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Abstract

We study the ex ante stock market reactions to events leading up to China’s convergence
to International Financial Reporting Standards (IFRS). The literature consistently shows that
the benefits of mandatory IFRS convergence are concentrated in countries with stronger
legal enforcement and investor protection. Given that these institutional characteristics are
weaker in China relative to more developed Western economies, whether mandating IFRS
will benefit the Chinese capital market is an interesting and important, but unanswered
question. We find that the Chinese stock market reacts favorably to events leading up to
IFRS convergence, and this effect is more pronounced among firms with greater depen-
dence on external capital. This result suggests the market anticipates that such firms will
benefit more from IFRS convergence, possibly because of improved financial reporting qual-
ity and access to external financing. Additional tests confirm that the value relevance of
accounting numbers for these firms is higher following IFRS convergence.
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Introduction

We examine the stock market reactions to events leading up to China’s convergence to
International Financial Reporting Standards (IFRS) in 2007." We have two important moti-
vations for examining the IFRS experience in China. First, from a policy-making perspec-
tive, China is the first among the large emerging economies known as BRICs (Brazil,
Russia, India, and China) to adopt or converge to IFRS. Second, from an academic perspec-
tive, China provides a useful research setting for evaluating the impact of IFRS because of
its unique institutional structures.
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Mounting empirical evidence from cross-country analyses (e.g., Byard, Li, & Yu, 2011;
Daske, Hail, Leuz, & Verdi, 2008; Kim & Shi, 2012; Li, 2010) reveals that the benefits of man-
datory IFRS adoption (or convergence) are dependent on strong legal enforcement and investor
protection.” Because China has a relatively weaker institutional environment (Allen, Qian, &
Qian, 2005; Morck, Yeung, & Yu, 2000) than those of more developed Western economies, it is
unclear whether it meets the prerequisites to render IFRS beneficial. Hence, studying the effect
of IFRS convergence in China is an interesting and important question. Indeed, existing studies
of the ex post impact of IFRS convergence in China have yielded mixed and marginal evidence
of benefits (e.g., He, Wong, & Young, 2012; Liu, Yao, Hu, & Liu, 2011). Unlike those studies,
we examine the ex ante implications of IFRS convergence in China. We do so by analyzing the
stock market reactions to important events leading up to China’s convergence to IFRS. This
approach allows us to assess whether investors, as end users of financial statement information,
viewed movements toward IFRS convergence favorably. It also facilitates a more objective
assessment of the expected economic implications of IFRS convergence, rather than the rela-
tively more subjective assessments (such as earnings management) used in prior research.

It is widely accepted that principles-based accounting standards such as IFRS increase
the scope of managerial judgment and facilitate communication of economic substance to
end users of financial statements vis-a-vis rules-based standards that focus more on legal
form (Nobes, 2005; Schipper, 2003). The Chinese domestic accounting standards prior to
IFRS were largely rules-based and highly prescriptive (The Institute of Chartered
Accountants of Scotland, 2010). This suggests that investors are likely to react favorably to
the convergence to IFRS in anticipation of improved financial reporting quality. However,
the increased discretion under IFRS may lead to greater use of opportunism in financial
reporting, leading investors to react unfavorably to the convergence. We provide empirical
evidence on whether market participants view IFRS convergence favorably or unfavorably.

Extant accounting research documents the influence of incentives on financial reporting
quality (Ball, Robin, & Wu, 2003) and the consequence of mandatory IFRS adoption
(Daske et al., 2008). An important determinant of firms’ disclosure incentives is communi-
cation with outside investors. In China, this incentive is related closely to a unique factor,
state ownership (Gul, Kim, & Qiu, 2010). State ownership is a distinctive feature of
Chinese listed firms relative to their counterparts in Western-style economies (‘“The Rise
of State Capitalism,”” 2012). Because of its sociopolitical ideology, the government main-
tains majority ownership of a large number of firms. State-owned enterprises (SOEs) are
endowed with financial support from the government, such as subsidies and favorable loans
from state banks, to help reduce their financial constraints and default risks (H. Chen,
Chen, Lobo, & Wang, 2010). In contrast, nonstate-owned enterprises (NSOEs) rely heavily
on equity financing and need high-quality financial reporting to communicate with outside
investors (Chen, Chen, Lobo, & Wang, 2011).

If the IFRS convergence in China is more beneficial to NSOEs than SOEs, we predict
that investors of NSOEs respond more positively to the IFRS convergence than do investors
of SOEs. In addition, if investors’ favorable reactions to NSOEs indeed reflect potentially
improved information quality and facilitate external communication and financing, then the
positive market reactions are more pronounced among NSOEs with greater financing needs.

To test these predictions, we follow the event study methodology used by Armstrong,
Barth, Jagolinzer, and Riedl (2010) and Joos and Leung (2012) and investigate 3- and 5-
day cumulative market-adjusted returns (CMAR, hereafter) of stocks listed on the Shanghai
and the Shenzhen stock exchanges, centered on seven events that provide incremental
information on the progress toward Chinese IFRS convergence. We use a research design
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that compares these returns between a treatment group of firms that issue only A-shares
and therefore only began reporting under IFRS after the mandatory convergence in 2007,
and a control group of firms that issue B-shares and therefore were already reporting under
International Accounting Standards (IAS) prior to IFRS convergence in 2007.*

Our findings are as follows. First, we find a significantly greater positive market reac-
tion for the treatment group (i.e., A-shares only firms). Second, within the treatment group,
the positive market reaction is more pronounced for NSOEs than for SOEs. Third, among
the NSOEs in the treatment group, the positive market reaction is more pronounced for
firms with greater financing needs. These results imply that investors perceive that Chinese
listed firms with stricter financial constraints and higher financing needs will benefit more
from mandatory IFRS adoption, possibly because of improved information that will be pro-
vided to outside investors.

To provide evidence of improved financial reporting quality after [FRS convergence, we
examine value relevance among NSOEs of the treatment group using both price and return
models. We find a significantly greater increase in the value relevance of NSOEs that have
greater financial needs. This increase in the sensitivity of market valuation to accounting
information suggests that accounting disclosure has become more informative under IFRS.
In other words, our value relevance tests provide ex post evidence that corroborates our
pre-IFRS market reaction results regarding firms that are most likely to be affected by man-
datory IFRS convergence.

Our findings have implications for both academics and policy makers. From the academic
point of view, our findings differ from the results of existing cross-country studies, which
indicate that mandating IFRS is not beneficial in countries without strong institutional struc-
tures. We show that investors in countries with weak legal enforcement and investor protec-
tion do expect mandatory IFRS convergence to be beneficial, especially for firms that are
more dependent on external capital and, therefore, have greater incentives to attract investors
with high-quality financial reporting. In addition, unlike the existing literature that studies the
ex post consequences of IFRS convergence in China (e.g., He et al., 2012; Liu et al., 2011),
our study is the first to document ex ante evidence in this setting. Furthermore, our findings
imply that investors perceive that IFRS has the potential to reduce the disadvantage of firms
that do not receive government support in the Chinese-style state capitalism.

From the perspective of policy makers, our findings confirm that the convergence
toward IFRS in China has significant consequences for investors (i.e., in terms of value
relevance) instead of being merely a political decision in response to the thrust of interna-
tional accounting harmonization. Given the influential status of China as an emerging econ-
omy, the IFRS experience we document also has important implications for other emerging
economies around the world.

Our study is organized as follows. ‘‘Literature and Hypotheses Development’” section
reviews the literature and develops our hypotheses, ‘‘Research Design’’ section describes
our methodology and samples, ““Empirical Findings’’ section presents our empirical find-
ings, and ‘‘Conclusion’” section concludes.

Literature and Hypotheses Development

Impact of Mandatory IFRS Adoption/Convergence

IFRS are believed to provide accurate, comprehensive, and timely financial information.
Ball (2006) suggests that investors are better off under IFRS due to the improved
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information efficiency and reduced information costs. Armstrong et al. (2010) examine
European stock market reactions to events related to mandatory IFRS adoption and show
incrementally more positive market reactions among firms with greater information asymme-
try. They interpret this result as evidence that investors expect a net information quality bene-
fit from the new accounting standards. Applying a similar methodology, Joos and Leung
(2012) examine investor perception of 15 events associated with potential IFRS adoption in
the United States, and also document an overall positive market reaction to events that
enhance the likelihood of adoption. Other studies of the economic consequences of manda-
tory IFRS adoption (or convergence) provide evidence of enhanced market liquidity (Daske
et al., 2008), improved analyst forecasts (Byard et al., 2011; Tan, Wang, & Welker, 2011),
increased foreign institutional ownership (DeFond, Hu, Hung, & Li, 2011), greater institu-
tional holding (Florou & Pope, 2012), higher information comparability cross countries (Yip
& Young, 2012), reduced cost of equity capital (Lee, Walker, Christensen, & Zhao, 2010; Li,
2010), and lower Initial Public Offering (IPO) underpricing (Hong, Hung, & Lobo, 2014).

However, these benefits are not realized uniformly across all countries examined.
Disclosure quality is determined not only by accounting standards but also by financial
reporting incentives that can be shaped by legal and political institutions (Leuz, Nanda, &
Wysocki, 2003). Ball et al. (2003) sample four East Asian countries with accounting stan-
dards deriving from common law origin (assumed to demand higher quality accounting dis-
closure) and show that the financial reporting quality of firms in these countries is no
better than that in code law origin countries. Using an international sample across 30 coun-
tries, Daske, Hail, Leuz, and Verdi (2013) confirm that firms’ reporting incentives play an
important role in explaining differences in capital market effects (i.e., price impact of
trades, bid-ask spread, and cost of capital) around IAS adoptions.

In emerging countries and transitional economies where institutional reforms may not
necessarily keep pace with IFRS convergence, the benefits of the switch to a new account-
ing regime are expected to be limited. Thus, to what extent China, as a transitional econ-
omy, can realize the intended benefits of IFRS convergence is an interesting question that
warrants empirical investigation.

Development of Accounting Standards in China

On February 15, 2006, the Chinese Ministry of Finance officially declared the enactment
of Accounting Standards for Business Enterprises. The International Accounting Standards
Board (IASB) agrees that these standards are substantially converged with IFRS because
they incorporate most of the IFRS standards.

Starting in fiscal year 2007, all firms listed on the Shanghai and the Shenzhen stock
exchanges were required to report under the new standards. Convergence to IFRS resulted
in 15 major changes, eight of which relate to fair value accounting (Deloitte Touche
Tohmatsu, 2006). For example, the new standards allow the use of fair value to measure
nonmonetary assets unless the exchange transaction lacks commercial substance, whereas
the previous local standards used the carrying amount of the assets given up to measure the
acquired assets.

Firms listed on the Shanghai and the Shenzhen exchanges can issue A-shares that are
traded in the local currency (Renminbi [RMB]), and B-shares that are traded in U.S. dollars
(in Shanghai) or Hong Kong dollars (in Shenzhen). The vast majority of Chinese listed
firms issue only A-shares, which are mainly intended for domestic investors. A relatively
smaller group of Chinese firms also issue B-shares, which are mainly intended for foreign



Chen et al. 5

investors. Before 2007, firms that issue only A-shares prepared financial statements under
local accounting standards, while firms that issue both A-shares and B-shares needed to
provide additional accounting information using IFRS. Given that firms that issue both A-
shares and B-shares were already reporting under IFRS before 2007, we expect the 2007
IFRS convergence to mainly affect firms that issue only A-shares.

As discussed above, existing studies suggest that the benefits of mandating IFRS are
largely confined to countries with strong legal enforcement and investor protection. These
findings suggest that the weak legal infrastructure in China is likely to decrease the effects
of mandatory IFRS convergence. Existing studies reveal mixed evidence on financial
reporting quality in China after IFRS convergence. On one hand, Liu et al. (2011) provide
evidence of marginal improvement in earnings quality after 2007. On the other hand, He
et al. (2012) document greater earnings management, and show that this effect is more pro-
nounced among firms with greater incentives to avoid reporting losses.” Given these con-
flicting findings, we believe that examining how investors, as end users of financial
statements, perceive the 2007 adoption is an interesting question that can offer further
insights into the implications of IFRS convergence.

Influence of Ownership Structure on Corporate Transparency of Chinese Firms

State control is one of the most distinctive features of China relative to developed Western
economies. Since the early 1990s, many SOEs in China have been partially privatized and
have issued shares to gain access to the capital market. However, central and local govern-
ments maintain controlling ownership of a large number of listed firms, and influence vari-
ous important corporate decisions such as asset disposal, merger and acquisition, CEO
appointment (H. Chen et al., 2010), and auditor selection (Wang, Wong, & Xia, 2008).

The success of SOEs helps boost the local economy as well as the local officials’ profiles
for bureaucratic promotions. Thus, these officials have strong incentives to assist SOEs to
prosper through financial support such as subsidies and preference loans from state-owned
banks (Li, 1998). SOEs have little incentive to repay the preference loans as they are
expected to provide public service for political and social objectives in return (Bai, Li, Tao,
& Wang, 2000; Green, 2004). In contrast, NSOEs, which lack such government support, face
greater financial constraints and default risk than SOEs (H. Chen, Chen, et al., 2011).

State control in China affects corporate transparency in two ways. First, it induces an
entrenchment effect (Shleifer & Vishny, 1997), which encourages collusion between the con-
trolling state shareholders and firm managers to extract benefits and divert resources at the
expense of outside investors (Shleifer & Vishny, 1986; Claessens, Djankov, Fan, & Lang,
2002). Therefore, such firms may manipulate the release of price-sensitive information or
withhold unfavorable information to cover up opportunistic and self-serving behaviors (Fan
& Wong, 2005). Second, government financial support reduces SOEs’ dependence on equity
market financing, thus adversely affecting the financial reporting incentive to cater to the
information demands of outside investors. Empirical evidence reveals that, relative to
NSOEs, SOEs exhibit a higher level of earnings management (Ding, Zhang, & Zhang, 2007),
more pervasive use of small local auditors (Wang et al., 2008), less informative stock prices
(Gul et al., 2010), less conservative financial reporting (H. Chen et al., 2010), and propping
up of earnings through third-party transactions (Jian & Wong, 2010).

We expect that the mandating of IFRS in China differentially influences SOEs and
NSOE:s based on their reliance on stock market financing and incentives to communicate to
investors with high-quality financial reporting.
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Hypotheses Development

Principles-based accounting standards emphasize economic substance over form, giving
firms the opportunity to convey more useful information that will help investors better
assess firms’ future prospects and value (Schipper, 2003). Therefore, proponents of IFRS
claim that it is a set of high-quality financial reporting standards that increase reporting
transparency and enhance cross-border comparability of financial statements. Consistent
with this claim, prior research documents several benefits of IFRS adoption, such as
enhanced market liquidity (Daske et al., 2008), improved analyst forecasts (Byard et al.,
2011; Tan et al., 2011), increased foreign institutional ownership (DeFond et al., 2011),
greater institutional holding (Florou & Pope, 2012), higher information comparability cross
countries (Yip & Young, 2012), reduced cost of equity capital (Lee et al., 2010; S. Li,
2010), and lower IPO underpricing (Hong et al., 2014). On the contrary, critics of IFRS
claim that the associated costs of applying IFRS make it difficult to predict the overall
effect of IFRS adoption (convergence). These costs include the costs of implementation
and transition, and the costs of lower financial reporting quality due to increased opportu-
nistic earnings management facilitated by the greater financial reporting discretion provided
to management by the principles-based nature of the standards.

Better understanding of economic substance is especially useful to investors in formulat-
ing investment decisions in a high-growth and quick-changing environment such as China.
Consequently, investors in Chinese listed firms will likely view the mandatory switch from
rules-based accounting standards to principles-based IFRS favorably. If so, they will
respond positively to news indicating progress toward IFRS convergence. However, given
the weak legal institutions in China, the costs of enforcement are likely to be high and the
potential for opportunistic earnings management considerable (He et al., 2012). As a result,
the benefits of these new accounting standards may be more than offset by the unintended
costs. In other words, whether investors will react positively or negatively to the events
leading up to the adoption of IFRS in China is an empirical question.

Furthermore, the response should be more pronounced for firms that issue only A-shares
(i.e., first-time IFRS adopters), than for firms that also have B-shares and that are already
reporting under IFRS. In other words, the firms with only A-shares serve as the treatment
group whereas the firms with A-shares and B-shares serve as the control group.

Given these arguments, we examine the net effect of IFRS convergence and hypothesize
the following (in null form):

Hypothesis 1 (H1): There is no difference between the market reactions to the news
of progress toward IFRS convergence for firms that have only A-shares and firms
that have both A-shares and B-shares.

Ownership structure influences corporate financing decisions, which in turn could affect
firms® financial reporting incentives. Prior research documents that financial reporting
incentives affect accounting disclosure quality (Ball et al., 2003) and the benefits of manda-
tory IFRS adoption (Daske et al., 2008), and that investors are able to differentiate firms’
reporting incentives to evaluate reporting quality (Daske et al., 2013). Chinese NSOEs
receive little financial support from the government and have more difficulty obtaining
bank financing (the largest source of external financing in China), making them more
dependent on the equity market for raising capital than their state-owned counterparts. This
greater reliance on the equity market increases their financial reporting incentives, as they
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must cater more to the information demands of outside investors. The switch from rules-
based standards to principles-based IFRS will enable NSOEs to better communicate their
economic performance and position to outside investors. Consequently, NSOE investors
should benefit more from the convergence to IFRS than should SOE investors.

However, the stronger incentives of NSOEs to communicate with outside investors may
suggest better ex ante financial reporting quality relative to SOEs even before the IFRS
convergence. Therefore, whether NSOEs will have more or less incremental benefit from
IFRS convergence compared with SOEs remains an empirical question.

In summary, we anticipate greater transparency improvement among NSOEs if the
facilitated communication under the principles-based accounting standards is achieved.

We formally state the hypothesis as follows:

Hypothesis 2 (H2): For firms that have only A-shares, market reactions to the news
of progress toward IFRS convergence are more pronounced for NSOEs than for
SOEs.

Firms that require greater capital investment are likely to have greater need for external
financing. Such firms have a stronger incentive to attract outside investors, and can do so
by providing more transparent reports that more clearly convey their economic substance.
In other words, firms with greater need for external financing are more likely to benefit
from the principles-based reporting under IFRS. Thus, if NSOE investors indeed react
more favorably to the news of IFRS convergence because they depend more on equity
financing, then the increase in market reaction with demand for external capital should be
more pronounced for NSOEs than for SOEs.

Therefore, we hypothesize the following:

Hypothesis 3 (H3): For firms that have only A-shares, the market reactions to the
news of progress toward IFRS convergence among NSOEs increase with capital
needs.

Research Design

Description of Events and Sample

We identify seven events in the years 2005 and 2006 that indicate the progress toward
IFRS convergence in China. In particular, these events reflect the government’s continued
effort to make the IFRS convergence a smooth transition before the new IFRS-based
standards took effect in 2007.° These events were reported in the major financial media
in China, such as China Securities Journal (or Zhongguo Zhengquan Bao),
Shanghai Securities News (or Shanghai Zhengquan Bao), and Sina Finance (http:/
finance.sina.com.cn), and in the website of the China Accounting Standards Committee
(CASC; http://www.casc.gov.cn/gnxw/), which is affiliated with the Ministry of Finance
and is the main authority on accounting standards and policy setting in China. We exclude
events that either merely reconfirmed earlier developments or were considered to have an
ambiguous effect.

To mitigate the effect of potentially confounding news that might have been released during
the event windows, we check China Securities Journal (or Zhongguo Zhengquan Bao) and
Shanghai Securities News (or Shanghai Zhengquan Bao) for non-IFRS related news during
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each event window. Like Armstrong et al. (2010), we do find events unrelated to IFRS conver-
gence in some of the event windows. However, it is unlikely that the effects of these irrelevant
events bias the results consistently in favor of our hypotheses across all events.

The seven sampled events are reported in Appendix A. Unlike in the United States (Joos
& Leung, 2013), there was no public debate in China on the timeline for accounting con-
vergence. All events indicate the government’s intention of advancing IFRS convergence
in China. Therefore, the events are all considered to increase the likelihood of IFRS con-
vergence, or to strengthen the enforcement and implementation environment of the forth-
coming convergence.

The resulting events start from February 22, 2005, when China first stated its intention
to bilaterally cooperate with the European Union to formulate and implement accounting
standards (Event 1). Following the initial intention, on September 6, 2005, the accounting
standard setters of China, together with those of Japan and South Korea, declared their
determination to converge with IFRS (Event 2). Third, on November 8, 2005, China and
the TASB signed a joint statement announcing that the new Chinese accounting standards
(CASs) would be substantively convergent with IFRS (Event 3). The meeting was co-chaired
by Mr. Wang Jun, China’s Vice Minister of Finance and Secretary-General of the CASC, and
Sir David Tweedie, IASB Chairman.” It made official the convergence of accounting standards
in China and was a milestone in China’s accounting standard-setting program. As there was no
public debate during the policy-making process, messages delivered in official meetings by the
ministers are usually considered formal announcements of new policies to the public. Fourth,
on November 21, 2005, China’s Vice Minister of Finance, Mr. Wang Jun, announced at the
United Nations Conference on Trade and Development (UNCTAD) Intergovernmental
Working Group of Experts on International Standards of Accounting and Reporting (ISAR) in
Geneva that China would be more proactive in pushing accounting harmonization (Event 4).
This speech echoed the key information of the joint statement with IASB on November 8
(Event 3), and signaled the importance of accounting convergence on the government agenda.
Fifth, on December 8, 2005, Mr. Wang Jun, Chairman of the China Auditing Standards Board
(CASB), and Mr. John Kellas, Chairman of the International Auditing and Assurance
Standards Board (IAASB), signed a joint statement recognizing China’s achievement of prog-
ress toward international convergence of the new China Auditing Standards (CAuS) with the
International Standards on Auditing (ISA) (Event 5). This progress showed China’s effort in
ensuring a smooth transition to the new standards in all aspects. Sixth, on November 6, 2006,
Professor Weiguo Zhang, a Chinese Accounting scholar and official in the China Securities
Regulatory Commission (CSRC), was elected as an IASB committee member, marking a fur-
ther involvement of China in IFRS globalization (Event 6). Seventh, on November 30, 2006,
the CSRC required all top management of listed firms to attend mandatory training for the
upcoming new accounting standards (Event 7). Such explicit effort before the implementation
of IFRS-based new CASs was not commonly seen in other countries. Anecdotal evidence
showed that the training was taken seriously and strictly conducted.®

We require sampled firms to have data for all events, that is, they are included if they
have data for all seven events in the cross-sectional analyses. Our full test sample com-
prises firms listed on either the Shanghai or the Shenzhen stock exchanges and includes
4,684 firm-event observations.” This includes 4,249 firm-event observations for our treat-
ment group of firms that issue only A-shares, and 435 firm-event observations for our con-
trol group of firms that issue B-shares. We obtain data on firm characteristics and daily
returns from the China Securities Market and Accounting Research (CSMAR) database,
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and daily returns data for the Hong Kong Hang Seng Index from Datastream. We winsorize
each continuous variable at 0.5% and 99.5% to reduce the influence of extreme values.

Overall Market Reaction Tests

Following Armstrong et al. (2010), we first evaluate the overall Chinese stock market reac-
tion to each of the events associated with IFRS convergence using 3-day CMAR centered
on each event date. We do not adjust firm returns with the Shanghai and/or Shenzhen
index, because these indices would include the anticipated effects of IFRS convergence and
bias against finding accurate market reactions. Alternatively, we calculate CMAR for each
event as the value-weighted Chinese A-share portfolio return adjusted by the Hong Kong
Hang Seng Index return. There are two important reasons to use the Hong Kong Hang
Seng Index as the benchmark. First, firms whose shares are traded on the Hong Kong
market had already adopted IFRS prior to China’s IFRS convergence and so are less likely
to be affected by the events. Second, Hong Kong is affiliated to China and, therefore, is
exposed to similar regional economic shocks.'®

We use three approaches to examine the overall CMAR of the treatment group (i.e., firms
with only A-shares) around the seven events. First, we test whether the mean portfolio event
CMAR is positive. Second, we test whether the mean portfolio event CMAR is greater than
the mean portfolio nonevent CMAR for the same Chinese A-share firms. To compute the
mean portfolio nonevent CMAR, we first use all trading days in 2005 and 2006 that do not
overlap with the seven event windows to calculate 153 three-day portfolio returns, and then
subtract the corresponding 3-day return of the Hong Kong Hang Seng Index. Third, we use
the bootstrap technique to test whether the treatment sample mean CMAR over the seven
event windows exceeds the mean of seven similarly constructed yet randomly selected none-
vent portfolio CMARs. To do so, we randomly select seven nonevent portfolio returns that
mimic the distribution of our sample events over the period. Thus, we have five nonevent
portfolio returns from 2005 and two from 2006. We then compare the standardized mean of
the nonevent CMARSs to that of the seven event CMARs. Using the bootstrap technique, we
repeat this procedure 500 times and construct a simulated p value indicating the probability
that the standardized mean of the nonevent CMARSs is greater than that of the seven event
CMARs. The statistic assumes that the distribution of the nonevent returns is the same as
that of the event returns; however, it does not assume that the return distribution is normal or
that it possesses other specific parametric properties.

Hypotheses Tests

We estimate the following regression model on the full sample of firms with A-shares and
B-shares to test H1:

CMAR; .= oy +aAShare;
+ayLnSales; . + a3 SalesGrj, + oy LEV; . + asROS; ,
+agSepar; .+ asDuality; . + agBSize; . + 09 R&D; .
+ogPPE; ,+ a1 BIG4; . + Industry; .+ Event; , + € ,.

(1)

We use the following two measures of the dependent variable CMAR: CMAR (—1, 1)
and CMAR (—2, 2), which are 3-day and 5-day cumulative returns adjusted for the Hong
Kong Hang Seng Index (HKHSI) return. In Equation 1, AShare equals one if the firm
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issues only A-shares (i.e., the treatment group), and zero otherwise (i.e., the control group).
For example, if the investors react favorably (unfavorably) toward the progress in IFRS
convergence reflected in the treatment group, we would find the coefficient o to be posi-
tive (negative). In other words, a; # 0 would provide evidence in support of H1.

To test H2, we estimate the following regression model on the treatment sample of
firms that have only A-shares:

CMAE; . =By + B NSOE],
+B,LnSales; .+ B3SalesGrj .+ B4LEV; .+ BsROS; .
+Bg¢Separ; .+ B, Duality; . + Bg BSize; . + Bo R&Dj,
+BoPPE; .+ B BIG4; . + Industry; .+ Event; . + € ,.

(2)

NSOE equals one if the firm is ultimately controlled by a nonstate-owned entity, and
zero otherwise. If investors of listed NSOEs react more positively to events related to the
progress toward IFRS convergence than investors of SOEs, then we should observe 3; to
be positive. In other words, B; > 0 would provide evidence in support of H2.

To test H3, we estimate the following regression model on the treatment sample of
firms that have only A-shares:

CMAR; =8, +8NSOE; . +8,CapDem; .+ 53 NSOE x CapDem; ,
+84DA; . +3sNSOE x DA; .+ d¢LnSales; . +87SalesGrj ,
+33LEV; ,+89ROS; . +d9Separ; .+ 811 Duality; . + 82 BSize; ,
+313R&D;j . +814PPE; . +315BIG4; . + Industry; . + Event; ., + €,

(3)

CapDem is a firm’s capital demand using two measures. The first measure, APPE
(plant, property, and equipment) minus lagged net CFO divided by total assets (S. Chen,
Sun, Tang, & Wu, 2011), captures a firm’s external financing, ex ante.!! The second mea-
sure, ADebtRatio, captures a firm’s external financing ex post. It is measured as next year’s
change in total liabilities divided by total assets. The coefficient of interest is 8, that is,
the coefficient on the interaction term NSOE X CapDem. If investors of NSOEs with
higher capital demand react more positively to events related to the progress toward IFRS
convergence, we should observe 85 to be positive. In other words, 83 > 0 would provide
evidence in support of H3.

We also check for the alternative explanation that the market reactions of NSOEs may
be affected by cross-sectional variation in information asymmetry (Armstrong et al., 2010)
instead of capital demand. To do so, we include the variable DA and its interaction, NSOE
X DA, as controls. We measure DA as the absolute value of discretionary accruals, derived
from the modified Jones model.'?

We include controls for firm characteristics, corporate governance, corporate transpar-
ency, and fixed effects in Equations 1 to 3. First, we control for firm characteristics by
including size (LnSales), growth (SalesGr), leverage (LEV), and profitability (ROS).
Second, we control for corporate governance variables, including separation of cash flow
rights and control rights (Separ), whether the CEO is also the chairman of the board
(Duality), and board size (BSize). Third, we control for differences in the corporate infor-
mation environment by including ex post adoption of R&D capitalization (R&D), asset tan-
gibility (PPE), auditor quality (BIG4), and cross-listing (Crosslisting). Last, we control for
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Table I. Descriptive Statistics for Market Reaction Variables.

Percentiles
Observation M SD 25th 50th 75th
Variables
CMAR (—1, 1) 4,684 0.020 0.040 —0.005 0.017 0.042
CMAR (-2, 2) 4,684 0.020 0.053 —0.016 0.021 0.051
AShare 4,684 0.907 0.290 1.000 1.000 1.000
NSOE 4,684 0.300 0.458 0.000 0.000 1.000
CapDem 4,684 —-0.014 0.109 —0.070 —-0.018 0.042
LnSales 4,684 20.900 1.171 20.120 20.880 21.620
SalesGr 4,684 0.186 0.364 0.022 0.157 0.292
LEV 4,684 0.488 0.172 0.372 0.509 0.616
ROS 4,684 0.088 0.125 0.024 0.054 0.111
Separ 4,684 0.055 0.083 0.000 0.000 0.110
Dudlity 4,684 0.111 0.315 0.000 0.000 0.000
BSize 4,684 2.346 0.181 2.303 2.303 2.485
PPE 4,684 0.371 0.203 0.219 0.343 0.521
BIG4 4,684 0.068 0.251 0.000 0.000 0.000
DA 4,684 0.059 0.060 0.020 0.042 0.078
Crosslisting 4,684 0.001 0.033 0.000 0.000 0.000

Note. This table presents summary statistics for market reaction variables. The definitions of these variables are
included in Appendix B.

industry fixed effects (/ndustry) and event fixed effects (Event). Specifically, if investors
expect IFRS convergence to improve (weaken) reporting quality, we would expect firms
that are smaller, growing faster, and with higher leverage to benefit more (less) from poten-
tially facilitated external financing. In addition, because R&D capitalization was not
allowed under the previous Chinese accounting standards, we identify firms that ex post
adopt R&D capitalization as having higher demand for IFRS and thus benefiting more
from IFRS convergence. Similarly, we expect firms with a Big 4 auditor to benefit more
from IFRS convergence because Big 4 auditors are better equipped to support the transition
(Armstrong et al., 2010). All control variables are measured in the contemporaneous time
period. We provide detailed variable definitions in Appendix B.

Empirical Findings

Summary Statistics

Table 1 presents summary statistics for the variables in the full sample. The mean (median)
CMARs for the 3- and 5-day windows are 2.0% (1.7%) and 2.0% (2.1%), respectively.
Within our sample, 90.7% of the observations are firms that only issue A-shares, and
30.0% are NSOEs. Table 2 shows that CMARs are positively correlated with CapDem,
SalesGr, ROS, and DA.

Overall Market Reactions

Table 3 presents the market reaction to each individual event as well as the aggregate reac-
tion to all seven events based on the Chinese A-share portfolio 3-day cumulative returns
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Table 3. Market Reactions to Events Associated With IFRS Convergence.

A-share  HK
Predicted portfolio market
Event Date (mm/dd/yyyy) Description sign returns returns CMAR
| 02/22/2005 Chinese IFRS convergence + 0.043 —0.009 0.052

discussed officially for first time in
I'st China—European Union
Financial Conversation

2 09/06/2005 China-Japan-Korea standards + 0.008 0.000 0.007
setters’ meeting, declaring the
determination to converge with
IFRS

3 11/08/2005 China-IASB memorandum + 0.007 0.001  0.006
confirming new Chinese GAAP
was substantively convergent with
IFRS

4 11/21/2005 Chinese Vice Minister of Finance + 0.005 0.007 —0.002
suggested proactive steps toward
accounting harmonization in
UNCTAD

5 12/08/2005 CASC-IAASB joint statement + 0.027 —0.005 0.032
highlighting the progress of IFRS
convergence in China.

6 11/06/2006 A Chinese accounting professor & + 0.018 0.011  0.007
the CSRC officer, Weiguo Zhang,
was elected as an IASB
committee member

7 11/30/2006 CSRC required all Chairmen and + 0.035 0.003 0.032
CEOs attend a video meeting
specifically for new CAS training.

Mean return across events + 0.020 0.001 0.019
t-statistic,so 2.612
t-statistics,sne 1.582
p valuepoor .002

Note. This table presents overall market reactions to events associated with IFRS convergence progress. A-share
portfolio returns are the 3-day value-weighted return to A-share portfolio, centered on the event date. HK
market returns are 3-day value-weighted return to the Hong Kong Hang Seng Index, centered on the event date.
CMAR is the cumulative market-adjusted returns, which is calculated as the difference between A-share portfolio
returns and the Hong Kong Hang Seng Index return. Mean Return across events is computed as the average of the
individual event returns. The t-statistic,so assesses whether the mean return of the seven events is different from 0.
The t-statistic,gyg assesses whether the mean return differs from the mean return for 53 nonoverlapping
nonevents, chosen across the sample period 2005-2006. The p valuepoo, is the proportion of 500 draws for which
the standardized mean return across seven randomly selected nonevents exceeds the standardized mean event
return. Each draw of randomly selected nonevents reflects the year-by-year distribution of events. IFRS =
International Financial Reporting Standards; HK = Hong Kong; IASB = International Accounting Standards Board;
GAAP = Generally Accepted Accounting Principles; UNCTAD = United Nations Conference on Trade and
Development; CASC = China Accounting Standards Committee; IAASB = International Auditing and Assurance
Standards Board; CSRC = China Securities Regulatory Commission; CAS = Chinese Accounting Standards.

benchmarked against the Hong Kong market index. The results are consistent with the
adoption of IFRS being viewed positively by investors for six out of the seven events
sampled.
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Table 4. Market Reactions of A-Share Versus B-Share Issuers.

CMAR
(G (—2,2)
AShare 0.0054** 0.0064**
(2.34) (2.07)
LnSales 0.0007 0.0003
(0.83) 0.27)
SalesGr 0.0026* 0.0027
(1.93) (1.59)
LEV 0.0049 0.0040
(1.39) (0.87)
ROS 0.018]*** 0.0183***
(3.05) (2.88)
Separ —0.0006 —0.0108
(—0.11) (—1.59)
Duality 0.0007 —0.0004
(0.48) (—0.18)
BSize 0.0003 0.0023
0.13) 0.74)
R&D 0.0016 0.0033**
(1.40) (2.38)
PPE 0.0006 —0.0029
0.19) (—0.76)
BIG4 0.0009 0.0004
(0.47) 0.18)
Crosslisting —0.0084 —0.0108
(—0.63) (—0.86)
Industry effect Yes Yes
Event effect Yes Yes
Constant 0.0350%** 0.0180
(2.08) (0.87)
Observations 4,684 4,684
Adjusted R 372 478

Note. This table presents regression analyses for Hypothesis |. The definitions of these variables are in Appendix
B. The t-statistics are reported in parentheses and are based on standard errors clustered by industry—event.
*, #% and *** indicate significance at the 10%, 5%, and 1% levels, respectively.

The results for the overall CMAR are as follows. First, the mean CMAR across all
seven events is 1.9%, which is statistically significant at the 5% level (two-tail; 7-statistic =
2.612; p value = .0400). Second, compared with the average nonevent CMAR, the average
event CMAR is higher though not significant (two-tail; #-statistic = 1.582; p value =
.1156). Third, for only one out of 500 draws with replacement from the nonevent periods is
the standardized mean nonevent CMAR higher than the standardized mean event CMAR of
0.987. Overall, the results in Table 3 provide consistent evidence that the Chinese market
responded favorably to China’s progress toward IFRS convergence.

Test of HI

Table 4 presents the tests of H1 that compare market reactions between the treatment and
control groups. H1 posits that the coefficient of AShare is different from zero. The
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estimated coefficients of AShare for CMAR (—1, 1) and CMAR (—2, 2) are 0.0054 (¢-statis-
tic = 2.34), 0.0064 (t-statistic = 2.07), respectively. These positive estimates indicate that
the market reactions to IFRS convergence progress are significantly more positive for firms
that issue only A-shares (i.e., the treatment group) than for firms that issue A-shares and B-
shares (i.e., the control group), indicating rejection of H1. Furthermore, the above finding
holds true when we exclude any one of the seven events and rerun the test. The control
variables show that firms that grow faster, have higher profitability, and have actual need
for R&D capitalization standards benefit more from the IFRS convergence in terms of
market reactions.

We repeat the analyses after computing CMAR using the Dow Jones Bric Index in place
of the Hong Kong Hang Seng Index and find qualitatively similar results. We do not tabu-
late these results or discuss them in detail for the sake of brevity.

Tests of H2 and H3

Table 5 presents the results of tests of H2, which compares market reactions between listed
NSOEs and SOEs within our treatment group. Of interest is the coefficient on NSOFE
which, under H2, is expected to be positive. The results reported in Table 5 support H2.
For CMAR (—1, 1) and CMAR (-2, 2), the coefficients on NSOE are 0.0017 (z-statistic =
1.52), 0.0033 (z-statistic = 2.21), respectively. These positive estimated coefficients indicate
that the stock market views the new set of standards as more likely to benefit NSOEs than
SOEs. Similar to Table 4, we find that firms that grow faster, have higher profitability,
have less tunneling incentives measured by separation of cash flow rights and control
rights, and have actual need for R&D capitalization standards have more positive market
reactions. We find qualitatively similar results when we replace the Hong Kong Hang Seng
Index with the Dow Jones Bric Index.

Table 6 presents the results of tests that assess whether the market reactions around the
events related to IFRS convergence are conditional on the demand for capital. H3 predicts
that the benefit of IFRS increases with the demand for capital, especially for NSOEs. This
prediction implies a positive coefficient on the interaction term NSOE X CapDem. The
results reported in Table 6 are consistent with this hypothesis.

In columns 1 and 2, the coefficients of NSOE X CapDem for CMAR (—1, 1) and CMAR
(—2, 2) are 0.0256 (-statistic = 2.08), 0.0321 (#-statistic = 2.08), respectively, and each is
reliably greater than zero. NSOEs, unlike SOEs, have less access to bank capital; conse-
quently, they rely more on the equity market for financing. If IFRS is expected to provide
equity market participants with more useful information, the positive market reactions should
be more pronounced for NSOEs with greater capital demands. In columns 3 and 4, the coeffi-
cients of NSOE X ADebtRatio for CMAR (—1, 1) and CMAR (—2, 2) are 0.0108 (¢-statistic
= 0.65), 0.0232 (z-statistic = 1.03), respectively, providing consistent (though weaker) evi-
dence in support of H3. The Table 6 results also rule out the alternative explanation that
information asymmetry may be driving this result (Armstrong et al., 2010), as the coefficients
on the interaction term NSOE X DA, which reflect the difference between the effect of infor-
mation asymmetry on NSOEs and SOEs, are not reliably greater than zero.

Additional Tests—Value Relevance

Having documented consistent evidence of a positive market reaction to important events
leading up to IFRS convergence, we now present evidence of improvement in financial



16 Journal of Accounting, Auditing & Finance

Table 5. Market Reactions of NSOE Versus SOEs.

CMAR
=L (—2,2)
NSOE 0.0017 0.0033**
(1.52) (2.21)
LnSales 0.0007 0.0003
(0.83) (0.32)
SalesGr 0.0030%** 0.0030*
(2.00) (1.67)
LEV 0.0053 0.0028
(1.41) (0.59)
ROS 0.019]*** 0.018]**
(2.90) (2.53)
Separ —0.0059 —0.0163**
(—1.04) (—2.26)
Duality 0.0002 —0.0008
(0.10) (—0.38)
BSize 0.0009 0.0024
(0.36) (0.76)
R&D 0.0015 0.0038**
(1.17) (2.47)
PPE 0.0006 —0.0021
(0.18) (—0.55)
BIG4 0.0010 —0.0016
(0.46) (—0.58)
Crosslisting —0.0085 —0.0085
(—0.64) (—0.68)
Industry effect Yes Yes
Event effect Yes Yes
Constant 0.0384** 0.0226
(2.17) (1.02)
Observations 4,249 4,249
Adjusted R 383 497

Note. This table presents regression analyses for Hypothesis 2. The definitions of these variables are in Appendix B.
The t-statistics are reported in parentheses and are based on standard errors clustered by industry—event. NSOE =
nonstate-owned enterprises; SOE = state-owned enterprise; CMAR = cumulative market-adjusted returns.

*, %% and *** indicate significance at the 10%, 5%, and 1% levels, respectively.

reporting quality following IFRS convergence. We reason that if the observed positive
market reactions to the events leading up to IFRS convergence reflect investors’ ex ante
assessments of improved financial reporting quality under IFRS, we should also observe ex
post evidence of improved financial reporting quality among firms that exhibited higher
market reactions ex ante. Accordingly, we assess the impact of mandating IFRS on the
value relevance of reported earnings. We use the following price (levels) and return
(changes) models to make this assessment:'?

PRICE; ,=\o+\| BPS; .+ \yPOST; , + \s POST} ;X BPS; , + \4EPS],,

4
+)\5POS7}',€XEPS]',€+8]’(;. ( )
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Table 6. Market Reactions of NSOEs and SOEs Conditional on Capital Demand.

CMAR
=L (—2,2) =L (—2,2)
NSOE 0.0004 0.0017 0.0002 0.0016
(0.28) (0.95) (0.19) (0.95)
CapDem 0.0013 0.0093
(0.22) (1.30)
NSOE X CapDem 0.0256** 0.0321**
(2.08) (2.08)
ADebtRatio 0.0019 —0.0063
(0.22) (—0.53)
NSOE X ADebtRatio 0.0108 0.0232
(0.65) (1.03)
DA 0.0119 0.0063 0.0125 0.0100
(1.10) (0.56) (1.22) (0.93)
NSOE X DA 0.0290 0.0342 0.0249 0.0253
(1.60) (1.58) (1.47) (1.20)
LnSales 0.0009 0.0006 0.0008 0.0004
(1.00) (0.57) (0.90) (0.39)
SalesGr 0.0024 0.0019 0.0029* 0.0029
(1.63) (1.05) (1.94) (1.62)
LEV 0.0045 0.0011 0.0056 0.0025
(1.15) (0.23) (1.36) (0.49)
ROS 0.0182*** 0.0175%* 0.0184*** 0.0173**
(2.68) (2.38) (2.74) (2.41)
Separ —0.0046 —0.0140%* —0.0055 —0.0161%**
(—0.79) (—1.92) (—0.97) (—2.21)
Duality —0.0001 —0.001 | 0.0002 —0.0008
(—0.03) (—0.55) (0.09) (—0.41)
BSize 0.0005 0.0017 0.0004 0.0018
(0.20) (0.55) (0.16) (0.60)
R&D 0.0016 0.0039** 0.0017 0.0040**
(1.29) (2.58) (1.33) (2.59)
PPE 0.0014 —0.0021 0.0016 —0.0015
0.41) (—0.53) (0.45) (—0.37)
BIG4 0.0007 —0.0022 0.0008 —0.0017
0.31) (—0.78) (0.37) (—0.59)
Crosslisting —0.0079 —0.0083 —0.0080 —0.0076
(—0.59) (—0.66) (—0.60) (—0.61)
Industry effect Yes Yes Yes Yes
Event effect Yes Yes Yes Yes
Constant 0.0350* 0.0180 0.0372%* 0.0220
(1.96) (0.81) (2.06) (0.99)
Observations 4,249 4,249 4,249 4,249
Adjusted R? .385 499 .384 497

Note. This table presents regression analyses for Hypothesis 3. The definitions of these variables are in Appendix
B. The t-statistics are reported in parentheses and are based on standard errors clustered by industry—event.
NSOE = nonstate-owned enterprises; SOE = state-owned enterprise; CMAR = cumulative market-adjusted
returns.

*, #% and *** indicate significance at the 10%, 5%, and |% levels, respectively.
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RETURN; ,=\g+\ | EPS_P; .+ \yPOST; .+ \3POST; ;X EPS_P; ,+ \yDEPS_P; ,

+AsPOSY}’EXDEPS_Pj’e+Sf,€. (5)

In Equation 4, the dependent variable, PRICE, is the closing price 4 months after fiscal
year end. POST is one if the observation is in the post-IFRS period (2007 and later), and
zero otherwise. BPS is closing book value per share; EPS is net profit per share. In
Equation 5, the dependent variable, RETURN, is the stock price return for the 12-month
period ending 4 months after fiscal year end. EPS_P is EPS scaled by lagged closing price.
DEPS P is the change of EPS scaled by lagged closing price. The coefficients of the inter-
action terms (i.e., POST X BPS in Equation 4 and POST X EPS_P in Equation 5) indicate
the incremental value relevance of reported earnings after [IFRS was mandated.

We estimate these value relevance models separately for each subsample (i.e., B-share
and A-share, SOE and NSOE, CapDem_L and CapDem_H)."* Then we test whether the
coefficients of the interaction terms (i.e., POST X BPS in Equation 4 and POST X EPS_P
in Equation 5) are different.'> Larger coefficients of the interaction terms indicate greater
improvement in value relevance.

In addition, following the standard value relevance literature (e.g., Collins, Maydew, &
Weiss, 1997), we also compare the adjusted R? in peer samples (i.e., B-share and A-share,
SOE and NSOE, CapDem_L, and CapDem_H). Using a bootstrap technique, we reestimate
each value relevance model 500 times for each subsample and use the mean and variance
for each adjusted R? to test the difference in value relevance.'® A higher adjusted R* indi-
cates that accounting variables (i.e., BPS and EPS_P) better explain market variables (i.e.,
PRICE and RETURN).

If the market correctly interpreted the potential benefits of IFRS convergence, then, for
firms more likely to benefit from IFRS (i.e., firms with A-shares vs. A- and B-shares;
NSOEs vs. SOEs; and NSOEs with stronger vs. weaker capital demands), we should
observe greater improvement in financial reporting quality from the pre-IFRS to the post-
IFRS period, because such firms can better communicate their economic information to
external equity investors under the new accounting standards.

We use firms listed on the Shanghai and Shenzhen exchanges over the period from 2002
to 2010 for these value relevance tests.'’ Panel A of Table 7 illustrates the year distribution
of the whole sample and Panel B presents the descriptive statistics for the variables used in
the analyses. Panels C and D compare the value relevance of the control and treatment sub-
samples based on the price model and the returns model, respectively. The z-statistic com-
paring the difference between coefficients indicates higher value relevance in three out of
six comparisons and significant at least at the 5% level. The results of comparisons
between pre-to-post changes in adjusted R?s are similar; five out of the six differences are
positive and three are significant. In other words, the pre-to-post increase in value rele-
vance is greater for the A-share subsample than for the B-share subsample, for the NSOE
subsample than for the SOE subsample, and for the higher capital demand NSOE subsam-
ple than for the lower capital demand NSOE subsample.

To sum up, the evidence in Table 7 shows that firms with A-shares, NSOEs, and NSOEs
with greater capital needs exhibit improved financial reporting quality after IFRS was
made mandatory. These findings reinforce the market reaction results indicating that inves-
tors view these firms as benefiting more from China’s IFRS convergence.
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Table 7. Pre- versus Post-IFRS Value Relevance Tests.

Panel A: Sample distribution

Year Frequency Percentage Cumulative percentage
2002 1,068 9.5% 9.5%
2003 1,105 9.8% 19.3%
2004 1,179 10.5% 29.8%
2005 1,189 10.6% 40.3%
2006 1,115 9.9% 50.2%
2007 1,277 11.3% 61.6%
2008 1,398 12.4% 74.0%
2009 1,358 12.1% 86.1%
2010 1,568 13.9% 100%
Total 11,257 100.0%
Panel B: Descriptive statistics
Percentiles
Observation M SD 25th 50th 75th
Variables
PRICE 11,257 11.32 8.858 5.940 9.100 13.92
POST 11,257 0.498 0.500 0.000 0.000 1.000
BPS 11,257 3.552 1.928 2.252 3.228 4411
EPS 11,257 0.292 0.457 0.080 0.224 0.450
RETURN 9,634 0.311 0.993 —0.250 —0.033 0419
EPS_P 9,634 0.038 0.108 0.009 0.023 0.050
DEPS_P 9,634 —0.007 0.097 —0.014 0.001 0.015
Panel C: Price model
B-share A-share SOEs NSOEs CapDem_L CapDem_H
BPS 0.2015%* 0.683 | #** 0.6153*** 0.8395%**  0.8686** 0.7740%**
(2.09) (1o.11) (8.42) (5.96) (3.87) (4.74)
POST 1.1835%* 0.9515%** 1.6535%** 0.1235 0.9562 —0.2429
(2.33) (2.69) (3.93) 0.21) (1.16) (—0.30)
POST * BPS —0.5182%* 0.6330%** 0.2702%** [.1592%**  0.5954* |.5440%**
(—2.03) (5.23) (1.99) (5.37) (1.90) (5.56)
z-value (coefficients) 5.76%** 2.0838%* 1.6064
EPS 2.6628%** 3.0519%** 3.7072%** 1.9842%**  |.33]2%* 3.1610%**
(4.46) (10.92) (10.47) (4.58) (2.83) (3.45)
POST X EPS 4.2366* 5.6412%** 5.7604%*** 4.9943***  7.6526%** 2.3091
(2.19) (9.99) (8.27) (5.30) (6.12) (1.53)
Constant |.6204%%* 5.77 1 5%** 5.699 | *** 5.8657***  57258%*** 5.990 | ***
(7.18) (28.00) (24.49) (14.53) (9.47) (11.96)
Observations 801 10456 6916 3540 1816 1724
Adjusted R 0.263 0.438 0.430 0.457 0.447 0.468
z-value (adjusted R?) 3.7216%** 1.1447 0.5261

(continued)
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Table 7. (continued)

Panel D: Return model

B-share A-share SOEs NSOEs CapDem_L CapDem_H
EPS_P 0.3728*** 2.969 | *** 3.8986%*** 1.8262%** 1.482%** 3.2498%**
(4.81) (7.73) (11.14) (3.92) (3.42) (3.73)
POST 0.4943*** 0.5530%** 0.565 | *** 0.5570%** 0.6152%** 0.4693***
(7.64) (16.25) (13.10) (10.69) (8.58) (6.81)
POST X EPS_P 0.3699* 4.8266%** 4.2007%%* 5.3854%** 3.8494** 7.1005%**
(1.66) (5.99) (4.36) (4.38) (2.36) (4.01)
z-value (coefficients) 2.5138%** 0.4906 0.8014
DEPS_P 0.0458 —0.8512%* —1.1709***  —0.4654 —0.2672 —1.4951*
(0.51) (=2.11) (—3.35) (—0.88) (—0.52) (—1.84)
POST X DEPS_P —0.0036 0.3410 0.6517 0.0568 0.6165 —0.9454
(—0.02) 0.61) (1.02) (0.07) (0.86) (—0.59)
Constant —0.0956***  —0.1223***  —0.1451**%* —0.1053*** —0.0964*** —0.1350%**
(—4.46) (—12.92) (—14.94) (—8.57) (—6.47) (—6.87)
Observations 782 8852 6109 2743 1567 1176
Adjusted R? 0.197 0.248 0.254 0.236 0.200 0.291
z-value (adjusted R?) 1.7672* —0.5483 1.9567*

Note. This table presents additional tests of changes in value relevance after mandatory IFRS adoption in China.
The B-share subsample includes observations of firms that issue B-shares. The A-share subsample includes
observations of firms that issue A-shares only. The SOE subsample includes observations of SOE listed firms from
the A-share subsample. The NSOE subsample includes observations of NSOE listed firms from the A-share
subsample. The CapDem_L (H) subsample includes observations of NSOE listed firms from the A-share subsample
with values of CapDem (measured by the ratio of change of PPE subtracting lagged net CFO to total assets, defined
in the main tests) below (above) the annual median. The t-statistics are reported in parentheses and are based on
standard errors adjusted for heteroscedasticity. The z-value (Coefficients) is used to test the difference between
the coefficients of POST X EPS (or POST X EPS_P) in two comparison samples (i.e., B-share and A-share, SOE and
NSOE, CapDem_L and CapDem_H). The z-value (Adjusted R?) is used to test the difference between the R? in two
comparison samples (i.e., B-share and A-share, SOE and NSOE, CapDem_L and CapDem_H). The definitions of these
variables are in Appendix B. The z-value is based on z-test illustrated in the text.

*, #% and *** indicate significance at the 10%, 5%, and 1% levels, respectively.

Conclusion

We examine market reactions to events associated with IFRS convergence progress in
China. We document significantly more positive market reactions to these events from the
investors of Chinese firms that only issue A-shares and therefore only started reporting
under IFRS in 2007. Among these firms, we show that the market reactions are signifi-
cantly higher for NSOEs than for SOEs. Within this group of NSOEs, firms with higher
capital demands are associated with larger market reactions. These market reaction test
results indicate that investors believe that mandating IFRS can benefit Chinese listed firms,
and especially those that receive less government financial support and have a high
demand for investment capital. Additional tests reveal that such firms indeed make use of
the opportunity under IFRS to improve their financial reporting quality so as to cater to the
information needs of outside equity investors. We also show that the convergence toward
IFRS has important consequences for investors in terms of incremental value relevance
among firms with incentives for more transparent financial reporting. Instead of being
merely a political decision in response to the thrust of international accounting
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harmonization, IFRS convergence in China helps to strengthen corporate accounting quality
and reporting incentives.

Our findings have three implications. First, investors believe that mandating IFRS in
China enables firms that require external capital but have a disadvantage in acquiring it to
attract outside investors. Thus, [FRS can potentially narrow the gap in firm competitiveness
for external capital resulting from the varying degree of government support, a characteris-
tic of China’s state capitalism. As China is an increasingly influential player in the world
economy, the experience of IFRS in China has useful implications for other emerging
economies. Second, to widen the benefits of IFRS in terms of strengthening corporate
transparency, further reform may be useful, such as a reduction in the government control
of listed firms that impedes firms’ financial reporting incentives. Third, we provide evi-
dence of IFRS benefits in a country with weak institutions and investor protection.

Our findings must be interpreted with caution in light of the following limitation. The
methodology used relies on the correct identification of events to draw the inferences, and
requires that information be incorporated into stock prices rapidly and without bias
(Armstrong et al., 2010). Although we have checked and eliminated confounding events
that could contaminate our findings, we caution that our results may still suffer from this
potential limitation.

Appendix A Major Events

Event date

(mm/ddlyy) Event

02/22/2005 In the first China—European Union Financial Conversation in Brussels, top officials
from China and the European Union officially decided to reinforce bilateral
cooperation through the formulation and implementation of accounting
standards.

09/06/2005 The accounting standard setters of China, Japan and South Korea had a meeting,
declaring the determination to converge with IFRS.

11/08/2005 A joint memorandum was signed by China and the |ASB, supporting the view
that the new Chinese accounting standards were substantively convergent with
IFRS.

11/21/2005 Mr. Jun Wang, China’s Vice Minister of Finance, announced at the United Nations

Conference on Trade and Development (UNCTAD) Intergovernmental
Working Group of Experts on International Standards of Accounting and
Reporting (ISAR) in Geneva that China would be more proactive in pushing
accounting harmonization.

12/08/2005 A joint statement was made by CASC and the International Auditing and
Assurance Standards Board (IAASB), highlighting the progress in harmonizing
the new Chinese accounting standards.

11/06/2006 Professor Weiguo Zhang, a Chinese accounting scholar and official in the CSRC,
was elected as an IASB committee member, indicating the deep involvement of
China in IFRS convergence.

11/30/2006 The CSRC required the Chairmen, CEOs, and secretaries of the board of all
firms listed in Chinese stock exchanges to mandatorily attend a video meeting
specifically for training on the new CAS.
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Appendix B Variable Definitions

Variable Definition

CMAR (—1, 1) Firm-specific cumulative returns over 3-day (— I, |I) windows adjusted by Hong
Kong Hang Seng index returns

CMAR (-2, 2) Firm-specific cumulative returns over 5-day (—2, 2) windows adjusted by Hong
Kong Hang Seng index returns

AShare Equals to one for firms that only issue A-shares and zero otherwise

NSOE Equals to one for nonstate-owned enterprise (NSOEs) and zero otherwise

CapDem The demand for capital, defined as change of PPE subtracting lagged net operating
cash flow scaled by total assets

LnSales The natural logarithm of total operating revenue

SalesGr The percentage increase of total operating sales

LEV The ratio of total liabilities to total assets

ROS The return on sales, measured as the ratio of operating profit scaled by total
operating sales

Separ The difference between control rights and cash flow rights

Duality Equals to one if the Chairman of board is also the CEO and zero otherwise

BSize The natural logarithm of number of board members plus one

PPE The ratio of plant, property and equipment to total assets

BIG4 Equals to one if a firm is audited by the four largest accounting firms and zero
otherwise

Crosslisting Equals to one if a firm is cross-listed and zero otherwise

DA the absolute value of discretional accruals based on the modified Jones Model

PRICE The closing price 4 months later after fiscal year end

POST Equals to one if the observation is after 2007 (included) and zero otherwise

BPS The book value per share

EPS The net profit per share

RETURN The stock price return in the year ending 4 months after fiscal year end

EPS_P EPS scaled by lagged closing price

DEPS_P The change of EPS scaled by lagged closing price

ADebtRatio The change in total liabilities scaled by total assets

Note. All variables are measured in the contemporaneous time period.
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Notes

1. The new Chinese Accounting Standards contain modifications of the International Financial
Reporting Standards (IFRS) to reflect China’s unique environment (e.g., related party transac-
tions, consolidated statements). On November 14, 2008, the European Securities Committee
voted to grant the new Chinese Accounting Standards ‘‘equivalent status to IFRS.”” To be accu-
rate, we use convergence rather than adoption. Most prior literature uses these two words
interchangeably.

2. Most of the international studies focus on European Union countries. A few recent studies docu-
ment IFRS implications in other countries (e.g., Bova & Pereira, 2012; Chua, Cheong, & Gould,
2012).

3. A-shares are shares issued by Chinese firms listed on the Shanghai Stock Exchange and the
Shenzhen Stock Exchange. A-shares are denominated in Renminbi for investment by domestic
Chinese investors; foreign investors can only invest in A-shares through the Qualified Foreign
Institutional Investor (QFII).

4. Eccher and Healy (2000) document that firms listing B-shares in China are required to report
their financial statements under International Accounting Standards (IAS), whereas firms with A-
shares report under Chinese Standards.

5. He, Wong, and Young (2012) attribute this finding to the introduction of fair value accounting in
China. Their results do not necessarily contradict ours for at least three reasons. First, prior stud-
ies document the signaling role of earnings management (e.g., Louis & Robinson, 2005), which
suggests that investors could possibly be benefited by earnings management. Second, our market
reaction test assesses the overall effect of IFRS on investors. In other words, even if earnings
management imposes costs on investors, our results still hold as long as the benefits exceed
those costs. Moreover, it is worth noting that He et al. (2012) only focus on two special settings
(available for sale [AFS] and debt restructuring). Finally, we study investors’ ex ante reactions,
while He et al. examine the ex post consequences.

6. It is worth noting that, unlike the European Union or the United States, China is not a democratic
country in which most important policies are debated and decided in the parliament/congress. On
the contrary, the processes of many key decisions in China are controlled by the government and
remain opaque to the public. Therefore, the events documented in this study contain information
to investors, because they reveal the government’s expectations and hence indicate the progress
toward IFRS convergence in China.

7. See the statement at http://www.iasplus.com/en/binary/pressrel/0511chinajointstatement.pdf in
which it indicates that: During the past year, China has issued Exposure Drafts of the Basic
Accounting Standard for Business Enterprises and 20 specific standards. China expects to issue
two more Exposure Drafts. At the same time, China has also begun a review of its 16 existing
Chinese accounting standards (CASs). As a result, China’s accounting standards system for
business enterprises is being developed with a view to achieve convergence of those standards
with the equivalent IFRSs. As a result of the success of this joint meeting, the China Accounting
Standards Committee (CASC) and the International Accounting Standards Board (IASB) have
agreed to continue to meet periodically and strengthen the exchange and cooperation between
the two parties, to achieve convergence of the Chinese Accounting Standards for Business
Enterprises with the IFRS.

8. To attend the video meeting, the Chairman, CEO, and secretary of the board of each firm were
required to report personally to the China Securities Regulatory Commission (CSRC) branch.
There were more than 4,000 attendees at such meetings nationwide. In an authoritarian regime
like China, it is extremely important to follow such requests from the government. For example,
Shaanxi Qinchuan Machinery Development, which is listed in Shenzhen (Stock Code:
000837.SZ), had to postpone a pre-scheduled Investor Day on November 30, 2014, because the
Chairman, CEO, and Secretary of the Board would be absent for the video meeting (see http://
finance.sina.com.cn/stock/company/sz/000837/24/147.shtml). In fact, this meeting was also
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considered as one of the most important financial/accounting events in China (see http://
www.cfen.com.cn/web/ckb/2007-01/05/content_321004.htm).

9. We exclude observations of ST (specially treated) firms and firms that reported a loss in the pre-
vious year, because these firms have strong incentive to manipulate earnings to avoid being
delisted (Jiang & Wang, 2008).

10. The HK Hang Seng Index return is highly correlated with the aggregate market return in the A-
share market (correlation coefficient = .4432 from 2005 to 2011). Moreover, we also use B-share
stocks as the control sample when we test Hypothesis 1. In addition, the inferences remain the
same if we use the raw returns or adjust the event period returns by the Dow Jones Bric 50
Index return. These results are available upon requests.

11. Following S. Chen, Sun, et al. (2011), we also use an alternative measure of capital demand: the
ratio of cash paid to acquire and construct fixed assets minus net cash received from disposals of
fixed assets to total assets. All inferences remain the same.

12. Following Hribar and Collins (2002), we calculate total accruals using a cash flow statement
approach instead of a balance sheet approach.

13. We use the price model to test the value relevance of the balance sheet information and the
returns model to test the value relevance of the income statement information.

14. The CapDem_L (H) subsample includes observations of nonstate-owned enterprises (NSOEs)
from the A-shares subsample with values of CapDem (measured by the ratio of change of PPE
(plant, property, and equipment) less lagged net CFO to total assets, and defined in the main
tests) below (above) the annual median.

15. We use the statistic Z=(ATreatment — AControl)/ \/sz()\matmem)+sz()\c(,mm]) to test the difference
between coefficients.

16. We use the means and variances from the bootstrap procedure to construct the statistic to com-

: 2. 7 _(p2 2 2 . 2
pare ad-]uSted R Z= (RTrearm(’nt - RCuntru/)/\/SZ(RTrearmenr)+‘82(RC0mral)'

17. To be consistent with the main tests, we exclude all ST (Specially treated) observations and
observations of firms that reported a loss in the previous year.
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