial statements, harmonising the accounting language and reducing information
costs. However, to ultimately attain these intended benefits, IFRS implementation
must first lead to improvement in financial reporting quality (Pascan, 2015). In a
preliminary study of the IAS impacts, Hung & Subramanyam, (2007) stated that
“while IAS adoption might lead to indirect economic consequences such as higher
market liquidity or lower cost of capital, the only direct effects of adopting 1AS are
changed financial statements”. Therefore, investigating the impacts of globally
acceptable standards on the financial reporting quality of adopter-firms becomes

imperative in providing insights into the real benefits of the transition to IFRS.
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The present study is focused on the changes in financial reporting quality among
Indian listed firms resulting from their transition from the Indian GAAP to the IFRS-
converged Indian Accounting Standards (IndAS). The world-wide literature on the
consequences of IFRS implementation on the quality of financial information is vast
and diverse. The findings observed in the existing studies also differ from one
jurisdiction to another. As discussed above, the observed outcomes from the complete
adoption of IFRS cannot be generalised for the economies following the convergence
approach. Similarly, it cannot be inferred that the IFRS implications in case of
mandatory implementation will be the same as those observed for voluntary adoption.
The current study therefore undertakes an inquiry into the potential effects of the
mandatory implementation of IFRS-converged standards on the financial reports of
Indian listed firms. India provides the perfect backdrop for this study due to the
following motivations. Firstly, India has made its mark as one of the fastest growing
economies in the world despite being met by several challenges in the past two
decades.* The country is home to over 5000 listed companies which are diverse in
terms of their sizes, ownership patterns, growth rates, operations and other
characteristics. With an aggregate market capitalisation of listed companies valued at
$3.6 trillion as of 2022, India ranks third after the United States of America (USA)
and China.® Secondly, unlike the popular mode of adopting IFRS in totality, the
Indian standard setters have chosen the convergence mode of implementing the IFRS.
This sparks curiosity about the differential impacts that may emerge from the process.
Lastly, the corporate laws in India have undergone major transformations with new
rules and guidelines governing disclosure requirements, corporate governance and
other reporting processes. As India mandated the use of the IFRS-converged IndAS
for all listed firms from the financial year 2017-18, the need arose to understand how
this transition affected the financial reporting quality through indicators like value

relevance and earnings management. Moreover, instead of viewing the said impact
4



in isolation, the present study also explores the potential role that corporate
governance frameworks within firms may play in determining the quality of financial

information.

The remainder of this chapter is organised as follows: Section 1.2 provides the
background on the financial reporting and corporate governance frameworks in India
and their evolution over the years. It also includes a brief description of the theories
upon which the current study is founded. The concepts and constructs that are central
to the study are operationalised in Section 1.3. The research questions and objectives
derived from the relevant literature are briefly outlined in Section 1.4 followed by the
contribution of the study in Section 1.5 and the chapter scheme of the thesis in Section
1.6.

1.2 Background

The motivation and methodology of the present study may be better interpreted in the
context of the background detailed in this section. IFRS convergence and corporate
governance are the major phenomena being considered for the study. In view of the
same, it becomes necessary to understand the chronology of their emergence and the

role of various governing bodies in developing them.

1.2.1 Financial reporting in India

The functioning of businesses in India is regulated by the laws and rules framed by
the Ministry of Corporate Affairs (MCA). The primary function of this government
body is to administer the relevant laws applicable to companies such as the
Companies Act 2013, the Competition (Amendment) Act 2023 and other allied laws
and to monitor their compliance. Other forms of business organisations are also
regulated through laws pertaining to partnerships, limited liability partnerships and

5



societies among others. Under the Companies Act 1956, the Government of India
created the National Advisory Committee on Accounting Standards (NACAS) to
advise the government and to oversee the compliance of accounting and auditing
standards by different classes of business organisations. Later in 2013, with the
amendment of the Companies Act, the committee was replaced by the National
Financial Reporting Authority (NFRA) which was given regulatory powers which
were absent in the case of NACAS.

In addition to enacting laws, the MCA indirectly regulates the financial reporting
scene by exercising supervision over professional bodies like the Institute of
Chartered Accountants of India (ICAI). The ICAI is the premier accounting standard-
setting body in India constituted under an Act of the Indian Parliament. The process
of aligning the Indian standards with the IFRS was initiated by the ICAI as early as
2006. This initiative was accepted by the Government of India which decided to
follow the convergence mode instead of adoption. In the convergence process, the
items and standards adopted from the IFRS are known as carve-ins while the
deviations from the original IFRS are referred to as carve-outs. The changes are
incorporated in view of the differences in accounting principles and the economic,
socio-cultural and legal environments prevalent in the Indian context. Thus, the
IFRS-converged IndAS were created. The implementation of the new standards was
initially expected to be complete by 2011 but suffered from procedural delays.
Eventually, in February 2015, the roadmap for the implementation of the IndAS for
non-financial companies was revised and issued by the MCA.

The use of the IndAS was allowed on a voluntary basis from April 1%, 2015 which
implied that companies could voluntarily prepare their financial reports under the

IndAS for the financial year 2015-16 ending on 31 March 2016. In the next year of
6



the transition, the use of the IndAS was based on networth thresholds of the
companies. Companies other than banking, insurance and Non-banking Financial
Companies (NBFC) — whether listed or not — with a networth of Rs. 500 crores and
above along with their parent, subsidiary, associate companies or joint ventures were
to apply the IndAS from financial year 2016-17. The second phase of the
implementation required all listed firms which were not covered under Phase | to
present their reports under IndAS from 2017-18, irrespective of their networth. The
phase also included unlisted companies with networth above Rs. 250 crores. NBFCs
began following the IndAS in two phases, based on their networth, from financial
year 2018-19. However, the Reserve Bank of India (RBI) and the Insurance
Regulatory and Development Authority of India (IRDAI) have deferred the
application of the IndAS for banking and insurance companies, respectively, until
further notice. The use of IndAS is required for preparing financial reports in all
subsequent years once they are implemented by a company. Besides the MCA and
the ICAI, the Securities and Exchange Board of India (SEBI) is an apex authority
which regulates the listed firms and ensures compliance with regulations including
those concerned with financial reporting. The present study therefore focuses on non-
financial Indian listed companies as a sample as they are mandatorily required to
follow the IFRS-converged IndAS in the preparation and presentation of their

financial information.

1.2.2 Corporate governance in India

Corporate governance mechanisms are a set of systems and principles which govern
the management of a company while protecting the interests of all stakeholders. They
aims to strike a balance between the goals of the business and the society at large.
Since 1998, the Confederation of Indian Industries (CII) followed by various

committees (Kumar Mangalam Birla Committee, Naresh Chandra Committee and
7



the N. R. Narayan Murthy Committee) have upgrade the governance codes in India.
The regulatory and organisational framework for corporate governance in India
mainly comprises of the MCA and SEBI. The MCA through its corporate rules and
regulations and especially through the amended Companies Act 2013, lays down the
corporate governance provisions mandatory for companies registered under it.
Additionally, listed companies are governed by SEBI and are required to follow
governance mechanisms as stated in listing agreements. Listing agreements were
required for companies for different stock exchanges in India in which a provision
known as Clause 49 outlined the mandatory corporate governance rules to be

followed by the listed firms.

The most crucial amendment in Clause 49 came into effect from October 2014
following the amendment of the Companies Act in 2013. This amendment put forth
the requirements in terms of board composition, presence of non-executive and
independent directors, audit committee composition, whistle blower policy and the
formation of other supervisory committees. To eliminate the need for separate listing
agreements on each stock exchange and to unify the listing rules under a single law,
the SEBI (Listing Obligations and Disclosure Requirements) Regulations 2015
(LODR 2015) were constituted. The Clause 49 of listing agreements was thus
absorbed into the LODR.

The current study assigns a corporate governance score to the sample firms based on
a self-constructed index and uses the same as a variable in the IFRS-financial
reporting quality association models. The index construction methodology is based
on the compliance of statutory requirements under LODR and principle-based
practices followed by the listed firms. The introduction of the corporate governance
variable in the current study is essential to capture the impact of the same on financial

reporting quality besides the IndAS.



1.2.3 Theoretical background

The foundation of the present study is based on theories which explain the rationale
for the objectives of the study. The motivation for this research emanates from
accounting and corporate governance theories which explain the relationship between
the parties involved in the financial transactions of a business. They offer insights
into the role of IFRS and corporate governance in making financial reports more

useful and trustworthy for the stakeholders.

1.2.3.1 Agency theory

The agency theory describes the relationship between two parties — the ‘Principal’
and the ‘Agent.” Principals mainly rely on their agents to manage affairs and execute
relevant transactions on their behalf. In the context of financial reporting,
shareholders of a business may be regarded as the principals and the managers and
executive personnel as the agents. The agency theory helps decode the principal-
agent relationship. The managers (agents) entrusted with the financial affairs of the
business may often be tempted to tamper with the financial information ultimately
presented to the shareholders (principals). This causes information asymmetry. The
theory assumes that managers like any other agents are rational beings and will adopt
those accounting methods which are in their own interests (Eisenhardt, 1989). This
may be classified as a type-1 problem under the agency theory. Good quality financial
reporting standards help reduce this asymmetry by underlining the principles based
on which the information is to be provided to the stakeholders. Corporate governance
codes may also be used to regulate the way the agents conduct their affairs so that the
interests of the principals may be protected. For instance, the presence of independent
directors in the Board can help monitor the opportunistic behaviours of their
executive counterparts. Other corporate governance measures such as establishing
several committees to monitor managerial activity can also be effective in solving
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agency problems. The IFRS which are principle-based accounting standards, along
with strong corporate governance structures, can assist in aligning the interests of the
management and the shareholders as a resolution to agency problems (Krismiaji et
al., 2016).

1.2.3.2 Stakeholder theory

The stakeholder theory provides broader scope than the agency theory by focusing
not only on shareholders but all other stakeholders of a business. The best interest of
all stakeholders is considered and managers are expected to work to protect the same.
A stakeholder may be described as any individual or entity that is affected by the
operations and decisions of a business (R. E. Freeman, 2010). Since a business does
not operate in isolation, it becomes an important part of the society and community
in which it exists. Therefore, not just shareholders, but all other affected parties such
as the employees, suppliers, customers, government, regulators, competitors, lenders

and the society at large, are classified as stakeholders.

Under the stakeholder theory, managers strive to strike a near-perfect balance
between the firm’s objectives and the interests of the stakeholders. Although
investors remain the main users of financial reports, the other stakeholders also use
financial information to form opinions about the business they are dealing with.
Therefore, the present study aims to provide an insight into the authenticity and
quality of financial information available to stakeholders and how the use of IFRS-
based standards and good corporate governance mechanisms can help improve the

same.

1.2.3.3 Stewardship theory

Unlike the agency and stakeholder theory, the stewardship theory views the

management in a more positive light. Rather than agents of the investors and
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stakeholders, managers are viewed as stewards who will conduct their activities in
the best interest of the owners and aim at wealth maximisation. The type-I agency
problem assumes that managers and insiders are ‘homo-economicus’ beings who can
be individualistic and opportunistic, whereas, the stewardship theory treats them as

“collectivists, pro-organizational, and trustworthy” (Davis et al., 2018).

The IFRS framework does not assume that stewardship is an exclusive goal of
financial reporting but it considers that the relevance characteristic subsumes the
stewardship feature (De George et al., 2016). The principle-based approach of IFRS
however, allows higher levels of discretion to managers (Barth et al., 2008), thereby
raising concerns over the stewardship role of the managerial personnel. Therefore, a
combination of control-based and trust-based approaches may be deemed necessary
in ensuring good quality financial reports as observed by Schillemans & Bjurstrgm,
(2020).

1.2.3.4 Signalling theory

In the context of information asymmetry, the signalling theory also focuses on the
disparity of information available between two parties. It highlights the behaviours
of two different parties when either party has access to information which is not
available to the other. The theory submits that the insiders (managers) with access to
information, intentionally communicate either positive or negative signals
(information) to the outsiders (stakeholders) with the purpose of conveying
organisational positions (Connelly et al., 2011). For instance, the signalling theory of
under-pricing hypothesises that the managers of issuing firms possess greater
knowledge about the quality of the firm than the investors (Papaioannou &
Karagozoglu, 2017). Therefore, in the absence of symmetric information, investors
are unable to differentiate between high-quality and low-quality firms which provides

managers the opportunity to signal their true value by under-pricing their new issues.
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The IFRS are known to reduce agency costs and information asymmetry (G. latridis,
2010), therefore, the improved accuracy of earnings forecasts resulting from IFRS
implementation along with better quality financial reports can be a positive signal to

stakeholders, especially investors (Hlel et al., 2020).

1.2.3.5 Positive accounting theory

The positive accounting theory suggested by Watts & Zimmerman, (1986) is an
explanation for the choice of accounting methods and it predicts the accounting
practices to be followed based on current situations. It is argued that firms will choose
the best accounting practices and methods while considering the underlying
economic circumstances. It deviates from the normative accounting theory which is
focused on suggesting what is to be done or prescribing ideals and principles to be
followed. Positive accounting theory on the other hand is concerned with
understanding the rationale which motivates the choice of accounting practices by
managers. It also investigates how a firm will react to new accounting standards and

use it to their best advantage.

The central hypotheses of the theory state that in a firm with bonus plans and high
debt-to-equity ratios, the managers are bound to select accounting processes which
move future reported earnings to the current period. Contracting with stakeholders or
being under political pressure may also influence accounting decisions. In the light
of IFRS implementation and the research surrounding it, managerial discretion and
accounting choices are at the centre of discussion. Earnings management practices
also largely involve switching between accounting techniques based on managerial
intentions. This theory therefore forms the basis of the current study which

investigates opportunistic managerial behaviour.
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1.3 Operational definitions

1.3.1 Financial reporting quality

The Conceptual Framework for Financial Reporting 2018 approved and issued by the
International Accounting Standards Board (IASB) states that, “The qualitative
characteristics of useful financial reporting identify the types of information as likely
to be most useful to users in making decisions about the reporting entity on the basis
of information in its financial report.”® The IASB lists ‘relevance’ and ‘faithful
representation’ as the two fundamental qualitative characteristics of financial reports.
Therefore, “financial information is said to be useful when it is relevant and
represents faithfully what it purports to represent.” For the purpose of this study
financial reporting quality of Indian listed firms is measured based on two indicators
— value relevance and earnings management practices. The reporting quality is said
to have improved when the value relevance of the information increases and

manipulative practices such as earnings management reduce within firms.

1.3.2 Value relevance

Financial information is said to be relevant when it makes a difference in the decision-
making process of its user which is possible if the information has predictive value
and confirmatory value or both. Value relevance, as a measure of relevance, is
defined as the ability of the reported information to capture market values such as
prices and returns (Pascan, 2015). Statistical measures used in value relevance studies
regress market values with accounting variables presented in financial statements.
This approach holds investors at the centre of the discussion, as they are the key users
of the financial reports whose investment decisions rely on the quality of the

information presented to them.

The current study investigates the value relevance of financial information in India

and changes therein as caused by the IFRS-converged standards. Price (Ohlson,
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1995) and returns (Easton & Harris, 1991) regression models are employed for the
same. The models consider the financial information as value relevant when the
market value of the firm can be defined as a function of the accounting variables such
as earnings and book values presented in the statements. Therefore, for the purpose
of this study, value relevance is defined as the ability of the financial information to

explain market value represented by price or returns.

1.3.3 Earnings management

The economic state of a business is presented in financial reports in a quantitative
form. As a fundamental characteristic, faithful representation of a firm’s performance
IS imperative as it proves the completeness, neutrality and error free form of the
information presented. However, the numbers in financial reports are subject to
manipulation by managers with interests and expectations that differ from those of
the stakeholders. The most tampered reporting figure is the earnings. Often earnings
management may not be the result of intentional fraudulent activities but a product
of misinterpretation of accounting standards and aggressive operating activities.
According to Schipper, (1989) earnings management is a form of disclosure
management wherein managers intervene in the process of financial reporting to
attain advantages for themselves, the firm or both. This is normally done by either
accelerating or deferring expenditures or incomes due to the managerial discretion

allowed in choosing accounting practices.

The most widely used proxy for earnings management is the accruals approach
(Teixeira & Rodrigues, 2022). The difference between the net earnings and cash
flows from operations represents total accruals. Of the total accruals, the
discretionary accruals component is one which involves adjusting cashflows as per
managerial judgement. Therefore, discretionary accruals are commonly estimated

and their magnitude decides the levels of earnings management. This study relies
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upon the estimation of discretionary accruals for the sample firms. Their magnitude
(rather than direction) is regressed against the IndAS variable and other factors to

understand the changes in earnings management practices given the said factors.

1.4 Research questions and objectives

A lot of advancements have taken place in Capital Markets-based Accounting
Research (CAMAR) since the early seminal works of Ball & Brown, (1968). This
field of research gained prominence with the transition to the IFRS as it sparked
curiosity among researchers who attempted to decode the observed effects of the new
accounting regime across the world. Studies undertaking the impact analysis of IFRS
implementation are of interest particularly to regulators and standard setters in
countries which are in the process of implementing the IFRS or even those which
have already adopted it (Ahmed et al., 2013). India, being in the nascent stages of
IFRS implementation, has become the most attractive setting for IFRS impact
analysis research. Its choice of convergence mode instead of adoption and its
developing, yet fastest growing economy status is yet another reason for the
increasing research on the country. The present study extends the literature by
providing preliminary evidence on the impact of mandatory IFRS convergence on
the accounting quality of Indian listed firms over an extensive study period. Value
relevance and earnings management are the two parameters of financial reporting
quality that are investigated. The study relies upon an extensive review of the existing
literature available across the world and in India (see Chapter 2). The surveyed
literature exposes some research gaps which have been addressed through this study.
The same are detailed in Chapter 3. Based on the gaps identified, the current research
aims to address the following research questions through the respective objectives
framed.
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The first part of the empirical analysis delves into the value relevance characteristic
of financial reports in India. The existing research on IFRS and financial reporting
quality in India reveals that the current findings on value relevance are obtained from
analysis done over a limited period and do not account for returns value relevance
(Adhikari et al., 2021; Bansal & Garg, 2021). The following research question and
objective is therefore addressed:

QL. Does the price and returns value relevance of accounting information of
Indian listed firms change as the accounting regime switches from the Indian
GAAP to the IFRS-converged IndAS?

Objective 1: To examine whether the price and returns value relevance of
accounting information of Indian listed firms has changed with the
transition from Indian GAAP to the IFRS-converged IndAS.

The first objective is therefore aimed at testing whether the accounting components
of financial statements, such as book values and earnings, are value relevant with
respect to market prices and returns. The role played by the IndAS in either improving
or reducing their value relevance is further tested in the presence of firm-specific

control factors. The hypotheses based on the objective are outlined in Section 3.2.1.

As described in Section 1.3.1, faithfulness of the reported information also
determines the quality of financial information. Estimated discretionary accruals
which represent the presence of earnings management practices are used to measure
the faithfulness of accounting information. India has seen its share of financial frauds
resulting from misrepresentation of the financial position of the business (e.g. the

Satyam scam’). This justifies the growing need for research which explores the
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opportunistic behaviour among managers. The present study attempts to find a

response to the following research question:

Q2. Does the switch from the Indian GAAP to the IFRS-converged IndAS

impact the earnings management practices of Indian listed firms?

Objective 2: To examine whether the earnings management practices of Indian
listed firms have changed with the transition from Indian GAAP to
the IFRS-converged IndAS.

Therefore, the second objective assesses whether the there is an increase or decline
in the earnings management practices of Indian listed firms carried out through
discretionary accruals. As the IFRS are known to allow higher levels of managerial
discretion, their role in earnings manipulation is tested in the context of Indian

corporates.

While a large section of the literature covers value relevance and earnings
management as two distinct indicators of financial reporting quality, very few studies
explore their impact on one another. It is hypothesised that if earnings are tampered
with, it will have an impact on their value relevance as well (Al-Shattarat, 2021;
Whelan & McNamara, 2004). Therefore, an attempt is made to explore the same for
Indian firms while also observing the role of the INdAS in moderating the relationship
through the following research question and its corresponding research objective

framed as follows:

Q3. Does the switch from the Indian GAAP to the IFRS-converged IndAS impact

the value relevance of managed earnings of Indian listed firms?
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Obijective 3: To determine whether the earnings management practices affect the
value relevance of accounting information of Indian listed firms in

the post-1FRS convergence period.

The third part of the study, under objective three, first determines whether earnings
management practices via discretionary accruals have any impact on the value
relevance of accounting information. Furthermore, the unexplored investigation of
the role of IFRS in moderating earnings management and in turn affecting value

relevance is undertaken through this objective.

Having established the role of IFRS convergence in the financial reporting quality
dynamics, the study further explores an institutional factor which may moderate the
said relationship. Through the review of existing literature in Section 2.3, corporate
governance is identified as a strong variable which may be causing the changes in
reporting quality. In India, corporate governance rules have undergone drastic
transformations over the years, especially around the period of IFRS convergence.
This overlap of two major events gives rise to the following research question:

Q4. Does the use of IFRS-converged standards alone ensure improvement in
financial reporting quality in Indian listed firms or is the relationship moderated

by factors like corporate governance practices?

Objective 4: To determine the effect of corporate governance practices on the
relationship between financial reporting quality and IFRS

convergence in Indian listed firms.

The last objective examines the corporate governance score of the sample firms as an

explanatory variable in the value relevance and earnings management models. This
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sheds light on the potential impact of the corporate governance mechanisms on the

quality of financial information in the presence of the IFRS-converged standards.

1.5 Research contribution
The study makes unique contributions while adding significant insights into the space
of financial reporting quality, especially within the Indian context in the following
ways:
= The influence of the IFRS on financial reporting quality has been widely
researched in the developing economies, especially European jurisdictions.
Over the last two decades research has emerged in the developing markets
(Hasan et al., 2022; Krismiaji et al., 2016; Nijam & Jahfer, 2018; Rajeevan &
Ajward, 2020; Setiawan et al., 2019; Srivastava & Muharam, 2022) providing
mixed results on IFRS consequences. Among the developing countries, India
has earned its place as one of the fastest growing economies with a remarkable
growth in foreign trade and investments. The present study adds to the
growing literature on IFRS convergence in India and serves as a foundational
study which provides insights into IFRS convergence, its mandatory
implementation and the role of corporate governance in the financial

reporting quality dynamics.

= Changes in the accounting information quality due to IFRS are better
observed over a long period of time rather than the immediate years following
its implementation. The study period of ten years undertaken for the current
study encompasses periods before and after the IFRS convergence process
commenced in India. This extended timeframe is crucial for a nuanced
understanding of the impact of IFRS convergence on reporting quality in

India, setting it apart from existing impact studies in the region which are
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done over limited time periods (Adhikari et al., 2021; Bansal & Garg, 2021;
Srivastava & Muharam, 2021).

In the course of understanding value relevance, a large body of work exists in
the area of price value relevance (Elbakry et al., 2017; Kouki, 2018a; Mirza
et al., 2019; Nijam & Jahfer, 2018; Outa et al., 2017). Similarly, the
preliminary studies on value relevance of Indian accounting information
focus on the price value relevance alone. The current study not only
contributes new findings to the price value relevance literature, but also
delves into the largely unexplored domain of returns value relevance within

the Indian literature.

The review of literature on earnings management reveals an over-reliance on
total discretionary accruals taken as proxies of earnings management
practices. The use of short-term and long-term components of accruals
appears to be lacking in the literature, especially in India. Regarding the
influence of IFRS on earnings management, this study investigates its impact
on practices involving short-term and long-term discretionary accruals, as
opposed to only total accruals which are popularly used in studies. This

approach offers insights into the differential effects of these accruals.

The study introduces a novel dimension to the analysis of financial reporting
quality in India by examining how earnings management influences the value
relevance of accounting information. It seeks to comprehend the relative
impact of one reporting quality indicator over the other, contrasting with

studies that typically examine them in isolation.

20



= This study makes a unique contribution by systematically examining the
proposition suggesting that the effect of the mandatory adoption of IFRS-
converged standards on financial reporting quality in India might be
influenced by factors such as a firm's corporate governance practices.
Existing literature in India has predominantly underscored the role of IFRS in
delivering accurate and equitable information to stakeholders (Adhikari et al.,
2021; Bansal & Garg, 2021), often overlooking potential moderating effects
imposed by institutional factors. In addressing these gaps, this study offers a

comprehensive exploration.

= In contrast to studies that primarily lean on singular proxies like board or audit
characteristics and ownership patterns as governance attributes (Habib, 2008;
Krismiaji et al., 2016; Mbir et al., 2020; Mechelli and Cimini, 2021; Wang
and Campbell, 2012), this research employs a self-constructed, principle-
based corporate governance index to represent governance strength. This
approach ensures a more comprehensive consideration of various governance

dimensions as opposed to relying on only one or few attributes.

= Acknowledging the potential endogeneity issues in value relevance and
earnings management models due to measurement errors and omitted variable
biases, the study employs a dynamic modelling approach alongside static
models. This strategy aims to address concerns related to the influence of past
values on the dependent variables which is a potential issue in the proposed

models.

1.6 Structure of the thesis

The remainder of the thesis is structured as follows:
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Chapter 2 outlines the review of existing literature relevant to the study. Initially,
the literature on IFRS implementation and its impact on financial reporting quality
indicators is surveyed. Section 2.2 is divided into three parts: value relevance,
earnings management and the value relevance of managed earnings. It provides an
overview of the consequences and benefits of IFRS implementation in jurisdictions
across the world. Further, the literature on the role played by corporate governance
mechanisms in moderating the relationship between IFRS and financial reporting
quality is reviewed. The chapter ends by surveying the literature on the Indian
markets, highlighting the studies which have attempted to understand the impacts of
IFRS-converged IndAS on its financial statements along with studies in India which
have explored the role of corporate governance attributes on financial reporting

quality.

Chapter 3 provides the rationale for the research design of the study. The literature
reviewed in Chapter 2, reveals the research gaps in the existing body of literature on
the subject. Based on the relevant research gaps, the hypotheses for each of the
objectives of the study are developed. The chapter details the models and variables
employed in the analysis of each objective. The overall methodology with respect to
the sample, data collection and tools and techniques used is outlined at the end of the

chapter.

Chapter 4 presents the detailed analysis undertaken to attain the first objective. It
provides the results of the preliminary analysis (descriptive statistics and correlation
analysis) followed by multiple regression analysis on the relevant panel data set. This
chapter offers the findings on the price and returns value relevance of Indian

accounting information and the influence of the IndAS on the same.
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Chapter 5 discusses the results for objective 2 which is aimed at understanding
earnings management practices in Indian listed firms. The description and
collinearity of the variables is presented in this section along with regression results
which showcase the impact of the IndAS on earnings management practices via
discretionary accruals. It further addresses the impact of firm level operational factors

and ownership patterns on accruals.

Chapter 6 covers the empirical analysis leading to findings on objective 3. The
descriptive and collinearity analysis is presented for the data subset used along with
regression results. The section reveals the interrelationship between earnings
management practices and value relevance of accounting information in Indian listed
firms. It further explores the moderating role of the IndAS in controlling earnings

management while affecting value relevance.

Chapter 7 presents the discussion of results obtained from the analysis for objective
4. Along with the preliminary description of the data, it uncovers the role of the
corporate governance strengths of Indian listed firms in influencing financial
reporting quality. The section provides separate regression results for value relevance
and earnings management, showcasing how they are impacted by corporate

governance structures in addition to the IndAS.

Chapter 8 summarises the thesis while offering major findings and concluding
remarks on the empirical analysis. The managerial implications of the findings and
relevant recommendations for firms, regulators and concerned parties are highlighted
in this section along with the limitations of the study. Suggestions for future research

in the area are also outlined.
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Chapter 2

Review of Literature

2.1 Introduction

The IFRS accounting standards were introduced with the objective of achieving
harmonisation, transparency and comparability of financial reports across the world
which is only possible if they are successful in presenting high-quality financial
information. It is therefore imperative that the impact analysis of IFRS has emerged
as the basis for numerous studies across economies. This chapter provides a detailed
review of the studies surveyed while developing the research design of the current
study. Section 2.2 covers the literature on financial reporting quality with special
reference to studies on value relevance, earnings management and the studies which
explore the interaction between the two. In Section 2.3, the published literature on
corporate governance and its impact on financial reporting quality is reviewed while
also focusing on its role in moderating the quality of IFRS complied financial reports.
The final part of the chapter (Section 2.4) provides an overview of the emerging
literature on IFRS convergence and corporate governance in India and their

documented effects on value relevance and earnings management.

2.2 IFRS and the financial reporting quality dynamics

With the adoption of the IAS, later succeeded by the IFRS, research exploring its
utilisation and its connection to enhanced accounting quality became prevalent. Barth
et al., (2008) discovered evidence indicating that the implementation of IAS resulted

in decreased earnings management, improved value relevance, and timely loss
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recognition for firms in 21 countries compared to those that did not adopt IAS. As
the adoption of IFRS gained traction, initial research focused on its impacts in
European countries. G. latridis, (2010) concentrated on the transition from UK
GAAP to IFRS, examining how this adoption resulted in improved quality of
accounting figures. The outcomes align with those of Barth et al., (2008), particularly
concerning earnings management, value relevance, and loss recognition. Ahmed et
al., (2013) benchmarked a sample of firms from 20 IFRS adopting countries with a
sample from 15 countries which had not adopted the IFRS in 2005. They investigated
IFRS effects on four proxies of accounting quality — income smoothing, timely
recognition of losses, accruals aggressiveness and meeting earnings targets. The
findings outlined that the firms in IFRS adopting countries had recorded a significant
increase in income smoothing and accruals aggressiveness while the timeliness of
loss recognition had reduced. Conversely, there was no change observed in efforts to
meet earnings benchmarks such as positive earnings threshold and the analysts’
consensus earnings forecast. Therefore, the results signalled a decline in the reporting
quality since the mandatory adoption of IFRS.

2.2.1 Value Relevance

The groundbreaking research by Ball & Brown, (1968) established the groundwork
for studies aimed at evaluating the efficacy of income figures by scrutinising their
content and timeliness. They introduced the theory that a firm's income figure
encapsulates more than half of the information that becomes available for a firm in a
given year. They suggested exploring the correlation between the magnitude and
direction of income changes and stock prices. Ohlson, (1995) came to be the most
popularly used model which explained the market prices of a firm as the function of
accounting variables like earnings and book values. This price value relevance model

has been at the centre of most studies as discussed ahead.
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Elbakry et al., (2017) observed a greater increase in incremental value relevance over
the long term for firms in the United Kingdom (UK) compared to those in Germany.
Their findings suggest that any potential costs associated with transitioning to IFRS

are entirely offset within three years of implementation.

Kouki, (2018a) investigates the value relevance of accounting information in firms
that adopted IFRS compared to those that did not. Diverging from prior studies
focusing on a singular period, this research conducts a comparative analysis covering
both pre- and post-adoption periods. The study encompasses five years before
mandatory IFRS adoption (2000-2004) and six years after adoption (2006-2011),
utilizing 1166 firm-year observations from three European countries. Contrary to
expectations, the findings suggest that voluntary IFRS adoption did not enhance the
value relevance of accounting information in the pre-IFRS period. Notably, the
results indicate that non-IFRS-adopting firms demonstrated higher-quality
information in the post-adoption period compared to the pre-adoption period.

Okafor et al., (2016) conducted a comparative analysis of the value relevance of
accounting information prepared under IFRS and the Canadian GAAP. Employing a
difference-in-differences methodology, they offer empirical evidence indicating that
accounting information prepared and reported under IFRS demonstrates higher price
and returns value relevance compared to that under the local GAAP. In the Latin
American jurisdictions of Brazil, Argentina, Mexico, and Chile, Rodriguez Garcia et
al., (2017) observed an enhancement in the value relevance of fundamental
accounting variables and earnings timeliness in large firms. The study spanned over
14 years (2000-2014) and utilised a sample of 923 companies across the four

countries.
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Outaetal., (2017) investigated the impact of the revised and converged IAS/IFRS on
the value relevance of financial information in East Africa. The findings indicate an
improvement in value relevance. In Nigeria, Odoemelam et al., (2019) observed a
heightened value relevance of earnings resulting from IFRS adoption in a sample of
101 quoted firms. However, the impact of IFRS on the value relevance of book value

was deemed insignificant.

Nijam & Jahfer, (2018) explored the impact of IFRS adoption on the value relevance
of accounting information in Sri Lanka by comparing the periods before (2010-2011)
and after (2012-2014) IFRS adoption. The sample comprises 188 firms and 935 firm-
year observations, covering listed firms in the Colombo Stock Exchange. The results
indicate that, while earnings were not significantly value relevant in the pre-adoption
period, both book value and earnings demonstrate value relevance in the post-1FRS
adoption periods. The overall predictive capability of the value relevance model
improved in the years following IFRS adoption. In the case of Malaysia, which
adopted the complete set of IFRS, their findings reveal that, among the accounting
variables, cash flows from operations play a more dominant role in explaining share
prices compared to earnings and book values (Mirza et al., 2019). For Taiwanese
firms that already adhered to high-quality accounting standards, the convergence with
IFRS did not lead to a significant enhancement in the value relevance of financial
reports (Wu et al., 2017). These findings, derived from a study spanning from 1990

to 2011, stand in contrast to previous research results.

A study examining the impact of IFRS on various Korean stock exchanges and
financial statement formats (individual and consolidated) revealed a decrease in value
relevance for firms listed on the Korean Stock Exchange (KSE) compared to the

Korean Securities Dealers Automated Quotations (KOSDAQ)(Ki et al., 2019) .
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Additionally, the effects varied between individual and consolidated financial

information.

As a deviation from the price regression models, Easton & Harris, (1991) employed
multivariate regressions to analyse stock returns based on both the present earnings
level and the earnings change variables. Both variables yielded coefficients that are
significantly different from zero, suggesting that both earnings variables contribute
to the valuation of securities and proposing the returns value relevance model.
Further, Easton, (1999) contended that price models encounter significant scale
issues, suggesting that inferences drawn from returns models are more dependable

and should be employed instead.

He & Hu, (2014) utilise data from 28 international markets to investigate the
connection between aggregate earnings and market returns. In combined cross-
country and time-series analyses of market returns based on changes in aggregate
earnings, a positive and statistically significant impact of concurrent aggregate
earnings changes is observed. They opined that the correlation between aggregate
earnings and returns weakens in countries where financial disclosure is more
transparent, aiding investors in more accurately forecasting earnings. Akeem
Adetuniji, (2016) discovered that earnings and their changes have an impact on returns

for Nigerian Deposit Money Banks.

The influence of compulsory adoption of IFRS on the value relevance of financial
reports across 13 European countries was examined by Kang, (2013). The study
compared the earnings—returns relationship before and after the mandatory adoption
of IFRS in 2005. The findings indicated that the convergence in financial reporting

enhances the immediate connection between earnings and returns. This aligns with
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the expectation that investors anticipate improved information quality resulting from
the adoption of IFRS.

In addition to the price model Kouki, (2018a) also used the returns regression model
to compare between IFRS compliant versus non-1IFRS compliant firms in a multi-
country study. The author found a rise in the value relevance of information but
observed that in the post-mandatory IFRS periods, changes in earnings have a high

association with stock returns but the earnings have no effect on the same.

2.2.2 Earnings Management

The earnings estimates are most relied upon in making investment decisions and they
are the most easily and commonly manipulated by managements for alternate goals.
Although alteration of the earnings figures may not always be illegal, it is still
considered unethical and misleading. Schipper, (1989) refers to earnings
management as a form of disclosure management which can be described as an
intervention in the process of financial reporting intended to attain personal gains.
The seminal works in earnings management establish that income manipulation
techniques are used by managers for their own incentives (Deangelo, 1986; Healy,
1985; Jones, 1991). Earnings management is generally researched using two main
proxies — discretionary accruals and real activities manipulation (Choi et al., 2018).
Accruals earnings management represents the reduced transparency in financial
reports using accruals but without altering future cash flows. Such accruals are
reversed in the future periods. Real earnings management on the other hand involves
deviating from regular business practices to meet desired earnings levels. Such
manipulations may take the form of reduced price discounts or reducing discretionary
expenditures like research and development (R&D) which affect cash flows and alter

earnings (Roychowdhury, 2006). Accruals manipulation however remains the most
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research due its ease of detection as compared to identifying manipulations of real

activities.

Healy, (1985) found that managers use selective accounting procedures and income
altering accruals to pay themselves higher bonuses. DeAngelo (1986) on the other
hand observed that in companies where managers sought to take the company private
through a buyback of shares, there was a consistent pattern of managers understating
earnings before the buyouts. However, they both used approaches which assumed
that the non-discretionary component of accruals remained constant and that total
accruals alone can be used to capture earnings management activities. Jones, (1991)
proposed an expectations model to relax this assumption and to account for changes
in non-discretionary accruals caused due to changes in economic circumstances. This
linear regression model used changes in sales revenue to control for the non-
discretionary accruals related to current assets and liabilities. Additionally, it used the
value of property, plant and equipment to control for the non-discretionary part of
depreciation expense. The residuals obtained from regressing these non-discretionary
components against total accruals represented the discretionary accruals. In the
context of the United States (U.S) import relief investigations, this estimation proved
that managers reduced incomes via negative discretionary accruals. The model was
further improved by Dechow et al., (1995) who introduced a cross-sectional
estimation approach in which changes in accounts receivables were deducted from
changes in revenues to account for the use of non-cash revenues as well. This
modified version of the Jones model became the most widely employed model in the
field and was known to be the best in earnings management detection. Later Kothari
et al., (2005) go on to develop a performance-matched measure for discretionary
accruals which captures the changes in earnings management along the changes in

performance represented by returns on assets.
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The impact of IFRS implementation on earnings management as one of the metrics
of financial reporting quality has been researched excessively since the development
of the IFRS. Van Tendeloo & Vanstraelen, (2005) attempted to understand the
relationship between voluntary adoption of IFRS and earnings management practices
among the voluntary adopters in Germany. They analysed a set of 636 firm-year
observations pertaining to the period prior to 2005 when IFRS became mandatory in
the EU. They concluded that the earnings management behaviour of the voluntary
IFRS adopters is no different from that of the firms reporting under German GAAP.
As IFRS became mandatory for firms in the European jurisdictions, more research
emerged on its consequences and expected benefits. Jeanjean & Stolowy, (2008)
concentrated their analysis on those jurisdictions where early IFRS adoption was not
possible. The multi-country study carried out on 1146 firms in Australia, France and
the United Kingdom (UK) intended to overcome the sample selection bias prevalent
in studies on voluntary adoption. They found no decline in the presence of earnings
management after the implementation of IFRS which had on the contrary increased

among French firms.

As the research advanced, findings got divided between those supporting the decline
in earnings management and those that revealed no changes since the transition to
IFRS. Chen et al., (2010) compared the changes in accounting quality of listed firms
in 15 EU member jurisdictions for periods prior to and post the IFRS adoption. They
found a decline in the magnitude of discretionary accruals since the shift to IFRS and
remarked that IFRS can constrain opportunistic managerial behaviour which affects
reported numbers. A similar result was reported by Zeghal et al., (2012) for 1547
firms from 15 EU members for the period 2002 to 2007 which included the pre and
post IFRS adoption years for the countries. They found that the magnitude of

discretionary accruals decreased for the sample firms since the use of IFRS. In the
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UK, latridis, (2010) compared the accounting information of 241 listed companies
presented under the UK GAAP and the newly adopted IFRS for the years 2004 and
2005. It was found that the IFRS significantly reinforced the accounting quality of
the sample firms on the London Stock Exchange as they saw reduced scope for

earnings management and more value relevant accounting information.

Among the studies that found an adverse impact of IFRS on earnings manipulation
were Callao & Jarne, (2010) who reported evidences on 11 European countries and
captured changes in discretionary accruals before and after the IFRS transformation.
They found that discretionary accruals increased since the use of IFRS which
probably allow higher levels of discretion compared to local standards. The impact
of the switch to IFRS on cross-listed firms which initially applied the US GAAP was
also researched by Lin et al., (2012). Based on a sample of 63 listed German tech
firms studied between 2000 to 2010, they found a decline in accounting quality
caused by the switch to IFRS as earnings management increased. Another study by
Christensen et al., (2015) in Germany saw reduced earnings management for
voluntary adopters but no reporting quality improvements for firms who resisted
IFRS adoption before it became mandatory. Doukakis, (2014) analysed a large data
set of 15,206 observations over a decade (2000 to 2010) from 22 European countries
to establish whether mandatory IFRS adoption affected accrual-based as well as real

earnings management. The results revealed no such significant impact.

Research on IFRS began to emerge within the developing economies as countries
outside the EU jurisdictions also began to implement IFRS. Pelucio-Grecco et al.,
(2014) concluded that IFRS played a restrictive role in earnings management
practices of 317 non-financial public companies in Brazil in the presence of a strong

regulatory environment. Ismail et al., (2013) reported reduced earnings management
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since the adoption of IFRS in Malaysia. Ho et al., (2015) investigated the presence
of accruals based and activity-based earnings management among Chinese listed
firms before and after IFRS convergence and found a decline in the magnitude of
discretionary accruals since IFRS came into picture. They however found that this
benefit was reduced for Government controlled firms or those located in under

developed regions and manufacturing firms.

Zhang et al., (2013) studied a large sample of 1316 Chinese firms and found that the
mandatory implementation of the new IFRS convergent standards increased
discretionary accruals. In Greece, Ferentinou & Anagnostopoulou, (2016)
highlighted a more unique consequence as they found that accruals earnings
management is being replaced with real earnings management in the post IFRS
period in Greek firms, thereby indicating that a decline in accruals-based earnings
management after IFRS should not necessarily be considered a positive impact unless
other changes are inspected carefully. The reverse was true in emerging markets as
highlighted by Viana et al., (2022) who found that real earnings management is
replaced by that through accruals for a sample obtained from 18 countries between
2000 and 2018. These authors raise concerns that IFRS adoption may not be entirely
diminishing earnings manipulation but prompting managers to resort to other forms
of the same. Eiler et al., (2022) measured earnings management through earnings
smoothing and reported that adopting IFRS does not necessarily reduce the earnings
management for the entire sample. In the Indonesian context, Setiawan et al., (2019)
found that the independent directors are less effective in controlling discretionary
accruals manipulation since the adoption of IFRS. Wijayana & Gray, (2019)
investigate the effects IFRS convergence in the Asia-Pacific region and conclude that
IFRS has had a negative impact on earnings management which is further supported

by the degree of accounting standards enforcement in the sample countries’ firms.
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2.2.3 Value relevance of managed earnings in the presence of IFRS

In some of the early studies on the subject, Marquardt & Wiedman, (2004) aimed to
assess whether earnings management hampers the correlation between accounting
information and firm value. The analysis was conducted in a context where
opportunistic earnings management is anticipated from managers and where the
motivations for the same are relatively transparent to investors. The premise of the
study was based on the fact that managers who frequently engage in secondary equity
issues by selling their own stock, have more pronounced incentives to manipulate
earnings compared to other firms engaged in offerings. Moreover, managers can
utilize their position within the firm to influence financial reporting, providing them
with more opportunities than other sellers to engage in earnings management. The
empirical evidence was presented, focusing on firms where managers sell their stock
through a secondary offering, demonstrating that discretionary accruals in the year of
the offering are notably more positive for this group compared to firms whose
managers did not participate in a secondary offering. Regression analysis of market
price on earnings and book values over a five-year period was then conducted. The
results indicated a significant decrease in the estimated coefficient on earnings and a
reduction in the adjusted R? for the year of the offering, indicating a decline in the
value relevance of net income when earnings management is present. Additionally,
the study finds that book value assumes a more prominent role in equity valuation

when earnings management undermines the value relevance of net income.

The study by Whelan & McNamara, (2004) investigates the comparative significance
of earnings and book value in terms of their value relevance, considering three
distinct forms of earnings management: short-term discretionary accruals, long-term
discretionary accruals, and total discretionary accruals. The findings reveal that

earnings management indeed influences value relevance. The outcomes suggest a
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deviation from emphasizing earnings towards prioritizing book value when earnings
management is conducted through long-term discretionary accruals. Furthermore, it
is observed that earnings management via long-term discretionary accruals has a
more substantial impact on the value relevance of both earnings and book value

compared to earnings management through short-term discretionary accruals.

Habib, (2004) explores a comparable influence within the Japanese context by
employing a composite model for value relevance that incorporates both earnings and
book value, alongside a model focusing solely on earnings. The findings for the
period studied, spanning from 1992 to 1999, reveal a significant and negative
correlation between earnings management measures and value relevance under both

models.

Callao et al., (2016) offer insights into the distinct impact of earnings management
on the value relevance of earnings and book value. In instances where there is a
reduction in the value relevance of earnings, investors tend to assign greater
importance to book value, consequently enhancing its value relevance. These results
align with those of (Marquardt & Wiedman, 2004) Secondly, their research
demonstrates the capacity of enforcement and corporate governance mechanisms to
alleviate the decline in the value relevance of earnings caused by earnings
management. However, it acknowledges that these measures may not entirely offset

the loss of value relevance.

Employing a distinct methodology, Mostafa, (2017) investigated the prevalence of
earnings management in Egyptian firms by assessing their operating performances.
The study also explored whether opportunistic earnings management adversely

affects the value relevance of the sample firms, with value relevance measured
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through the earnings response coefficient. The findings indicate a rise in discretionary
accruals for firms exhibiting low operating performance, suggesting that these firms
engage in opportunistic earnings manipulation to conceal their subpar performance.
Additionally, such firms demonstrate a significantly diminished earnings response
coefficient, providing evidence that low-performance firms involved in earnings
management experience reduced value relevance. This implies that managed

earnings are less informative than non-managed earnings.

Al-Shattarat, (2021) aimed to investigate the association between earnings
management in companies and the value relevance of their book value and earnings.
The research differentiated between earnings management practices involving short-
term and long-term discretionary accruals and their effects on value relevance for
firms listed on the Saudi Stock Exchange (Tadawul). The results indicate that the
impact of long-term earnings management through discretionary accruals has a more

significant effect on the value relevance of earnings compared to the short term.

2.3 Corporate governance, IFRS and financial reporting quality

The implementation of IFRS and its consequences across different jurisdictions have
been extensively studied, revealing varied findings across economies Soderstrom and
Sun, (2007) contended that variations in financial reporting quality would persist
even with the extensive adoption of IFRS, as accounting quality is influenced not
only by the institutional structure of a firm but also by the political and legal systems
of the countries in which it conducts its operations. Other researchers have expressed
a similar opinion over the last two decades of IFRS research (Adhikari et al., 2021;
Callao & Jarne, 2010; Ebaid, 2016; Jeanjean & Stolowy, 2008; Kouki, 2018b;

Wijayana & Gray, 2019) Corporate governance has become a focal point of interest,
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representing a factor that could instigate alterations in the information quality of a

firm, attracting the scrutiny of numerous researchers.

Krismiaji et al., (2016) employed a sample comprising 454 observations from
publicly listed companies on the Indonesian Stock Exchange. Their investigation
centred around assessing the influence of IFRS adoption and board governance on
accounting quality. The quality was gauged in terms of relevance, measured through
predictive value, and faithful representation, measured by discretionary accruals.
Governance was represented by the Board of Commissioner (Directors) score. This
study discovered a positive correlation between IFRS adoption and the quality of
accounting information relevance. Concerning faithful representation, the research
affirms a positive association post-IFRS adoption. Additionally, the study reveals that
board governance exerts a positive influence on the quality of accounting information

after IFRS adoption, both in terms of relevance and faithful representation.

In a parallel study, Mbir et al., (2020) contend that Ghana has not achieved the
expected levels of financial reporting quality since the adoption of IFRS, and they
posit that this relationship is intricately linked to enforcement mechanisms, such as
corporate governance structures. The study delves into the role of corporate
governance in the nexus between IFRS compliance and the reporting quality of
companies listed on the Ghana Stock Exchange (GSE). Their findings suggest that
the presence of appropriate corporate governance mechanisms can amplify the
positive impact of IFRS compliance on reporting quality. Additionally, the study
recommends strengthening the independence of both the audit committee and the
board to ensure not only the adoption but also the actual compliance with IFRS
standards. This, in turn, is seen as a measure to instil public confidence in the annual

reports of firms listed on the GSE.
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Almagtari et al.,, (2021) scrutinized the influence of corporate governance
mechanisms like board effectiveness, audit effectiveness and foreign ownership on
IFRS compliance and the quality of financial reporting in selected Gulf countries.
The study explored this matter through a sample of 98 companies listed in Saudi
Arabia, Oman, and the United Arab Emirates spanning from 2015 to 2018. The
findings suggested that the presence of an audit committee has a more substantial

impact on reporting quality compared to other corporate governance mechanisms.

Mechelli & Cimini, (2021) propose that factors beyond the quality of the standard-
setting process may influence accounting quality, particularly its dimension of value
relevance. This paper investigates this by examining data from a sample of 316
financial entities listed in 43 countries worldwide that adopted IFRS 9 instead of IAS
39 as of January 1, 2018. The study explores whether the value relevance of equity
values calculated based on IFRS 9 and IAS 39 is impacted by the quality of firm-
level corporate governance and country-level investor protection environments. The
findings indicate that, although both accounting standards offer investors value-
relevant information, IFRS 9 demonstrates increased value relevance compared to
IAS 39 in environments characterized by high-quality corporate governance or robust
investor protection. Conversely, in settings with low-quality corporate governance or

inadequate investor protection, the situation is reversed.

2.4 IFRS convergence and the financial reporting quality in India

Studies on financial reporting quality in India have been prevalent even prior to the
emergence of IFRS. Sharma et al., (2012) gathered data from 71 non-financial CNX
100 firms listed on the NSE spanning from 2000 to 2008. They conducted regressions
involving four financial indicators — Return on Net Worth (RONW), Profit After Tax
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(PAT), Cash flow from Operations (CFO), and Cash flow from Investing (CFI) —
derived from balance sheets, income statements, and cash flow statements, with the
market-to-book value ratio (P/B ratio). The results indicate minimal value relevance
of financial statements in Indian markets. Additionally, they found that the value
relevance of RONW is statistically significant and serves as a useful measure for
investment decisions. The authors concluded that Indian investors seemed to exhibit
irrational behaviour, focusing on short-term gains and neglecting fundamental

financial figures for the equity valuation of companies.

Mulenga & Bhatia, (2020) collected panel data spanning from 2006 to 2015 from the
Nifty Pharma index. The results presented compelling evidence that both earnings
per share (EPS) and book value per share (BVPS), jointly and individually,
significantly impacted stock prices in the Nifty Pharma index sample. However, it is
noteworthy that the explanatory powers of both EPS and BVPS in all years are
considerably lower than those observed in developed countries.

Adhikari et al., (2021) investigated the influence of IFRS-converged IndAS on
various accounting quality measures such as earnings smoothing, earnings
management, value relevance, and timely recognition of losses. The analysis covers
the years 2014-15 as the pre-IFRS period, contrasting it with 2017-18 and 2018-19
as the post-IFRS periods. The findings suggest an increase in earnings management
through discretionary accruals and a decrease in the value relevance of earnings
following the adoption of IFRS-converged standards. However, the authors
acknowledge the limited scope of their study due to the short timeframe, emphasizing
that the full consequences of IFRS adoption may take longer to manifest. In a similar
exploration of operational constructs related to financial reporting quality, Bansal &

Garg, (2021) also observe a deterioration in accounting quality since the
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implementation of IndAS. Using a difference-in-difference methodology, they
compare accounting quality between 2015-16 (pre-IFRS) and 2016-17 (post-IFRS).
However, the results of this analysis face similar limitations as the previous study,
being based on data from the transition and phased implementation years of IndAS,

which may not fully capture changes requiring longer time periods to manifest.

Srivastava & Muharam, (2021) aimed to explore the relationship between earnings,
book values, and stock prices in India during the post IFRS convergence period
(2015-2019). The research collected a total of 3,440 firm-year observations from the
National Stock Exchange in India over the five-year period. The findings of the study
indicated that accounting information, such as earnings and book value, maintained
value relevance throughout the IFRS enforcement period. However, there is an
increasing trend in the value relevance of earnings, while the association with book

value is observed to be declining.

The authors expand on their research in another study (Srivastava & Muharam,
2022), aiming to explore the influence of IFRS on the value relevance of accounting
information in the Indian and Indonesian economies. The study utilized firm-year
observations from the National Stock Exchange (NSE) and Indonesian stock
exchange over a five-year period, representing the IFRS adherence period. The
study's findings indicate that the value relevance of both book values and earnings
has increased throughout the IFRS enforcement period in both economies. However,
the investigation reveals that the incremental explanatory power of earnings is more
substantial and pronounced during the IFRS adherence phase compared to book
values.

Several studies conducted in India have delved into the impacts of corporate

governance (CG) characteristics on accounting quality. Houge et al. (2017)
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concluded that Indian companies employing high-quality auditors exhibit a lower
degree of earnings management through discretionary accruals. Kapoor and Goel
(2019) found that the diligence of independent directors in audit committees and
board meetings effectively curtails earnings management practices via discretionary
accruals. However, an investigation into top Indian firms by Chatterjee (2021)
revealed that board independence does not play a significant role in curbing earnings
management practices, which are more prevalent in firms characterized by the Chief
Executive Officer (CEO) duality and a high proportion of promoter holding.

Research studies in India have primarily concentrated on evaluating the effects of
IndAS on accounting quality or the influence of governance attributes. Typically,
these investigations treat each newly adopted practice — IndAS and corporate
governance — in isolation. A notable observation is that existing research has not
endeavoured to disentangle their potential overlapping effects. This study is based on
the premise that the impact of IFRS-converged IndAS on financial reporting quality
in India could be subject to moderation by corporate governance structures, and thus,

aims to address this research gap.

2.5 Summary

The extensive review of the available literature provides an overview of the research
conducted across jurisdictions on the effects of the shift in accounting regimes.
Transitioning from local GAAP to the IFRS has been a crucial step for firms across
countries in making their reported financial information more transparent,
comparable and useful to stakeholders. A large amount of funds and resources have
been spent on making the IFRS implementation process smooth and effective. This

creates an imminent need for research that unveils the effects of said implementation.
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The research offers findings that vary based on countries, stages of economic
development, modes of IFRS implementation (adoption or convergence),
applicability of the IFRS (voluntary or mandatory) and so on. Despite differences in
the results, the popular opinion is that the IFRS accounting standards do improve the
quality of reported financial information — particularly by enhancing value relevance
and reducing the instances of earnings management. The review detailed in each sub-
section of this Chapter first provides a summary of studies done in developed
economies in the European, American and Australasian countries and moves to the
developing markets in the African and Asian continents. The studies on parameters
of financial reporting quality — value relevance and earnings management — are first
addressed, followed by the studies exploring the inter-play of corporate governance
and IFRS in the financial reporting quality dynamics. Lastly the Chapter ends with
the review of publications in India which address all the core concepts of the current
study. The review reveals gaps in the research in terms of the timeframe over which
studies have been conducted in India, the lacunae in following different approaches
to measurement of variables and the statistical tools employed. The same have been

detailed in the next Chapter leading to the development of the respective hypotheses.
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Chapter 3

Research Design

3.1 Introduction

Financial information reported to investors and other stakeholders is considered to be
of high quality when it has the qualitative characteristics of relevance and
faithfulness. Over the course of development in accounting research, these
characteristics have been quantified and measured using market and accounting
indicators. The current study also employs such quantitative techniques and models
to arrive at its findings. Chapter 3 outlines the research gaps identified from the
relevant literature reviewed in Chapter 2. The examination of the existing research,
especially in India, reveals the lacunae with respect to the scale of research, methods
and models employed and factors considered for the analyses. These gaps are listed
out in the following sections followed by the hypotheses derived for each of the
objectives. The sampling methods, sample description and data collection methods

are further explained. A detailed description of all variables is provided in Table 3.

3.2 IFRS convergence and the value relevance of Indian accounting
information

3.2.1 Research gaps and hypotheses development

Section 2.2.1 provides a detailed summary of the surveyed research pertaining to
value relevance of accounting information and the impact of IFRS implementation
on the same. As described earlier, the focus of value relevance studies lies in
examining the usefulness of reported information. The same is measured as the ability
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of income figures, such as price or returns, to capture the information provided in
financial reports. The findings from existing price value relevance studies revealed
that the introduction of [FRS in the firms’ accounting systems led to the improvement
in value relevance in some economies (Nijam & Jahfer, 2018; Okafor et al., 2016;
Outaetal., 2017; Rodriguez Garcia et al., 2017) and decline in others (Ki et al., 2019;
Lin et al., 2012). Correspondingly, the studies in returns value relevance also found
mixed results (Akeem Adetunji, 2016; Kang, 2013). The value relevance literature in
India, since the convergence with the IFRS is relatively scant and leaves ample scope
for further research. The evidence offered by Adhikari et al., (2021); Bansal & Garg,
(2021) and Srivastava & Muharam, (2021) is inconclusive as it is confined to very
brief periods during which the new standards (IndAS) were still in their
implementation phase and their effects had not entirely seeped into the financial
reports. Additionally, majority of the studies in this area predominantly rely on the
price regression models while neglecting the use of the returns model. There is an
observed tendency to overlook the association between returns and earnings, while

focusing primarily on the price-earnings relationship.

The first objective is framed as follows to overcome the afore-mentioned research
gaps in the literature:

Objective 1: To examine whether the price and returns value relevance of
accounting information of Indian listed firms has changed with the
transition from Indian GAAP to the IFRS-converged IndAS.

The current study therefore, aims to address the research gaps in the existing literature
by conducting an extensive study spanning ten years. This includes four years of post
IFRS convergence period which effectively allows to capture the consequences of

the convergence process on the financial information. Furthermore, this study
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provides evidence from the returns-earnings perspective capturing changes, if any,
in the returns value relevance of Indian accounting information since the shift to the
IndAS. The following hypotheses (H1 and H2) are developed to attain the first

objective:

H1: The price value relevance of the accounting information of Indian listed firms

has changed since the transition to IFRS-converged IndAS.

H2: The returns value relevance of the accounting information of Indian listed

firms has changed since the transition to IFRS-converged IndAS.

Hypothesis (H1) assumes that the switch to the IFRS-converged IndAS by Indian
listed firms has effected a change in the price value relevance of their accounting
information. In other words, it theorises that accounting information of Indian listed
firms is reflected in the market value of its shares. The same is alternately
hypothesised for returns value relevance which captures whether the explanatory
power of accounting information with respect to the firms’ returns, changes with the

new standards.

3.2.2 Model specification and description of variables

3.2.2.1 Price regression model

The first hypothesis (H1) suggests that the price value relevance of the accounting
information of listed firms in India has undergone a change due to the mandatory
shift from the Indian GAAP to the IFRS-converged IndAS. A price value relevance
study aims to establish the correlation between a firm's market value and its
accounting information. The model developed by Ohlson, (1995) describes the firm’s
market value of equity as a function of two accounting variables — earnings and book

value of equity. Book value and earnings play a pivotal role in the valuation process
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of companies (Tanaka, 2015). Recent empirical studies, like Adhikari et al., (2021);
Alnodel, (2018); Atoyebi et al., (2018); Bansal & Garg, (2021); Elbakry etal., (2017);
Kietal., (2019); Kouki, (2018b); Nijam & Jahfer, (2016); Odoemelam et al., (2019);
Outa et al., (2017); Temiz & Gulec, (2017) and Wu et al., (2017), have globally
assessed the impact of IFRS on value relevance by utilising the Ohlson, (1995)
model. The model regresses the market value per share (MVPS) with accounting
variables, namely earnings per share (EPS) and book value per share (BVPS). The
EPS represents the profit and loss statement as a component of the financial
statements and the BVPS represents the balance sheet information. The present study
introduces the IndAS variable into the regression equation to measure the impact of
the mandatory IFRS convergence process on the value relevance of the stated
financial information. Introducing interaction terms into the model allows for
understanding of the differential influence of IFRS-converged IndAS on the value
relevance of EPS and BVPS individually. These interaction terms serve to quantify
the additional effects of the variables under examination (Kouki, 2018b; Nijam &
Jahfer, 2016). The extended model employed in the testing of hypothesis (H1) is

expressed as follows in Equation 1:

Equation 1
MVPS;, = Bo + BLEPS;; + B,BVPS; + BsIndAS;, + B,IndAS;xEPS;,
+ B5IndAS;;xBVPS;; + B¢Size;s + B,Leviy + BgGrow; + &

Where, MVPS;: represents the market value per share of firm i for year t. The market

value is the closing price of the share collected two months from the end of the

respective financial year. Regulation 33(3)(a) of the Listing Obligations and

Disclosure Requirements (LODR) of the SEBI requires all listed companies to file

their annual financial results within 60 days from the end of the financial year.® The

financial year for all the sample firms of the present study ends on 31% March and the
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financial results of these firms become available to the public by 30" May each year.
However, due to the impact of the CoVID-19 pandemic on industries, the deadline
was extended to 15" September 2020 for the financial year ending on 31 March
2020° and 30" June 2021 for the financial year ending on 31% March 2021%°.
Therefore, the closing price values for the MVPS;; variable are taken as of 30" May
for all the years in the study period, except for 2019-20 and 2020-21, for which they
are taken as of 15" September 2020 and 30" June 2021 respectively.

The EPSitand BVPS;tare the earnings per share and book value per share representing
accounting variables of interest. The model introduces the IndASii as a dummy
variable which takes the value 1 for the years during which the listed firms in the
sample mandatorily followed the IFRS-converged Indian Accounting Standards
(IndAS) and takes the value 0 for the years during which they still followed the Indian
GAAP. The interaction of this variable with the EPS;j: and BVPS;: will provide an
understanding into the impact of the IndAS on the value relevance of both the
financial reporting variables. To register an increase in the value relevance due to the
IndAS, positive coefficients are expected for IndASitx EPSitand IndASitx BVPS;t. The
model further adds Sizei, Levic and Growit which represent the size of the firms in
terms of total assets, leverage of the firm indicating the debt-to-asset ratio and a firm’s
growth rate based on its sales, respectively. These serve as control variables which
control for firm characteristics or properties which may influence the relationship
between the treatment and the outcome, thereby providing consistent estimates
(Hinermund & Louw, 2023).

3.2.2.2 Returns regression model
The 1990’s saw an upsurge in the use of price and return values as vital market
variables of interest (Easton, 1999). According to Easton, (1999), the price regression

models which use share market price as a market measure, also create the foundation
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for the use of returns instead of price. Additionally, the returns models overcome the
‘serious scale issues’ which price value regressions suffer from. The author further
suggests that returns studies provide evidence of the timeliness of the summary
provided by the accounting information. This implies that if the changes in the value
of the accounting information are effectively captured over the returns period, the

accounting information provides a timely summary for investors.

The returns model, as formulated by Easton P.D. & Harris T.S, (1991), employs the
explanatory capabilities of earnings and changes in earnings to gauge the value
relevance of a firm's stock returns. In alignment with previously reviewed literature,
the present study adopts the model to investigate whether IFRS convergence has
exerted a positive influence on the stock returns value relevance of earnings in India.
The Easton P.D. & Harris T.S, (1991) model is therefore extended to obtain Equation
2 which is employed in testing the hypothesis (H2).

Equation 2
Rit = fo + BLEPS;; + BL,AEPS;; + B3IndAS;; + [4IndAS;; X EPS;;
+ BsIndAS;; X AEPS; + B¢Sizey + [7Levy + PgGrow + ey

Where, Rit is the stock return which comprises of the dividend per share paid by the
firm in a given year and the change in price per share from the previous year to the
current year. Rit is therefore measured as (Pit- Pit-1)) + Dit where Pit is the stock price
of firm i at the current balance sheet; Pi.1) is the stock price as on the previous balance
sheet date and D is the dividend per share paid by firm i for year t. The core
independent variables of the model are EPS; representing earnings per share and
AEPSi: which is the year-on-year change in earnings. The returns, EPSit and 4EPSit
variables are deflated by Pi¢.1) i.e. the stock price as on the previous balance sheet
date to counter the scaling issues as described earlier.
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In Equation 2, the IndAS dummy variable (IndASi) is introduced, along with its
interactions with earnings and changes in earnings (INdASixEPSit and IndASix
AEPSit), to assess the additional effects of IndAS on each of the variables under
scrutiny. IndASit captures the event in which the standards are followed by the firms.
Additionally, control variables Sizeir, Levii and Growi: are introduced into the

equation.

3.3 IFRS convergence and earnings management in Indian listed
firms
3.3.1 Research gaps and hypotheses development

As described in Section 2.2.2 of Chapter 2, a vast portion of the literature has covered
the role of IFRS implementation in either reducing (Chen et al., 2010; G. latridis,
2010; Wijayana & Gray, 2019; Zeghal et al., 2012) or increasing (Callao & Jarne,
2010; Lin et al., 2012; Zhang et al., 2013) the instances of earnings management in
firms across the world. There are also researchers who found no significant changes
in earnings management behaviour after the IFRS became applicable (Doukakis,
2014; van Tendeloo & Vanstraelen, 2005). The presentation of true and fair,
transparent information and financial estimates to stakeholders is an essential
characteristic of financial reporting. India has had its fair share of financial scams

resulting from unfaithful representation in financial reports by firms.

When the Satyam scam was unearthed in 2009, a lot of inconsistencies and
inefficiencies in the country’s auditing, accounting and governance mechanisms were
revealed (Adhikari et al., 2021). India embraced the IFRS from 2015-16 with the
expectations of seeing improved financial reporting quality and transparency. The

IFRS however are known to be principle-based standards which may allow greater
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levels of discretion to managers and thus increase the instances of earnings

management.

The present study uses discretionary accruals to test the levels of earnings
management in the presence of the IndAS and to see whether the new standards have
been instrumental in reducing the same. Similar attempts have been made by
Adhikari et al., (2021) and Bansal & Garg, (2021) who found that the discretionary
accruals increased since IFRS convergence. However, these studies highlight that the
limited period of study poses problems of arriving at a firm conclusion since one or
two years is not enough time for the effects of the IndAS to reflect in the accounting
quality. This provides the research gap for the current study which aims to achieve

the following objective:

Obijective 2: To examine whether the earnings management practices of Indian
listed firms have changed with the transition from Indian GAAP to
the IFRS-converged IndAS.

The present study therefore investigates the earnings management practices prevalent
in Indian listed firms while examining the potential impact of the IFRS-converged
IndAS on the same. It tests the argument that the IFRS cause a change in the earnings
management practices. Based on objective 2, the following hypothesis (H3) was

developed:

H3: Earnings management through discretionary accruals in Indian listed firms

is affected by the transition to IFRS-converged IndAS.

Hypothesis (H3) aims at decoding the influence of the IFRS-converged IndAS on the

opportunistic managerial behaviour in Indian firms. It uses the levels of discretionary
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accruals as the indicator of earnings management practices and attempts to
understand the change in these levels in the presence of the INdAS. The results
stemming from the analysis pertaining to this hypothesis will provide insights into
the role played by IFRS in either reducing or increasing the manipulative practices

or may reflect no significant change at all.

Motivations for earnings management are driven by other firm-specific factors in
addition to the choice of accounting guidelines. The factors may be operational or
related to the ownership structure of the firm. Among the operational factors,
executive compensation can be a very strong incentive for executive directors and
Key Managerial Personnel (KMP) to distort earnings figures. Sun & Hovey, (2013)
in their research on Australian firms conclude that managers use income-increasing
accruals to maximise their at-risk compensations and bonuses while fixed
compensation and regular salaries are disincentives for earnings management. Shuto,
(2007) found that executive compensation in Japanese firms increased because of

increased discretionary accruals.

Additionally, firms whose managers did not receive any bonuses adopted income-
decreasing accruals and extraordinary items. Adut et al., (2013) make a distinction
between predictive and opportunistic earnings management and conclude that CEO
compensation has a positive association with predictive earnings management and
negative association with opportunistic earnings management. Besides executive
compensation, prior studies also analyse other operational factors such as turnover
and business risk against earnings management (Christensen et al., 2015; Wijayana
& Gray, 2019). Both have a direct relationship with discretionary accruals which are

determined by the sales revenues and cash flows of the business.
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The composition of the shareholder and investor base also has a significant role to
play in the financial reporting decisions of a firm as established by prior research.
Institutional investors are known to possess the resources, knowledge and skills for
more efficient monitoring of a firm’s activities, to identify potential flaws in financial
reports and to control aggressive earnings management practices especially for larger,
matured Indian firms (Ajay & Madhumathi, 2015). In a sharp contrast, Chatterjee,
(2021) argued that increase in domestic institutional investor holding as well as
promoter holding increases earnings management. Tran & Dang, (2021) report
interesting findings with respect to the ownership structure of Vietnamese firms.
According to their analysis, state ownership is effective in reducing earnings
management while foreign ownership has a positive effect on the same. Considering,
the impact of both operational factors and ownership patterns in addition to
accounting standards, the following hypothesis H4 is therefore derived to attain

objective 2:

H4: Earnings management through discretionary accruals in Indian listed firms
is affected by firm-specific operational factors and the firms’ ownership

patterns.

The findings derived from testing hypothesis (H4) will provide insights into the firm-
specific factors related to operations and shareholding which may encourage

managerial interference in earnings figures.

3.3.2 Model specification and description of variables

The hypotheses developed in Section 3.3.1 are aimed at examining the relation
between earnings management which is proxied by discretionary accruals and the use
of the IndAS along with other firm-specific factors and control variables. A vast

majority of the literature on earnings management relies upon total discretionary
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accruals (TDA) to represent the levels of earnings management practices (Adhikari
etal., 2021; Al-Shattarat, 2021; Baig & Khan, 2016; Bansal & Garg, 2021; Callao et
al., 2016; Dimitras et al., 2015; Isaac, 2022; Lee & Son, 2009; Liu & Sun, 2022; Mela
etal., 2023; Mostafa, 2017; Rusmin, 2010; Sun & Hovey, 2013; Thoppan et al., 2021;
van Tendeloo & Vanstraelen, 2005). The current study deconstructs the discretionary
accruals into total, short-term and long-term discretionary accruals in line with Al-
Shattarat, (2021) and Whelan & McNamara, (2004). Short-term discretionary
accruals (STDA) and long-term discretionary accruals (LTDA) have differential roles
to play in easing the timing and matching problems associated with accounting
information (Whelan & McNamara, 2004). It is therefore essential to distinguish their
roles and address them in addition to total discretionary accruals. In addition to
investigating the impact of the IFRS on earnings management via total discretionary
accruals as previously done by Adhikari et al., (2021); Ayedh et al., (2019); Bansal
& Garg, (2021); Cadot et al., (2021); Eiler et al., (2022); Halabi et al., (2019); Kouki,
(2018b); Lakhal & Dedaj, (2020); Mongrut & Winkelried, (2019); Viana et al.,
(2022) and Wijayana & Gray, (2019), the present study also uses short-term and long-
term-discretionary accruals as proxies for earnings management. To test the
hypotheses H3 and H4, Equation 3, Equation 4, and Equation 5 regress the three
forms of discretionary accruals — total, short-term and long-term discretionary
accruals, — respectively, with the IFRS-converged IndAS variable and the firm-
specific factors (operational and ownership) in addition to control variables. The

equations are expressed as follows:

Equation 3

TDA;; = By + f1IndAS;; + B,Tnover;y + f3Brisk;; + BsExcom; + BsProm;;
+ BeForgn;, + frInstiy + LgBig4i + PoFam; + [10Size;;
+ Brilevy + BiGrow,+ ey
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Equation 4
STDA;; = By + f1IndAS;; + B,Tnover;; + B3Brisk;; + L4Excom;;
+ BsProm;; + feForgn;: + B-Insti; + PgBig4;: + BoFam;,
+ BroSizey + PraLevy + PraGrow+ ey

Equation 5
LTDA;; = By + f1IndAS;; + B,Tnovery, + [3Brisk;; + PsExcomy,
+ BsProm;; + feForgn; + p-Instiy + PgBig4; + BoFam;,
+ BroSizey + PraLevy + P1aGrow+ ey

Where, TDAi, STDAit and LTDAi are the total, short-term and long-term
discretionary accruals, respectively. They represent the absolute values of the
discretionary accruals estimated using Equation 6, Equation 7 and Equation 8 and are
used as proxies for earnings management based on their magnitude. The estimation

of the three types of discretionary accruals is explained in Section 3.3.2.1.

Hypothesis (H3) theorises a change in the earnings management practices of the
sample firms in India since the transition to the IFRS-converged IndAS which is
represented by the IndAS;: variable in Equations 3, 4 and 5. It is a dummy variable
which takes the value ‘1’ for the years during which firms produced their financial
reports under IndAS and ‘0’ otherwise. To test hypothesis (H4), the study further
focuses on firm-specific factors which include operational items and ownership
patterns. The operational factors introduced in the equations are turnover (Tnoverit),
business risk (Briskit) representing the cash flows of the business scaled by total assets
and executive compensation (Excomit) paid to executive directors and key managerial
personnel. Promi, Forgnit and Instii represent the shareholding proportions of
promoters, foreign promoters and institutional investors in the total shareholding of
the firms. The rationale for selecting the operational and ownership factors is
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explained in Section 3.3.1. Big4itand Famitare dummy variables which take the value
1 if the firm’s books are audited by the Big 4 auditors and are family-dominated
businesses and O otherwise. Sizei, Levii and Growit capture firm-specific

characteristics of firm size in terms of total assets, leverage ratio and growth rate.

3.3.2.1 Models and variables in estimation of discretionary accruals

As described in Section 2.2.2, Jones, (1991) developed a model to separate the
discretionary accruals from the total accruals. Modifications of the model were
further employed in earnings management studies over time, with the most popularly
used modifications being those suggested by Dechow et al., (1995) and Kothari et al.,
(2005). The present study uses the performance-adjusted Jones, (1991) as modified
by Kothari et al., (2005).

The model is extended to include the firms return on assets (ROA) to control for the
effect of performance on the accruals. It assumes that firms may show higher
discretionary accruals when the firm is growing. The model particularly suits the
research design of this study since the initial portion of the study period represents
very high growth years while the last two years are marked by a fall in earnings and
revenues caused by the pandemic. The Jones, (1991) model as modified by Kothari
et al., (2005) employed to calculate the total discretionary accruals is presented in

Equation 6 as follows:

Equation 6

TA; 1 (ARev; — ARecy) PPE;;
- - g, — + + g4ROA;
Assets;_4 91 Assets;_q 92 Assets;_q 3 Assets;_q g i

+ €t

Where, TA;; = NIy — CFOy;
57



The total accruals are comprised of the discretionary and the non-discretionary
accruals. Equation 6 expresses total accruals (TAi) as a function of the non-
discretionary accruals represented by the independent variables and the discretionary
component captured by the error term (eif). The dependent variable, total accruals
(TA), is calculated as the difference between the net income (Nlit) and the cash flows
from operating activities (CFOit) of a firm. The independent variables include the
change in the sales revenue of a firm (ARevit), change in the accounts receivables of
a firm (ARecit) and the total value of property, plant and equipment (PPEj).
Additionally, the Kothari et al., (2005) model uses the return on assets (ROAi) for
performance adjustments. All the variables except ROA: are scaled by the total assets
of the previous reporting year (Assetsit.1)). Therefore, industry-wise cross-sectional

regressions are run on the data using Equation 6 to estimate industry coefficients

(gl...n)-

The residuals derived from this regression after replacing the industry coefficients in
the equation are the total discretionary accruals. The study uses the absolute values
of these estimates to represent TDAi. The same methodology is applied to the
estimation of short-term discretionary accruals (STDAi) and long-term discretionary
accruals (LTDAi). All the variables used in Equations 6, 7 and 8 are described in
Table 3.

The study further provides additional insights into the role of short-term and long-
term components of discretionary accruals in addition to the TDAi: which are more
widely used in similar research. This attempt to understand the different modes of
earnings management is based on the premise that managers may use the short-term

or long-term discretionary accruals besides the total discretionary accruals based on
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varied motivations. Therefore, these discretionary accruals are estimated to
understand the differential impact on them, if any, of the IndAS and the institutional
factors.

Equation 7

STAit 1 ARevit

_—_—m _— + _— e:
Assets,_, 91 Assets;_, 92 Assets,_; U

Where, STA;; = ARec;, + Alnv;, + AOCA;; — AAP, — ATaxP;, — AOCLy

The short-term component of the discretionary accruals is calculated by running
industry-wise cross-sectional regressions using the revenue component of the Jones,
(1991) model as shown in Equation 7. The model in Equation 7 follows the same
methodology as Equation 6. The estimated residuals represent the discretionary
component of the short-term accruals. The prescribed model uses the change in the
sales revenue (ARevit) to represent the short-term component of accruals. All the
variables are scaled by Assetsit1). The dependent variable (STAi) is a sum of the
change in receivables (ARecit), change in inventory (4/nvit) and change in the other
current assets (40CAit) after excluding the changes in accounts payables (44Pi),
changes in tax provisions (4TaxPit) and changes in other current liabilities (4OCLi).
The absolute values of the estimates thus obtained are used as short-term
discretionary accruals (STDAi) in Equation 4. To derive the long-term discretionary

accruals, Equation 8 is adopted from Whelan & Mcnamara, (2004).

Equation 8

LTA;; 1 PPE;; Intang;; NCP;;

[ S — + - -
Assets;_q 9 Assets;_q 92 Assets;_q gs Assets;_q g Assets;_q

+ €it
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Where, LTA;; = TA;; — STA;;

In continuation with the methodology used in Equation 6 and Equation 7, the LTDAit
are estimated using Equation 8. The model uses the total value of property, plant and
equipment (PPEi), intangible assets (Intangit) and non-current provisions (NCPjt) to
represent the long-term component of the accruals. All the variables are scaled by
Assetsit-1). The LTAjtare the long-term accruals calculated as the difference between
the total accruals (TAit) and short-term accruals (STAit) as used in Equation 6 and
Equation 7. The absolute values of the residuals from Equation 8 represent the long-
term discretionary accruals (LTDAi) used in the earnings management model in

Equation 5.

3.3.2.2 Models and variables in logistic regression model

The study further uses a logistic regression approach as a robustness check by
converting the TDAi, STDAir and LTDAi: variables into binary variables TAEMi,
SAEM;: and LAEM;.. They represent total discretionary accruals-based earnings
management, short-term discretionary accruals-based earnings management and
long-term discretionary accruals-based earnings management, respectively. These
new variables represent dummy variables which take the value 0 if the firm’s absolute
discretionary (total, short-term and long-term) accruals are below their industry
median for a given year and value of 1, otherwise. The new variables therefore act as
indicators of earnings management practiced through total, short-term and long-term
discretionary accruals. The industry median is used as a benchmark to classify the
companies as those engaging in earnings management and those that do not (Al-
Shattarat, 2021; Whelan & McNamara, 2004). The following variations (Equations
9,10 and 11) of the proposed models were then run using the generated binary

variables:
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Equation 9
TAEM;; = B + [1IndAS;; + B,Tnover;; + B3Brisk;: + LiExcom;; + BsProm;;
+ BeForgn;, + PrInstiy + PgBig4i + PoFam; + [1oSize;:

+ Bi1levy + B12Grow; + e

Equation 10
SAEM;; = By + f1IndAS; + B,Tnovery, + B3Brisk;,; + fiExcom; + fsProm;,
+ BeForgn;, + frInstiy + fgBig4i + PoFam; + [10Size;;

+ B11levy + P12Grow; + ey

Equation 11
LAEM;; = By + B1IndAS;; + [,Tnovery, + B3Brisk;, + [iExcom; + [sProm;,
+ Be¢Forgn;; + ByInsti;; + BgBig4i: + LoFam; + B1oSize;;

+ B11levy + P12Grow; + ey

While the models employed in Equations 3, 4 and 5 will indicate the change and
direction of change (increase or decrease) in accruals effected by the IndAS and other
independent variables, the results of the logit regression models in Equations 9,10
and 11 are expected to provide estimates indicating the probability of earnings
management increasing or decreasing among the sample firms, given the proposed
regressors. The INndAS variable is expected to reduce the possibility of earnings
management through all three modes — total, short-term and long-term discretionary

accruals.
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3.4 IFRS convergence and the value relevance of managed earnings

3.4.1 Research gaps and hypotheses development

Managerial opportunistic behaviour can lead to the dissemination of unreliable
earnings information to stakeholders, emphasising the need to analyse the impact of
managed earnings on a firm's value. Value relevance and earnings management are
often viewed as two distinct indicators of financial reporting quality wherein the
former embodies the relevance or usefulness of financial statements and the latter
evaluates the faithfulness of the presented financial data. However, in order to
conclude that earnings are value relevant, it is crucial to establish that the earnings
are free from manipulation. The present study therefore, aims to investigate the value
relevance of financial information as influenced by earnings management practices
in line with Al-Shattarat, (2021); Marquardt & Wiedman, (2004) and Whelan &
McNamara, (2004). The central idea is that, while exploring these two parameters
independently is essential, it is equally crucial to examine their potential interplay.
As discussed in Section 3.3.2, accruals-based earnings management practices,
particularly total discretionary accruals, are commonly employed as proxies to assess
the extent of earnings manipulation. However, the examination of short-term and
long-term forms of accruals remains relatively unexplored, with only a few studies
(Al-Shattarat, 2021; Whelan & McNamara, 2004) addressing this gap. Some scholars
contend that the influence of discretionary accruals on the value relevance of earnings

is more pronounced in the long term.

Recent independent studies on value relevance or discretionary accruals in the Indian
markets have emerged. Still, none have comprehensively explored the mutual
impacts of the two, especially since the mandatory implementation of IndAS began.

The present study therefore makes a three-fold contribution to this body of literature:
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(a) it tests the association between earnings management and the value relevance of
accounting information in India which is absent in the current literature; (b) it
investigates whether the shift in the accounting regime (IndAS) plays a role in the
relationship between managed earnings and value relevance; and (c) it provides
findings on the differential impacts of short-term and long-term accruals-based
earnings management on value relevance. The study is therefore undertaken to attain

the following objective:

Obijective 3: To determine whether the earnings management practices affect the
value relevance of accounting information of Indian listed firms in

the post-1FRS convergence period.
To achieve the third objective of the study, the following hypotheses are formulated:

H5: Earnings management practices through discretionary accruals affect the
value relevance of accounting information of Indian listed firms and the

relationship is moderated by the use of IndAS.

H6: Earnings management practices through long-term discretionary accruals
have a different impact on value relevance than earnings management

through short-term discretionary accruals for Indian listed firms.

Hypotheses H5 and H6 are tested to draw conclusions if earnings management
practices in Indian listed firms affect their value relevance. Further, it is tested
whether the use of the IndAS moderate the earnings management practices such that
it influences the value relevance of accounting information. Additionally, the
differential impacts of short-term and long-term discretionary accruals on value

relevance are also put to the test based on previous findings that earnings
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management practices through long-term discretionary accruals have a higher impact

on value relevance than those through short-term discretionary accruals.

3.4.2 Model specification and description of variables

The foundational model for the empirical analysis employed in the testing of
hypotheses H5 and H6, is the Ohlson, (1995) model, which establishes the connection
between market value and earnings and book value. To enhance this model, TAEM,
SAEM:i;, and LAEM;; are incorporated as binary variables, serving as indicators for
earnings management practices associated with total discretionary accruals, short-
term discretionary accruals, and long-term discretionary accruals, respectively. The
variables seek to capture the impact of earnings management practices on the value
relevance of earnings and book values. The methodology for generating the variables
is the same as that described in Section 3.3.2.2 for the logistic regression model. The

extended models are outlined as follows:

Equation 12
MVPS;; = By + B1EPS;t + B, BVPS;; + B3TAEM; + [4IndAS;;
+ BsTAEM;;xEPS;; + B¢TAEM;;x BVPS;;
+ B, TAEM;;xIndAS;;xEPS;; + PsTAEM;;xIndAS;;xBVPS;
+ BoSize; + ProLlevy + P11Grow; + ey
Equation 13
MVPS;; = By + BLEPS;t + B2 BVPS;; + B3SAEM;; + B4IndAS;;
+ BsSAEM;;xEPS;; + LcSAEM;:xBVPS;;
+ B,SAEM;;xIndAS;;xEPS;; + PgSAEM;; xIndAS;;x BVPS;;
+ BoSize; + Prolevy + f11Grow; + ej;
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Equation 14
MVPS;; = By + B1EPS;t + B,BVPS;; + B3LAEM;; + [,IndAS;;
+ BsLAEM;;xEPS;; + BcLAEM;;xBVPS;;
+ B,LAEM;;xIndAS;;xEPS;; + BgLAEM;;xIndAS;;x BVPS;;
+ BoSizey + BroLlevy + P11Growy + ey

Where, MVPS;i;, EPSitand BVPS;: are the market value, earnings and book values per
share and are measured as described in Section 3.2.2.1. The TAEMj;, SAEM; and
LAEM,;: are indicators of earnings management practiced through total, short-term
and long-term discretionary accruals. The industry median of the respective accruals
Is used as the benchmark to decide whether a firm engages in managing earnings.
Firms with discretionary accruals values above the industry median are said to be
engaging in earnings management and therefore take the value ‘1’ for the TAEMj,
SAEM;: and LAEM;: variables and ‘0’ otherwise. The interaction terms of these
variables with EPSjtand BVPS;; are then introduced into the equations to capture their
impact on the value relevance of each of the accounting variables. The model is
expanded by incorporating the IndAS;: variable, denoting the adoption of IFRS-
converged IndAS standards by listed Indian firms. This dummy variable assumes the
value '1' for the years in which a firm adheres to the IndAS and '0" otherwise. To test
the hypotheses, it is essential to examine the interaction between the IndAS variable
and earnings management variables. Finally, higher order interaction terms are
added, denoting the role of the IndASi; in the relationship between the TAEMit, SAEM;t
and LAEM;t and the value relevance of EPSitand BVPS;.

In order to prove the hypothesis (H5), s and fs in Equation 12, Equation 13 and

Equation 14 are expected to be negative to conclude that the value relevance of
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earnings and book values is lower for firms who practice earnings management as
compared to those who do not. Additionally, £ and fs are expected to be positive to
prove that the use of IndAS positively moderates the relationship between earnings
management and value relevance. The hypothesis (H6) attempts to differentiate
between the impact of long-term and short-term discretionary accruals-based
earnings management practices on value relevance. The models are also aimed at
ascertaining whether managing earnings through long-term discretionary accruals
has higher impact on firm value in comparison with short-term discretionary accruals.
To prove the hypothesis (H6), higher negative values for coefficients s and fs in
Equation 14 (for LAEM;) are expected as compared to that of Equation 13 (for
SAEM:iy). As with the other models used in the present study, Equations 12, 13 and 14

are also controlled for firm-specific factors like size, leverage and growth.

3.5 Corporate governance and IFRS convergence and their impact
on financial reporting quality
3.5.1 Research gaps and hypotheses development

Addressing the issue of quality of reported financial information does not solely rely
on stricter accounting rules; rather, it involves aspects related to the legal system and
ownership structure, among others (Callao et al., 2016). Numerous researchers have
confirmed the presence of a correlation between corporate governance and enhanced
value relevance (Cimini, 2022; Habib & Azim, 2008; Krismiaji et al., 2016; Mechelli
& Cimini, 2021). Likewise, the role of corporate governance in mitigating practices
related to earnings management is well documented (Chatterjee, 2020, 2021; Kapoor
& Goel, 2019; Sehrawat et al., 2019). The establishment of effective enforcement
mechanisms in the implementation of accounting rules is considered a corrective

factor for earnings management. This raises questions about the potential role, the
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corporate governance mechanisms, may have played in improving the financial

reporting quality in India.

The decades-old Companies Act 1956 was replaced by the Companies Act 2013
enacted in August 2013. This led to a major overhaul in the corporate governance
rules applicable to corporates, especially listed firms. Accordingly, the SEBI revised
the Clause 49 of listing agreements of stock exchanges pertaining to corporate
governance structures and the same became applicable from the financial year 2014-
15.11 This major reform preceded the introduction of the IFRS-converged IndAS in
India which began phased transition from the financial year 2015-16, when they were
allowed on voluntary basis. The simultaneous initiation of both reforms for listed
companies therefore, provides the motivation for the present study.

Studies in India have predominantly concentrated on evaluating the impact of IndAS
on accounting quality or the influence of governance attributes. Typically, these
investigations treat each newly adopted practice — IndAS and CG — in isolation as
seen in Section 2.4. Importantly, existing research has not attempted to unravel their
potential overlapping effects. The current study is grounded in the argument that any
influence of IFRS-converged IndAS on financial reporting quality in India might be
conditional upon moderation by corporate governance structures. Hence, it is
essential to ascertain whether the corporate governance structures have impacted the
value relevance and earnings management in India, or if the effects are solely
attributed to IFRS convergence. Consequently, the current study framed its fourth

objective as follows:

Objective 4: To determine the effect of corporate governance practices on the
relationship between financial reporting quality and IFRS

convergence in Indian listed firms.
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Since financial reporting quality, for the purpose of the study, encompasses value
relevance and earnings management parameters, the following conditional

hypotheses are framed:

H7: The relationship between IFRS convergence and value relevance of
accounting information in Indian firms depends upon corporate governance

structures.

H8: The relationship between IFRS convergence and earnings management in

Indian firms depends upon corporate governance structures.

Through the testing of hypothesis (H7) an attempt is made to understand if the impact
of the IFRS-converged INndAS on the value relevance of Indian accounting
information is affected by the corporate governance mechanisms of the sample firms.
Similarly, hypothesis (H8) addresses the earnings management aspect of financial
reporting quality. Corporate governance structures are known to reduce instances of
earnings management. This hypothesis puts to test the argument that the impact of
the IndAS on earnings management practices in Indian listed firms may be moderated

by their corporate governance practices.

The research addresses the drawbacks of prior studies that use one or a few specific
board or audit attributes as indicators for corporate governance (Krismiaji et al.,
2016; Mbir et al., 2020; Mechelli & Cimini, 2021). Instead, a self-constructed index
is utilised to assess the governance strength of our sample firms, providing a more

inclusive measure of their corporate governance performance.
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3.5.2 Model specification and description of variables

The hypotheses testing for objective four relies upon two models. To assess
hypothesis (H7), the Ohlson, (1995) valuation framework is utilised to test the value
relevance of accounting information and expanded to incorporate the IndAS and
corporate governance variables. The models employed in the testing of hypothesis

(H7) are outlined as follows:

Equation 15

MVPSit = BO + BlEPSit + ﬁZBVPSit + ﬁ3lndASit
+ B4ITldASitXEPSit + ,BSIndASitXBVPSit + ﬁGSizeit + ﬁ7L€'l7it
+ BgGrow;:+ e;;

The price value relevance model is sub-divided into two equations. In Equation 15,
the value relevance of earnings per share (EPSit) and book value per share (BVPSit)
is examined in the context of IndAS alone. The IndASi: is a dummy variable, taking
the value ‘1’ for the years in which IndAS is applied and ‘0’ otherwise. This helps
isolate and comprehend the impact of the IndAS on value relevance before including
the corporate governance variable into the model.

Equation 16

MVPS;; = Bo + B1EPS;t + B2BVPS;; + B3IndAS;; + L4IndAS;;xEPS;;
+ BsIndAS;:xBVPS;; + [eCGiy + B,CGi1xEPS; + PgCGi xBVPS;;
+ BoIndAS;;xCG i xEPS;; + L10IndAS;;xCG;;xBVPS;; + [11Size;;
+ BiaLevy + B13Grow; + ey

In Equation 16, the corporate governance score of firms is incorporated through the
moderator variable CG;: along with its interactions with EPS;: and BVPSit (CGitxEPSit
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and CGixxBVPSit). Furthermore, higher-order interaction terms involving IndAS, CG
scores and the accounting variables are introduced (IndASixCGixEPSit and
IndASixCGixBVPSit). Positive coefficients for all the interaction terms will denote

that the IndAS and governance structures make information more value relevant.

Hypothesis (H8) is aimed at understanding the underlying effect of corporate
governance on the inter-play between the IFRS-converged IndAS and the earnings
management practices of the firms. To test this hypothesis, the absolute values of
total discretionary accruals (TDAit) are employed as a proxy for earnings management
practices. The models investigating the impact of IndAS on accruals and the
moderating effects of corporate governance are structured as follows:

Equation 17

TDA;; = By + f1IndAS;; + B,Tnovery, + f3Brisk; + ByExcom;; + [sSizey
+ Belevy + [,Grow; +ej

Equation 18

TDA;; = Bo + f1IndAS;; + B,CGy + [3IndAS; xCGy + ByTnover;, + PsBrisk;,
+ BoExcom;; + B,Size;s + Bgleviy + LoGrow;: + e

Equation 17 and Equation 18 are utilised to explore whether the adoption of IndAS
and the effectiveness of a firm's governance mechanisms play a role in reducing
earnings management through discretionary accruals. As in Equation 15, Equation
17 also focuses on the distinct role of the IndAS in either increasing or reducing
discretionary accruals. Equation 18 is the expanded version that includes the CGit
variable and its interaction with the IndASit variable, thereby capturing the moderating

effect. Negative coefficients are anticipated for these variables and their interaction
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terms which will denote a decline in earnings management practices via discretionary
accruals in the presence of the IndAS and strong corporate governance mechanisms.
Variables such as turnover (Tnoverit), business risk (Briskit) representing the cash
flows of the business scaled by total assets and executive compensation (Excomit)
paid to executive directors and key managerial personnel are introduced in the
equations due to their known influence on earnings management practices. The
positive effect of turnover and business risk, derived from the sales and cash flows,
on discretionary accruals, is well documented (Adut et al., 2013; Hassen, 2014;
Shuto, 2007; Wijayana & Gray, 2019). Both the value relevance and earnings
management models incorporate control variables — size, leverage and growth rate
(Sizei, Levit and Growit) — to factor in their firm-specific impacts on the outcomes
(Callao & Jarne, 2010; G. E. latridis, 2015; Ismail et al., 2013; Zeghal et al., 2012).

3.5.2.1 Corporate governance variable

The corporate governance variable (CGi) is the core variable of interest in testing
hypotheses H7 and H8. In order to represent the strength of the corporate governance
structures, it is important to assign a score to each of the firms. This corporate
governance score is employed as an independent variable in Equations 15, 16, 17 and
18. It is then used in examining the role of corporate governance mechanisms, if any,
in the relationship between IFRS-converged standards and the financial reporting
quality of Indian listed firms. The scores are generated through the construction of a
comprehensive Corporate Governance (CG) index that encompasses parameters
across three categories: board structure and efficiency, audit quality, and ownership
structure. The selection of these parameters is meticulous, based on their potential
impact on value relevance and earnings management as evident in existing literature.
The measurement of value relevance assesses the ability of accounting variables to

explain a firm's market value, while earnings management practices are proxied by
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total discretionary accruals. Crucial corporate governance mechanisms that impact
value relevance encompass an independent board and audit committee, which
diligently oversee managers' conduct and thereby enhance the value relevance of
information (Habib & Azim, 2008). Indicators such as board size, representation of
independent directors, CEO duality, and the frequency of board meetings are
extensively studied metrics for assessing board quality (Chatterjee, 2020; Hasan et
al., 2022; Kapoor & Goel, 2019). Moreover, these attributes also influence the IFRS
compliance capacity of firms. Kabwe et al., (2021) observe an inverse relationship
between audit independence and IFRS compliance. Concerning audit quality, factors
such as composition, independence, and the frequency of meetings are considered
potential indicators (Alzoubi, 2016; Houge et al., 2017; Huguet & Gandia, 2016;
Isaac, 2022; Rusmin, 2010; Tsipouridou & Spathis, 2012).

The dispersion of ownership, a facet of corporate governance in firms, emerges as a
factor worth considering to mitigate the adverse impacts of earnings management on
the value relevance of earnings. A more widespread ownership structure,
characterized by lower concentration, has the potential to diminish the decline in the
value relevance of earnings when confronted with earnings management (Callao et
al., 2016). To encompass ownership structure, the index includes aspects related to
shareholding by promoters, foreign promoters, and institutional investors. Firms with
lower promoter shareholding and higher proportions of foreign and institutional
shareholders are considered to have superior quality financial information (Abdullah
& Ismail, 2016; Ajay & Madhumathi, 2015; Chatterjee, 2021; Ghosh, 2011; Tran &
Dang, 2021). Therefore, the choice of corporate governance attributes for the index
construction is grounded in the literature discussed above which outline the impact
of board and audit quality and ownership patterns on the financial reporting quality

of a firm.
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The evaluation framework employed in this index, combines compliance-based and
principle-based benchmarks (refer Table 1). It integrates statutory corporate
governance requirements outlined in the amended Clause 49 of listing agreements
(later replaced by the LODR) and international benchmarks such as the G20/OECD
principles of corporate governance!?. The index diverges from the dichotomous
scoring methods observed in the literature (Habib & Azim, 2008; Sehrawat et al.,
2019; Shan, 2015) where firms are assigned a score of ‘0’ or ‘1’ based on compliance.
Instead, the developed index adopts a nuanced 3-point scale (0, 1, 2), operating under
the assumption that most firms adhere to statutory requirements. This approach
accounts for firms that go beyond mandatory rules to implement global practices. For
every parameter, a company receives a score of ‘0’ if it does not adhere to the
mandatory corporate governance practice, ‘1’ if it meets the minimum statutory
requirements or adopts a reasonable practice, and ‘2’ if it embraces a global best
practice surpassing the minimum prerequisites. The corporate governance score
(CGi) for each company in a specific year is calculated by adding up the scores across
all items, dividing it by the maximum attainable score, and then multiplying by 100.
The study establishes an unweighted index, assigning each firm a score ranging from
0 to 100, where a higher score indicates a strong corporate governance mechanism.
This scoring method provides a more comprehensive evaluation of corporate
governance, considering diverse practices and recognising those firms that surpass
minimum regulatory requirements. This self-constructed index is crafted to manage
constituents, carefully chosen for their recognised influence on value relevance and
discretionary accruals, thereby averting the interference of irrelevant variables in the
regression outcomes. Moreover, it serves as a remedy for biases inherent in
commercial ratings and indices, where the subjectivity of analysts can play a role.

The corporate governance index methodology is detailed in Table 1.
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Table 1: Corporate governance index construction methodology

Parameter Scoring methodology
Board structure and efficiency
Board size Score ‘1’ if the number of board members is within T2, ‘2’ if it is within T3 and ‘0’ if it is

Non-executive directors

Board independence

Board meetings

CEO duality

Audit committee
composition

Audit committee
independence

Number of Audit

committee meetings

within T1%

Score ‘1’ if 50 percent of the board constitutes non-executive directors, 2’ if more than 50
percent and ‘0’ otherwise

Score ‘1’ if representation of independent directors in the board is as per regulatory
requirements”, <2’ if above the requirements and ‘0’ otherwise

Score ‘1’ if the board met at least 4 times during the year, ‘2’ if more than 4 times and ‘0’
otherwise

Score ‘1’ if the CEO and Chairperson roles are separated but the Chairperson is a non-executive
non-independent director, ‘2’ if the roles are separated and the Chairperson is an independent
director and ‘0’ if the roles are not separated.

Audit quality
Score ‘1’ if the audit committee has minimum three directors as members, 2’ if more than
three and ‘0’ otherwise.

Score ‘1’ if two-thirds of the members of audit committee are independent directors, 2’ if
representation of independent members is more than two-thirds and ‘0’ otherwise

Score ‘1’ is the audit committee met at least 4 times during the year, ‘2’ if more than 4 times
and ‘0’ otherwise
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Ownership Structure

Promoter ownership Score ‘1’ if the proportion of promoter ownership is within T2, ‘2’ if it is within T1 and ‘0’ if
it is within T3%

Foreign ownership Score ‘1’ if the proportion of foreign ownership is within T2, ‘2’ if it is within T3 and ‘0’ if it
is within T1°

Institutional holding Score ‘1’ if the proportion of institutional holding is within T2, ‘2’ if it is within T3 and ‘0’ if
it is within T1%

$ The observations for board size and shareholding patterns were divided into terciles where T1 represents the lowest values and T3

represents the highest values.
# As per Clause 49 of listing agreements in India, at least one-third of the Board should comprise of independent directors if the Chairman

of the Board is a non-executive director and at least 50%, in case the Chairman is (a) an executive director or (b) a non-executive director
who is also the promoter or related to promoter or occupies a management position.

It provides the core corporate governance attributes — board structure and efficiency, audit quality and ownership
structure and its respective parameters based on which the index scores are measures. The rating methodology and
scores assigned are explained further with the criteria. The corporate governance rules in India dictate the requirements
of the number of non-executive directors and independent directors in a board and the number of meetings to be held
by the board. Similarly the number of members and independent directors in an audit committee, number of meetings

to be held by it are set. The same criteria has been used to score the firms on these attributes.
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The separation of CEO and Chairperson roles is not mandated by the rules in India
but followed voluntarily by some firms which is scored accordingly in the
constructed index. For items like board size and proportions of owners, there is no
set criteria in the Indian corporate governance rules. In such cases the data is divided
in terciles (three parts in ascending order). A larger board size is considered ideal as
it reduces the concentration of the decision making powers in the hands of a few.
Therefore the firms with the highest number of board members are scored the highest.
Conversely, a higher proportion of promoter holding is considered to reduce the
quality of true and fair information available to the public. Therefore, firms with high
levels of promoter holding are scored the lowest. On the contrary, the presence of
foreign promoters and institutional investors is considered positive for the firm and
its financial reporting quality. The firms are therefore assigned high scores for high

values on these two items.

3.6 Samples and data

The quality of financial information reported by listed firms in India is at the core of
discussions in the current study. India currently has 7 stock exchanges'® of which two
major stock exchanges have equity shares of over 5000 companies listed on them —
the Bombay Stock Exchange (BSE) and the National Stock Exchange (NSE). The
BSE, established in 1875, is the oldest stock exchange not only in India, but in Asia
with 5358 companies available for trading (as of 2" April 2024) and a market
capitalisation of Rs. 395.71 lakh crores ($ 4.74 trillion)'*. The NSE, as of the same
date, recorded a market capitalisation of Rs. 392.8 lakh crores ($ 4.71 trillion) with
only 2190 companies available for trading'®. Despite commencing operations much
later in 1994, and a lesser number of listed companies, the total market capitalisation

of firms listed on the NSE is very close to that of the BSE. The trade volumes,
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turnover and actively traded stocks are much higher on NSE which makes it perfect

as a population for the current study.

The study is based on samples of non-financial firms listed on the NSE and that have

remained listed throughout the respective study periods. It uses data collected over a

wide-ranging period of ten years from 2011-12 to 2020-21. The population included

non-financial firms listed on the NSE throughout the financial years 2011-12 to 2020-

21 (for the first three objectives) and 2014-15 to 2020-21 (for the fourth objective).

The study period encompasses:

(@) four pre-IFRS convergence years (2011-12 to 2014-15) during which firms
followed the Indian GAAP;

(b) the phased convergence years (2015-16 and 2016-17) during which firms were
mandated to follow IFRS in a phased manner based on their networth (see
Section 1.2.1) and

(c) four post-1FRS convergence years (2017-18 to 2020-21), during which all listed
companies were mandated to follow IndAS.

In case of the fourth objective, the study period begins from the year 2014-15 from

which the new corporate governance rules were mandated in India (Ssee Section

1.2.2). It therefore includes the pre and post IFRS convergence years.

The study followed the purposive sampling method to arrive at the final samples for
which data was collected. Only non-financial companies were chosen for the study
since the mandatory use of the IndAS by listed companies as of 2017-18, was not yet
applicable to financial firms such as banks and insurance companies. Although Non-
Banking Financial Companies (NBFCs) have begun to follow the IndAS from the
financial year 2018-19, they are not included in this sample due to the differences in

the implementation dates. Therefore, to maintain uniformity and follow the ‘same
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firm-year’ approach throughout the analysis, only non-financial listed firms formed
the sample. Secondly, firms which had not disclosed financial statements or prepared
statements as per IndAS from the financial year 2017-18 were not included in the
sample. Of the financial companies, those which had been delisted during any of the
years of the study period were eliminated from the list. Further companies which had
undergone mergers or acquisitions were excluded along with those which followed
different financial years as opposed to the April to March financial year pattern
followed by majority of the firms in the country. Finally, the biggest cut in the sample
size was made due to missing data for the variables used in the respective models.
All firm-year observations analysed in the forthcoming chapters are complete with
valid values for each of the variables collected for all years. The final samples used

in testing each of the hypotheses and the study periods are presented in Table 2.

Table 2: Sample sets for hypotheses testing

Sample . No. of
Hypotheses firms Study period observations
H1 741 2011-12 to 2020-21 7410
H2 771 2011-12 to 2020-21 7740
H3 & H4 514 2011-12 to 2020-21 5140
H5 & H6
Total discretionary 723 2011-12 t0 2020-21 2930
accruals
Short-term discretionary 655 9011-12 t0 2020-21 6550
accruals
Long-term discretionary 655 92011-12 t0 2020-21 6550
accruals
H7 & H8 573 2014-15 to 2020-21 4011

The accounting data from financial reports, market data on stock prices, dividends,

earnings and book values was sourced from the Prowess|Q database of the Centre for
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Monitoring Indian Economy (CMIE) Ltd. The data for the corporate governance

index construction was gathered through a content analysis of the annual reports of

the firms for the given years. A total of 4011 annual reports were perused and the

data on company boards, audit committees and their composition were hand-picked

from the same. The data pertaining to shareholding proportions of different investors

was obtained from the ProwessIQ database. The description of all the variables

expressed in the models is provided in Table 3.

Table 3: Description of variables

Variable

Description

INdAS;

MVPS;i

EPS;
BVPSi
Rit

AEPS;

TDAi
STDAG
LTDAi

Dummy variable representing the use of the IFRS-converged IndAS; takes the
value 1 when IndAS is followed for financial reporting and O otherwise

Market value per share of firm i for year t represented by the closing price of
the share collected two months from the end of the respective financial year

Earnings per share of firm i for year t reported at the end of the financial year
Book value per share of firm i for year t reported at the end of the financial year

Stock return of firm i for year t measured as (Pit - Pi¢-1)) + Dit where Pj; is the
stock price of firm i at the current balance sheet; Pi..y) is the stock price of firm
i as on the previous balance sheet date and Dy is the dividend per share paid by
firm i for year t. The variable Rj; is deflated by Pi.1

Change in EPS of firm i from the previous year (t-1) to the current year (t),
deflated by Pi.1

Total discretionary accruals of firm i for year t estimated using Equation 6
Short-term discretionary accruals of firm i for year t estimated using Equation 7

Long-term discretionary accruals of firm i for year t estimated using Equation
8
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TAEM;

SAEM;t

LAEM;

Tnoveri

Briskit

Excomit

Promit
Forgnit
|nStiit

Big4it

Famit

Sizejt

Levit

Growi
CGit
TAit
NIt

CFOi

Dummy variable which represents earnings management through TDA, takes
the value 1 if the absolute total discretionary accruals of firm i are above their
industry median for a year t and 0, otherwise.

Dummy variable which represents earnings management through STDA, takes
the value 1 if the absolute short-term discretionary accruals of firm i are above
their industry median for year t and 0, otherwise.

Dummy variable which represents earnings management through LTDA, takes
the value 1 if the absolute long-term discretionary accruals of firm i are above
their industry median for year t and 0, otherwise.

Sales turnover of firm i for year t

Business risk of firm i for year t calculated as the cash flows scaled by total
assets

Executive compensation of firm i for year t measured as the total of all
compensation paid to executive directors and key management personnel

Shareholding proportions of promoters of firm i for year t
Shareholding proportions of foreign promoters of firm i for year t
Shareholding proportions of institutional investors of firm i for year t

Dummy variable which takes the value 1 if the books of firm i for year t are
audited by the Big 4 auditors and 0 otherwise

Dummy variable which takes the value 1 if the firm i for year t is a family-
dominated business and O otherwise

Size of firm i for year t measured as the total assets of the firm

Leverage of firm i for year t measured as the debt-to-asset ratio of the firm

Growth rate of firm i for year t measured based on the sales of the firm

Score of firm i for year t on the self-constructed corporate governance index
Total accruals of firm i for year t
Net income of firm i for year t

Cash flows from operating activities of firm i for year t

80



Assetsit-1)
ARevi
ARecC;;
PPEj
ROA;

STA
Alnviy
AOCA;;
AAP;
ATaxPi
AOCL;;
LTA
Intangi
NCPi
gr....0n

Cit

Total assets of firm i for the year t-1

Change in the sales of firm i in year t as compared to year t-1

Change in the accounts receivables of firm i in year t as compared to year t-1
Total property, plant and equipment of firm i in year t.

Return on Assets for firm i in year t calculated as the net income earned divided
by total assets.

Short-term accruals of firm i for year t

Change in the inventory of firm i in year t as compared to year t-1

Change in the other current assets of firm i in year t as compared to year t-1
Change in the accounts payable of firm i in year t as compared to year t-1
Change in the tax provisions of firm i in year t as compared to year t-1

Change in the other current liabilities of firm i in year t as compared to year t-1
Long-term accruals of firm i for year t

Intangible assets of firm i for year t

Non-current provisions of firm i for year t

Industry specific coefficients

Error term

3.7 Econometric tools

The samples used in the current study (as described in Table 2), provide observations

for over 500 listed firms (cross-sectional units) collected over seven to ten years (time

series), thus creating a panel data set. Panel data allows the construction and testing

of more complex models than what a single cross-sectional or time-series data set

would allow (Hsiao, 1985). Baltagi, (2005) compiles the benefits of panel data from

different studies and lists them as control of individual heterogeneity, higher
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informativeness of data, higher variability and reduced multicollinearity among
variables as compared to time-series, among others. The hypotheses in the current
study are therefore tested using panel regression models. The one-way error
component model is used in most panel data applications, wherein the error
component (eit) decomposes into two — the pi which represents the unobservable,
time-invariant individual-specific effect and vit which denotes the rest of the
disturbance or random time-varying component (Adwan, 2016; Baltagi, 2005). There
are three types of panel data models — pooled, Fixed Effects (FE) and Random Effects
(RE) model. Several researchers use the Pooled Ordinary Least Squares (POLS)
while dealing with panel data regression (Almagtari et al., 2020; Chatterjee, 2021;
Panda & Bag, 2019; Wijayana & Gray, 2019). However, POLS ignores the individual
(in this case, firm) specific characteristics and pools all observations resulting in
omitted variable bias. Static panel data regression models are therefore estimated
using either Fixed Effects estimator or the Random Effect estimator. The FE model
assumes a correlation between the individual-specific effects (ui) and the explanatory
variables whereas the RE model assumes that the 1 are distributed independently of

the independent variables.

To choose a suitable panel estimator for each of the specified models, the study first
employs the Breusch-Pagan Lagrange multiplier test which tests for random effects
in the models. Rejection of the null hypothesis of the test suggests the presence of
random effects which will render an Ordinary Least Squares (OLS) estimation
inconsistent and biased. Once it is established that OLS estimation is unsuitable for
the models, the analysis further needs to ascertain whether each model should be
treated as a FE model or a RE model. This must be supported by the Hausman test
which checks for significant differences between random and fixed effects

estimators. The null hypothesis of the Hausman test assumes that random effects
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model is the preferred model. Therefore, if the results of the Hausman test are
significant, the model is assumed to be a fixed effects model and vice-versa.
Consequently, the study employed the FE and RE estimators based on the Hausman
test results for each of the models to derive regression coefficients and other pertinent

outputs.

The static models utilised in the study were transformed into dynamic models by
incorporating the lag of the dependent variable as an independent variable. The
coefficient estimates of the lagged dependant variable are not of interest while
interpreting the result, however, allowing for the historical values of the dependent
variable may be crucial in obtaining more consistent results for other regressors
(Bond, 2002). Dynamic models are instrumental in addressing concerns related to
endogeneity, unobserved heterogeneity, and serial autocorrelation linked with panel
data. The study analysed these dynamic models using a System GMM (Generalised
Method of Moments) estimator, providing a distinctive departure from existing
studies reliant on static models alone, which might yield biased and inconsistent
estimates. It uses the GMM estimator proposed by Arellano & Bond, (1991). The
study presents a side-by-side comparison of results obtained from both static and
dynamic estimators, with the primary findings grounded in the dynamic models to

ensure unbiased estimates, free from data-related issues.

The analysis leading to the results of objective two, also uses logit panel regression
models in addition to the static and dynamic panel models. Equations 9, 10 and 11
use binary variables as dependent variables. The total, short-term and long-term
discretionary accruals (TDAi, STDAi: and LTDA\) estimated using Equations 6, 7 and
8 respectively, are used to generate new variables which represent the level of accrual

usage by the firms as a tool for earnings management. The absolute values of the
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estimated accruals are divided into two parts based on their industry median. If the
values lie above the median, the firm is said to have high incidences of earnings
management and is assigned ‘1’ as a value for the new binary variable. Firms with
values below the median are assigned ‘0’. The binary dependent variable representing
earnings management practices is then regressed against relevant independent
variables. The use of a dichotomous dependent variable therefore creates the need for
logit or logistic panel regression analysis. So, unlike regular regression models which
estimate the how much of the dependent variable is explained by the independent
variables, logistic regression models estimate the probability of an event occurring

which in this case is the possibility of a firm engaging in earnings management.

As part of the preliminary analysis, all the variables for each objective underwent
correlation analysis, with the Pearson’s Correlation coefficients computed to assess
collinearity and rule out multicollinearity concerns. Descriptive statistics are
presented for all sample sets, offering insights into the distinctive characteristics of
the data. Time and industry dummies are included in all the regression models to
control for time and industry effects. The data and models employed in the current
study have been analysed using the STATA 17 software due to its wide use in

econometric studies.
This chapter thus provides the detailed methodology with respect to identified

research gaps, specified models and description of variables, samples and study
periods. The econometric tools and techniques are further specified.

84



Chapter 4

Value relevance of Indian Accounting

Information

4.1 Introduction

Value relevance models measure the ability of market indicators, like stock prices or
returns, to capture accounting information released in the financial reports of the
respective firms. The current study is an attempt to understand if accounting
information of listed firms in India is value relevant and if the same has been affected
by the convergence of local Indian accounting standards with the IFRS. This Chapter
discusses the results from the empirical analysis of the models specified in Equations
1 and 2 specified under the first objective (see Section 3.2.2). Both price value
relevance and returns value relevance regression models are employed in this

analysis, the results of which are outlined in the next section.

4.2 Results and discussion

4.2.1 Price value relevance

This section provides the detailed results of the analysis based on hypothesis (H1)
which is aimed at determining whether the move towards the IFRS-converged IndAS
have affected the price value relevance of accounting information in India. The
results are derived from the model specified in Equation 1 which is an extended
version of the Ohlson, (1995) model. As seen in Table 2, the first hypothesis uses a

dataset of 741 firms over 10 years providing 7410 observations
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Table 4: Descriptive statistics — Price value relevance

Variable Mean Std. dev. Min Max
MVPS 516.8321 1749.797 0.95 41831.35
EPS 16.0741 46.4962 -378.6 814.78
BVPS 160.5088 341.9354 -450.07 14213.12
Size 7368.37 26620.86 25.66 879811
Lev 0.1676 0.1658 4.04E-06 5.2806
Grow 1.8377 47.7804 -18.4742 2748.173
n=741; t=10 years (2011-12 to 2020-21); strongly balanced panel dataset of 7410 observations.

Table 5: Collinearity analysis — Price value relevance

MVPS EPS BVPS INndAS Size Lev Grow VIF
MVPS 1
EPS 0.7559*** 1 1.59
BVPS 0.5695*** 0.6035*** 1 1.58
INdAS 0.0926*** 0.0604*** 0.0759*** 1 1.01
Size 0.0174 0.0349*** 0.0450*** 0.0686*** 1 1.04
Lev -0.0694*** -0.1176***  -0.0755***  -0.0523***  (0.1390*** 1 1.04
Grow -0.0011 -0.0062 -0.0037 0.0218* 0.0824*** 0.0161 1 101

***p<0.01; **p<0.05, *p<0.10
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The data depicted in Table 4 offers a summary of the panel dataset. The market value
of the included firms spans from Rs. 0.95 to Rs. 41831.35, illustrating the
incorporation of firms with diverse market capitalisations. Likewise, the values for
EPS and BVPS are indicative of a spectrum of firms, encompassing both those
incurring losses and those generating very high profits. This pattern is also evident in

the size, leverage, and growth rate values within the sample.

Table 5 presents the Karl Pearson correlation coefficients among the pertinent
variables of the price value relevance model (Equation 1). The findings reveal a
positive correlation between MVPS and the primary independent variables (EPS,
BVPS, IndAS) at the 1 percent significance level. The correlation between EPS and
MVPS (0.7559) is notably stronger than that of BVPS (0.5695). Additionally, the
positive and significant association between BVPS and EPS prompts a collinearity
test. Concerning the control variables, Size exhibits no significant correlation with
market values but shows a positive relationship with EPS and BVPS. Conversely,
leverage displays a negative correlation with MVPS, EPS, and BVPS, suggesting
lower market values and earnings for firms with higher leverage. The test for
multicollinearity, using Variance Inflation Factors (VIF), indicates values between
1.00 and 1.59, signifying a moderate correlation between independent variables and

confirming the absence of multicollinearity.

As part of the multi-variate analysis, the model represented by Equation 1 initially
undergoes the Breusch-Pagan Lagrange Multiplier (LM) test. Its results [x? (chi-
square) value = 6723.9; p-value = 0.000] indicate the presence of panel effects and
negates the use of Pooled OLS. Further, the Hausman test provides significant results
[¥* (chi-square) value = 1791.59; p-value = 0.000] thereby suggesting that a fixed

effect (FE) model is more appropriate instead of random effects (RE). The outcome
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of the regression using FE estimator, presented in column (a) of Table 6, indicates
that both EPS (0.064) and BVPS (0.334) are value relevant.

Table 6: Regression results for the price value relevance model (under Fixed
Effects (FE) and System GMM estimators)
Equation 1: MVPSlt = ﬁo + ﬁlEPSit + ﬁzBVPSit + ﬁ31ndAS,-t +
ﬁ4lndASithPSit + ﬁslndASitXBVPSit + ﬂ6Sizeit +
B7Lev + BgGrow; + &;;

(a) (b)
Dependent variable: MVPS Equation 1(FE) Equation 1 (System
GMM)

EPS 0.064*** (3.96) 0.585*** (5.3)
BVPS 0.334*** (16.24) -0.635*** (4.86)
IndAS -0.003 (0.1) -0.017 (0.92)
INdASXEPS 0.432%** (25.7) -0.51*** (3.88)
INdASXBVPS -0.158*** (7.66) 0.658*** (5.18)
Size 0.005 (0.56) -0.002 (0.68)
Lev 0.003 (0.47 0.016 (2.46)
Grow 0.0005 (0.1) -0.001 (0.91)
Constant -0.117*** (7.58) 0.174%** (7.7)
R?2 0622 e
F statistic 306*** 179.68***
No. of groups 741 741
No. of instruments e 23
AR(2) statistic (p-value) - 0.75
Hansen test statistic (p-value) - 0.44

Notes: Values in the parentheses are t-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values reported
for AR(2) and Hansen tests are at 5% level of significance.

The interaction terms with IndAS shed light on the influence of IndAS on the value
relevance of these variables. Notably, IndAS appears to significantly enhance the

value relevance of EPS (0.432) while diminishing the explanatory power of BVPS (-
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0.158). The model reveals an overall R? of 0.621 with a significant F-statistic value

(306) proving a good fit of the model.

As explained in Section 3.7, the static models are transformed into dynamic panel
models. Upon applying the system GMM estimator, the results undergo a shift
[column (b) of Table 6]. EPS maintains its value relevance (0.585), but BVPS exhibits
a significantly negative relationship (-0.635) with market prices. The impact of IndAS
on value relevance also experiences a substantial change. IndAS diminishes the value
relevance of EPS (-0.51) and elevates that of BVPS (0.658). The changes in the signs
of the coefficients are attributed to the use of the lagged dependent variable as a
regressor. The influence of control variables on market prices remains insignificant
for both models. The dynamic model reports insignificant AR(2) statistics and
Hansen test statistics, which indicate the absence of serial correlation and justify the

validity of instruments.

4.2.2 Returns value relevance

In addition to the price value relevance model, the current study provides insights
into the returns value relevance of Indian accounting information by using the model
as specified in Section 3.2.2.2. The model regresses stock returns of a firm with its
earnings and changes in earnings in the presence of other control variables like size,
leverage and growth rate. Table 7 presents an overview of the data used in the returns
value relevance model. The returns (R), earnings (EPS), and change in earnings
(4EPS) variables are deflated by the respective firms’ stock prices of the previous
year. The data illustrates the inclusion of firms with diverse returns and earnings per

share. The control variables (size, leverage, growth) also signify a varied sample.
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Table 7: Descriptive statistics — Returns value relevance

Variable Mean Std. dev. Min Max
Returns 0.3603 0.9541 -1 25.2774
EPS -0.0606 0.8773 -37.4959 5.4348
AEPS 0.0161 0.7289 -28.6429 30.2108
Size 10.1852 0.6811 8.4093 12.9443
Lev 0.1702 0.1723 0.00E+00 5.280621
Grow 1.810615 44.87085 -18.4742 2748.173
n=771, t=10 years (2011-12 to 2020-21); strongly balanced panel dataset of 7710 observations
Table 8: Collinearity analysis — Returns value relevance
Returns EPS AEPS IndAS Size Lev Grow VIF
Returns 1
EPS 0.0580*** 1 1.06
AEPS 0.1102*** 0.1895*** 1 1.04
INdAS -0.1138* -0.0406*** 0.0067 1 1.01
Size -0.0309* -0.0199* -0.0296*** 0.0685*** 1 1.03
Lev -0.0133 -0.1414*** -0.0074 -0.0602*** 0.1260*** 1 1.04
Grow 0.0393*** -0.0338*** 0.0615*** 0.0231** 0.0859***  0.0127 1 101

***p<0.01; **p<0.05, *p<0.10
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The Pearson correlation coefficients presented in Table 8 depict the relationships
among the variables in the returns value relevance model Both EPS (0.058) and the
change in EPS (0.1102) exhibit positive correlations with the dependent variable,
returns, while IndAS is inversely correlated (-0.1138). Size shows a negative
relationship with returns, while growth is positively associated with returns,
indicating that returns tend to be higher for smaller firms with a good growth rate.
Earnings and change in earnings have a weak yet significant correlation with each
other. The VIF values for the proposed model are between 1.01 and 1.06, thereby

indicating the absence of multicollinearity.

The regression results for the returns value relevance model (Equation 2) are
presented in Table 9. The LM test produces significant results [y? (chi-square) value
= 4134.5; p-value = 0.000] which reject the use of the pooled OLS and the Hausman
test results [x% (chi-square) value = 55.3; p-value = 0.000] point towards a fixed effect
model. Using the fixed effects estimator [column (c) of Table 9], EPS (0.124) and
AEPS (0.379) are identified as value relevant, significantly explaining returns.
However, the influence of IFRS convergence, represented by the IndAS variable, is
negative for both primary variables. The use of IndAS significantly diminishes the
explanatory power of EPS (-0.125) and 4EPS (-0.344) in relation to returns. The
control variables have an insignificant relation with returns. The R? of the model is
at 0.228 with an F-statistic value of 131.92 significant at the 1% level.

Similar observations are noted when employing the system GMM estimator [column
(d) of Table 9]. The value relevance of AEPS (0.446) is notably higher than that of
EPS (0.068), and IndAS maintains a negative significant impact on the value
relevance of both variables (-0.037 and -0.404). Among the control variables, growth

has a positive significant association (0.016) with returns implying that returns are
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bound to increase for high growth firms. The p-values of AR(2) and Hansen test
statistics are greater than 0.05 proving the fit of the dynamic model.

Table 9: Regression results for the returns value relevance model (under Fixed
Effects (FE) and System GMM estimators)

Equation 2: Rit = ﬁo + ﬁlEPSit + ﬁzAEPSit + ﬁ31ndAS,-t + B4IndASl-t X EPSl't +
ﬁslndASit X AEPS,t + ﬁﬁSizeit + ﬁ7Levit + ﬁsGrOWit + €t

(©) (d)

Dependent variable: Returns Equation 2 (FE) Equatlgrl\l/li/l()s ystem
EPS 0.124*** (4.77) 0.068*** (12.42)
AEPS 0.379*** (13.53) 0.446*** (53.13)
INdAS -0.217***(3.29) -0.252*** (9.38)
INdASXEPS -0.125*** 4.37) -0.037*** (6.49)
IndASxAEPS -0.344*** (11.34) -0.404*** (46.81)
Size 0.023 (1.27) -0.011* (1.96)
Lev -0.036** (2.38) -0.005 (1.03)
Grow 0.007 (0.65) 0.016*** (2.79)
Constant 0.537*** (16.83) -0.353*** (29.51)
R?2 0228 e
F statistic 131.92%** 963.11***
No. of groups 771 771
No. of instruments - 199
AR(2) statistic (p-value) - 0.43
Hansen test statistic (p-

------- 0.26
value)

Notes: Values in the parentheses are t-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values
reported for AR(2) and Hansen tests are at 5% level of significance.

4.3 Summary

This chapter summarised the results obtained from the analysis for objective 1. As
hypothesised under (H1) and (H2), the assumption was that the IFRS-converged
IndAS have caused a change in the price and returns value relevance of accounting

information of Indian listed firms. The findings presented above, based on dynamic
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panel models, proved both the hypotheses since a clear change in the value relevance
of book values and earnings has been observed both in terms of stock prices and
returns. Earnings are value relevant with respect to prices. The returns value
relevance model shows that changes in earnings are more value relevant than
earnings themselves. The IndAS have reduced the price value relevance of earnings
and elevated that of book values in case of the price value relevance model. On the
other hand, the IndAS have reduced the returns value relevance of both earnings and
changes in earnings. A more detailed discussion on the findings is provided in Section
8.1. of Chapter 8.
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Chapter 5

Earnings Management in Indian Listed Firms

5.1 Introduction

Chapter 5 presents the analysis leading to the evidence supporting the second
objective. Objective two of the study was aimed at examining whether the earnings
management practices of Indian listed firms have changed with the transition from
Indian GAAP to the IFRS-converged IndAS. Based on the literature laid down in
Section 2.2.2, hypotheses H3 and H4 supporting this objective was developed. It is
theorised that earnings management practices in Indian listed firms, as proxied by
discretionary accruals, are affected by the new standards in addition to firm-specific
operational and ownership factors. Along with total discretionary accruals, this
analysis also includes a look into short-term and long-term discretionary accruals.

The detailed analysis for testing the hypotheses is presented below.

5.2 Results and discussion

As mentioned earlier, the study relies on discretionary accruals as proxies of earnings
management, further split into total short-term and long-term. It was therefore
necessary to estimate the discretionary accruals. Thus, the variables TDA, STDA and
LTDA were generated from the industry-wise cross-sectional regressions run on
Equation 6, Equation 7 and Equation 8 (see Section 3.3.2.1) using Ordinary Least
Squares (OLS) method. A panel dataset of 5140 observations was then compiled for
15 variables included in the respective models as specified in Section 3.3.2. Table 10
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provides the summary of the variables employed in Equation 3, 4 and 5 and further

in Equation 9,10 and 11, excluding the dummy variables IndAS, Big4 and Fam.

Table 10: Descriptive statistics — Earnings Management

Variable Mean Std. dev. Min Max
TDA 0.05 0.052 0.00003 0.854
STDA 0.069 0.087 0.00003 1.461
LTDA 0.076 0.085 0.00001 1.155
Tnover 5.491 32.509 -0.027 870.138
Brisk 0.078 0.088 -1.093 0.723
Excom 15.472 33.788 2.307 1076.02
Prom 55.458 14.808 0 94.09
Forgn 6.855 16.683 0 90
Insti 13.711 13.669 0 77.32
Size 5597.75 17987.19 25.66 365446.8
Lev 0.159 0.141 0.0001057 1.656
Grow 1.174 32.016 -18.474 1640.848

n=514, t=10 years (2011-12 to 2020-21); strongly balanced panel dataset of 5140
observations

The descriptive statistics in Table 10 are representative of the diverse and inclusive
nature of the sample employed. The minimum and maximum values for all variables
depict a wide range of observations. The sample therefore represents a diverse pool
of firms which vary in terms of their scale of business, growth rate and leverage
levels. The firms also vary largely in terms of their ownership patterns. The sample
includes firms which have no promoter, foreign promoter or institutional
shareholding as well as those with a very high proportion of the same. It shows that
promoter shareholding in Indian firms can go up to 94% and the average proportion
of promoter shareholding is also the highest (55.46%) as compared to institutional
investors (13.71%) and foreign promoters (6.86%). Promoter run businesses are
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therefore a majority in the sample. The minimum and maximum values of the accrual
variables show that there are firms within the sample with very low levels of
discretionary accruals and the average LTDA are higher than the average STDA. This
suggests that earnings management is more prevalent through long-term
discretionary accruals than short-term. The study therefore undertakes the analysis of

earnings management through both accruals and their impact separately.

The Pearson’s correlation coefficients for the variables are presented in Table 11. The
IndAS variable representing the use of IFRS-converged standards has a significantly
negative correlation (-0.055) with total discretionary accruals, while it has a positive,
although not significant, correlation with STDA and LTDA. Among the operational
factors, business risk is most significantly associated with short-term and long-term

DAs and has a negative correlation with both.

Of the shareholding patterns, foreign promoter shareholding has a significantly
positive correlation LTDA (0.034). While promoter shareholding has a positive
correlation with TDA (0.043), institutional shareholding is inversely correlated with
the same (-0.055).

Control variables like size, family businesses, Big 4 auditors and leverage are
negatively correlated with TDA indicating a decline in such accruals for large family
businesses with higher leverage levels and for those firms whose books are audited
by Big 4 auditors. The independent variables are not very strongly correlated to each
other, thereby eliminating the possibility of multicollinearity which is further proved
by the VIF values which lie between 1.01 to 1.28.
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Table 11: Collinearity analysis — Earnings Management

TDA STDA LTDA IndAS Tnover Brisk Excom  Prom  Forgn Insti  Bigd  Fam Size Lev Grow VIF
TDA 1 e
STDA 1 -
LTDA - 1 e
INndAS -0.055***  0.0008  0.0004 1 1.04
Tnover 0.009  -0011  -0.015 0.012 1 1.01
Brisk 0.007 -0.063*** -0.066*** 0.016 0.003 1 1.05
Excom -0.008 -0.007 -0.009** (.171*** -0,039*** (,181*** 1 1.24
Prom  0.043*** 0.015 0.024 0.006 -0.054***  -0.001 0.121*** 1 1.28
Forgn 0.006 0.022  0.034** -0.005 0.049***  0.027* 0.054*** -0.111*** 1 1.15
Insti -0.055*** 0.003 -0.009 -0.043*** 0.022  0.026* -0.094*** -0.135*** (.082*** 1 1.5
Bigd  -0.039*** 0.018 -0.0007 0.016 0.012 0.038*** -0.02  0.044*** -0.304*** (.139*** 1 1.09
Fam  -0.039*** -0.031** -0.039*** 0.106*** -0.087*** 0.108*** 0.333*** (.248*** -0.032** -0.415*** (0.029** 1 1.15
Size -0.077*** -0.013 -0.025  0.18*** -0.119*** 0.043*** (.348*** 0.206*** -0.023 -0.156***  0.03** 0.589*** 1 1.22
Lev -0.065*** -0.003 -0.032** -0.079*** -0.018 -0.0114 -0.032** -0.011 0.065*** -0.014 -0.031** -0.034** 0.207*** 1 1.04
Grow -0.005 0.009 -0.008  0.029** -0.001  -0.022 -0.008 0.013 -0.014 -0.059***  -0.012  -0.021 0.075*** 0.011 1 1.04

***p<0,01; **p<0.05, *p<0.10
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The models specified in Section 3.3.2, are aimed at establishing the association
between earnings management as represented by discretionary accruals and the
IndAS along with other firm-specific variables. The multivariate regression analysis
follows three distinct approaches to test the hypotheses: a static panel model, a
dynamic panel model and logit model. The tools are described in detail in Section
3.7. There is high possibility of endogeneity issues in the proposed models since the
independent variables such as executive compensation, business risk and growth rate
may in turn be dependent on the discretionary accruals thereby raising the issue of
reverse causality. Therefore, the existing models are transformed into a dynamic
panel model and the System GMM estimator is employed to account for the said

issues.

Equation 3 which tests the total discretionary accruals as a regressand, is first
subjected to the LM test which proves the presence of panel effects [? (chi-square)
value = 320.59; p-value = 0.000]. In the next step, the Hausman test results [? (chi-
square) value = 18.6; p-value = 0.069] for the model, conclude that a random effect
model is more appropriate. Therefore, Equation 3 is first run using the Generalised
Least Square (GLS) Random Effects (RE) estimator. Table 12 presents the results for
Equation 3 used to test the hypothesis (H3) answering the question whether the use
of the IndAS increases (decreases) the levels of total discretionary accruals. The
results under the RE and GMM estimators are presented together in column (e) and
(f) of Table 12. Interestingly the results for the RE estimator show a negative impact
(-0.1002) of IndAS on TDA. However, the same model when controlled for
endogeneity reveals a reduced coefficient estimate for IndAS which is less significant
but still negative. This empirical finding validates the usefulness of dynamic panel
modelling in revealing the true relationship between IndAS and financial reporting

quality due to the existence of endogenous variables in the widely used models.
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Table 12: Regression results for total discretionary accruals model (under
Random Effects (RE) and System GMM estimators)

Equation 3: TDA;; = fo + B1IndAS;, + f,Tnovery, + B3Brisk; + BiExcom;; +
BsProm; + BgForgn;, + B-Instiy + fgBig4i + LoFam; +
BioSizey + By1Levy + BroGrow;+ e

(e) )
Dependent variable : TDA RE Model System GMM
INdAS -0.1002*** (3.65) -0.097* (1.91)
Tnover -0.002 (0.14) -0.002 (0.27)
Brisk 0.022 (1.47) 0.066*** (3.53)
Excom 0.026 (1.51) 0.015 (1.00)
Prom 0.033 (1.55) 0.017 (1.23)
Forgn -0.004 (0.21) -0.004 (0.29)
Insti -0.007 (0.28) -0.025 (1.6)
Big4 -0.065 (1.45) -0.034 (1.13)
Fam -0.115%* (2.2) -0.083** (2.58)
Size -0.056** (2.48) -0.021 (1.39)
Lev -0.041** (2.37) -0.032*** (2.66)
Grow 0.003 (0.19) 0.001 (0.62)
Constant 0.158*** (3.18) 0.113 (1.47)
Wald Chi? 50.53*** 234.23***
R? 0015 e
Year dummies - Included
No. of groups 514 514
No. of instruments - 127
AR(2) statistic (p-value) e 0.33
Hansen test statistic (p- 0,52

value)

Notes: Values in the parentheses are z-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values
reported for AR(2) and Hansen tests are at 5% level of significance.

Brisk has the strongest significant relationship (0.066) with TDA under the System
GMM estimators while Tnover and Excom have a negative and positive coefficient
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respectively but no significant relationship. This implies that the levels of net cash
flows from operating activities increase the incidence of earnings management.
Promoter shareholding shows a positive insignificant impact while institutional and
foreign shareholding appear to be reducing the total discretionary accruals. The
results however, are not significant. While Size and Lev negatively impact TDA,
Grow has an insignificant but positive impact. Interestingly, family run firms
significantly reduce TDA.

Table 13, presents the empirical findings for regression models in Equation 4 and
Equation 5 run using the RE and GMM estimators. While Equation 4 deals with
short-term discretionary accruals [column (g) and (h) of Table 13], Equation 5 deals
with long-term discretionary accruals [column (i) and (j) of Table 13] as dependent
variables. The LM test results are significant for both Equation 4 [y? (chi-square)
value = 313.68; p-value = 0.000] and Equation 5 [y? (chi-square) value = 217.67; p-
value = 0.000], proving panel effects. Whereas, the Hausman test results are
insignificant for Equation 4 [x2 (chi-square) value = 12.26; p-value = 0.344] as well
as Equation 5 [? (chi-square) value = 16.51; p-value = 0.082] which lean towards a
random effects model. The results based on the GMM estimation show that, the
IndAS variable shows no significant impact on short-term or long-term DA. It may
be noted that the coefficients are positive for both types of accruals. Brisk has a

significant negative relationship on both STDA and LTDA.

The results for turnover (Tnover) are not significant but negative for both STDA and
LTDA and executive compensation (Excom) has a significant positive impact on
STDA. Shareholding patterns do not reveal any significant influence on STDA and
LTDA except for foreign shareholding which has a significant positive impact on

short-term accruals.
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Table 13: Regression results for short-term and long-term discretionary accruals models (under Random
Effects (RE) and System GMM estimators)
Equation 4 and 5: STDA;; LTDA;; = By + B1IndAS;, + B,Tnover;, + B3Brisk;, + B,Excom; + BsProm;, +
BeForgn, + B7Insti, + BgBig4, + BoFam; + B1oSize; + B11Llevy + B12Grow;+ ey

Dependent variable: STDA LTDA
(9 (h) (i) 1)

RE Model System GMM RE Model System GMM
INdAS 0.006 (0.21) 0.038 (0.66) 0.005 (0.19) 0.073 (1.3)
Tnover -0.011 (0.63) 0.002 (0.34) -0.013 (0.77) -0.011 (1.16)
Brisk -0.042%** (2.85) -0.031%** (2.83) -0.037** (2.46) -0.038** (2.13)
Excom 0.014 (0.82) 0.024** (2.59) 0.008 (0.48) 0.017 (1.15)
Prom 0.036* (1.7) -0.036 (1.42) 0.019 (0.95) 0.012 (0.79)
Forgn 0.008 (0.41) 0.024** (2.05) 0.029 (1.52) 0.031 (1.47)
Insti 0.029 (1.22) -0.005 (0.31) 0.013 (0.54) 0.006 (0.34)
Big4 0.038 (0.06) 0.025 (1.03) -0.021 (0.49) 0.036 (1.15) y
Fam -0.069 (1.33) -0.017 (0.55) -0.076 (1.53) -0.099*** (3.08)
Size -0.033 (1.45) -0.034** (2.27) -0.033 (1.47) -0.021 (1.27)
Lev -0.012 (0.71) -0.016 (1.08) -0.019 (1.13) 0.001 (0.10)
Grow 0.011 (0.79) 0.004** (2.48) -0.005 (0.36) -0.009** (2.11)
Constant 0.045 (0.91) -0.107** (3.05) 0.061 (1.28) -0.041 (0.67)
Wald Chi? 17.11 179.62%** 19.54* 242.69***
R? 0006 - 0.007 e
Year dummies - Included - Included
No. of groups 514 514 514 514
No. of instruments e 69 e 117
AR(2) statistic (p-value) e o1 e 0.13
Hansen test statistic (p-value) - 029 e 0.15

Notes: Values in the parentheses z-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values reported for AR(2) and Hansen tests are at 5% level of

significance.




It may be noted that promoter and institutional shareholding cause a decline in STDAs
and an increase in LTDA. Of the control variables, Fam shows a negative impact on
both short-term and long-term DA, while the results are significant for LTDA.The p-
values for the AR(2) statistic of the dynamic models indicate the absence of any serial
autocorrelation. The p-values of the Hansen test statistic also confirm the use of valid

instruments employed in regressing the dynamic panel models.

Table 14: Regression results for earnings management models (under Random
Effects (RE) estimator for logistic regression)

Equation 9, 10 and 11:

TAEM;;, SAEM;, LAEM;; = o + 1IndAS;; + B,Tnovery + B3Brisk;; +
BsExcom + BsProm; + BgForgn; + B;Insti; + fgBig4i: +
BoFam;, + BioSizeys + Br1Levi + Bi,Grow;+ e

(k) (1 (m)

TAEM SAEM LAEM
IndAS 0.951 (0.83) 0.991 (0.16) 0.989 (0.19)
Tnover 1.029 (0.85) 0.984 (0.46) 0.983 (0.78)
Brisk 1.133*** (3.85) 0.959 (1.29) 0.997 (0.1)
Excom 1.046 (1.18) 1.082** (1.93) 1.04 (1.02)
Prom 1.076* (1.88) 1.055 (1.28) 1.047 (1.16)
Forgn 0.915** (2.38) 1.052 (1.31) 0.996 (0.11)
Insti 0.946 (1.17) 1.046* (0.91) 1.012 (0.25)
Big4 0.91 (1.05) 1.047 (0.51) 1.11 (1.16)
Fam 0.852* (1.7) 1.014(0.14) 0.922 (0.86)
Size 0.976 (0.54) 0.862*** (3.18) 0.965 (0.78)
Lev 0.968 (0.93) 0.989 (0.3) 0.972 (0.83)
Grow 1.062 (1.14) 1.071 (1.22) 0.974 (0.74)
Constant 1.205** (2.03) 0.987 (0.14) 1.054 (0.57)
Wald Chi? 37.42%** 9.32 7.14
LR Chi? 48.62*** 81.39*** 53.80***

Notes: Estimates represent odd ratios for independent variables; values in the parentheses are z-
statistics; ***p<0.01; **p<0.05, *p<0.10
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The study uses the logistic regression approach for panel models to ascertain the
likelihood of the occurrence of earnings management. While the static and dynamic
models test whether the IndAS increases or decreases the levels of accruals, the
logistic regression approach helps find whether the use of IndAS increases or
decreases the ‘possibility’ of earnings management activities. Table 14 provides the
results of the random effects logistic regression run using TAEM, SAEM and LAEM
as dependent variables which represent the practice of earnings management among
the sample firms using total, short-term and long-term discretionary accruals,
respectively. The estimation of these dependent variables is detailed in Section
3.3.2.2.

The likelihood of earnings management through all discretionary accruals reduces
due to IndAS. The results for IndAS are however not significant. The odd ratios for
Brisk are greater than 1 for TAEM, indicating a significantly positive impact on the
chances of earnings management occurring through total discretionary accruals.
Excom also appears to be increasing the chances of SAEM whereas Tnover increases
the chances of only TAEM. Promoter shareholding (Prom) has a significantly positive
impact on the earnings management through total discretionary accruals while
foreign shareholding and family have a negative impact.

5.3 Summary

This section covered the analysis leading to findings on hypotheses (H3) and (H4)
which were focused on understanding earnings management practices in Indian listed
firms in the era of IFRS convergence. The study employed static and dynamic panel
models on a large sample data collected for the periods before and after the use of
IFRS-converged standards. The findings reveal that the IndAS have a negative

impact on total discretionary accruals but the impact and its significance reduce under
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a dynamic model wherein the lagged values of the accruals are accounted for. On the
other hand, the IndAS has no significant impact on short-term and long-term accruals
although the coefficients are positive. Business risk which represents the cash flows
appears to be the most significant operational factor which increases discretionary
accruals. The results of the logistic regression also reveal a reduction in the chances
of earnings management being practiced in the presence of IndAS, although the
results are not significant. This proves both the hypotheses as an apparent change is
observed in discretionary accruals since IFRS convergence and the firm-specific
factors also have a considerable impact on the same. A more detailed discussion on

the findings is provided in Section 8.1. of Chapter 8.
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Chapter 6

Value relevance of Managed Earnings in

Indian Listed Firms

6.1 Introduction

The association between the IFRS-converged IndAS standards and value relevance
of accounting information as well as the management of a firm’s earnings is
established through the findings detailed in Chapter 4 and Chapter 5. As highlighted
in Section 3.4.1, within the extensive literature available on financial reporting
quality, the interplay of value relevance and earnings management with each other
remains widely unaddressed. This chapter covers the third objective which aims at
understanding the impact of discretionary earnings management practices on the
value relevance of earnings in the presence of the IndAS. Such studies enable us to
evaluate whether shifts in the accounting regimes truly reflect in the earnings
numbers and whether the market values these differences (Zeghal et al., 2012). The
analysis undertaken in this chapter provides findings for hypotheses (H5) and (H6).
It further involves understanding the impact of earnings management practiced
through different modes of discretionary accruals. The detailed analysis is presented

below in the next section.

6.2 Results and discussion
As detailed in Section 3.4.2, the analysis for objective 3 employs the price value

relevance model by incorporating the IndAS variable and the dummy variables
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representing earnings management. The discretionary accruals are calculated as
proxies for the earnings management practices. The study uses three samples, each
one representing earnings management practices through total, short-term and long-
term discretionary accruals. The total accruals-based earnings management (TAEM)
dummy variable is estimated for 723 firms, while a sample of 655 firms is used for
both short-term and long-term accruals-based earnings management (SAEM and
LAEM). The dummy variables take the value ‘1’ if earnings management through the
respective discretionary accruals is practiced as per industry levels and ‘0’ otherwise.
The estimation of these dummy variables depends upon the values obtained for total
discretionary accruals (TDA), short-term discretionary accruals (STDA) and long-
term discretionary accruals (LTDA), respectively. Table 15 provides the descriptive
statistics for all variables (except dummy variables) which form part of the models
specified. The statistics affirm the representativeness of the sample in capturing the
diversity of the Indian listed firms' population. It covers firms with varying stock
prices, earnings, book value, size, leverage, and growth levels. Notably, the mean for
STDA is positive, indicating that sample firms mainly utilise short-term discretionary
accruals to enhance their earnings. Conversely, the mean for LTDA is negative,
suggesting that these firms resort to long-term discretionary accruals to mitigate their
reported earnings. This underscores the importance of analysing earnings

management through both types of accruals and their distinct impacts.

Table 16 displays the Pearson’s Correlation coefficients, with share market values
(MVPS) as the dependent variable and the key independent variables (EPS and
BVPS). The analysis is presented in a manner that showcases the correlation of
accounting variables — EPS and BVPS — with MVPS under each of the samples.
Additionally, it presents the correlation coefficients under both incidents — when

earnings management via TDA, STDA or LTDA is observed and otherwise.
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Table 15: Descriptive statistics — Value relevance of managed earnings

No. of

Variables Observations Mean Std. dev. Min Max
MVPS 7,230 527.8 1770.3 0.95 41831.4
EPS 7,230 16.5 46.7 -378.6 814.78
BVPS 7,230 162.8 345.6 -450.1 14213.1
Size 7,230 7382.6 26811.5 25.7 879811
Lev 7,230 0.16 0.16 0.0001 5.28
Grow 7,230 1.46 35.93 -18.47 1721.73
TDA 7,230 -0.006 0.085 -0.791 1.827
STDA 6,550 0.005 0.117 -1.171 1.555
LTDA 6,550 -0.004 0.122 -1.687 1.235

t=10 years (2011-12 to 2020-21); strongly balanced panel dataset

Table 16: Collinearity analysis — Earnings and book values with market value

Correlation with MVVPS

EPS BVPS
Sample for Total accruals earnings management
All firms 0.7588*** 0.5694***
Firms with no earnings management via Total
discretionary accruals 0.7845*** 0.5256***
Firms with earnings management via Total
discretionary accruals 0.7426*** 0.6613***
Sample for Short-term accruals earnings management
All firms 0.6877*** 0.6612***
Firms with no earnings management via short-
term discretionary accruals 0.6883*** 0.6239***
Firms with earnings management via short-term
discretionary accruals 0.6897*** 0.6847***
Sample for Long-term accruals earnings management
All firms 0.6880*** 0.6612***
Firms with no earnings management via long-
term discretionary accruals 0.7188*** 0.6835***
Firms with earnings management via long-term
discretionary accruals 0.6741*** 0.6585***

***p <0.01
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The correlation between EPS and MVPS diminishes for firms engaged in earnings
management through total discretionary accruals and long-term discretionary
accruals. In contrast, the correlation of BVPS rises for firms involved in earnings
management via TDA and STDA. These findings align with the well-established
understanding that the dependability of book values tends to increase when the
dependability of earnings decreases, as influenced by earnings management
practices. The overall correlation of earnings and book values with market prices is
quite high as the coefficients range from 0.52 to 0.78.

The study evaluates the hypotheses (H5) and (H6) through the extended price value
relevance regression model and their sub-equations (see Section 3.4.2), similar to
models commonly employed in value relevance literature. All three equations
(Equation 12, Equation 13 and Equation 14) are first subjected to the LM test which
proves {[x* (chi-square) value = 7161.28; p-value = 0.000]; [ (chi-square) value =
9812.92; p-value = 0.000] and [x? (chi-square) value = 9774.67; p-value = 0.000],
respectively} the presence of panel effects and negates the use of pooled OLS.
Similarly, the results of the Hausman test of all three equations {[x? (chi-square) value
= 436.62; p-value = 0.000]; [ (chi-square) value = 781.59; p-value = 0.000] and [
(chi-square) value = 411.72; p-value = 0.000], respectively} suggest that the fixed

effects models are more appropriate.

The outcomes presented in columns (n), (p) and (r) of Tables 17, 18, and 19 present
the estimates from the fixed effects estimator. They indicate that both EPS and BVPS
positively contribute to explaining MVPS, thereby confirming the value relevance of
both variables. TAEM diminishes the relevance of EPS while enhancing that of BVPS.
SAEM significantly diminishes the value relevance of EPS, but the results for BVPS

are not statistically significant. Conversely, LAEM markedly diminishes the
110



explanatory power of BVPS, although the coefficient is not significant for EPS. This
validates the initial part of the hypothesis (H5), indicating that earnings management

practices reduce the value relevance of accounting information.

Table 17: Regression results for price value relevance model with IndAS and
total discretionary accruals-based earnings management (under Fixed
Effects (FE) and System GMM estimators)

Equation 12: MVPS;, = By + BLEPS; + B,BVPS;, + BsTAEM;; + BoIndAS;; +
B<TAEM;,xEPS;; + BTAEM,;,xBVPS;; +
B,TAEM,,xIndAS;;xEPS;, + BaTAEM,,xIndAS;;xBVPS;, +
BoSizei + ProLevie + B11Grow; + ey

(n) (0)
Dependent variable: MVPS Equation 12 (FE) ~ guation 12 (System
GMM)

EPS 0.414*** (3.48) 0.324* (1.74)
BVPS 0.307** (2.50) 0.424 (1.27)
TAEM -0.008 (1.21) -0.037 (0.86)
IndAS 0.002 (0.15) -0.021 (0.51)
TAEMXEPS -0.108* (1.67) -0.215** (1.96)
INdASXTAEMXEPS 0.033** (2.23) 0.084** (1.95)
TAEMXxBVPS 0.140*** (2.99) 0.235 (0.19)
INdASXTAEMXBVPS -0.010 (0.71) 0.135 (0.92)
Size 0.019** (2.16) -0.009 (0.85)
Lev 0.005 (0.59) -0.001 (0.12)
Grow 0.002 (0.68) 0.004 (0.68)
No. of groups 723 723
No. of instruments - 27
R squared 0591 e
F-statistic 5.35*** 11.78***
AR(2) statistic (p-value) - 0.2
Hansen test statistic (p-value) - 0.12

Notes: Values in the parentheses are t-statistics; ***p<0.01; **p<0.05, *p<0.10; p-
values reported for AR(2) and Hansen test are at 5% level of significance.
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To substantiate the second facet of the hypothesis (H5), an examination of the
coefficients of IndAS and its interactions is conducted. IndAS seemingly mitigates the
adverse effects of TAEM on EPS (0.033), as evidenced by the positive sign on the
coefficient. However, it does not significantly contribute to mitigating the impact of
TAEM on BVPS. Notably, IndAS appears to enhance the value relevance of both
earnings and book values despite the negative impact of SAEM, a pattern that is also
observed in the case of LAEM [column (p) and (r) of Table 18 and

Table 19]. The IndAS variable itself exhibits a significant negative coefficient.
However, when assessing the impact of IndAS on the value relevance of EPS in
conjunction with TAEM (IndASXTAEMXEPS), the effect is notably positive (0.084),
while its impact on BVPS remains statistically insignificant. Interestingly, IndAS
appears to effectively counteract the negative consequences of SAEM and TAEM on
the value relevance of both EPS (0.132) and BVPS (0.212). This suggests that the
IndAS exert a positive influence on the relationship between value relevance and the
firm's earnings management practices, based on total, short-term, or long-term

discretionary accruals.

The examination under the FE estimator falls short in substantiating the hypothesis
(H6) concerning EPS, given that the influence of SAEM on EPS (-0.177) surpasses
that of LAEM (-0.037). The outcomes exhibit an inverted pattern in the case of BVPS
wherein the effect of SAEM (-0.017) is less than that of LAEM (-0.037).

In an effort to enhance robustness, the study takes an additional step by transforming
the foundational equations into dynamic panel models and employs a System GMM
estimator to achieve more reliable results. The outcomes regarding the influence of
TAEM on the value relevance of EPS and BVPS under the system GMM estimator
align with those of the FE estimator. The coefficients are negative for EPS; however,

they are positive and insignificant for BVPS. SAEM and LAEM notably diminish the
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value relevance of both EPS and BVPS. Consequently, it is deduced that earnings
management practices diminish the value relevance of accounting information in
Indian listed firms. Additionally, the effects of SAEM and LAEM differ from those of

TAEM, justifying the necessity to examine them separately.

Table 18: Regression results for price value relevance model with IndAS and
short-term discretionary accruals-based earnings management
(under Fixed Effects (FE) and System GMM estimators)

Equation 13: MVPS;, = Bo + BEPS; + B,BVPS;; + BsSAEM;, + BoIndAS;, +
B<SAEM;;xEPS;; + B¢SAEM; xBVPS;; +
B,SAEM,,xIndAS;, xEPS;; + BaSAEM,,xIndAS;;xBVPS;, +
BoSizei + ProLevie + B11Grow; + ey

(%) @
Dependent variable: MVPS Equation (FE) Equatclé)'\r;l I\Sﬁystem
EPS 0.171* (1.73) 0.106%** (3.83)
BVPS 0.553*** (4,91) 0.149*** (3.01)
SAEM 0.0138 (1.27) -0.049* (1.88)
IndAS 0.084*** (5.53) -0.085*** (3.37)
SAEMXEPS -0.177** (1.98) -0.131* (1.16)
INdASXSAEMXEPS 0.246** (2.44) 0.132** (1.9)
SAEMXBVPS -0.017 (0.18) -0.080* (1.56)
INdASXSAEMXBVPS 0.17** (1.98) 0.212** (2.61)
Size 0.011 (1.04) -0.007 (1.48)
Lev 0.007 (0.64) -0.005 (0.89)
Grow 0.003 (1.35) 0.0016 (0.93)
No. of groups 655 655
No. of instruments - 27
R squared 0521 -
F-statistic 22.67*** 224.39%**
AR(2) statistic (p-valuvey - 0.43
Hansen test statistic (p-value) - 0.13

Notes: Values in the parentheses are t-statistics; ***p<0.01; **p<0.05, *p<0.10; p-
values reported for AR(2) and Hansen test are at 5% level of significance.




Table 19: Regression results for price value relevance model with IndAS and
long-term discretionary accruals-based earnings management
(under Fixed Effects (FE) and System GMM estimators)

Equation 14: MVPS;, = B + BLEPS; + BoBVPS;; + BsLAEM;; + B,IndAS;, +
B<LAEM;;xEPS;, + B¢LAEM;,xBVPS;, +
B,LAEM;,xIndAS;;xEPS;, + BsLAEM; xIndAS;; xBVPS;; +
BoSizey + BroLevie + B11Grow; + ey

(n) ()

Equation (FE) EquatCISOI\r/]I '\Sgystem

Dependent variable: MVPS

EPS 0.093** (1.69) 0.113*** (3.99)
BVPS 0.576%** (4.46) 0.147*** (2.95)
LAEM 0.031*** (3.01) -0.413* (1.69)
IndAS 0.086*** (4.99) -0.066*** (2.79)
LAEMXEPS -0.037 (0.67) -0.141** (1.61)
INdASXLAEMXEPS 0.148%** (3.24) 0.037* (1.58)
LAEMXBVPS -0.037* (1.46) -0.084** (2.55)
INdASXLAEMXBVPS 0.137** (1.98) 0.068** (1.94)
Size 0.009 (0.9) -0.007 (1.45)
Lev 0.008 (0.76) -0.005 (0.94)
Grow 0.004 (1.35) 0.0012 (0.68)
No. of groups 655 655
No. of instruments  —-meee- 27
R squared 0.51
F-statistic 57.41*** 216.19***
AR(2) statistic (p-value) 0.44
Hansen test statistic (p-value) 0.2

Notes: Values in the parentheses are t-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values
reported for AR(2) and Hansen test are at 5% level of significance.

Concerning the hypothesis (H6), it is noted that the influence of LAEM on EPS (-
0.141) is marginally greater than that of SAEM (-0.131), while their impact on BVPS
is nearly identical (-0.084 and -0.080 for LAEM and SAEM, respectively). This
partially substantiates the hypothesis (H6), suggesting that the effect of earnings

114



management through long-term discretionary accruals on the value relevance of

information is greater than that practiced through short-term discretionary accruals.

6.3 Summary

This chapter presented a detailed analysis providing evidences pertaining to the
management of earnings in Indian listed firms and their impact on the value relevance
of earnings . Furthermore, the analysis captures the role of the IFRS-converged
IndAS in reducing the negative effects of the earnings management practices on value
relevance. The hypothesis (H5) is proved in totality as it is observed that earnings
managed through total, short-term or long-term discretionary accruals reduce the
value relevance of earnings. Additionally, the use of the IndAS is instrumental in
controlling the negative effect. Hypothesis (H6) is partially proved since the impact
of earnings management through long-term discretionary accruals on earnings per
share is marginally greater than that of short-term discretionary accruals. However,
their impact on book values is identical. The findings therefore offer a new
perspective on the debate on the IFRS accounting standards and financial reporting

quality parameters and their interplay.
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Chapter 7

Corporate Governance and Financial

Reporting Quality in India

7.1 Introduction

This chapter presents the analysis leading to the evidence supporting the fourth
objective. Objective four of the study was aimed at determining the effect of
corporate governance practices on the relationship between financial reporting
quality and IFRS convergence. Based on the literature laid down in Sections 2.3 and
2.4, hypotheses (H7) and (H8) supporting this objective were developed. While the
role of the IFRS-converged IndAS in improving the financial reporting quality of
Indian listed firms has been explored in the previous chapters, the question still arises
whether the changes in reporting quality can be attributed to IndAS alone. Therefore,
an institutional framework like corporate governance is investigated to understand its
potential moderating role. The detailed analysis testing the hypotheses is presented

below.

7.2 Results and discussion

The hypotheses tests for objective 4 are undertaken for a sample of 573 Indian listed
firms with data collected over 7 years (2014-15 to 2020-21). The data for the analysis
comprises of the variables expressed in the equations in Section 3.5.2. The models as
specified are based on the price value relevance model and earnings management

model. Table 20 compiles the outcomes of the univariate analysis of the variables.
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The corporate governance variable (CG) holds an average value of 67.755, signifying
the mean score of the sample firms on the constructed CG index. This implies the
existence of reasonably robust governance mechanisms within non-financial Indian
firms. The sample covers firms with scores ranging from a perfect 100 (the
maximum) to as low as 9.09, indicating a broad spectrum of governance quality even
among listed companies. The range of minimum and maximum values for other
variables, such as MVPS, EPS, BVPS, turnover, business risk, size and growth reflects
the diversity of Indian firms concerning business scale, growth rates, earning levels,
and market capitalisations. This diversity is indicative of the varied nature of Indian
firms. Additionally, the average value of total discretionary accruals for the sample
is 0.049, closely aligning with figures reported by Adhikari et al., (2021) for post-
IFRS years (0.068 and 0.059).

Table 20: Descriptive statistics — Financial reporting quality in the presence of
IndAS and corporate governance

Variable Mean Std. dev. Min Max
CG 67.755 11.212 9.091 100
MVPS 660.3332 2104.521 0.95 41831.35
EPS 17.796 48.149 -378.6 814.78
BVPS 179.429 420.359 -450.07 14213.12
TDA 0.049 0.048 2.21e-05 0.738
Tnover 0.855 0.631 -0.004 16.513
Brisk 0.077 0.086 -1.093 0.541
Excom 18.744 37.146 2.3 1076.56
Size 5929.114 19307.84 25.66 365446.8
Lev 0.154 0.142 0.000106 1.656
Grow 1.859 39.199 -18.474 1640.848

n=573, t=7 years (2014-15 to 2020-21); strongly balanced panel dataset of 4011 observations
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Table 21: Collinearity analysis — Price value relevance model with IndAS and corporate governance

MVPS EPS BVPS INdAS CG Size Lev Grow VIF
MVPS 1
EPS 0.779%** 1 1.49
BVPS 0.554***  (.5598*** 1 1.46
INdAS 0.053*** 0.067*** 0.062*** 1 1.01
CG 0.129*** 0.125*** 0.0723*** 0.063*** 1 1.05
Size 0.046*** 0.068*** 0.079*** 0.069*** 0.179*** 1 1.10
Lev -0.059*** -0.123*** -0.073*** -0.052*** -0.035** 0.137** 1 1.04
Grow 0.0003 -0.0024 -0.0033 0.023 -0.005  0.162*** 0.013 1 1.03
***n<0.01; **p<0.05, *p<0.10
Table 22: Collinearity analysis — Earnings management model with IndAS and corporate governance

TDA  Tnover Brisk Excom IndAS CG Size Lev Grow VIF
TDA 1
Tnover 0.055*** 1 1.15
Brisk 0.037**  0.266*** 1 1.13
Excom 0.0058 0.0016  0.194*** 1 116
IndAS 0.0042  -0.109*** -0.0046  0.099*** 1 1.04
CG -0.032** -0.025 0.078***  0.187*** 0.063*** 1 1.07
Size -0.044*** -0.11*** 0.012 0.272*** 0.069***  (0.179*** 1 117
Lev -0.061***  -0.197*** -0.016 -0.019 -0.052***  -0,035** 0.137** 1 1.07
Grow 0.0007 -0.043***  -0.032** -0.014 0.023 -0.005 0.162*** 0.013 1 1.03

***p<0.01; **p<0.05, *p<0.10
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Table 21 and Table 22 showcase the Pearson correlation coefficients for the
respective variables. Both accounting variables, EPS and BVPS demonstrate a robust
and statistically significant association (0.779 and 0.554) with the market values of
shares, with EPS having the higher correlation coefficient. While both size and
growth rate exhibit a positive correlation (0.046 and 0.0003) with firm value, growth
does not display a significant correlation. Leverage, on the other hand, displays a
significantly negative association (-0.059) with share prices. Within the earnings
management model, the IndAS variable demonstrates a positive but insignificant
(0.0042) relationship with discretionary accruals, while the CG index scores are
inversely correlated (-0.032) at the 5% significance level. The firm-specific
operational factors, turnover, business risk and executive compensation are positively
correlated with TDA, although the correlation with compensation is not significant.
The Variance Inflation Factor (VIF) values for the explanatory variables of both
models were found to be less than 2 thereby eliminating the possibility of

multicollinearity.

The hypotheses (H7) and (H8) are subjected to the LM test whose results {[x? (chi-
square) value = 3615.83; p-value = 0.000] and [x? (chi-square) value = 3598.65; p-
value = 0.000], respectively} suggest the presence of panel effects. Further, the
Hausman test results {[y? (chi-square) value = 4.36; p-value = 0.8325] and [y? (chi-
square) value = 1.87; p-value = 0.965], respectively} recommend the use of random
effects (RE) estimator for both models. Table 23, presents the outcomes for Equation
15 and Equation 16 under RE estimator which examine the value relevance of
accounting information. EPS and BVPS both significantly account for MVPS
indicating the value relevance of these accounting variables. Equation 15 initially
assesses whether the use of IndAS influences the value relevance under a static model

using a Random Effects (RE) estimator (column (t) of Table 23).
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Table 23: Regression results for price value relevance model with IndAS and
corporate governance (under Random effects (RE) estimator)

Equation 15: MVPS;, = Bo + B1EPSy; + B2BVPS;, + BsIndAS;, +
ﬁ41ndASithPSit + ﬁ51ndASithVPSit + BGSizeit +
p7Lev; + BgGrow;+ e;;

Equation 16: MVPS;, = By + B1EPS;; + BoBVPS;, + B3IndAS;, + BoIndAS;, xEPS;, +
BsIndAS;;xBVPS;. + BsCGi + B,CGixEPS;; +
BsCGi;xBVPS;: + BoIndAS;;:xCG;;xEPS;; +
B10IndAS;;xCG;;xBVPS;; + B11Size;; + Bi2Lev +
B13Grow; + e

(t) (1)

Dependent variable: MVPS Equation 15 (RE) Equation 16 (RE)

EPS 0.261*** (7.73) 0.289*** (8.5)
BVPS 0.389*** (11.98) 0.363*** (9.79)
INdAS -0.067** (1.97) -0.019 (0.59)
INdASXEPS 0.14%*** (4.22) 0.083** (2.47)
INdASXBVPS -0.186%*** (5.55) 0.0298 (0.77)
cc 0.025** (2.23)
CGxEPS e -0.016 (0.43)
cexBvPs e 0.276*** (5.37)
IndASxCGxeps - -0.113*** (3.22)
IndASxCGxBVPS e -0.033 (0.64)
Size 0.007 (0.68) -0.001 (0.06)
Lev 0.009 (0.99) 0.009 (0.97)
Grow -0.006 (0.91) -0.005 (0.83)
Constant 0.198** (2.05) 0.106 (1.14)
R? 0.621 0.636
Wald Chi? 2698.32*** 3402.21%**
No. of groups 573 573

Values in the parentheses are z-statistics; ***p<0.01; **p<0.05, *p<0.10
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The interaction of IndAS with EPS is significantly positive (0.14) suggesting that
earnings become more value relevant with the introduction of the new standards.
However, the interaction term IndASxBVPS generates a significantly negative
coefficient indicating that IndAS reduces the relevance of book values of equity. The
model achieves an estimated R? of 0.621 with a significant Wald > (chi-square)
statistic (2698.32). Equation 16 introduces the corporate governance index scores
(CG) and its interaction terms into the existing model (column (u) of Table 23). A
decline in the explanatory power of the INdASXEPS interaction is observed (from 0.14
to 0.083). Conversely, the interaction of CG with EPS is negative but insignificant
and that with BVPS is significantly positive. The R? of the model also improves
(0.621 to 0.636) upon the introduction of CG. However, an examination of the higher
order interactions INdASXCGXEPS and IndASXCGxBVPS reveals that while the
moderating effect of both IndAS and CG scores diminishes the value relevance of
earnings (-0.113), their impact on the value relevance of book values remains

insignificant.

Equation 16, which includes the IndAS as well as corporate governance variables, is
converted into a dynamic panel model and a system GMM estimator is applied
(column (v) and (w) of Table 24: Regression results for price value relevance model
with IndAS and corporate governance (under System GMM estimator). The effects
on EPS and BVPS are analysed separately which reveal a shift in results compared to
those of the RE estimator. IndAS is observed to have a negative but insignificant
impact on both EPS and BVPS, in contrast to the previously observed (Table 23)
positive impact. Corporate governance significantly enhances the explanatory power
of EPS (5.599) which reduces in the presence of IndAS (-5.809). This provides
evidence that even if earnings are less value relevant under IFRS-converged

standards, the presence of strong corporate governance structures can enhance the
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same. For BVPS, the interaction of IndAS and CG on its value relevance, although

positive, remains statistically insignificant.

Table 24: Regression results for price value relevance model with IndAS and
corporate governance (under System GMM estimator)

Equation 16: MVPS;, = By + BLEPS; + B2BVPS;; + BsIndAS;; + BoIndAS;xEPS;, +
BsIndAS; xBVPS;;, + BsCGir + B7CG;xEPS;; +
BeCGi:xBVPS; + PoIndAS;;xCG; xEPS;; +

B10IndAS;:xCG;;xBVPS; + 11Size;s + fi2Levy +

B13Grow; + ey

v)

(W)

Dependent variable: MVPS

Equation 16 — VR of
EPS (System GMM)

Equation 16 — VR of
BVPS (System GMM

EPS 0.557 (1.29) 0.115*** (5.54)
BVPS 0.109*** (10.04) 0.761 (0.77)
IndAS 0.389 (1.14) -1.065 (1.28)
INdASXEPS -0.343(0.79 -
IndASxevfs e -0.432 (0.43)
CG 0.271*** (4.93) -0.194** (2.30)
CGXEPS 5.599*** (297) -
céxBvps e -2.188 (0.50)
INdASXCGXEPS -5.809***(3.08) -
IndAS xCGxBVPS e 2.3697 (0.54)
Size -0.228** (2.27) -0.175** (2.04)
Lev 0.439*** (5.26) 0.489*** (5.79)
Grow -0.143 (0.67) -0.027 (0.17)
Constant 118.15 (1.02) 69.70 (0.61)
R2 ____________
Wald Chi2 1689.19*** 1582.97***
No. of groups 573 573
No. of instruments 80 80
AR(2) statistic (p-value) 0.58 0.15
Hansen test statistic (p-value) 0.68 0.45

Values in the parentheses are z-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values reported for
AR(2) and Hansen tests are at 5% level of significance.
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Table 25: Regression results for earnings management model with IndAS and
corporate governance (under Random effects (RE) and System
GMM estimators)

Equation 17: TDA;; = By + B1IndAS;; + f,Tnover;, + B3Brisk;; + f4Excom;; +
BsSize; + Belev, + B,Grow;; +e;;

BsBrisk; + BgExcom + B,Size; + Pglevy + BoGrow;, +

€it
(x) v) (2)
. ) Equation 17 Equation 18  Equation 18

Dependent variable: TDA (RE) (RE) (System GMM)
INdAS -0.036 (0.45) -0.034 (0.42)  -4.174* (1.75)
077 — -0.004 (0.12) 0.63 (0.30)
IndASxec¢ e -0.017 (1.13) -0.101 (0.12)
Tnover 0.015 (0.69) 0.013 (0.60) -0.252 (0.75)
Brisk 0.055%** (3.05)  0.057*** (3.15)  0.207*** (3.55)
Excom 0.015 (0.80) 0.019 (1.02) -0.364 (1.15)
Size -0.034* (1.81) -0.029 (1.52) -0.639 (1.06)
Lev -0.183 (0.95) -0.198 (1.03) 0.089 (0.14)
Grow 0.0018 (0.11) 0.001 (0.07) 0.123 (0.45)
Constant -0.008 (0.04) -0.005 (0.03) 4.054 (1.80)
R? 0.068 0069 -
Wald Chi2 250.95%** 255.93*** 49,9**
No. of groups 573 573 573
No. of instruments e e 54
AR(2) statistic (p-value) - e 0.15
Hansen test statistic (p-value) = o 0.92

Values in the parentheses are z-statistics; ***p<0.01; **p<0.05, *p<0.10; p-values reported for
AR(2) and Hansen tests are at 5% level of significance.

Both the dynamic models report AR(2) statistics and Hansen test statistics with a p-
value greater than 0.05, indicating the absence of serial correlation and proving the

validity of instruments. The results underscore the critical importance of considering
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the correlation of past values of the dependent variables and the necessity to address

this with dynamic models, without which the analysis may yield biased estimates.

Table 25 presents the regression results for Equation 17 and Equation 18 delving into
the influence of IndAS and corporate governance strengths on earnings management
proxied by discretionary accruals. The static models in column (x) and (y) of Table
25, present the results for Equation 17 and Equation 18 under the random effects
estimator. The choice of estimator was made based on the results for the LM test for
both models {[? (chi-square) value = 256.23; p-value = 0.000] and [ (chi-square)
value = 254.43; p-value = 0.000]}. Equation 17 first tests the impact of IndAS on
earnings management without the corporate governance variable which is later
introduced in Equation 18. CG and IndAS show no significant effect on discretionary
accruals, despite the observed negative trend. Notably, IndASxCG coefficient is also
statistically insignificant, emphasizing that the conditional effects of CG and IndAS

on TDA mirror their marginal effects on TDA.

The application of the system GMM estimator [column (z) of Table 25] introduces a
noteworthy shift in results. While the interactive effect of IndAS and CG remains
inconsequential, the negative impact of IndAS on TDA emerges as significant (-1.698)
yet CG displays a positive, albeit insignificant, coefficient. Among other explanatory
and control variables, business risk (Brisk) appears to significantly elevate
discretionary accruals (0.207). Size exhibits an inverse relation with TDAs (-0.228)
suggesting that larger firms resort to fewer discretionary accruals for earnings
management. Firms with high leverage tend to increase discretionary accruals. The
coefficients of the control variables are however insignificant. Both the AR(2)
statistics and Hansen test statistics support the dynamic model specification.
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7.3 Summary

Chapter 7 delved into the hypotheses that test whether the changes in the financial
reporting quality of Indian firms were solely due to the implementation of IFRS or if
institutional factors such as corporate governance also play a crucial role. The
findings indicate that the corporate governance strength of a firm enhances the value
relevance of earnings, but this improvement weakens with the introduction of IFRS-
converged IndAS. Remarkably, book values remain value-relevant, and their
significance is not changed by the adoption of IndAS or governance structures.
Hypothesis (H7), which tests the value relevance of earnings and book values in the
presence of corporate governance and IndAS, is therefore proved partially. With
respect to earnings management practices, it is observed that the IndAS contribute to
a decline in the discretionary accruals, but the strength of a firm’s corporate
governance practices has no significant impact. The study therefore fails to prove the
hypothesis (H8). The findings provide interesting insights into the financial reporting
quality dynamics which may be equally reliant on institutional strengths as much they

are on the quality of accounting standards.
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Chapter 8

Findings and Conclusion

This chapter summarises the findings of the analysis for each of the objectives and
hypotheses. It compares the findings with those of relevant literature and outlines the
similarities and deviations in the outcomes. It concludes the study by providing an
outline of all the objectives and highlights the managerial implications and
recommendations made based on the findings. The limitations faced in conducting
the study are also listed out along with suggestions for future research in the field of
financial reporting quality.

8.1 Findings

As observed in the findings below, this research contributes to the existing body of
knowledge on financial reporting quality, specifically delving into the changes
prompted by the convergence with IFRS, particularly within the Indian context. The
findings are presented according to each objective of the study.

8.1.1 Objective 1 — To examine whether the price and returns value
relevance of accounting information of Indian listed firms has
changed with the transition from Indian GAAP to the IFRS-
converged IndAS.

= |In case of price value relevance, it is observed that the correlation analysis
reveals that MVPS and EPS, BVPS and IndAS are positively correlated. The
correlation between EPS and MVPS is notably stronger than that of BVPS.
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The results under the dynamic panel regression show that EPS is value
relevant, but BVPS shows a negative relationship with market prices. IndAS
diminishes the value relevance of EPS and increases that of BVPS.

Under the returns value relevance mode, the correlation coefficients show that
both earnings and the change in earnings exhibit positive correlations with
returns, while IndAS is inversely correlated. Size and growth results, indicate

that returns tend to be higher for smaller firms with a high growth rate.

The value relevance of AEPS is notably higher than that of EPS, and IndAS

maintains a negative impact on the value relevance of both variables.

The hypothesis (H1) is proved as a change is observed in the price value
relevance of Indian accounting information since IFRS convergence. The use
of the IndAS standards cause a decline in the value relevance of earnings per
share and elevate that of the book values. This is in contrast with Odoemelam
et al., (2019) and Outa et al., (2017) who find that value relevance increases
for earnings but is insignificant and/or negative or is lower for book values
upon the adoption of IFRS. However, the results are similar to Elbakry et al.,
(2017) who find that the change in value relevance of book values is much

higher than that of earnings in the United Kingdom (UK).

The value relevance of change in earnings (4EPS) is notably higher than that
of earnings itself, and the IndAS have a negative impact on the value
relevance of both variables. This proves the hypothesis (H2) since a change
(decline) is observed in the returns value relevance since IFRS convergence.

The results are partially aligned with Kouki, (2018a) who found no
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8.1.2

association between stock returns and earnings in the post-IFRS period but

observed a positive relation between returns and change in earnings.

Objective 2 - To examine whether the earnings management
practices of Indian listed firms have changed with the transition
from Indian GAAP to the IFRS-converged IndAS.

The correlation analysis for the specified model shows that the IndAS ( IFRS-
converged standards) are negatively correlated with total discretionary
accruals (TDA), while it has a positive, although not significant, correlation
with STDA and LTDA.

The regressions results show a negative impact of IndAS on TDA. The results
for regression models for short-term and long-term discretionary accruals
reveal no significant impact of the IndAS variable. It may be noted that the
coefficients are positive for both types of accruals.

The levels of net cash flows from operating activities (Brisk) increase the
incidence of earnings management through TDA. However, it reduces both

STDA and LTDA while executive compensation (Excom) increases STDA.

Foreign shareholding leads to an increase in short-term discretionary accruals.
It may be noted that promoter and institutional shareholding cause a decline
in STDAs and an increase in LTDA.

The logit regression models are run using TAEM, SAEM and LAEM as
dependent variables which represent the practice of earnings management

among the sample firms using total, short-term and long-term discretionary
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accruals. The likelihood of earnings management through all discretionary
accruals reduces due to IndAS. The results for IndAS are however not

significant.

Brisk significantly increases the chances of earnings management occurring
through total discretionary accruals. Excom also appears to be increasing the
chances of SAEM whereas Tnover increases the chances of only TAEM.

Promoter shareholding (Prom) has a significantly positive impact on earnings
management through total discretionary accruals while foreign shareholding

and family have a negative impact.

Hypothesis (H3) is proved since earnings management practices through
discretionary accruals have reduced since the use of the IndAS. These results
are similar to those documented by Chen et al., (2010); Ho et al., (2015);
latridis, (2010); Ismail et al., (2013); Pelucio-Grecco et al., (2014) and Zeghal
et al., (2012). This is in contrast with studies by Callao & Jarne, (2010); Lin
etal., (2012); van Tendeloo & Vanstraelen, (2005); Wijayana & Gray, (2019)
and Zhang et al., (2013) who found an increase in discretionary accruals since
the adoption of IFRS.

Hypothesis H4 is proved as firm-specific operational factors like business
risk, turnover and executive compensation and ownership patterns like
promoter holdings increase earnings management, similar to Shuto, (2007);
Sun & Hovey, (2013) and Wijayana & Gray, (2019) while foreign promoter

holding reduces the same.
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8.1.3

Objective 3 — To determine whether the earnings management
practices affect the value relevance of Indian listed firms in the
post-1FRS convergence period.

The correlation between EPS and MVPS diminishes for firms engaged in
earnings management through TDA and LTDA. In contrast, the correlation of
BVPS rises for firms involved in earnings management via TDA and STDA.

The regression outcomes regarding the influence of TAEM on the value
relevance of EPS and BVPS show that coefficients are negative for EPS;
however, they are positive and insignificant for BVPS. SAEM and LAEM
notably lessen the value relevance of both EPS and BVPS. Additionally, the
effects of SAEM and LAEM differ from those of TAEM, justifying the

necessity to examine them separately.

The IndAS variable itself exhibits a significant negative coefficient. However,
when assessing the impact of IndAS on the value relevance of EPS in
conjunction with TAEM, the effect is notably positive, while its impact on
BVPS remains statistically insignificant. Interestingly, IndAS appears to
effectively counteract the negative consequences of SAEM and TAEM on the
value relevance of both EPS and BVPS. This suggests that IndAS exerts a
positive influence on the relationship between value relevance and the firm's
earnings management practices, encompassing total, short-term, or long-term

discretionary accruals.

It is found that earnings management practices diminish the value relevance
of information as observed by Habib, (2004); Mostafa, (2017) and Whelan &

McNamara, (2004) and the influence of earnings management on the value
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relevance of earnings is negative but it is positive for book value. This aligns
with the findings of and Callao et al., (2016); Marquardt & Wiedman, (2004).
The IndAS positively moderate this relationship, thus proving hypothesis
(H5).

It is noted that the influence of earnings management through long-term
discretionary accruals on earnings is marginally greater than that of their
short-term counterparts, while their impact on book values is nearly identical.
This partially proves the hypothesis (H6), suggesting that the effect of
earnings management through long-term discretionary accruals on the value
relevance of information is greater than that practiced through short-term

discretionary accruals. This is in line with the findings of Al-Shattarat, (2021)

Objective 4 — To determine the effect of corporate governance
practices on the relationship between financial reporting quality
and IFRS convergence in Indian listed firms.

The Pearson correlation coefficients reveal that both accounting variables,
EPS and BVPS demonstrate a robust and statistically significant association
with the market values of shares, with EPS having the higher correlation
coefficient. Within the earnings management model, the IndAS variable
demonstrates a positive yet insignificant relationship with discretionary
accruals, while the CG index scores are inversely correlated. The firm-
specific operational factors, turnover, business risk and executive
compensation are positively correlated with TDA, although the correlation

with compensation is not significant.
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IndAS is observed to have a negative but insignificant impact on both EPS
and BVPS, in contrast to the previously observed positive impact. CG
significantly enhances the explanatory power of EPS which reduces in the
presence of IndAS. For BVPS, the interaction of IndAS and CG on its value
relevance, although positive, remains statistically insignificant.

The application of the system GMM estimation on dynamic model shows that
while the interactive effect of IndAS and CG remains insignificant, the
negative impact of IndAS on TDA emerges as significant yet CG displays a
positive, although insignificant, coefficient.

Among other explanatory and control variables, business risk (Brisk) appears
to significantly elevate discretionary accruals. Size exhibits an inverse
relation with TDA suggesting that larger firms resort to fewer discretionary
accruals for earnings management. Firms with high leverage tend to increase

discretionary accruals.

Hypothesis (H7) is partially accepted, since the value relevance of earnings is
enhanced by governance practices despite its reduction in the presence of
INdAS. The results are in alignment with Krismiaji et al., (2016) who assert
that corporate governance practices enhance value relevance. However, the
impact of IFRS convergence and governance on value relevance of book
values remains insignificant. The findings resonate with Chu et al., (2019)
who argued that firms with already robust corporate governance systems
might not undergo a radical transformation with IFRS adoption. The study
also aligns with Bansal & Garg, (2021) suggesting that fortifying corporate

governance structures may be more crucial for accounting quality.
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= Corporate governance has no influence on the relationship between IFRS
convergence and earnings management thus failing to accept hypothesis (H8).
The results contrast with those of Wang & Campbell, (2012) who found that
corporate practices like state ownership and independent directors
discouraged earnings management, which was not possible through IFRS

implementation.

8.2 Conclusion

The research yields insights into pivotal indicators of financial quality, such as value
relevance and earnings management. This study holds the distinction of being the
first exploration in India, investigating the impact of the newly converged IndAS on
the reporting quality of publicly listed companies, employing an extensive panel
dataset spanning over a decade. Furthermore, it pioneers an examination of potential
moderating influences of corporate governance structures on the relationship between
IFRS adoption and reporting quality. The analytical framework integrates both static
and dynamic panel data models for regression analysis, with supplementary logit

models employed as deemed necessary.

The evidence offered by this research indicates an enhancement in accounting quality
within Indian listed firms, marked by heightened value relevance and a reduction in
earnings management practices following the implementation of the IndAS.
Moreover, the research highlights the role of the IndAS in alleviating the adverse
effects of managed earnings on the value relevance of accounting information.
Notably, the study emphasises the pivotal influence of corporate governance on
financial reporting quality, asserting that fortifying these structures yields a more

substantial impact on value relevance compared to the mere adoption of IFRS. This
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underscores the significance of enhancing corporate governance practices within

firms to fully realize the advantages of IFRS adoption.

8.2.1 Managerial implications and recommendations

The research is undertaken to provide insights into the financial reporting quality

dynamics in India with the following potential implications:

This research holds notable importance in the Indian capital markets, aiming
to unveil the repercussions of the new standards on both accounting and stock
market variables. It carries managerial implications for firms and standard
setters, providing an avenue for firms to evaluate the advantages stemming
from their adoption of IFRS-converged standards. The evidence obtained also
helps analysts and investors understand the effects of the new standards to

reevaluate how they interpret accounting figures (Ahmed, Neel, Wang).

It brings positive implications for both firms and the capital markets in India.
Augmented value relevance can foster investor confidence by enhancing the

reliability and credibility of accounting information.

Regulators and standard setters are often posed with the question of how
much of judgement and discretion to allow in financial reporting (Healy &
Wahlen, 1999). The study offers a valuable insight into earnings management
in Indian firms, empowering stakeholders to discern financial information for
potential manipulations. Additionally, it provides standard setters and
regulators with precise findings on the use of short-term and long-term
discretionary accruals in earnings management, facilitating targeted policy-
making to address specific sources and determinants of earnings

manipulation.
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This study presents a thorough examination of the combined effects of new
accounting standards and corporate governance rules on accounting quality.
It sets a foundation for further research into understanding the efficacy of

corporate governance mechanisms.

The recommendation suggests that publicly listed firms should strengthen
their corporate governance structures to improve information relevance,
rather than solely relying on IFRS adoption. As IndAS gradually become
mandatory in India, it is advised that financial companies and non-listed firms
enhance their corporate governance strength.

Additionally, the study highlights the importance of robust corporate
governance structures in fully realizing the benefits of IFRS, providing
valuable insights for countries undergoing IFRS implementation.

The findings also suggest that policymakers and stakeholders explore other
institutional frameworks, such as legal environments and investor protection

mechanisms, to amplify the impact of IFRS.

The IFRS were introduced with the objective of improving accounting quality
among other benefits. The findings of this study may be of importance to the
IASB, which introduced the IFRS, to evaluate if the intended benefits of the
IFRS are achieved in the adopting jurisdictions, especially in developing and

diverse economies like India.
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8.2.2 Limitations of the study

The study, despite adopting a comprehensive approach, encounters the following

limitations:

The study's samples were constrained due to data unavailability for certain
variables. While the analysis involves samples of over 500 companies for
each objective, a larger sample size could have been achieved with more

extensive data availability.

The findings of the study may not be universally applicable to capital markets
in other countries due to cultural and legal variations. The unique context of

the Indian market may limit the generalization of results.

8.2.3 Future scope for research

Being one of the initial studies to cover the impact of IFRS convergence within the

Indian markets, the study conducts a preliminary yet comprehensive analysis in the

area. However, there is a wide scope to extend the research in several directions to

deepen our understanding of the expected benefits of IFRS convergence and its

interaction with corporate governance. Following are some suggestions for further

exploration:

The study focuses on the effects of mandatory use of the IFRS-converged
IndAS in India on listed firms while excluding voluntary adopters and
unlisted firms. As the country proceeds to expand the scope of IndAS usage
for other sectors like financial companies, it will eventually be applied to
small-scale firms or unlisted firms with lower networth. Such firms may
consider voluntary use of the IndAS in the future. Understanding the

consequences, benefits and influential factors in the IFRS convergence
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process can provide valuable insights to such businesses for their future

decisions.

The focus of the current research was on the overall implications of IFRS
application on financial reporting indicators in Indian firms. It does not
investigate the effects of any specific IFRS standard on any financial aspect.
Such detailed analysis may be undertaken to explore the specific effects of
chosen IFRS standards which will provide a more nuanced understanding of

their implications on financial reporting quality.

The value relevance analysis of the study is based on the price model (Ohlson,
1995) and the returns model (Easton & Harris, 1991) and their modifications.
The existing models may be further modified to include variables of interest
or alternate models may be used in future studies to capture distinct facets of

value relevance, offering a more comprehensive perspective.

Accrual-based earnings management practices of Indian listed firms were
measured through total, short-term and long-term-discretionary accruals in
the present study. Further research may consider other measures for detecting
earnings management besides accruals. Real earnings management as a
manipulative practice may also be explore to provide a more holistic
understanding of the same. Additionally, motivations for income-increasing

practices and income-decreasing practices may also be investigated.

Corporate governance as a crucial institutional factor has been considered in

this study as a moderator in the IFRS-financial reporting quality relationship.
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Other moderators in the form of country specific frameworks such as investor

protection mechanism and legal enforcements may also be examined.

India provides a unique and diverse sample of firms. Future studies may
compare the impact of IFRS convergence in India with that of other countries
which has undergone a similar process. This comparative analysis can provide
insights into the differential impacts and help identify varied influential

factors if any which may cause the differences.

Newer advanced models may be used for measuring value relevance, earnings
management and corporate governance in addition to those used in the study.
The analytical approach may be further diversified using more complex panel

data tools to widen our understanding.
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