














Table2. Comparison of previous research

Masumura (2016)

Kim & Koga (2017)] Yamaji (2016)

Time periods December 2015 December 2016 March 2015
Firm’s number 84 firms 67 firms 47 firms
Dependent variable | Change in market | Market Change in return

capitalization

capitalization

Proxies BPS, EPS

Book value, Net | EPS (JP GAAP,
IFRS)

income

Source: compiled by the author based on each document.

better explains total market capitalizations of firms’
common stock and credit ratings. They find both
value and credit rating relevance of net income
measures under IFRS were significantly lower than
those under JP GAAP. However, no significant
difference in the relative value relevance and relative
credit rating relevance of accounting information®
based on either IFRS or JP GAAP are discerned.
With these findings, they conclude that IFRS
adoption could impair both value relevance and credit
rating relevance of net income information.

This sub-section reviews the previous research
on voluntary application of IFRS in Japan. Studies
that comparatively analyze the value relevance
of JP GAAP and IFRS reported different results.
While Yamaji (2016) finds IFRS-based net income
information is positively relevant with return
in general, Masumura (2016) finds no significant
difference in value relevance. Furthermore, Kim
& Koga (2017) find that value and credit rating
relevance of net income under IFRS is significantly
lower than those under JP GAAP.

Most of literatures in Japan are focus on relevance,
and only few literatures analyze the ability of IFRS-
based earnings information to predict future cash
flows. Although some literatures examine the
predictability of net income or comprehensive income
(e.g., Wakabayasi 2009; Moriwaki 2016), the data
based on IFRS are excluded.

3.2. Summary and Hypothesis Development

A number of studies have sought to explore the
premise that changing accounting standards from
domestic GAAP to IFRS leads to more informative or
more comparable financial reporting. Although it is

not a completely consistent result, the following can
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be pointed out. While there is no significant difference
in the quality of accounting information between US
GAAP and IFRS, the accounting quality between
domestic GAAP and IFRS shows that that of IFRS is
more dominant. However, focusing on studies on the
accounting quality of Japanese firms, the effects of
IFRS adoption are equivocal.

For example, while Masumura (2016) finds no
significant differences between the regimes in terms
of value relevance or timeliness, Kim & Koga (2017)
provide results that are against IFRS adoption.
Based on their results, Kim & Koga (2017) assert that
IFRS adoption can impair both value relevance and
credit rating relevance of net income information of
Japanese firms. In contrast, Yamaji (2016) provide
results in favor of IFRS adoption.

One plausible reason is that studies use different
proxies, time periods, and variables which may
compromise their inter-comparability (Barth et
al. 2008)'. Table 2 shows the comparison with
Masumura (2016), Kim & Koga (2017), and Yamaji
(2016). Since all of them examine the value relevance,
there are only insignificant differences such as total
amount or balance amount, total amount or scaled
amount. In the case of Yamaji (2016), since the
analysis year is early, the sample is small, and the
return is used as the dependent variable, which may
induce the different result. While there is little that
can be said clearly about the impact of IFRS adoption,
it is obvious that more research on the accounting
quality of Japanese IFRS adopters is needed from
different perspective.

The financial reporting objective noted in the
Conceptual Framework of the IASB seeks to provide
users with decision-relevant information. Based

on the IASB’s assertion, the information should



contribute to evaluating a firm’s ability to generate
cash and cash equivalents and should therefore be
useful for predicting the timing and changes in its
financial positions (IASB 2010, paras. 12-14). The
IASB issue principles-based standards and take
steps to remove allowable accounting alternatives,
requiring accounting measurements that better
reflect a firm’s economic position and performance.
After such implementation, it states that IFRS
adoption should lead to enhanced earnings quality.

The literatures provide evidence in support of
the IASB’s position. For instance, Barth et al. (2008,
p. 468) point out that accounting quality could
increase if these actions by the standard setter
limit management’s opportunistic discretion in
determining accounting amounts by, for example,
managing earnings. Earnings quality could also
increase because of changes in the financial reporting
system contemporaneous with IFRS adoption
through more rigorous enforcement. Limiting
alternatives can also increase accounting quality by
virtue of constraining management’s opportunistic
discretion in determining accounting amounts
(Ashbaugh and Pincus 2001).

Since a goal of the TASB is to develop an
internationally acceptable set of high quality financial
reporting standards, an assumption of those studies
is that the level of IFRS might be higher than that
of domestic GAAP including JP GAAP. Since the
decision usefulness approach that underpins IFRS
is cash flow oriented (Hujii 2019, p. 89), the ability of
companies to create cash is emphasized and useful
information for investors is the ability to forecast cash
flows. From these perspectives, earnings of Japanese
companies computed under IFRS would exhibit more
predictable future cash flows comparing to those
computed under JP GAAP.

On the other hand, as the results of that Japanese
prior efforts towards convergence have increased the
quality of JP GAAP and its international comparators,
JP GAAP have achieved the equivalent level to IFRS
as the European Commission (EC) has concluded
(Tokuga 2011; BAC 2013). As we reviewed above,
in terms of value relevance some research reports

there is no significant difference between companies

applying JP GAAP and IFRS. Besides, as Kvaal
& Nobes (2012) assert, despite adoption of IFRS,
domestic GAAP patterns of practice still tend to
continue.

From these perspectives, I premise there would be
no substantive differences in earnings predictability
of future cash flows reported under these two
standards, therefore formulate a null hypothesis as
follows.

HO: There is no statistically significant difference
between IFRS-based earnings and JP GAAP-
based earnings in terms of the predictability of

future cash flows.

4. Research design

4.1. Empirical models

This paper investigates the ability of earnings under
IFRS to provide useful information to predict future
cash flows. Associations between current earnings
and future cash flows are quantified following
Atwood et al. (2011) and Palea and Scagnelli (2017).
Atwood et al. (2011) examined the ability of current
earnings to explain future cash flows up to one lag
of time, while Palea and Scagnelli (2017) used up to
three lags of earnings. This paper investigates the
predictability of earnings for one-year forward cash
flows due to data constraints.

Model (1) is used to test for differences in earnings

predictability of future cash flows.

Model (1)

CFyp1 = ag + ayIFRS, + a,EARN, + a3LOSS,

+ asIFRS, X EARN, x LOSS;

+ agGW, + a;IMPA, + agDEP,

+ agFSALE, + a,oBTD;

+ ai1LogTA; + a1, LEV, + Year Dummy

+ Ind. Dummy + &
Where,
= cash flows from operation scaled by initial
total assets;

= indicator set to one for firms in the IFRS
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Table6. Results of the Logit Regression

IFRS; = logit (By + P1EARN; + B,GW; + B3IMPA; + B4DEP; + BsFSALE, + B¢BTD;
+ Year dummy + Industry dummy)

IFRS Coefficient (z-statistics)
EARN 1.168 (0.68)
GW 15.880 (13.57) ***
IMPA 9.138 (1.10)
DEP 12.351 (3.61) ***
FSALE 2.255 (5.67) ***
BTD —0.360 (—0.43)
Intercept —4.149 (—3.94) ***
Year Dummies Included
Industry Dummies Included
Observations 3,480
Pseudo-R? 0.296

Notes: All variables are defined as in 4.1.
*¥** p<0.01, ** p<0.05, * p<0.1. Z-statistics for coefficients are in ().

Table7. Descriptive statistics of matched samples for regression analysis

Panel A-1: IFRS Adopted 210 firm-years

DEP FSALE BTD LogTA LEV

0.011

0.043 0.391 -0.002 13.213 1.213
0.033 0.315 0.037 1.416 1.077
0.002 0 -0.205 8.129 0.121

0.039 0.396 0.001 13.338 0.925
0.292 0.908 0.077 15.731 6.250

0.147 0.415 -0.005 11.806 1.067
0.035 0.285 0.036 1.381 0.716
0.004 0 -0.100 9.050 0.111
0.036 0.433 —-0.005 11.647 0.878
0.225 0.897 0.082 15.520 3.797

Mean CFyq EARN LOSS GW

Mean 0.084 0.084 0.005 0.101 0.005

SD 0.053 0.058 0.069 0.133

Min. -0.157 -0.017 0 0

Med. 0.084 0.072 0 0.040 0.001

Max. 0.237 0.340 1 0.527 0.075
Panel A-2: JP GAAP Applied 210 firm-years

Mean 0.088 0.069 0.038 0.087 0.007

SD 0.132 0.059 0.192 0.128 0.017

Min. -0.074 -0.023 0 0

Med. 0.075 0.057 0 0.014 0.001

Max. 1.488 0.358 1 0.395 0.082
Panel B: Pearson correlation matrix (420 firm-years)

Mean CFesq EARN IFRS  LOSS

EARN 0.273

IFRS -0.070 -0.021

LOSS -0.093 -0.190 -0.080

GW -0.012 0.341 0.018 -0.053

IMP 0.051 0.340 -0.090 0.077 0.249

DEP 0.096 0.419 -0.085 -0.039 0.094

FSALE 0.120 -0.200 -0.074 0.055 -0.332

BTD 0.097 0.073 0.041 -0.148 -0.176

LogTA -0.046 —0.025 0.486 —-0.094 -0.133

LEV -0.189 -0.257 0.080 —0.034 0.104

IMP DEP FSALE BTD LogTA

0.359
-0.106 0.058
-0.125 -0.082 0.218
0.009 -0.010 0.162 0.282
0.055 0.003 -0.161 —0.147 0.062

Notes: Bolded text indicates that the correlation is significant at p < 0.01.

be higher due to the reduction of SG&A. While the
mean and median of LOSS, IMP, DEP, and foreign
sales (FSALE) are smaller under IFRS than those
under JP GAAP, the mean and median of GW, total
assets (LogTA), leverage (LEV) are higher where
IFRS is applied compared with where JP GAAP is
applied.

Moreover, SDs of EARN, LOSS, IMP, and DEP are
higher with JP GAAP compared with IFRS; but SDs
of GW, FSALE, BTD, LogTA, and LEV are higher
under IFRS compared with JP GAAP. Although SDs
of FSALE in both IFRS and JP GAAP are higher
than those of other variables, Mean and Median of
FSALE are close to each other.
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Panel B of Table 7 presents the results of Pearson
correlation analyses for matched samples. CF is
significantly and positively (negatively) correlated
with EARN (LEV). Furthermore, EARN is
significantly and positively (negatively) correlated
with GW, IMP, and DEP (LOSS, FSALE, and LEV).
GW is significantly and positively correlated with
IMP. Finally, BTD is significantly and positively
correlated with total assets (LogTA).

Table 8 shows the results of associations between
current earnings and future cash flows reported
under IFRS and JP GAAP. In general, results suggest
that earnings and negative earnings under IFRS are
better able to predict future cash flows. Although the
Adjusted R? of the model is slightly lower (11.8%),
the regression model has explanatory power the
association between earnings and future cash flows.

In detail, the coefficient for IFRS X EARN on one-
year-ahead cash flows is significant at the 5% level
(coefficient = 0.177 and t-statistic = 2.07), indicating
that earnings under IFRS are significantly positively
associated with future cash flows. Moreover, the
association between current-year losses (IFRS X
EARN XLOSS) and future cash flows is significant
at the 10% level (coefficient = -6.230 and t-statistic =

-1.96).

The results are generally consistent with Atwood
et al. (2011) and Palea and Scagnelli (2017), suggesting
that earnings reporting under IFRS have higher
predictability for next-period cash flows than
earnings under JP GAAP. Taken as a whole, the null

hypothesis for the research is rejected.

6. Robustness analysis

I perform two robustness tests to examine
whether the results are sensitive to alternative
variables. First, I use profit before tax (NIBT)
instead of operating income. Table 9 shows the
results from regression model (3). The coefficient
of IFRS X NIBT; is positive and statistically
significant at the 5% level (coefficient =
0.166 and t-statistic = 2.07). This suggests that profit
before tax calculated under IFRS exhibits higher
predictability than that under JP GAAP.

Second, I test model (4) with 2-year average future
cash flows to examine the ability of operating income
to predict long-term future cash flows. The coefficient
of IFRS X EARN; is positive and statistically
significant at the 10% level (coefficient = 0.622 and

Table8. Results of Regression with matched samples

CFiyq = ag+ aIFRS + a,EARN, + a3L0OSS + a4IFRS X EARN,
+ +asIFRS X EARN, X LOSS + asGW, + a,IMPA; + agDEP;
+ agFSALE; + a1oBTD; + ay1LogTA; + a1,LEV, + Year dummy + &;

CFpyq Coefficient (t-statistics)
IFRS -0.019 (-2.010) **
EARN 0.157 (2.39) **
LOSS -0.047 (-1.99) **
IFRSXEARN 0.177 (2.07) **
IFRSXEARNXLOSS -6.230 (-1.96) *-
GW -0.007 (-0.34)
IMPA 0.077 (0.42)
DEP -0.047 (-0.63)
FSALE 0.056 (2.81) ***
BTD 0.073 (0.92)
LogTA -0.001 (-0.72)
LEV -0.004 (-1.22)
Constant 0.094 (4.08) ***
Year Dummies Included
Observations 420
Adj. R-squared 0.118
Highest (Mean) VIF 4.29 (1.90)

Notes: All variables are defined as in 4.1.
*¥**% p<0.01, ** p<0.05, * p<0.1. T-statistics for coefficients are in ().
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Table9. Results of Robust Test

Model (3)

CFry1 = o+ a1IFRS + ayNIBT, + asLOSS + a,IFRS X NIBT, +

asIFRS x NIBT; X LOSS + controls +

Year dummy + &

Model  (4) CF_AV = By+ BIFRS + S,EARN; + B3LOSSN + B,IFRS X EARN; +
BsIFRS x EARN, X LOSS + controls +

Year dummy + &

Model (3):CFyq

Model (4):CF_AV

IFRS -0.007 (-0.77) 0.028 (0.74)
NIBT 0.174 (3.14) ***
EARN -0.352 (-1.16)
LOSS 0.031 (1.86) * -0.052 (-0.45)
IFRS X NIBT 0.166 (2.07) **
IFRSXNIBTXLOSS -1.046 (-0.82)
IFRS x EARN 0.622 (1.69) *
IFRSXEARNXLOSS -3.015 (-0.25)
GW 0.015 (0.80) -0.223 (-2.29) **
IMPA -0.705 (-3.13) *** 0.951 (0.361)
DEP 0.372 (5.13) *** 1.413 (4.09) ***
FSALE 0.024 (2.74) *** -0.079 (-1.97) *
BTD 0.220 (2.91) *** -0.015 (-0.05)
LogTA -0.004 (-2.43) ** 0.013 (1.64)
LEV -0.004 (-1.30) 0.026 (2.05) **
Constant 0.102 (4.67) *** -0.100 (-1.00)
Year Dummies Included
Observations 416 262
Adj. R-squared 0.196 0.162
Highest (Mean) VIF 4.14 (1.88) 4.32 (2.05)

Notes: All variables are defined as in 4.1 except NIBT, and CF_AV.
NIBT = profit before tax scaled by beginning total assets;
CF_AV = (CFyy1 + CF,y,) + 2 scaled by beginning total assets.
*EE p<0.01, ** p<0.05, * p<0.1. T-statistics for coefficients are in ().

t-statistic = 1.69). This shows that the predictability
of earnings reported under IFRS is higher than that
under JP GAAP.

These results are similar to those in the previous
section, which would seem to confirm their

robustness.

7. Conclusions

This study investigates the implication of adopting
IFRS in Japan, a country with a stakeholder-
oriented and tax-driven accounting system. The
results provide timely and pertinent insights into
the potential consequences of IFRS adoption by
listed companies in Japan. Focusing on a particular
country removes the need to control for potentially
confounding effects of country-specific factors
unrelated to the financial reporting system (Barth et

al. 2008) and thus leads to more robust inferences.

This study adds to the literature on international
accounting differences by comparing stakeholder-
oriented and shareholder-oriented accounting models
in the same institutional setting.

The contribution of the study is that it clarifies
the effect of IFRS adoption on the earnings quality
of Japanese companies. This paper investigates the
ability of earnings reported under IFRS to predict
future cash flows, compared with cases where
earnings are reported under JP GAAP. The results
show that the predictability of IFRS-based earnings
is higher than that of JP GAAP-based earnings.
These findings could be helpful to standard-setters
and practitioners since cash flow prediction is a
predominant element of accounting measurements
and valuation processes (Palea & Scagnelli 2017).

Japanese firms voluntarily adopt IFRS, thus self-
selection biases must be considered. Accordingly,

the control group constructed by using propensity
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score matching to eliminate self-selection bias to the
extent possible. Through the matching process, more
accurate and compelling results can be obtained,
which is the second contribution.

There are several limitations of the study which
must be acknowledged. First, since the focus
is exclusively on Japan, the results may not be
generalizable to other countries. Second, most of
the analyses herein have low power because of the
relatively small sample size. Third, for the sake of
parsimony, I limited the accounting period to be
analyzed, which could render the results suggestive
and subject to specific macroeconomic-related

factors.

' The conditions set out by the FSA are that
the company: (1) is listed in Japan; (2) has staff
experienced in IFRS; and (3) conducts its financial
or business activities internationally (BAC 2009,
p.14).

* In 2013, the first and last conditions for companies
to be permitted to use IFRS were removed, leaving
only the second condition (BAC 2013).

® A systematic basis means the system using the
straight-line method or other reasonable method,
over its useful life. The useful life of goodwill is
the period for which goodwill is expected to have
an effect, which shall not exceed 20 years. The
amortization charge shall be recognized in profit or
loss.

' ASBJ issued statement No. 29 Accounting

Standard for Revenue Recognition at the 30™

March 2018, which will be applied as of the 1%

April 2021 and early application is permitted as of

the 1" April 2018.

> Schipper and Vincent (2003) also consider

selected qualitative characteristics in the FASB’s

Conceptual Framework, the relations among

income, cash, and accruals, and implementation

decisions.

% There are studies whose subjects are accounting

quality (e.g., Barth et al. 2008) or earnings quality

(e.g., Atwood et al. 2011). However, Dichev et al.

(2013)’s list of measures of earnings quality includes

both measures of accounting quality and earnings
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quality. Henceforth, this paper adopts a similar
meaning of earnings quality.

" The difference between predictability and
persistence is that the predictability of earnings is
a function of the average absolute magnitude of the
annual earnings shocks, whereas the time-series
persistence of earnings reflects the autocorrelation
in earnings (Lipe 1990, p. 50).
8 The FASB’s Concepts Statement (para.53) states
that predictive value is the valuable information
about the existing financial state of a company
and observed changes in that state from which
predictions of success, failure, growth, or stagnation
may be inferred. Users can be expected to favor
those sources of information and analytical
methods that have the greatest predictive value in
achieving their specific objectives.

® Barth et al. (2008) define accounting quality

along three dimensions: the extent of earnings

management, timely loss recognition, and value
relevance.

" While the sample in Hung and Subramanyam

(2007) is limited to firms that changed accounting

standards to IAS, with the availability of financial

statements one year before IAS adoption (when
both TAS and German GAAP financial statements

were available), the sample in Bartov et al. (2005)

is larger and includes all firms traded at German

stock exchanges from 1990 to 2000 (Soderstrom

and Sun 2007, p.681).

" Barth et al. (2008) analyze changes in the properties
of reported earnings around the voluntary adoption
of IFRS through comparisons with matched
samples of 327 IAS adopters and non-adopters
across 21 countries for 1994 through 2003. Based
on univariate analysis, they find little difference
in accounting quality between adopters and non-
adopters in the pre-adoption period. However,
they find evidence that the accounting quality of
voluntary adopters increase in the post-adoption
period with lower earnings management, more
timely loss recognition, and more value relevance.

2 With regard to manager’s intention, Ball et al. (2003)

also stress the importance of managers incentives.

They examine timely loss recognition for a sample



of firms in Hong Kong, Malaysia, Singapore, and
Thailand where accounting standards are largely
derived from common law and are therefore likely
to be similar to IFRS. They find that timely loss
recognition for firms in these countries is no better
than it is for firms in code-law countries. They
conclude that managers’ incentives are important
for accounting quality.
B Hail et al. (2010) assess the potential impact of
IFRS adoption on the quality and comparability
of U.S. reporting practices. They suggest that the
direct effect of IFRS adoption on the quality of U.S.
financial reporting is likely to be small because the
quality of US GAAP is high.
Although the subsection focuses on only IFRS-
based accounting quality literature, some
literatures examine the association between
adopting IFRS announcement and market
responses or the change of financial statements.
For example, Inoue (2016) analyzes whether
there is a push-up effect of IFRS adoption on net
income and the response of the stock market to
the announcement of IFRS voluntary adoption,
based on 54 firms that voluntarily adopted IFRS
from 2010 to 2014. He concludes the market
recognizes that the positive impact on net profits
resulting from IFRS adoption does not affect
firms' long-term performance, which are almost
consistent with Hirai (2017). Masumura (2016)
examines financial statements numbers and their
quality for the year of adoption and the year
before, replicating the methodology of Hung and
Subramanyam (2007). Based on a sample of 84
Japanese firm adopting IFRS from 2010 to 2015,
she finds evidence to suggest that total assets, total
liabilities, book values and net income under IFRS
are larger than those under JP GAAP.
Kim and Koga (2017) use two variables for
accounting information. One is long-term liabilities
divided by total assets (LEV_IFRS/JGAAP), and
the other is net income attributable to the parent
company divided by total assets (ROA_IFRS/
JGAAP).
'® Another potential reason for the mixes results over

the adoption is that the lack of reporting incentives

in management effects to the qualitative impact of
IFRS, as Ball et al. (2003) point out. However, unlike
the analyzed countries by them, such as Hong
Kong, Malaysia, Singapore and Thailand, Japan
have already earned their reputation for high
quality of accounting standards, and Japanese firms
must have their own incentives to adopt IFRS as
voluntary adopters. Therefore, incentive matter
will not be considered here.

" Soderstrom and Sun (2007, p.685) point out that US
GAAP is closer to IFRS than are most European
domestic GAAPs, which are similar to JP GAAP.
Furthermore, Amano (2018) excludes US GAAP
firms since goodwill is not amortized under US
GAAP in the same was as IFRS.
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