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THE EFFECTS OF THE
INTERNATIONAL FINANCIAL
REPORTING STANDARDS (IFRS)
ADOPTION ON EARNINGS

QUALITY: EVIDENCE FROM KOREA

Abstract

This study investigates whether earnings quality of Korean listed firms was substantially
improved after the IFRS adoption in long-term aspect and which firms listed in
KOSPI or KOSDAQ market had been more enjoyed the benefit. Prior studies related
to this subject don’t provide consistent results and have a limitation of insufficiency
of research periods. Therefore, this study analyzes the positive effect of the IFRS
adoption in Korea using long-term based approach and comparative analysis on each
Korean stock market. Furthermore, this study considered Korean specific institutional
environment in which main financial statements prepared and disclosed by listed firms
were changed from individual financial statements to consolidated financial statements
after the IFRS adoption. Results of the study found that earnings quality of Korean
listed firms had been significantly improved during 5 years after the IFRS adoption.
In addition, earnings quality on consolidated financial statements of KOSDAQ
listed firms has improved more than that of KOSPI listed firms. The results provide
meaningful implications to evaluate the effects of IFRS adoption on earnings quality
and to assess accomplishment of fundamental purpose of the IFRS adoption in Korea.

Keywords IFRS, earnings quality, modified Jones model,

performance-matched discretionary accruals model,
KOSPIL, KOSDAQ

JEL Classification  M41

INTRODUCTION

Korea adopted International Financial Reporting Standards (IFRS)
in 2011 to improve international consistency of financial accounting
standards and to enhance both accounting transparency and useful-
ness of accounting information. Especially, the main objective of the
IFRS adoption in Korea was to provide accounting information users
with more useful information and to eliminate Korea discount by im-
proving accounting transparency.

One of the positive effects of the IFRS adoption is that earnings quality
can be improved in comparison with pre-IFRS adoption period. Barth
et al. (2008) and Chen et al. (2010) report that earnings quality has im-
proved, as earnings management was reduced after the adoption of IFRS.

However, unlike previous financial accounting standards in Korea (re-
ferred as ‘K-GAAP’) which applied rule-based approach, the IFRS ap-
plies principle-based approach. Thus, the adoption of IFRS may be a
factor to degenerate earnings quality, because discretion of manager
on accounting choice increases after the IFRS adoption. Callao and
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Jarne (2010), as well as Li and Park (2012), suggest that earnings management measured by discretionary
accruals increased after the IFRS adoption. Additionally, Bae and Choi (2013) and Jeong (2013) which
analyzed Korean firms report that earnings management increased after the IFRS adoption. Tendeloo
and Vanstraelen (2005) also report that there was no difference in earnings management between the
IFRS-adapted firms and local GA AP-adapted firms.

Meanwhile, Korean stock markets consist of KOSPI market and KOSDAQ market. Since KOSDAQ market
has simple listing requirement and is mainly comprised of venture businesses which are small, risky, but with
high growth potentiality, KOSDAQ listed firms may have higher incentive of earnings management than
KOSPI listed firms. Thus, if earnings quality is improved as earnings management decreases after adoption
of the IFRS, such improvement may be more striking at KOSDAQ listed firms than KOSPI listed firms.

Hence, this study investigates whether earnings quality of Korean listed firms was substantially improved
after the IFRS adoption'. Specifically, unlike prior studies of Korea which analyzed the effect of IFRS
adoption on the earnings quality in short-term aspect, this study analyzes the effect in long-term aspect
by comparing 5 years before IFRS adoption with 5 years after IFRS adoption. In addition, this study di-
vides sample firms into 2 groups (KOSPI listed firms and KOSDAQ listed firms) and analyzes the effect
of IFRS adoption on the earnings quality respectively. Moreover, this study considered Korean specific
institutional environment in which main financial statements prepared and disclosed by listed firms were
changed from individual financial statements to consolidated financial statements after the IFRS adoption.

The results of this study show that earnings quality of Korean firms has significantly improved during
5 years after the IFRS adoption compared with 5 years before IFRS adoption. Moreover, earnings qual-
ity on consolidated financial statements of KOSDAQ listed firms has improved more than that of KOSPI
listed firms. This study is distinct from prior studies in that it analyzed the effect of the IFRS adoption on
earnings quality using long-term approach and analyzed comparative effect for each stock market. This
study provides accounting information users and regulatory authorities with meaningful implications in
that it confirms that the fundamental objective of the IFRS adoption in Korea is continuously attained.

1. LITERATURE REVIEW AND

HYPOTHESES

Prior studies which analyzed effect of the IFRS
adoption on earnings quality provide inconsistent
results. Some studies report that earnings qual-
ity has improved after the IFRS adoption (Barth
et al., 2008; Chen et al., 2010) while other studies
suggest earnings quality was deteriorated after the
IFRS adoption (Callao & Jarne, 2010; Li & Park,
2012; Bae & Choi, 2013; Jeong, 2013). Moreover,
Tendeloo and Vanstraelen (2005) report no sub-
stantial difference in earnings quality before and
after IFRS adoption.

Specifically, Barth et al. (2008) analyzed the effect
of IFRS adoption on earnings quality for firms
in 21 countries which adopted the IFRS. The re-

sult showed that earnings quality has improved,
as earnings management and income smoothing
have decreased after IFRS adoption. Chen et al.
(2010) which analyzed 15 member countries of EU
also reported similar results.

On the contrary, Callao and Jarne (2010) who stud-
ied on non-financial firms in 11 member countries
of EU reported that earnings management mea-
sured by discretionary accruals increased after the
IFRS adoption. Li and Park (2012) which studied on
Chinese firms also reported that earnings quality
reduced as discretionary accruals increased after
the IFRS adoption. Especially, Bae and Choi (2013)
which analyzed Korean firms showed that earn-
ings management increased through abnormal op-
erating activity and abnormal manufacturing cost
after the IFRS adoption. Jeong (2013) also argued

1 All listed firms in Korea have mandatorily applied the IFRS as their accounting standard since 2011, whereas unlisted firms have applied
Korean GAAP which has been established and revised by the Korean Accounting Standards Board (KASB). It is permitted for unlisted
firms to apply the IFRS voluntarily, however, any listed firms are not allowed to apply the Korean GAAP.
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that while earnings quality measured by discretion-
ary accruals has improved on individual financial
statement after the IFRS adoption, earnings quality
on consolidated financial statement has reduced.

Further, Tendeloo and Vanstraelen (2005) ana-
lyzed whether there was significant difference of
earnings management between German firms
which early adopted the IFRS and those which ap-
plied German GAAP. The result found there was
no significant difference of earnings management
between two groups. In short, prior studies didn’t
provide consistent conclusions on effect of the
IFRS adoption on earnings quality. Therefore, we
establish the first hypothesis as follows?.

HI: Earnings quality of Korean listed firms
would not be different after the IFRS adop-
tion in comparison with the earnings quality
before the IFRS adoption.

The listing requirements of KOSPI and KOSDAQ
market in Korea are different, as well as character-
istics of firms listed in each stock market. While
KOSPI market is composed of relatively large firms,
KOSDAQ market is composed of small and me-
dium venture businesses with high growth poten-
tiality. Thus, such difference of each stock market
may affect on earnings management of listed firms.
For instance, Yoon and Kim (2007) reported that
KOSDAQ listed firms tended to manage their earn-
ings more upward before initial public offering
(IPO) than KOSPI listed firms. Furthermore, Moon
(2017) suggested earnings quality of KOSPI listed
firms was much better than KOSDAQ listed firms.

Inferring from those prior studies, if earnings
quality of Korean listed firms is improved after the
IFRS adoption, such positive effect may exist dis-
tinctively depending on stock market. Specifically,
the effect of improving earnings quality after the
IFRS adoption is likely to be greater for KOSDAQ
listed firms than KOSPI listed firms. It is because
earnings management is performed more strik-
ingly at KOSDAQ listed firms following prior
studies and such earnings management can be re-
strained by the IFRS adoption. Hence, we estab-
lish the second hypothesis as below.

H2: Effect of improving earnings quality after the

IFRS adoption would be greater for KOSDAQ
listed firms than KOSPI listed firms.

2. RESEARCH DESIGN

2.1. Research models

The research models for testing hypotheses 1 and
2 are as follows:

DA(MJ, PMDA),=a,+a, - IFRS, +
+a, -SIZE, +a,-LEV, +a,-MB, +

t+a,-ROA, +a,-BIGA, +a, - FORGI, + I
+a,-OWNER+IND + YD +e,

DA(MJ, PMDA),=a,+a, - IFRS, +

+a,- KOSDAQ, +at, - IFRS - KOSDAQ, +
‘a,-SIZE, +a,- LEV, +a,-MB, + 2)

+a,-ROA, + o - BIG4, + a, - FORGI,, +
+a,,-OWNER, + IND +YD +e,

where DA: discretionary accruals measured by
both modified Jones model (M]) and perfor-
mance-matched discretionary accruals (PMDA);
IFRS: 1 if post-IFRS and 0 otherwise; KOSDAQ: 1
if KOSDAQ listed firm and 0 otherwise; SIZE: the
natural logarithm of total assets; LEV: total liabili-
ties divided by beginning total assets; MB: market
value divided by book value; ROA: net income di-
vided by beginning total assets; BIG4: 1 if auditor
is a large auditor (called Big 4) and 0 otherwise;
FORGI: ownership of foreign investors; OWNER:
ownership of largest shareholder and related par-
ties; IND: industry dummy; YD: year dummy.

This study uses discretionary accruals (DA) as the
proxy of earnings quality following prior stud-
ies. DA is measured by such models as modified
Jones model (M]) of Dechow et al. (1995) and per-
formance-matched discretionary accruals model
(PMDA) of Kothari et al. (2005). Further, absolute
values of DA are used in estimating equation (1)
and equation (2) following prior studies’.

2 We establish the first hypothesis in the form of null hypothesis because of inconsistent results of prior studies.

3 The results of hypotheses testing are similar when using the residual values estimated by modified Jones model (M]) and performance-
matched discretionary accruals model (PMDA) instead of absolute values.
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Korean listed firms applied Korean GAAP before
the IFRS adoption and disclosed consolidated fi-
nancial statements after announcing individual
financial statements following related laws. In
other words, main financial statements of Korean
listed firms of which accounting information us-
ers mainly utilized were individual financial state-
ments before the IFRS adoption. However, after
the IFRS adoption, consolidated financial state-
ments are disclosed as main financial statements
and individual financial statements are included
in foot note of consolidated financial statements.
Thus, this study considers both individual finan-
cial statements and consolidated financial state-
ments in estimating equations (1) and (2) in order
to improve the comparability of earnings quality
for pre-IFRS period and post-IFRS period.

The main explanatory variable of Equation (1)
which tests for hypothesis 1 is /FRS. Thus, if es-
timated coefficient of ¢, has significant nega-
tive value, it means DA of Korean listed firms de-
creased after the IFRS adoption. In other words,
it indicates that earnings quality of Korean listed
firms was improved after the IFRS adoption and
hypothesis 1 can’t be supported.

The main explanatory variable of equation (2)
which tests the hypothesis 2 is /FRS - KOSPI,
. Accordingly, if estimated coefficient of «; has
significant negative value, hypothesis 2 which pre-
dicts earnings quality of KOSDAQ-listed firms
would be improved greater than that of KOSPI-
listed firms after the IFRS adoption is supported.
Control variables (SIZE, LEV, MB, ROA, BIG4,
FORGI, OWNER) are included following related
prior studies.

2.2. Sample selection

This study analyzed all listed firms in KOSPI and
KOSDAQ market from 2006 to 2015. Specifically,
this study treated 2006-2010 as pre-IFRS period
and 2011-2015 as post-IFRS period, respectively.
Sample firms were selected from the following
conditions:

(1) firms listed in KOSPI and KOSDAQ market
from 2006 to 2015;

(2) non-financial firms;
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(3) firms which close their books in December;
(4) firms with data available on KIS-VALUE;

(5) firms without impaired capital not under ad-
ministration and not delisted.

All data for the analysis were collected from KIS-
VALUE and extreme values of all variables were
winsorized at 1% level of both tale. The final firm-
year observations were 13.154 (n=13.154).

3. EMPIRICAL RESULTS

3.1. Descriptive statistics and
correlation analysis

Table 1 shows descriptive statistics of variables
included in Equations (1) and (2). MJ(Ind.) and
PMD (Ind.) stand for discretionary accruals on in-
dividual financial statements measured by modi-
fied Jones model and performance-matched dis-
cretionary accruals model, respectively. MJ(Con.)
and PMDA(Con.) stand for discretionary accruals
on consolidated financial statements measured by
modified Jones model and performance-matched
discretionary accruals model, respectively.

All means, minimum values, maximum val-
ues of four variables measuring DA [ MJ (Ind.),
PMDA(Ind.), MJ(Con.), PMDA(Con.)] have posi-
tive value, because they are measured by abso-
lute values. Considering means of MJ (Ind.) and
PMDA(Ind.) is lower than those of MJ(Con.) and
PMDA(Con.), it is found that earnings quality on
individual financial statements of Korean listed
firms is at a higher level than earnings quality on
the consolidated financial statements during re-
search periods. This may be due to the fact that
individual financial statements were mainly used
for economic decision making in Korea before the
IFRS adoption.

The average of IFRS variables is 0.5607 which
means that about 56% of total observations con-
sist of the period after the IFRS adoption. In ad-
dition, the average of KOSDAQ is 0.5904, that is,
KOSDAQ-listed firms consist of about 59% of to-
tal observations. Thus, the sample composition for
the analysis is relatively stable.
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Table 1. Descriptive statistics (n = 13,154)

Variables Mean Std. Min. 1Q Median 3Q Max.
Milind.) 0.059145 . .0.057049 . 0.0000003 : 0.017872 . 0.041543 . 0.080502 : 0.276297
PMDA(Ind.) 0.058149 0.055876 : 0.0000015 : 0.017819 : 0.041074 : 0.079877 : 0.271936
MiCon) - 0071911 . 0073586 00000006 0021415 0048151 0095974 _ 0.361047
PMDA(Con,) | 0069291 = 0068758 00000049 0021013 0047242 0093145 .  0.323125
IFRS .. 0.560666 : 0496325 . 0 A AL A S, LI
KOSDAQ 0.590391 . 0491780 . 0. SSCI SN N L A L
BIG4 . 0551163 0497394 0 O L
SIZE . 25.633250 . 1.386414 23.242606 24.698487 . 25362952 . 26301336 3033015
LEV 0443281 = 0240326 0.035276 0.254505 . 0428605 . 0597982 1222846
MB 1.020487 . 1.183002 0.084029 0373154 . 0642836 . 1164085 . 7622867
ROA .. 0023643 . 0113904 = -0472170 '@ -0.002452 . 0.032980 _  0.076898 0.321598
FORGI . 0.062390 = 0.109065 0.000000 . 0.002100 : 0013100 . 0068700 0.553500
OWNER 0.273303 0.140750 0.047100 0.167800 0.246900 0.350400 0.700000

Table 2 presents Pearson correlation between
the variables. It shows that all four variables
measuring DA[M](Ind.), PMDA(Ind.), MJ(Con.),
PMDA(Con.)] have a significant negative correla-
tion with IFRS. Thus, it is supposed that overall
discretionary accruals on not only individual fi-
nancial statements, but also consolidated financial
statements have significantly decreased after the
IFRS adoption. Moreover, MJ (Ind.), PMDA(Ind.),
M]J(Con.), PMDA(Con.) have significant positive
correlation with KOSDAQ. It indicates that earn-
ings quality of KOSDAQ-listed firms is at a lower
level than that of KOSPI-listed firms. The results
of Table 2 can support the logical basis of hypoth-
esis 2 which predicts effect of improving earnings

Table 2. Pearson correlation matrix (n = 13,154)

quality after the IFRS adoption would be greater
for KOSDAQ-listed firms than KOSPI-listed firms.

3.2.Test results of hypotheses

Table 3 provides test results of Equation (1) for
hypothesis 1. IFRS has significant negative re-
lationship with all four dependent variables
measuring DA[M](Ind.), PMDA(Ind.), MJ(Con.),
PMDA(Con.)]. In other words, earnings quality on
both individual financial statements and consoli-
dated financial statements of Korean listed firms
has significantly improved after the IFRS adoption.
In addition, most control variables included in the

V1 V2 V3 . Va4 V5 V6 . V7 V8 . V9 VIO VIl . V12 Vi3
Mjnd) (V1) 100 C : : : :
PDMA(nd) (v2) = 095 @ 1.00 @
MJ(Con) (V3) 062 1 059 : 100 .
PDMA(Con.) (V4) = 0.60 : 0.62 : 092 1.00 i =
IFRS(VS)  ......7013:-013:-012 0.1 : 1.00 i
KOSDAQ(Ve) @ 0.5 : 0.05 : 016 . 0.5 : 0.04 : 1.00 = .
BIG4(V7) =005 -0.05 -007 -0.07 -001 -0.23 100
SIZE (V8) £ 018 -018 i —0.21 | =019 i 011 | -0.57 @ 0.36 : 1.00 |
V(Y9 007 017 015 015 008 006 002 012 100
MB(VIO) 014 013 013 012 005 018 -001 -020 -008 100
ROA (VD) . 7001 ¢ 001  -0.23:-0.20:-0.05 -0.04 012 : 010 :-013 ' 0.4 : 100 :
FORGI (V1) . 70.07:-0.07 i -0.07  0-07 :-0.02:-0.26 0.24 : 045 :-0.08 011 : 0.6 : 1.00 :
OWNER(V13) £-0.02 1 -0.02 { —0.07 | —0.06 | 0.04 | -0.06 @ 0.2 i 0.06 i -0.02:-0.05: 013 | 0.03 | 1.00

Note: The lower triangle presents the Pearson correlation coefficients. Boldfaced figures are statistically significant at the 5%

level.
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Table 3. Test results of hypothesis 1

Individual Consolidated
M) ' PMDA M ' PMDA
Dependent Variable Coefficient Coefficient Coefficient Coefficient
(t-stat.) (t-stat.) (t-stat.) (t-stat.)
0.22653*** 0.2139*** 0.2714%** 0.2905***
Intercept
(20.62) (19.8) (20.74) (21.03)
—0.0122%** —0.0114%** —0.0116%** —0.0143***
IFRS
(-5.96) (-5.68) (-4.75) (-5.57)
—0.0073*** —0.0068*** —0.0086*** —0.0093***
SIZE
(-16.95) (-16.06) (-16.58) (-16.97)
0.0460%** 0.04371*** 0.0420%*** 0.0437%**
LEV
(22.47) (21.4) (17.21) (16.97)
0.0061*** 0.0056*** 0.0075*** 0.00971***
MB
(14.04) (13.25) (14.57) (16.73)
0.0053 0.0074 —0.1060*** —0.1393%**
ROA
(1.23) (1.73) (=20.92) (-26.03)
0.0011 0.0006 0.0013 0.0015
BIG4
(1.15) (0.63) (1.08) (1.19)
0.0047 0.0039 0.02372%** 0.0256***
FORGI
(0.92) (0.79) (3.89) (3.98)
-0.0011 0.0033 -0.0072* -0.0083*
OWNER
(-0.32) (-0.09) (-1.78) (-1.95)
IND Included Included Included Included
YD Included Included Included Included
Adj. R2 0.0994 0.0921 0.1211 0.1447
Obs. 13,154 13,154 13,154 13,154

Note: *, **, *** represent significance at the 10, 5, and 1 percent levels, respectively.

model were also significantly associated with de-
pendent variables. Therefore, this study found no
evidence generally supporting hypothesis 1, which
expects earnings quality of Korean listed firms
would not be different after the IFRS adoption in
comparison with that before IFRS adoption.

Table 4 provides test results of Equation (2) for hy-
pothesis 2. As in Table 3, Table 4 also shows sig-
nificant negative associations between IFRS and
all dependent variables [M](Ind.), PMDA(Ind.),
MJ(Con.), PMDA(Con.)]. And KOSDAQ has sig-
nificant positive relationships with all dependent
variables. It means that the level of discretionary
accruals of KOSDAQ-listed firms is greater than
that of KOSPI-listed firms likewise in Table 2.
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IFRS - KOSDAQ have a significant negative re-
lationship with dependent variables measured by
consolidated financial statements data [MJ(Con.),
PMDA(Con.)]. On the contrary, no significant as-
sociation is found between I[FRS-KOSDAQ

and dependent variables measured by individual
financial statements data [MJ(Ind.), PMDA(Ind.)].
These results may be attributed to the fact that the
main financial statements were altered from indi-
vidual financial statements to consolidated finan-
cial statements after the IFRS adoption. Combing
results of Table 4, it can be interpreted that the
earnings quality of KOSDAQ-listed firms was im-
proved greater than earnings quality of KOSPI-
listed firms after the IFRS adoption. Hence, we
found evidence generally supporting hypothesis 2.
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Table 4. Test results of hypothesis 2

Separate Consolidated
M : PDMA : M : PDMA
\?:rﬁfggem Coefficient Coefficient Coefficient Coefficient
(t-stat.) : (t-stat.) : (t-stat.) : (t-stat.)
0.1772%%x 0.1602%** 0.2131%%* § 0.2296%**
(13.72) (12.61) (13.85) { (14.14)
RS 00122 00NsTE 000837 00085
(-5.18) : (-5.09) § (-2.98) : (-2.90)
0.0090*** | 0.0095%** : 0.0134%* : 0.0160%**
KOSDAQ A :
(5.70) : (6.12) : (7.08) : (7.99)
-0.0010 -0.0005 -0.0065** -0.0107%*
IFRS*KOSDA ScoRA S— :
Q (-0.53) : (-0.27) : (-2.85) : (-4.45)
SizE —0.0056%** —0.0049%** —0.0066%** —0.0072%**
(-11.40) (-10.23) (-11.2) (-11.66)
LV 0.0456%** 0.0426%** 0.0415%* 0.0432%**
2229 212 0700 o 01678)
B 0.0059*** 0.0054%* 0.0073%** 0.0089***
(13.60) (12.77) (14.17) (16.36)
0.0044 0.0064 —0.1066%** —0.1398%**
(1.03) (1.50) (-21.07) (-26.17)
0.0014 0.0008 0.0015 0.0017
0.17) (0.87) (1.29) (1.38)
0.0046 0.0038 0.0238%** 0.0258%**
(0.91) 0.77) (3.91) (4.02)
~0.0004 0.0005 ~0.0067* ~0.0081*
R ..(_0112).. - (0.15) (-1.67) (_.1.f90)...
IND Included Included Included Included
YD Included Included Included Included
Adj. R2 : 0.1028 : 0.0963 : 0.1247 : 0.1488
Obs. : 13,154 : 13,154 : 13,154 ; 13,154

Note: *, **, *** represent significance at the 10, 5, and 1 percent levels, respectively.

SUMMARY AND CONCLUSION

Prior studies analyzing whether earnings quality is improved after the IFRS adoption didn’t provide
consistent results. Moreover, although effects of the IFRS adoption may be occurred for relatively long
term, prior studies which analyzed relationship between earnings quality and IFRS adoption in Korea
had a limitation in that they used short-term analysis.

Thus, this study analyzed Korean evidence of the IFRS adoption effect with respect to improvement of
earnings quality in long term perspective. Specifically, this study utilized 5 year periods before and after
IFRS adoption, respectively. Moreover, the effect of the IFRS adoption on earnings quality was compara-
tively analyzed for each Korean stock market (KOSPI and KOSDAQ). Earnings quality was measured by
discretionary accruals. Especially, individual financial statements data, as well as consolidated financial
statements data were analyzed considering Korean specific institutional environment in which main fi-
nancial statements prepared and disclosed by listed firms were changed from individual financial state-
ments to consolidated financial statements after the IFRS adoption.
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Empirical results found that overall earnings quality of Korean listed firms were significantly improved
during 5 years after the IFRS adoption regardless of their listing market and types of financial state-
ments. In addition, earnings quality on consolidated financial statements of KOSDAQ-listed firms has
improved greater than that of KOSPI-listed firms. However, no significant difference was found in earn-
ings quality on individual financial statements between KOSDAQ-listed firms and KOSPI-listed firms.

This paper is different from prior studies, as it investigated the IFRS adoption effect using long-term
based approach. Furthermore, this study comparatively analyzed the IFRS adoption effect for each
Korean stock market. This study has meaningful implications to assess whether fundamental purpose
of the IFRS adoption in Korea has been achieved.
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