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The IAS/IFRS application on the intangible assets of non-listed companies 

Mascia Ferrari1, Stefano Montanari2  
(1. Department of Communication and Economics, University of Modena and Reggio Emilia, Reggio Emilia 42121, Italy; 

2. Department of Business Economics, University of Modena and Reggio Emilia, Modena 41100, Italy) 

Abstract: With the introduction of IFRS (International Financial Reporting Standards) most of the 
intangibles are expensed on the income statement and hence they “disappear” from the balance sheet, while 
investments in tangible assets are capitalized. Based on a sample of 128 firms, made up of 99 SMEs (Small and 
Medium Enterprises) and 29 large firms, and through a simulation of IAS (International Accounting Standards) 
transition, the authors’ study finds that IAS 38 reduces the amount of intangible assets recognized on the balance 
sheet of SMEs, while large firms do not appear to experience such large reductions in their intangible assets. The 
differential effect of IAS 38 on SMEs and large firms can be explained by the different growth strategies of these 
firm types. SMEs largely depend on internal paths of growth and intangibles assets that typically arise from 
internal growth strategies are eliminated from the balance sheet under IAS 38. Larger firms are less exposed to 
such reductions in their intangibles assets, because they mostly follow external paths of growth and the treatment 
of those intangible assets that typically arise from external growth strategies requires the impairment test. 

Key words: intangibles; international accounting principles (IAS/IFRS); SMEs; non-listed companies; M&A; 
ceramic tile industry 

1. Introduction 

Many companies are driven by the creation and use of intangible assets. They often “interact with tangible 
and financial assets to create corporate value and economic growth” (Lev, 2001). 

However, most of them are expensed on the income statement and hence they “disappear” from the balance 
sheet, while investments in tangible assets are capitalized. “This asymmetric treatment of capitalizing (considering 
as assets) physical and financial investments while expensing intangibles leads to biased and deficient reporting of 
firms’ performance and value” (Lev, 2001). 

The introduction of IAS/IFRS has a different impact on accounting and measurement of the intangible assets 
in the balance sheet: Some categories are expensed on the income statement, others are capitalized and some of 
them evaluated according to the impairment test. 

According to the IAS 38, intangible assets are classified into specific and generic. The first ones are divided 
into finite and indefinite useful life. Only the specific assets can be valuated analytically, while the value of the 
generic ones is obtained as a difference between the prices paid for the acquired entity and the sum of the fair 
values of its specific assets (tangible and intangible). The intangibles with indefinite useful life (e.g., goodwill) are 
valuated through the impairment test, which updates the accounting value of the assets to the fair value, if this one 
                                                        

Mascia Ferrari, assistant professor, Department of Communication and Economics, University of Modena and Reggio Emilia; 
research fields: intangibles, IAS/IFRS, earnings management. 

Stefano Montanari, assistant professor, Department of Business Economics, University of Modena and Reggio Emilia; research 
fields: family business, IAS/IFRS. 



The IAS/IFRS application on the intangible assets of non-listed companies 

 2 

is lower than the carrying value. The impairment test does make the valuation process more subjective than the 
historical cost criteria with the consequent possibility of manipulating values. 

When considering the implications of this different treatment of intangible categories in terms of growth strategies, 
most of the internally originated intangibles cannot be capitalized, while externally generated intangible assets are 
recognized in the balance sheet. This implies that alternative strategies of growth are reflected on the financial reporting 
and disclosure differently for the stakeholders of those companies that follow internal paths of growth. 

Previous international literature related to the authors’ study has focused on both the value relevance of 
intangible assets and the accounting quality of IAS/IFRS. Italian literature has mainly investigated the effects 
coming from the transition to international accounting principles in an ex-post perspective. What is missing, 
instead, are studies that measure the effects in an ex-ante perspective, especially considering SMEs and a broader 
view considering strategic implications. 

Based on a sample of 128 firms, made up of 99 SMEs and 29 large firms, and through a simulation of IAS 
transition, the authors’ study finds that IAS 38 reduces the amount of intangible assets recognized on the balance sheet 
of SMEs, while large firms do not appear to experience such large reductions in their intangible assets. The differential 
effect of IAS 38 on SMEs and large firms can be explained by the different growth strategies of these firm types. 
SMEs largely depend on internal paths of growth and intangibles assets that typically arise from internal growth 
strategies are eliminated from the balance sheet under IAS 38. Larger firms are less exposed to such reductions in their 
intangibles assets, because they mostly follow external paths of growth and the treatment of those intangible assets 
that typically arise from external growth strategies requires the impairment test instead of the amortization. 

In fact, the cluster analysis highlights that the reducing effects coming from expensing the internally 
produced intangibles are not offset by the increasing effects due to the replacement of the amortization process 
with the impairment test. 

The structure of the paper is as follows: Section 1 is introduction; Section 2 discusses the existing literature 
on intangibles and international accounting standards; Section 3 develops hypotheses and describes the research 
design; Section 4 discusses the data; Section 5 highlights the main differences between Italian GAAP and IFRS on 
intangibles; Section 6 presents a snapshot of the intangibles according to the Italian standards; Section 7 is about 
the assumptions and methodology. Section 8 presents the results of the IAS 38 application. Section 9 concludes. 

2. Literature review 

Prior literature related to this research is on both intangible and international accounting standards1. 
Previous studies show that market participants consider the R&D investments of US firms to be value relevant, 

although this is only a hypothesis as in the US their capitalization is not allowed (Lev & Sougiannis, 1996; Chan, et 
al., 2001; Lev, et al., 2002; Chambers, et al., 2003; Monahan, 2005; Wrigley, 2008). Wyatt’s review (2008) looks at 
a wide range of value-relevance literature, highlighting two regulator issues: There are deficiencies in reporting of 
separate line items of expenditures on intangible in the income statement; and the possibility, with regulatory 
guidance, of reporting intangibles in order to facilitate more value-relevant information. 

Oswald & Zarowin (2007) examined “the consequences of accounting choice in terms of its affects on stock 
price informativeness”, considering a sample of UK firms which includes both R&D capitalizers and expensers 

                                                        
1 Since the purpose of the paper is not to provide a comprehensive review of all literature covering the topics of the intangibles (too 
wide and heterogeneous), the authors focus on literature strictly related to the authors’ analysis. 
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and basing the disclosure metric on the R&D accounting method. They find that capitalization is associated with 
greater stock price informativeness, giving the first empirical evidence consistent with the proposition that 
capitalization of R&D provides more information (about future earnings) to the market, as capitalization’s 
proponents have suggested. 

Basu & Waymire (2008) point out the role of intangibles for economic activity and their links to the tangibles. 
Skinner (2008) provides a defence of the current treatment of intangibles in the financial reporting. While Lev’s 
rejoinder (2008) to Skinner reasserts the importance of the capitalization of certain investments in intangibles and 
a standardised disclosure. 

After the Commission Regulation (EC) No. 1602/2002, which represented the first step towards accounting 
harmonization, literature about international accounting principles started to flourish and many studies were 
focused on the accounting quality of IFRS. Busacca & Maccarrone (2007), considering intangibles with indefinite 
useful life, investigate how IAS/IFRS are capable of improving the quality of accounting information measured 
through four key parameters: correctness, transparency, prudence, and timeliness. The results point out that 
accounting representation in compliance with US GAAP are superior in correctness and transparency, while no 
relevant changes are observed with reference to prudence and timeliness. Such evidence represents an increase in 
the trade-off among the four parameters, and thus a superior quality of accounting information. According to the 
authors, similarities between IFRSs and US GAAP concerning accounting for intangibles make it possible to 
extend such results to IFRSs as well. Barth, Landsman & Lang (2008) point out that firms applying IAS generally 
see an improvement in accounting quality. However, they are not sure that their findings are attributable to the 
change in the financial reporting system rather than to changes in firms’ incentives and economic environment. In 
fact, Soderstrom & Sun (2007), in their review on IFRS adoption and accounting quality confirm that “although 
the purpose of EC directives is to unify the conceptual framework of financial reporting in the EU, research 
results regarding the success in achieving this goal are mixed”. 

In the European context, Hung & Subramanyam (2007), using a sample of German firms, find that total assets 
and book value of equity, as well as variability of book value and income, are significantly higher under IAS than 
under German GAAP. Fearnley & Hines (2007), through a qualitative analysis of data from a series of interviews 
with financially literate individuals before IFRS and from responses to ASB’s consultations on the future of 
financial reporting for non-listed entities, underline that IFRS is overly complex and is complicating the search for 
an appropriate form of financial reporting for entities not covered by the EU Regulation. The needs of small and 
medium enterprises appear to have been ignored in the debates dominated by the requirements of global players. 

In the debate related to accounting quality the authors can also consider the literature about fair value 
referred to the specific context of non listed companies. In the theoretical perspective where pros and cons have 
been highlighted and a deep analysis of the fair value consequences was conducted (Penman, 2006; Hits, 2007; 
Ronen, 2008; Whittington, 2008) the same needs of the SMEs seem to be ignored, considering that fair value can 
be hardly managed by these firms with a consequent low reliability. Sunders (2007b), through an econometric 
analysis of fair values, confirms that “which valuation rule has minimum mean squared error (relative to the 
unobserved value of bundles of resources) is a matter of econometrics, not of theory or principle”. 

In the same stream of field Italian literature has an approach more oriented at highlighting the differences 
between Italian GAAP and IAS/IFRS rather than capturing the accounting quality of IFRS. In particular, this 
comparison has shown how different principles also imply different accounting treatment of the intangible 
recognition in financial reporting (Andrei, 2006; Teodori, 2006; Quagli, Avallone & Ramassa, 2007). However, 
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these studies on the effects of the international accounting application have an ex-post perspective, mainly 
considering samples of listed companies and all the assets of the financial reporting after the IFRS adoption. 

This paper contributes to the literature in two aspects. Firstly, it examines how the effect of IAS 38 on 
existing intangibles is different for firms pursuing internal or external growth strategies in an ex-ante perspective, 
e.g., through a simulation. For the Italian SMEs the financial reporting represents the document for any kind of 
valuation made by banks and lenders. This is the reason why the simulation can be useful to understand the 
implications of different investment alternatives (internal or external) from the accounting point of view. Secondly, 
the evidence of the authors’ study could be a starting point for the regulator in a revision process of international 
accounting standards aiming at reducing the GAAP existing in the accounting treatment of the same investment. 

3. Hypotheses and research design 

The paper aims to examine the effects on the intangible assets coming from the adoption of the international 
accounting standards (IAS 38). 

This means to consider both the reduction of intangibles caused by expensing them on the income statement 
(reducing effect) and the increase of their economic value due to the impairment test application (instead of the 
amortization process)2 to the intangibles with indefinite useful life (increasing effect). The impact on the financial 
reporting is measured in terms of their net results; therefore the authors address the following research question: 

Which of these two effects prevails? Is the reducing effect counterbalanced or not by the increasing effect? 
The hypotheses are: 
H1: The reduction of intangibles is expected in SMEs, considering that they invest mainly following internal 

path of growth. 
H2: The increasing effect is expected to prevail in large firms, since it is due to the application of impairment, 

typical of large firms which show in their financial reporting goodwill and trademarks in spite of internal 
investments, as a consequence of their external path of growth (M&A). 

These two hypotheses are tested by a cluster analysis aiming to identify if there are homogeneous groups of 
firms from the dimension point of view (total revenues, number of employees and net assets) which present the 
same impact coming from the application of IAS 38. 

4. Data 

The database is composed of 128 cases coming from the Italian ceramic tile district (one of the most 
important in the world). The authors take into consideration the financial reporting for the year 2005, of 99 SMEs 
according to the European definition3, and 29 large firms. 

The financial reporting was downloaded from the AIDA database, which is a database of about 300,000 firms; 
80,000 of them are manufacturing firms with revenues of at least 750,000 euros. The 128 cases do not include 
those in short form according to the law on IAS application since it does not cover that category of firms. The 

                                                        
2 In this assumption the authors are considering the year in which the authors move from Italian GAAP towards IAS/IFRS. The 
increasing effect is due to the replacement of amortization with the impairment test. Consequently, the value of the asset considered 
is not reduced during its indefinite useful life, if there are not future depreciations. 
3 The category of small and medium-sized enterprises is made up of enterprises which employ fewer than 250 persons and which 
have either an annual turnover not exceeding 50 million euro, or an annual balance sheet total not exceeding 43 million euro. 
(Recommendation of the Commission 2003/361/CE published in the Official Gazette of the European Union L 124 of May, 2003). 
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listed companies with a consolidated balance sheet, already made in compliance with IAS, as well as those with a 
lack of information in their notes were excluded from these cases. 

The choice of a ceramic tile district is due to both its cultural and territorial homogeneity that cause 
frequently a similar managerial behaviour allowing an easier comparison of their financial reporting. In addition, 
in recent years the district has been affected by a process of concentration with a lot of M&A, and this external 
path of growth can highlight some significant effects of the IAS application, with respect to the internal one. 

In Table 1, it can be seen that the firms of the sample present on average total revenues for almost 38 million 
euros and total net assets for almost 49 million euros. However, these mean values are influenced by few cases 
with high figures, proving that the median values better reflect the distribution of the cases. In fact, looking at the 
two groups in Tables 2 and 3, it can be seen that the bulk of SMEs presents revenues and investments under 25 
million euros; while the large firms have value concentrated in the highest categories, in particular, more than 
60% of them present revenues over 75 million euros. 

If the homogeneity of the sample in terms of activity code and similar managerial behaviour could be a point 
of strength, on the other hand, it could be a limit if the authors are looking for an international comparison. The 
reason is due to the fact that this inward homogeneity makes external comparison more difficult especially with 
US companies, where available data is only for the listed ones. 
 

Table 1  Characteristics of sample 

 Total revenues A1 Total net assets Total net income Employee 
Valid 128 128 128 124 

Missing 0 0 0 4 
Mean 38,167,623 49,329,626 152,659 197 

Median 19,371,179 24,272,235 44,257 103 
 

Table 2  SME distribution of revenue and net asset categories 

Total revenues N % Cumulative percentage  
≤5,000,000 12 12.12 12.12 
5,000,001 - 10,000,000 26 26.26 38.38 
10,000,001 - 25,000,000 34 34.34 72.73 
25,000,001 - 50,000,000 20 20.20 92.93 
50,000,001 - 75,000,000 6 6.06 98.99 
75,000,001 - 100,000,000 1 1.01 100.00 
100,000,001+ 0 0.00 100.00 
Total 99 100.00  
Missing 0 0.00  
Total 99 100.00  

Total net assets N % Cumulative percentage  
≤ 1,000,000 1 1.01 1.01 
1,000,001 - 5,000,000 11 11.11 12.12 
5,000,001 - 10,000,000 17 17.17 29.29 
10,000,001 - 25,000,000 36 36.36 65.66 
25,000,001 - 50,000,000 22 22.22 87.88 
50,000,001+ 12 12.12 100.00 
Total 99 100.00  
Missing 0 0.00  
Total 99 100.00  
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Table 3  Large firm distribution of revenue and net asset categories 

Total revenues N % Cumulative percentage (%) 
≤ 5,000,000 0 0.00 0.00 
5,000,001 - 10,000,000 0 0.00 0.00 
10,000,001 - 25,000,000 0 0.00 0.00 
25,000,001 - 50,000,000 4 13.79 13.79 
50,000,001 - 75,000,000 10 34.48 48.28 
75,000,001 - 100,000,000 5 17.24 65.52 
100,000,001+ 10 34.48 100.00 
Total 29 100.00  
Missing 0 0.00  
Total 29 100.00  

Total net assets N % Cumulative percentage (%) 
<= 1,000,000 0 0.00 0.00 
1,000,001-5,000,000 0 0.00 0.00 
5,000,001-10,000,000 0 0.00 0.00 
10,000,001-25,000,000 0 0.00 0.00 
25,000,001-50,000,000 1 3.45 3.45 
50,000,001+ 28 96.55 100.00 
Total 29 100.00  
Missing 0 0.00  
Total 29 100.00  

5. The comparison between Italian GAAP and IFRS on intangibles 

In order to better understand the impact of the IFRS application, the authors analyse the main differences 
between Italian GAAP and IFRS with respect to intangible assets. 

If the authors consider the acquired intangibles: 
According to Italian standards (OIC 24) “specific intangibles” such as concessions, licences, trademarks and 

patent must be amortized over useful life; goodwill has a useful life of five years, with the possibility to extend it 
to twenty years; 

According to IFRS (IAS 38) capitalization is allowed if the definition of an intangible asset (e.g., 
identifiability, control over a resource and existence of future economic benefits), is met and the cost of the asset 
can be measured reliably. Intangibles must be amortized over useful life, while those with an indefinite useful life 
must not be amortized, but reviewed annually for impairment test. 

Acquired goodwill is the asset representing the future economic benefits arising from other assets acquired in 
a business combination that are not individually identified and separately recognised. Goodwill has an indefinite 
useful life, thus it is subject to impairment test. 

With reference to internally generated intangibles: 
According to Italian standards only development and applied research costs can be recognized as asset and 

amortized. Basic research cannot be considered capital expenditure. 
Start-up costs can be recognized as asset if there are future economic benefits and are identifiable and 

measurable. Training cost can be recognized as capital expenditure only as a start-up cost. 
Advertising costs can be considered capital expenditure if they are necessary to the project/product for which 

they were incurred. In that case they are amortized like start-up costs over a useful life no longer than five years. 
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Other intangible assets could be recognized, such as: expenses on third-party goods, financial interest for 
long-term loan, expenditure on relocating or reorganising part or all of an entity. All these expenditures can be 
considered as assets if there are future economic benefits. The amortization period is different in dependence on 
the type of intangible assets. 

According to the IAS 38 no intangible asset arising from research (or from the research phase of an internal 
project) shall be recognized. 

An intangible asset arising from development (or from the development phase of an internal project) shall be 
recognised if, and only if, an entity can demonstrate all of the following: 

(1) The technical feasibility of completing the intangible asset so that it will be available for use or sale. 
(2) Its intention to complete the intangible asset and use or sell it. 
(3) Its ability to use or sell the intangible asset. 
(4) How the intangible asset will generate probable future economic benefits. Among other things, the entity 

can demonstrate the existence of a market for the output of the intangible asset or the intangible asset itself or, if it 
is to be used internally, the usefulness of the intangible asset. 

(5) The availability of adequate technical, financial and other resources to complete the development and to 
use or sell the intangible asset. 

(6) Its ability to measure reliably the expenditure attributable to the intangible asset during its development. 
Expenditure on start-up activities (i.e., start-up costs) (unless this expenditure is included in the cost of an 

item of property, plant and equipment in accordance with IAS 16), or expenditures for starting new operations or 
launching new products or processes (i.e., pre-operating costs), expenditure on training activities, on advertising 
and promotional activities and on relocating or reorganising part or all of an entity are not recognised as a capital 
expenditure when incurred. 

6. A snapshot of intangibles in the ceramic tile district according to Italian Standards 

Before analysing the results of the authors’ simulation by applying IAS 38, the authors can take a look at the 
intangibles in the financial reporting of the year 2005, of SMEs and large firms according to Italian Standards. 

The distribution of the intangible assets reflects the low propensity of both SMEs and large firms in investing 
in intangibles: 89.9% of the SMEs and 89.66% of the large companies have investments of less than 5% of the 
total net assets4 (See Table 4). 

However, their investments are different. With reference to SMEs, where there are two missing values, the 
investments are mainly concentrated in developing internal resources; in fact, almost 1/3 are in R&D and 
advertising expenses and 10.59% in start-up and expansion expenses5 (See Table 5). 

On the other hand, the large firms present in their balance sheet concessions, licences and trademarks (almost 
38%), goodwill (over 19%) (See Table 6). Goodwill and Trademarks are the sign of their external growth 
strategies with M&A, since they can be “written” in the financial reporting, only if externally acquired. 

In synthesis, the authors can see that almost 40% of the intangibles in SMEs are represented by capitalized 
expenses according to Italian standards (start-up and expansion expenses, R&D and advertising expenses), while 

                                                        
4 Net assets = Total assets net of amortization. 
5 These groups of intangibles reflect the standard Italian balance sheet that requires a structure not modifiable from the point of view 
of the presentation. 
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only 26% by licenses, trademarks and goodwill. For the large companies the authors have the opposite: Over 57% 
are made up of intangibles arising from M&A. 
 

Table 4  SMEs and large firm distribution of intangibles/net asset categories 

SMES           Large firms 

Intangibles/Net assets N % Cumulative 
percentage (%) Intangibles/Net assets N % Cumulative 

percentage (%) 
≤ 2.50% 76 76.77 76.77 ≤ 2.50% 20 68.97 68.97 
2.51% - 5.00% 13 13.13 89.90 2.51% - 5.00% 6 20.69 89.66 
5.01% - 10.00% 5 5.05 94.95 5.01% - 10.00% 1 3.45 93.10 
10.01% - 15.00% 2 2.02 96.97 10.01% - 15.00% 1 3.45 96.55 
15.01%+ 1 1.01 97.98 15.01%+ 1 3.45 100.00 
Total 97 97.98  Total 29 100.00 0.00 
Missing 2 2.02 100.00 Missing 0 0.00 0.00 
Total 99 100.00  Total 29 100.00 0.00 
 

Table 5  The categories of intangible investment for SMEs  

Intangible assets N. v. c. Mean (m.v. 0) Mean % Median 
Start-up and expansion expenses 34 92,971.12  31,929.47  10.59 - 
R&D and advertising expenses 31 280,523.81  87,840.79  29.12 - 
Patents, intellectual property rights 47 32,177.70  15,276.28  5.06 - 
Concessions, licenses, trademarks 42 136,381.24  57,858.71  19.18 - 
Goodwill  9 227,861.78  20,714.71  6.87 - 
Work in progress, advanced payment  5 79,366.40  4,008.40  1.33 - 
Other intangible assets 72 115,482.04  83,986.94  27.85 9,075.00  
Total 97 307,859.64  301,615.30  100.00 73,570.00  

 

Table 6  The categories of intangible investment for large firms 

Intangible assets N. v. c. Mean (m.v. 0) Mean % Median 
Start-up and expansion expenses 15 93,705.07 48,468.14 1.85 1,060.00 
R&D and advertising expenses 12 620,884.67 256,917.79 9.83 - 
Patents, intellectual property rights 24 127,842.13 105,800.38 4.05 45,416.00 
Concessions, licenses, trademarks 23 1,248,635.91 990,297.45 37.87 15,698.00 
Goodwill  9 1,616,289.78 501,607.17 19.18 - 
Work in progress, advanced payment  5 290,732.00 50,126.21 1.92 - 
Other intangible assets 26 737,931.04 661,593.34 25.30 207,000.00 
Total 29 2,614,810.48 2,614,810.48 100.00 747,603.00 

 

The percentage of “other intangibles”, instead, is similar for the two groups. 
Considering the nature of the intangible assets, it is necessary to point out that the presence of a “missing 

value” (i.e., values equal to zero when a category of intangibles is missing) can make the difference in the 
calculation of the mean. When the missing values are taken into account, the total number of cases considered is 
128. On the contrary, without the missing values, the mean is calculated considering only the valid cases. Both 
values, however, give useful information: in the first case, the authors have the weight of the specific class of 
intangibles on the whole group of firms considered; in the second one, the information is useful in appreciating 
the role of the intangible categories and their effects on the financial reporting. 

This snapshot reflecting the Italian standards shows that even if many requirements in the capitalization of 
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intangibles must be respected, internal investments can be part of the assets, allowing this strategy of growth to be 
represented in financial reporting. 

7. Assumptions and methodology 

The authors’ simulation is based on the financial reporting for the year 2005. Since this is the first year of the 
international standard application, the authors consider the adjustments for the opening IFRS balance sheet at January 
1, 2005 and those at the December 31, 2005, due to the differences between IAS/IFRS and Italian Standards.6 

In order to rewrite the intangibles of the firms considered in compliance with IAS 38, additional information 
in the notes of their financial reporting was necessary: the distinction between advertising expenses and R&D 
expenses; the distinction between trademarks and concessions or licences; the nature of other intangible assets. In 
addition, some simplified assumptions were adopted: (1) The research and development expenses were entirely 
considered as development expenses with finite useful life; (2) Trademarks were considered as assets with 
indefinite useful life; the same for goodwill; (3) The value of assets with indefinite useful life coming from the 
impairment test coincides with the net book value at the beginning of the period. 

The motivations of these assumptions are: 
R&D expenses considered as only development expenses is consistent with a mature industry such as the 

ceramic tile industry, in which investments in innovation mainly concern processes or existing products; literature 
(Guatri & Bini 2003a; Hitchner, 2003) confirms that trademarks and goodwill considered as an indefinite life 
intangible is an acceptable simplification. Also IAS 38 considers goodwill as an indefinite life asset; finally, for 
the indefinite useful life intangibles the approximation of their value to the book value at the beginning of the 
financial period finds justification in: IFRS 1 (Appendix B, par. B2 (g), (h))7, IAS 38 par. 1088 and OIC 24 par. 
                                                        
6 In general, IFRS 1 requires a first-time adopter to comply with each IFRS that has come into effect at the reporting date for its first 
IFRS financial statements. In particular, it requires a first-time adopter to do the following in its opening IFRS balance sheet: 
(1) Recognise all assets and liabilities whose recognition is required by IFRSs. 
(2) Not recognise items as assets or liabilities if IFRSs do not permit such recognition. 
(3) Classify all recognised assets and liabilities in accordance with IFRSs. 
(4) Apply IFRSs in measuring all recognised assets and liabilities. 
7 (g) The carrying amount of goodwill in the opening IFRS statement of financial position shall be its carrying amount under 
previous GAAP at the date of transition to IFRSs, after the following two adjustments: 
(1) If required by paragraph B2(c) (i) above, the first-time adopter shall increase the carrying amount of goodwill when it reclassifies 
an item that it recognised as an intangible asset under previous GAAP. Similarly, if paragraph B2 (f) requires the first-time adopter to 
recognise an intangible asset that was subsumed in recognised goodwill under previous GAAP, the first-time adopter shall decrease 
the carrying amount of goodwill accordingly (and, if applicable, adjust deferred tax and non-controlling interests). 
(2) [deleted] 
(3) Regardless of whether there is any indication that the goodwill may be impaired, the first-time adopter shall apply IAS 36 in 
testing the goodwill for impairment at the date of transition to IFRSs and in recognising any resulting impairment loss in retained 
earnings (or, if so required by IAS 36, in revaluation surplus). The impairment test shall be based on conditions at the date of 
transition to IFRSs. 
(h) No other adjustments shall be made to the carrying amount of goodwill at the date of transition to IFRSs. For example, the 
first-time adopter shall not restate the carrying amount of goodwill: 
(1) To exclude in-process research and development acquired in that business combination (unless the related intangible asset would 
qualify for recognition under IAS 38 in the statement of financial position of the acquiree); 
(2) To adjust previous amortisation of goodwill; 
(3) To reverse adjustments to goodwill that IFRS 3 would not permit, but were made under previous GAAP because of adjustments to 
assets and liabilities between the date of the business combination and the date of transition to IFRSs. 
8 “In accordance with IAS 36, an entity is required to test an intangible asset with an indefinite useful life for impairment by 
comparing its recoverable amount with its carrying amount 
(1) Annually, and 
(2) Whenever there is an indication that the intangible asset may be impaired”. 
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D.II9. 
Since national standards take into account the value in use in order to determine a potential loss of intangible 

value, the book value at the beginning of the period can be considered a correct application of the cost model (IAS 
38 par. 74). 

In particular, the IAS 38 application to the intangible assets of the companies implied the following 
variations: start-up and expansion expenses: the IAS 38 does not consider them as intangible assets, since they do 
not have the requisites of identifiability, control and future economic benefits; this is the reason why they are 
eliminated in the balance sheet and included in the equity in the opening IFRS balance sheet at  January 1, 2005 
and amortizations and capitalization of the year expensed on the income statement; research & development 
expenses: they are considered as assets without distinction, i.e., as expenses of development with finite useful life. 
No change has been made to their amortization plan; advertising expenses: they received the same treatment of 
the start-up and expansion expenses; industrial patent rights and rights of use of original works: they maintain the 
same value of the balance sheet consistently with the national accounting principles, since there is no difference 
between the national and international standards10; concessions, licences: they represent intangible assets with 
finite useful life for the IAS 38, thus they are subject to amortization like in compliance with Italian OIC 24, and 
for this reason they have maintained the value of the Italian balance sheet; trademarks and similar rights: they are 
considered without distinction as intangible assets with indefinite useful life. They are evaluated at the book value 
at the beginning of the year, without amortization; goodwill: considered an intangible asset with indefinite useful 
life, it receives the same treatment as trademarks; it is evaluated at its net book value at the beginning of the year, 
without amortization; fixed assets in progress and advanced payments: They have maintained the value shown in 
the Italian balance sheet (they represent an insignificant amount); other intangible assets: they are considered 
according to their nature and identified through notes: (1) as expenses (e.g., expenses of capitalized work); (2) 
sometimes as accessory expenses for other assets or liabilities (e.g., special maintenance on third-party goods11, 
expenses for taking out a mortgage12); (3) as intangible assets (e.g., software). In the first case they received the 
same treatment as the start-up and expansion expenses, in the second case they have been reclassified increasing 
or reducing other assets in the balance sheet, while in the third case, they maintained the already existing 
amortization plan. 

8. The results of the IAS 38 application 

IAS 38 is not neutral with respect to the strategies of growth in terms of intangible assets. The internal path 
of growth implies expensing most of the intangible investments on the income statement that are consequently 
excluded from the assets. The firms that follow external path of growth through M&A show trademark and 
goodwill, whose value is subject to the impairment test, in their financial reporting. 

Therefore, it is possible to appreciate a combined reducing and increasing effect of the intangibles due 
respectively to the capitalized costs expensed on the income statement and to intangible assets with indefinite 

                                                        
9 Also in Italian Standard with regard to the rules for amortisation, there are references to the book value of intangibles that cannot 
exceed the recoverable value defined as the higher of its fair value minus selling costs and its value in use. Value in use is the present 
value of the future cash flows expected to be derived from an asset, including those from its selling at the end of its useful life.  
10 Cfr. IAS 38 par. 92 and OIC 24.  
11 Third-party goods were considered as identifiable goods and reallocated under other categories of intangibles. 
12 Cfr. IAS 39 par. 43. 
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useful life under the impairment test. 
This different treatment is particularly significant for SMEs because it causes the loss of the capitalized 

expenses according to Italian standards, which represent the bulk of their investments in intangibles, with 
consequent negative results on the equity. 

A close examination of the intangibles affected by a reduction highlights that the IAS 38 implies the 
elimination of start-up, advertising and research expenses as well as some other costs under the category “Other 
intangibles”. Table 7 and Table 8 show how the percentages change for these categories of assets, for both SMEs 
and large firms. 
 

Table 7  The comparison between IAS/IFRS simulation and Italian Standards (OIC) for SMEs 

Intangibles IFRS mean 
(m.v. 0) 

Ita St. mean 
(m.v. 0) IFRS mean Ita St. mean IFRS mean

(%) 
Ita St. mean 

 (%) 
IFRS 

median
Ita St. 

median
Start-up and expansion costs - 92,971.12 - 31,929.47 0.00 10.59 - - 
R&D and advertising 
expenses 349,179.15  280,523.81 70,541.24 87,840.79 37.37 29.12 - - 

Patents, intellectual property 
rights 32,177.70  32,177.70 15,276.28 15,276.28 8.09 5.06 - - 

Concessions, licenses 21,872.08  21,872.08 5,744.18 5,744.18 3.04 1.90 - - 
Trademarks 313,785.83  271,544.09 60,221.52 52,114.52 31.90 17.28 - - 
Goodwill 281,620.67  227,861.78 25,601.88 20,714.71 13.56 6.87 - - 
Work in progress, advanced 
payment 79,366.40  79,366.40 4,008.40 4,008.40 2.12 1.33 - - 

Other intangible assets 243,511.00  115,482.04 7,379.12 83,986.94 3.91 27.85 - 9,075.00 
Total 252,561.08  307,859.64 188,772.64 301,615.30 100.00 100.00 18,352.00 73,570.00 
 

Table 8  The comparison between IAS/IFRS simulation and Italian Standards (OIC) for large firms 

Intangibles IFRS mean  
(m.v. 0) 

Ita St. mean 
(m.v. 0) IFRS mean Ita St. mean IFRS mean

( %) 
Ita St. mean  

(%) 
IFRS 

median 
Ita St. 

median
Start-up and 
expansion costs -   93,705.07 - 48,468.14 0.00 1.85 - 1,060.00 

R&D and advertising 
expenses 607,360.43   620,884.67 146,604.24 256,917.79 6.42 9.83 - - 

Patents, intellectual 
property rights 127,842.13   127,842.13 105,800.38 105,800.38 4.64 4.05 45,416.00 45,416.00 

Concessions, 
licenses 63,095.82  63,095.82 23,932.90 23,932.90 1.05 0.92 - - 

Trademarks 2,700,103.07  2,001,755.14 1,303,498.03 966,364.55 57.12 36.96 - - 
Goodwill 1,970,535.22  1,616,289.78 611,545.41 501,607.17 26.80 19.18 - - 
Work in progress, 
advanced payment 290,732.00   290,732.00 50,126.21 50,126.21 2.20 1.92 - - 

Other intangible 
assets 589,314.00   737,931.04 40,642.34 661,593.34 1.78 25.30 - 207,000.00 

Total 2,363,654.86  2,614,810.48 2,282,149.52 2,614,810.48 100.00 100.00 248,648.00 747,603.00 
 

However, in order to appreciate the reducing effect for each category, it is necessary to identify those assets 
that are expensed on the income statement from those that are reclassified into other categories in the balance 
sheet, typically: long-term costs incurred for third-party goods and expenses for medium-term loans, which are 
considered by IFRS as accessory costs to other assets or liabilities. This reallocation improves information, since 
these assets find a more precise allocation in the balance sheet. In particular, the long-term expenses on third-party 
goods “become” tangible assets, and the accessory expenses to medium-term loans are considered as a decrease of 
the loan they refer to and are amortized accordingly. 
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Table 9 shows, in fact, that the reducing effect for SMEs is about 33%, while 21.4% of other intangibles is 
reallocated. 

If the authors consider the large firms (Table 10), the authors can see that the net reduction is 7.15%, while 
22.67% is reallocated. 
 

Table 9  Intangibles excluded from the reallocation according to IFRS in SMEs 

Intangibles not IFRS Mean % 
Start-up and expansion expenses 70,541.24  23.39 
Advertising expenses 17,299.55  5.74 
Other expensed intangibles 12,057.78  4.00 
Expensed intangibles 99,898.57  33.12 
Other intangibles redistributed 64,550.03  21.40 
Redistributed intangibles 64,550.03  21.40 
Total reduction 164,448.60  54.52 
Total intangibles Ita. St. (OIC) 301,615.30  100.00 

 

Table 10  Intangibles excluded from the reallocation according to IFRS in large firms 

Intangibles not IFRS Mean % 
Start-up and expansion expenses 48,468.14  1.85 
Advertising expenses 110,313.55  4.22 
Other expensed intangibles 28,204.34  1.08 
Expensed intangibles 186,986.03  7.15 
Other Intangibles Redistributed 592,746.66  22.67 
Redistributed Intangibles 592,746.66  22.67 
Total reduction 779,732.69  29.82 
Total intangibles Ita. St. (OIC) 2,614,810.48  100.00 

 

These results confirm that IAS 38 has a more relevant impact, in terms of information loss due to the net 
reduction, for SMEs than for large companies, penalizing in this way the internal strategy of growth (i.e., 
investments in intangibles arising from internal process, rather than M&A). 

Considering the lack of amortization of the intangibles with indefinite useful life, the increase of the 
trademark mean value (with m.v.0) is 2.69% of total intangible value according to Italian Standards (Table 11) for 
SMEs and 12.89% for large firms (Table 12). 

The examination of the increasing effect produced by IAS 38 points out that the reducing effect for SMEs is 
not offset by the increasing effect coming from the application of the impairment test to the intangibles with 
indefinite useful life (See Table 9 and Table 11). 

For large companies, the IAS 38 does not produce the same reducing effect, since this is more than 
counterbalanced by the application of the impairment test to those assets with indefinite useful life (See Table 10 
and Table 12). 

Tables 7 and 8 show that the combined increasing and reducing effects of the IAS 38 application generate a 
concentration in the intangibles with an indefinite useful life (goodwill and trademarks) more than 45% for SMEs 
and almost 84% for large companies. 

The authors’ cluster analysis aims to highlight whether there are groups of firms for which IAS 38 produces 
homogeneous effects. For this purpose the authors identify two sets of strategy indicators: 

(1) Start-up and expansion expenses, advertising and R&D expenses as indicators of internal growth; 
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(2) Trademarks and goodwill as indicators of external growth. 
 

Table 11  Increasing effect for SMEs 

Intangibles Mean % 
Δ Trademarks 8,107.00  2.69 
Δ Goodwill 4,887.17  1.62 
Assets under "impairment" 12,994.17  4.31 
Total increase 12,994.17  4.31 
Total intangibles Ita. Stand. (OIC) 301,615.30  100.00 

 

Table 12  Increasing effect for large firms 

Intangibles Mean % 
Δ Trademarks 337,133.48  12.89 
Δ Goodwill 109,938.24  4.20 
Assets under “impairment” 447,071.73  17.10 
Total increase 447,071.73  17.10 
Total intangibles Ita. Stand. (OIC) 2,614,810.48  100.00 

 

Thus, in the authors’ model they build two variables: (1) the first one is negative and measures the 
information loss in terms of reducing effect; (2) the second is positive and is relative to the valuation of 
trademarks and goodwill. 

In order to reduce the variability, the authors replace their values with their natural logarithm. In addition, for 
the first negative variable the authors consider the absolute value, while for value = 0 the authors have used logn 
(1+abs(variable)). 

Considering these two variables, the authors create clusters according to the algorithm of K-means clustering 
that requires the definition of the number of clusters, k. The number of four clusters is the result of a dispersion 
diagram that shows a concentration in four zones in the first quadrant (with both positive values) of the orthogonal 
plan. 

The cluster analysis on the whole number of firms considered is shown in Table 13. 
 

Table 13  Total cluster analysis 

 Cluster total firms 
Number of clusters 1 2 3 4 
Positive effect 0.09 9.64 10.85 0.00 
Negative effect 0.00 0.38 9.98 9.79 
Valid 50 14 23 41 
Missing 0 0 0 0 
Total 50 14 23 41 

 

Considering the characteristics of the firms in each cluster in terms of total revenues, number of employees, 
total assets, and the authors can see in Table 14 that the combination of reducing and increasing effects makes it 
possible to identify four types of firms. 

Cluster No. 1 is referred to 50 companies for which the introduction of IAS 38 does not produce any kind of 
effect. Their dimensions are on average small and medium (Figure 1). 
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Table 14  Characteristics of each cluster for the total number of firms  

Number of clusters Eff. + Eff. - Total revenues N. of employees Net assets 
1 Mean 0.09 0.00 27,044,329 127 30,607,530 
 N 50.00 50.00 50 49 50 
 Median 0.00 0.00 15,440,731 72 17,505,061 
2 Mean 9.64 0.38 55,261,982 226 61,209,199 
 N 14.00 14.00 14 14 14 
 Median 10.39 0.00 35,363,160 166 37,035,254 
3 Mean 10.85 9.98 68,108,280 375 92,501,349 
 N 23.00 23.00 23 22 23 
 Median 10.75 9.86 46,770,495 249 65,912,128 
4 Mean 0.00 9.79 29,099,539 175 43,886,727 
 N 41.00 41.00 41 39 41 
 Median 0 9.7258 13155764 81 19151710 

Total Mean 3.04 4.97 38,167,623 197 49,329,626 
 N 128.00 128.00 128 124 128 
 Median 0.00 5.49 19,371,179 103 24,272,235 

 

 
Figure 1  Results for the total number of companies considered (128). 

 

Cluster No. 4 is made of 41 firms and is related to those that follow internal strategies of growth. They do not 
have value in terms of increasing effect (i.e., they do not have trademarks and goodwill; thus in this cluster the 
only impact of IAS 38 is the reducing effect). The dimensions of these kinds of companies are greater than those 
of cluster No. 1. 

On the contrary, cluster No. 2, which is composed of 14 firms, highlights significant increasing effects due to 
impairment, while the reducing effect is almost 0. The company dimensions are greater than those of the other two 
clusters and this confirms the tendency of large firms towards processes of external growth through M&A. 

Cluster No. 3 is characterized by the presence of companies that are affected by both increasing and reducing 
effects, and by the firms with the greatest dimensions (23 out of a total of 128). 



The IAS/IFRS application on the intangible assets of non-listed companies 

 15

There are 91 cases (equal to 71%, clusters 1 and 4) in which the introduction of the IAS 38 does not produce 
increasing effect, and in 41 cases (cluster 4) the reducing effect prevails. 

The cluster analysis replicated on the two groups of firms confirms the results of the total number of 
companies, even if they are amplified. 

With a specific reference to SMEs (Tables 15 and 16), there is, in fact, a greater number of cases for which 
the increasing effect is almost 0: from 71% (if the authors consider the total number of cases) to 79% (cluster 1 
and 4) out of the 99 cases. In addition, the authors have 44 cases out of the total of 99 (i.e., almost 45% for which 
IAS 38 does not produce effects) (Figure 2). However, the increasing effect in SMEs (Table 16) is on average 
lower than that one of the total number of companies (Table 14). 

Also for large companies the authors have four clusters with different combinations in terms of increasing 
and reducing effect. However, the clusters have different characteristics with respect to those of SMEs (Tables 17 
and 18): the number of cases for which IAS 38 does not have impact is only 6 (cluster 1) and the number of firms 
without increasing effect is 13 out of a total of 29 (cluster 1 and 4). 

Cluster 3 shows a combination of increasing and decreasing effect due to the presence of both internal 
investments and external growth through M&A. The positive effect prevails (Figure 3). 
 

 
Figure 2  Results for SMEs 

 

Table 15  Cluster analysis for SMEs 

 Cluster SMEs 
Number of clusters 1 2 3 4 
Positive effect 0.11 9.70 9.88 0.00 
Negative effect 0.00 0.00 9.61 9.50 
Valid 44 9 12 34 
Missing 0 0 0 0 
Total 44 9 12 34 
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Table 16  Characteristics of each cluster for SMEs 

Number of clusters Eff. + Eff. - Total revenues N. employees Net assets 
1 Mean 0.11 0.00 18,747,871  86 19,936,058 
 N 44.00 44.00 44  43 44 
 Median 0.00 0.00 11,864,226  67 12,316,202 
2 Mean 9.70 0.00 24,282,467 118 31,935,170 
 N 9.00 9.00 9   9 9 
 Median 10.41 0.00 14,959,504 134 32,890,936 
3 Mean 9.88 9.61 24,705,222 118 31,695,040 
 N 12.00 12.00 12  12 12 
 Median 10.26 9.94 25,773,627 122 32,343,185 
4 Mean 0 9.5 15,624,662  87 21,544,162 
 N 34 34 34  32 34 
 Median 0 9.41 10,958,333  75 14,185,365 
Total Mean 2.13 4.43 18,900,502  93 23,004,496 
 N 99.00 99.00 99  96 99 
 Median 0.00 0.00 13,155,764  75 16,692,670 

 

Table 17  Cluster analysis for large firms 

 Cluster large firms 
Number of clusters 1 2 3 4 
Positive effect 0.00 9.83 11.62 0.00 
Negative effect 0.00 0.00 9.97 11.19 
Valid 6 4 12 7 
Missing 0 0 0 0 
Total 6 4 12 7 

 

Table 18  Characteristics of each cluster for large firms 

Number of clusters Eff. + Eff. - Total revenues N. employees Net assets 
1 Mean 0 0 87,885,016 421 108,864,991 
 N 6 6 6   6 6 
 Median 0 0 66,832,782 359 80,717,213 
2 Mean 9.83301 0 130,424,955 491 136,985,173 
 N 4 4 4   4 4 
 Median 9.92476 0 121,420,564 498 135,978,431 
3 Mean 11.6231 9.97321 108,621,125 635 147,396,844 
 N 12 12 12  11 12 
 Median 11.772 9.60923 86,964,597 440 109,617,387 
4 Mean 0 11.1862 94,548,942 576 152,407,755 
 N 7 7 7   7 7 
 Median 0 10.4762 55039544 461 70088761 
Total Mean 6.16585 6.82697 103,941,587 554 139,198,174 
 N 29 29 29  28 29 
 Median 7.31122 8.80747 81,756,040 431 101,870,620 

 

If the authors consider the median, the authors can see that in clusters 1 and 4 there are no intangibles arising 
from M&A operations and this is consistent with the smaller dimensions of the firms of these two clusters, with 
respect to the other two of the same group (Table 18). 
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Figure 3  Results for large firms 

9. Conclusions 

The adoption of IAS 38 requires firms to write-off several types of intangibles assets that are capitalized 
under the Italian GAAP as results of internal investments. On the other hand, the intangible assets with indefinite 
useful life, typically coming from M&A processes, such as goodwill and trademark, are subject to impairment test, 
and not to amortization. The authors’ analysis points out that the IAS 38 application can better represent this 
second type of investments, with respect to those coming from internal growth strategy. 

Consequently, the economic and financial contribution of intangibles is different according to the path of 
growth followed by the firms, allowing an unjustified discretion in terms of representing the same assets in 
financial reporting. In fact, the authors’ simulation, further confirmed by the cluster analysis, highlights that the 
application of international standards to any kind of companies (according to the present IAS 38) does not allow a 
homogeneous treatment of similar assets acquired in different contexts (internally or externally). Internally 
generated intangible assets (typically present in SMEs) cannot be represented in the balance sheet, while the 
authors can find the acquired intangibles coming from M&A operations, typical of large firms. 

This means that the convergence towards a unique body of principles can create an unjustifiable different 
treatment without capturing the diversified nature of many firms. 

The necessity of reducing this gap existing in the valuation criteria of intangibles with an internal or external 
origin has also drawn the attention of IFRIC that has inserted the topic in its agenda for the Annual Improvements 
Process. The project takes into account when costs incurred for advertising and promotional activities (including 
catalogues) may be carried forward in the balance sheet.13 This is only referred to a particular asset, but it is a 

                                                        
13 In so doing the IFRIC agreed that it would pay particular attention to paragraphs 68-70 of IAS 38, which state that advertising and 
promotional expenses must be recognised when incurred, but do not preclude recognising a prepayment as an asset, when payment 
for the goods or services has been made in advance of the delivery of goods or the rendering of services. 
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sign of the attention of the regulator. 
There is also an IASB project that aims to analyze the current requirements in IAS 38 with significant 

limitations in recognizing intangible assets and their subsequent remeasurement. In fact, IAS 38 does not allow 
the recognition of assets arising from research as well as those internally generated. In addition, only minimal 
requirements for the disclosure on intangibles that could compensate the limitations in recognizing and measuring 
them are specified. 

“The measurement/remeasurement and recognition and/or disclosure of intangible assets in accordance with 
the principles in the Framework would arguably improve the relevance and reliability of information in general 
purpose financial reports. Furthermore, the removal of the current difference in the treatment of intangible assets 
acquired in a business combination and internally generated intangible assets (and between internally generated 
tangible and intangible assets) would lead to consistent accounting for circumstances that are economically very 
similar.” (IASB) 

In accordance with this IASB project, Australian Accounting Standards Board (2008) has published a 
discussion paper that represents a proposal in recognizing internally generated intangible assets. In particular, it 
takes into consideration a cost-based model and a valuation-based model. The former considers only planned 
internally generated intangibles. The latter uses a technique based on a hypothetical business combination and 
accordingly, all internally generated intangible assets that would be recognised if acquired in a business 
combination under IFRS 3 should be recognised. 

The board highlights that if an internally generated intangible asset does not meet the relevant recognition 
criteria, in the interest of providing useful information to users, entities should be required to disclose a 
description of the asset and the reason why it fails to meet the relevant recognition criteria. 

This confirms that an improvement in financial reporting could be a wide and standardised disclosure 
template (Lev, 2008) capable of offsetting the “loss of information” due to the adoption of IAS 38, that requires 
firms to write-off many types of intangible assets. In the notes, in fact, information on investment cost and its fair 
value could allow the safeguarding of the prudence principle from an accounting point of view and the true and 
fair view of the intangible contribution to the future profitability and cash flow generating capacity. 

The evidence of the authors’ study is a contribution to the empirical literature based on the broad consensus 
that the treatment of intangibles in current accounting systems is not appropriate (Cañibano, 2000) and presents an 
inter-country disharmony (Stolowy & Jeny-Cazavan, 2001). 

Even if accounting research has not an immediate impact on accounting practice, the authors’ analysis is a 
further confirmation that a revision process on behalf of the standard setter is necessary (Lev, 1997). Intangibles, 
in fact, are one of the determinants of the financial performance of firms and, therefore, they should be reported in 
the financial statement. 

In the meanwhile, a wider disclosure about intangibles could be the first step towards a recognition-based 
approach. 
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Abstract: In this study the authors analyse the possible effect of firms’ economic conditions and financial 
performance on accounting quality. Bradshaw, et al. (2004), Gelos & WEI (2005) stated that financial reporting 
quality is fundamental for investors and it affects international capital movements. Following Schipper & Vicent 
(2003), the authors estimated accounting quality by abnormal accruals and earnings persistence. The authors’ 
contribution consists of investigating a huge number of firms from 17 European countries using unbalanced panel 
data. The authors found evidence that economic conditions affect accounting quality: big firms and those with 
high current earnings exhibit better financial information. These results are robust because they do not depend on 
the accounting quality proxy, even when the authors estimated regression with economical and financial factors 
alone or together. Financial performance does not seem to affect accounting quality. However, this relation is not 
linear because in high leveraged firms, the capital structure becomes determinant. 

Key words: accounting quality; abnormal accruals; firms’ economic performance; capital structure 

1. Introduction 

In this study the authors analyse whether European firms’ economic conditions and financial performance 
affect their accounting quality. 

Several economic agents use financial reports in their decision-making processes. Investors decide whether 
to purchase a firm’s capital by analysing its financial reports because the capital market is not efficient in a strong 
way (Fields, et al., 2001). Financial reports are crucial even in international capital movements (Bradshaw, et al., 
2004; Gelos & Wey, 2005). 

Creditors decide to lend or not and they establish contractual conditions, namely interest rates, considering 
accounting numbers, as shown by Gopalakrishan (1994), Beatty & Weber (2003). In addition, Francis, et al. (2005) 
stated that poor accounting quality leads to higher costs of debt and equity. 

Foster (1986) proposed that financial reporting decisions affect and are affected by other firms’ decisions. 
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Accountants face a trade-off between relevance and reliability of the accounting measurement. Richardson, et al. 
(2005) were concerned about the reliability. 

Therefore, intensive research has been done to investigate what factors affect earnings quality. Fields, et al. 
(2001) stated that financial information would be more accurate if investors understood managers’ motivations 
and their influence on a firm’s performance. These authors emphasized the importance of regulating managers’ 
behaviour, but noted the impossibility of eliminating the existence of accounting choices. 

Although many studies have been developed, the impact of firms’ size and performance on accounting 
quality is not consensual. Gopalakrishnan (1994) find that to avoid political costs firms above a certain size made 
income-decreasing choices. However, Demerjian, et al. (2006) & Bradshaw, et al. (2004) concluded that huge 
American firms and those with good a performance are pressured to improve their accounting quality. By contrast, 
Astami & Tower (2006) found evidence that size was not significant in accounting choice for Asian countries. 

In regards to the financial performance, the results of previous studies indicated a negative relation between 
leverage and the quality of financial reports. Beatty & Weber (2003) stated that managers are more likely to make 
income-increasing accounting choices when debt-contracting calculations are affected. Gopalakrishnan’s (1994) 
results indicate that accounting policies are defined in order to avoid debt covenant constraints. 

This work adds to prior research the relevance of firm’s economic conditions and financial performance to 
explain the accounting quality for a large sample of European countries (17) and industries (40) using unbalanced 
panel data. This is an important contribution, especially given the conflicting evidence regarding the economic 
influence on accounting quality in non-European countries. In addition, the authors investigate whether those 
factors are significant, or not, regardless of the way accounting quality is estimated. 

Several methodologies have been developed to investigate earnings quality: 
(1) Accounting choice followed by Bradshaw, et al. (2004), Astami & Tower (2006) using conformity ratios. 
(2) Income increasing/decreasing using a binary dependent variable and a logit model as done by Christie & 

Zimmerman (1994), Beatty & Weber (2003). 
(3) Abnormal accruals which are the residuals from a regression of total accruals depending on investments 

and sales. This methodology was introduced by Jones (1991) and modified by Dechow, et al. (1995). 
(4) Accruals map cash from Dechow & Dichev (2002), Schipper & Vicent (2003) based on the assumption 

that an abnormal accrual driven from errors in estimation or earning management will not turn into cash. 
(5) Earnings persistence discussed by Shipper & Vicent (2003), Dermerjian, et al. (2006) which consists of 

estimating a regression of earnings as a function of past earnings. 
In this study, the authors use abnormal accruals and earnings persistence methodologies because the authors 

have data collection limitations and because they have been extensively used to assess accounting quality. 
The remainder of this study proceeds as follows. In section 2, the authors define the hypotheses to be tested 

based on the literature review. In section 3, the authors identify the data and methodology used in the empirical 
work. Several statistics are included and the econometric models are defined. In section 4, the authors present the 
evidence found in the empirical tests, which are then analysed. Some tests are performed to verify the robustness 
of the results in order to assure that they are not driven by some statistical problems. In the final section, the 
authors have some conclusions from the results obtained. 

2. Hypotheses to test and literature review 
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Accounting quality is an essential issue to investigate. Foster (1986) stated an interactive perspective of 
accounting method because financial reporting decisions affect and are affected by other firm’s decisions such as 
mix of business, financing and operating decisions. 

The authors analyse whether the economic situation of firms affects their quality of financial reports. In the 
literature, there is no consensus on whether the size affects its accounting quality, both in sign (positive and 
negative) and in no effect at all. According to Watts & Zimmerman (1978), big firms have social pressures and 
higher taxes to pay, thus, these firms make accounting choices in such a way to reduce those pressures. 
Gopalakrishnan (1994) finds that to avoid political costs firms above a certain size, made income-decreasing 
accounting choices. However, more recent works found that huge firms and those with good a performance are 
pressured to improve their financial reporting quality (Demerjian, et al., 2006; Bradshaw, et al., 2004). Big firms 
have the best accounting service and are audited by a “Big 4” and controlled by the most developed financial 
market when they issue an American Depository Receipt (ADR) list. Nevertheless, Astami & Tower (2006) find 
evidence that size is not significant in accounting choice for some Asian countries. 

These contradictions motivated us to test the following hypothesis with Equations (1) and (2): 
H 1: Accounting quality does not depend on the firm’s economic conditions. 

( )itit factorseconomicAAA 21 αα +=                              (1) 

⎟⎟
⎠

⎞
⎜⎜
⎝

⎛
++= ititit factorseconomicEarnFE 321 βββ                         (2) 

Where, AAA means the absolute value of abnormal accruals and FE is the future earnings. These variables 
are used to assess accounting quality. 

Considering the financial performance, Astami & Tower (2006) found that firms with lower leverage are 
more likely to choose income- increasing accounting techniques. This result is not consistent with the literature 
because firms exhibiting high leverage tend to increase income. Beatty & Weber (2003) analysed the effects of 
debt contracts details and found that debt contracting is an important consideration in managers’ decisions to 
change accounting methods. Managers are more likely to make income-increasing accounting choices when 
debt-contracting calculations are affected. Gopalakrishnan’s (1994) results suggest that even when firms do not 
have long- term debt, the accounting policies are defined in order to avoid debt covenant constraints. 

Therefore, the authors expect that firms with higher debt to equity ratio have incentives to increase earnings 
reported, meaning that they exhibit poor accounting quality. 

The authors also consider ADR as a financial factor because it represents a way for firms to obtain 
investments by issuing stocks in a developed capital market. The relation expected with accounting quality is 
positive because this market has a monitoring effect under financial information (Bradshaw, et al., 2004; Mitton, 
2002). 

Then, the authors have the second null hypothesis using Equations (3) and (4). 
H 2: Accounting quality does not depend on firm financial conditions. 

( )itit factorsfinancialAAA 31 αα +=                              (3) 

⎟⎟
⎠

⎞
⎜⎜
⎝

⎛
++= ititit factorsfinancialEarnFE 321 βββ                        (4) 

In the third hypothesis, the authors investigate the robustness of these results by considering these factors 
together and by including some control variables, the authors analyse whether there is any significant change in 
the economic and financial effects on accounting quality. 
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La Porta, et al. (2000) draw attention to the theory of external investors’ protection, namely in terms of the 
quality of financial information. They emphasised the influence of the existing law in each country to assure better 
financial reports and contribute not only to more valuable firms (higher Q-Tobin) but also to more developed 
financial markets. Mitton (2002) investigated the relation between some East Asian firm’s performance and their 
corporate governance. This author stated that higher financial quality could be assessed by the existence of an 
ADR and the existence of one of the BIG6 audit firms. Bradshaw, et al. (2004) also noted that the quality of 
financial reports is an important question and showed that American institutional investors preferred firms placed 
in countries in which accounting standards were closer to the United States (US) Generally Accepted Accounting 
Principles (GAAP). Moreover, their results showed that investors apply higher amounts in firms with an ADR list 
and issue for a longer time; they prefer firms with higher Return on Equity (ROE) and leverage and those audited 
by a “Big 5”. 

Therefore, the authors have defined the third hypothesis and Equations (5) and (6): 
H 3: Accounting quality does not depend on a firm’s economical or financial conditions. 

( ) ( ) ( )itititit governancecorporatefactorsfinancialfactorseconomicalAA 4321 αααα +++=      (5) 
( ) ( ) ( )ititititit governancecorporatefactorsfinancialfactorseconomicalEarnFE 543211 βββββ ++++=+       (6) 

3. Methodology: Econometric models sample and descriptive statistics 

3.1 Econometric models and definitions of variables 
For the investigation of the determinants of accounting quality the authors first estimated the accounting 

quality proxy using two models: In the first the authors have the absolute value of abnormal accruals (AAA) and 
in the second the authors have earnings persistence (EP). 

Model A: 

itititititititititit LawBigADRDESLSGROASizeAAA εααααααααα +++++++++= 987654321 4            (7) 

Where, itAAA : Absolute value of abnormal accruals; itSize :Log of total assets of firm i at year t (total 
assets-key item- wc02999); itROA : Return on assets (wc08326); itSG : Sales growth of firm i from year t-1 to t 
(growth of net sales or revenues-wc01001); itSL : Sales per employee (wc01001 and wc07011); itDE : Total 
debt to common equity (wc08231); itADR : Dummy=1 when firm i issues the American Depository Receipt at 
year t and 0 otherwise (wc06110); itBig4 : Dummy=1 when firm i is audited by one of the biggest and 
international auditing firms at year t and 0 otherwise (wc07800); itLaw : Dummy=1 when firm i has common 
legal origin; itε : Error term for firm i at year t. 

In this model, as in prior research, the AAA is a proxy of earnings quality that is estimated by total accruals 
using the cross-sectional modified Jones indicated by Dechow, et al. (1995). 

The authors first computed total accrual (TA) by balance sheet approach because some countries do not 
disclose cash flow for all the period considered using Equation (8): 

TA = ∆Rec + ∆Inv + ∆OCA – ∆AP– Dep                              (8) 
Where, ∆Rec: Change in receivables (wc02051); ∆Inv: Change in inventories (wc02101); ∆OCA: Change in 

other current assets (wc02149); ∆AP: Change in accounts payables (wc03040); Dep: Depreciation and 
amortization (wc01151). 

The following step is to estimate Equation (8) to get the Abnormal Accruals (AA) by residuals. The authors 
have 400 regressions (40 industries in a 10-year period). The number of observations is different per industry but 
with a minimum of 9 observations (firms per year). This approach assumes that AA is homogeneous in each 
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industry as referred by Larcker and Richardson (2004). 
( ) itit3itit21it uPPEαΔRecΔSalααTA ++−+=                         (9) 

Where, itTA : Total accruals computed by equation (7); itΔSal : Change in sales for firm i between year t 
and t-1 (wc01001); itΔRec : Change in receivables for firm i between year t and t-1 (wc02051); itPPE : 
Property, plant and equipment-gross for firm i at year t (wc02301); itu : Error term for firm i at year t. 

Therefore, in this model it is assumed that changes in revenues less changes in receivables, as well as capital 
intensity create normal accruals. The credit sales are supposed to be abnormal. 

All variables are scaled by mean of total assets in the end of the current year and in the end of the previous 
year. This is to reduce heteroskedasticity problems because the sample includes firms of very different sizes. 

Nevertheless the improvements, accruals are still incomplete because imprecision associated to classification 
of normal and abnormal accruals subsists as stated Phillips, et al. (2003), Larcker & Richardson (2004). Several 
developments introduce more variables into TA regression to explain the accruals that emerge from the normal 
activity of firms such as cash flow as per Dechow & Dichev (2002) and return on assets as per Kothari, et al. 
(2005). 

This study investigates the factors that affect accounting quality and because Kothari, et al. (2005) stated that 
the level of a firm’s performance is associated to the normal accruals, the authors decided to also include Return 
on Assets (ROA) on the total accruals regression. Then the authors have Equation (10): 

( ) itit3itit21it uPPEαΔRecΔSalααTA +++−+= itROA                    (10) 

Firms’ earnings include two components: the accruals and cash flow. Richarson, et al. (2005) stated that the 
accruals component is less persistent than the cash flow component because it involves greater subjectivity. 

Thus, as EP has those characteristics the authors use it as a proxy of earnings quality in the second model 
following Shipper & Vicent (2003) and Dermerjian, et al. (2006). 

Model B: 

titititititititittitit LawBigADRDESLSGROASizeETFE εββββββββββ ++++++++++=+ 109876543211 4     (11) 

Where: EP is estimated by the parameter of earnings before extra items in current year (ET- wc01551). If this 
is statistically significant, Future Earnings (FE), which is earnings before extraordinary items at year t+1, depends 
on earnings before Extraordinary Items (ET) at year t. 

The definitions of other variables are the same as Model A. 
For all countries, these variables were in Euros; therefore, the authors could not use local currency for five 

countries: Denmark, Norway, Sweden, Switzerland and the United Kingdom. 
3.2 Sample 
For estimating the determinants model of accounting quality the authors use a cross-sectional approach and 

the sample contains 1,396 firms covering a 10-year period for Model A and 9 years for Model B. This means a 
total of 13,960 and 12,564 firms-years observations, respectively. 

The authors only consider firms 17 European countries in Worldscope database and for all years considered, 
that is, from 1997 to 2006. 

The authors begin with 1,490 firms with 14,900 firms-years observations. The inclusion of ROA in the total 
accruals’ regression meant that the sample was reduced by 12 firms from 1490 to 1478. 

Firms with Standard Industry Classification (SIC) code between 6000 and 6999 were excluded because 
Financial Institutions have specific regulations and this procedure reduces the sample to 1,465 firms (a reduction 
of 13 firms). 
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Table 1  Number of firms per country and industries in cross- sectional sample 

SIC2 Aus- 
tria 

Belg- 
ium 

Denm- 
ark 

Fin- 
land 

Fran- 
ce 

Ger- 
many 

Gree- 
ce

Ire- 
land Italy Luxe- 

mb NL Nor- 
way

Por-
tugal

Spa-
in

Swe- 
den 

Swi 
ss UK Total 

industry
% of 
total

13 0 0 0 0 4 0 0 1 0 0 0 1 0 1 0 0 9 16 1.1
15 5 1 1 2 3 3 0 2 0 0 2 0 3 0 1 0 20 43 3.1
16 0 0 2 0 4 3 5 3 0 0 3 0 0 7 1 0 0 28 2.0
17 1 0 0 1 2 1 0 0 0 0 1 0 0 1 1 0 7 15 1.1
20 4 7 5 6 15 12 5 4 0 2 6 0 1 2 1 7 15 92 6.5
22 1 0 1 0 3 1 1 0 10 0 1 0 0 0 0 0 5 23 1.6
23 0 0 0 2 1 9 1 0 1 0 1 0 0 0 0 0 4 19 1.4
25 0 0 1 0 1 1 2 0 0 0 3 1 0 0 0 0 2 11 0.8
26 2 0 1 9 2 2 0 0 3 0 1 2 2 1 6 1 3 35 2.5
27 0 0 1 2 1 1 0 2 6 0 5 2 0 0 1 3 12 36 2.6
28 1 2 5 1 13 19 2 1 5 0 4 0 0 2 0 6 31 92 6.5
29 1 0 0 0 1 0 0 0 2 0 1 1 0 1 0 0 2 9 0.6
30 1 4 0 2 4 3 0 0 0 0 0 0 0 1 1 0 6 22 1.6
32 4 0 5 0 5 13 2 3 4 0 1 0 1 2 0 2 11 53 3.8
33 2 3 0 1 2 1 6 0 2 0 2 2 0 2 1 5 8 37 2.6
34 0 0 0 3 6 2 2 1 1 0 2 0 0 0 3 4 13 37 2.6
35 0 1 1 4 8 26 1 0 3 0 4 2 0 0 9 16 19 94 6.7
36 1 2 3 4 14 14 0 0 5 0 3 1 0 2 4 7 24 84 6.0
37 1 2 0 0 8 12 0 0 11 0 1 0 0 3 7 1 9 55 3.9
38 0 0 2 1 5 5 0 0 5 0 1 1 0 0 3 6 19 48 3.4
39 0 0 0 1 2 2 0 0 1 0 0 0 0 0 0 0 6 12 0.9
42 0 0 1 0 3 1 0 0 0 0 2 0 0 0 0 0 3 10 0.7
44 0 1 1 3 0 2 1 1 0 0 0 3 0 0 1 1 4 18 1.3
45 2 0 1 1 1 3 0 0 0 0 0 0 0 1 0 0 5 14 1.0
47 0 0 1 0 1 2 1 0 3 0 0 0 0 2 0 1 4 15 1.1
48 0 2 1 0 6 1 1 0 4 1 2 0 1 2 4 2 7 34 2.4
49 2 2 0 2 7 6 0 0 2 1 0 2 1 5 0 5 14 49 3.5
50 0 1 6 3 11 7 5 1 0 0 5 1 0 2 5 6 27 80 5.7
51 2 1 3 1 14 15 3 2 1 0 2 2 0 3 0 4 6 59 4.2
53 0 0 0 2 3 0 0 0 0 0 0 0 0 0 0 2 5 12 0.9
54 0 2 0 2 3 0 0  0 0 3 0 2 0 0 1 3 16 1.1
55 0 0 1 0 0 0 0 0 0 0 1 0 0 0 3 0 5 10 0.7
56 0 0 0 0 1 0 0 0 0 0 0 0 0 1 3 1 8 14 1.0
58 0 0 0 0 2 0 0 0 0 0 0 0 0 0 0 3 10 15 1.1
59 0 1 0 0 3 3 0 1 1 0 0 0 0 0 0 0 7 16 1.1
70 0 0 0 0 4 1 1 0 2 0 0 0 0 2 0 1 7 18 1.3
73 0 1 2 0 9 7 1 0 3 0 6 1 0 1 9 6 46 92 6.5
79 0 0 0 0 5 0 0 0 1 0 0 0 2 0 0 1 8 17 1.2
80 0 0 0 0 1 5 1 0 0 0 0 0 0 0 0 0 4 11 0.8
87 0 0 4 0 3 1 0 0 0 0 5 1 0 0 2 0 29 45 3.2

Total 
country 30 33 49 53 181 184 41 22 76 4 68 23 13 44 66 92 427 1406 100.0

% of total 2.1 2.3 3.5 3.8 12.9 13.1 2.9 1.6 5.4 0.3 4.8 1.6 0.9 3.1 4.7 6.5 30.4 100  
 

The authors also excluded firms in industries with fewer than 9 firms. That reduces the sample to 1,396 firms 
and 40 industries. 

The authors collected data for 2006 but the authors loose this year to obtain Earnings Persistence because the 
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authors must have earnings in the next year. 
The countries and industries included are given in Table 1. 

 

Table 2  Industry denomination and each absolute value of Abnormal Accruals (AAA) 

SIC2 Industry AAA 
13 Oil & gas 0.048364655 
15 Building-light 0.084022459 
16 Building-heavy 0.074996399 
17 Construction 0.053132166 
20 Food 0.049722951 
22 Textile mill 0.041374786 
23 Apparel 0.049965843 
25 Furniture 0.061007529 
26 Paper 0.03154976 
27 Printing 0.033504601 
28 Chemicals 0.045037408 
29 Petroleum 0.022230844 
30 Rubber 0.037141488 
32 Stone 0.042937747 
33 Metal work-basic 0.049609058 
34 Metal work-fabrication 0.039247411 
35 Industrial 0.066969671 
36 Electrical 0.065500408 
37 Transport equipment 0.049874877 
38 Instruments 0.04653678 
39 Misc. manufacturing 0.049078812 
42 Motor freight 0.040155187 
44 Water transport 0.027941279 
45 Air transport 0.022271353 
47 Transport services 0.050448316 
48 Communications 0.050084184 
49 Utilities 0.033087356 
50 Durables-wholesale 0.062722744 
51 Non durables-wholesale 0.053159494 
53 General stores 0.029425799 
54 Food stores 0.025833165 
55 Auto dealers 0.049041197 
56 Apparel retail 0.054097932 
58 Eating 0.023159576 
59 Misc. retail 0.045700191 
70 Hotels 0.037618876 
73 Business services 0.079249074 
79 Amusement & recreation services 0.048993939 
80 Health services 0.04029709 
87 Engineering, accounting &management services 0.07194476 

 

The United Kingdom (UK) is the most represented on the sample, with nearly 31% of the total sample. This 
is the only country that has firms in all industries considered except in two-digits SIC code no. 16 
(Building-Heavy). France has the second and Germany the third highest number of firms: Together they represent 
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nearly 26% of the total firms considered. 
The least represented is Luxembourg with just four firms, followed by Portugal with less than 1% of total 

sample firms (with 13 firms). 
In the sample, the number of firms located on countries from code law origin is bigger than the number of 

firms from common law (68% from the 17 countries considered less UK and Ireland). 
The industry with most firms is SIC code 35 (Industrial) with 6.7% of total, but there are several industries 

around 6% such as SIC code 73 (Business Services), 28 (Chemicals) and 20 (Food). 
The industries with fewest firms are SIC code 29 (Petroleum) with the minimum to be considered (9 firms) 

and SIC code 39 (Manufacturing) with 10 firms. 
In Table 2, the authors have the two-digit SIC code industries and the mean absolute value of AA per industry. 

Buildings have highest average amount of AA in the average total assets, over 8%. 
The first and second most represented industries (SIC code 35-Engineering, Accounting and Management 

and 73-Business Services) have high levels of AAA, with close to 6.7% and 8% of TA respectively, in mean. 
The industries with fewest AA are air and water transport, with close to 2%. 
3.3 Descriptive statistics 
As expected, the mean of the AA is close to zero. As the authors use AAA, it represents 5.24% of the average 

total assets, as the authors can see in Table 3. 
 

Table 3  Descriptive statistics 

 AA AAA FE ET SIZE ROA SG SL DE 
Mean 0.0000 0.0524 0.0323 0.0330 13.1626 5.8814 0.2705 240.8234 72.1958 
Median 0.0007 0.0337 0.0411 0.0413 12.9674 5.9000 0.0570 167.9758 55.5700 
Maximum 0.9291 0.9877 0.7880 0.7880 19.4289 996.2900 1162.2390 5837.3000 37501.9200 
Minimum -0.9877 0.0000 -3.8462 -3.8462 4.5539 -1251.1800 -1.0000 0.2011 -93200.0000 
Std. Dev. 0.0820 0.0631 0.1312 0.1310 2.0056 29.3649 10.9803 309.6058 1492.8010 
Obs. 12,654 12,654 12,456 12,455 12,456 12,598 12,639 12,345 12,651 

Notes: Variables definitions: AAA is the absolute value of AA and this is abnormal accruals and consists of residuals of regression 
estimation: ( ) i321i uPPEαesΔreceivablΔsalesααTA ++−+= . TA is Total Accruals and is obtained by changes in receivables (wc02051) 
plus change in inventories (wc02101) and change in other current assets (wc02149) less changes in accounts payables (wc03040) and 
less depreciation (wc01151). All variables from this model are scaled by the average of total assets (wc02999). FE is earnings in the 
next year. ET is earnings before extraordinary items at year t (wc01551). Both variables are scaled by average of total assets 
(wc02999). SIZE is the natural logarithm of total assets (wc02999). ROA is returns on assets (wc08326). SG is sales growth 
computed by sales of current year to sales of previous year (wc01001). SL is labour productivity and consists of ratio between sales 
and number of employees (wc01001 and wc07011). Finally, DE is debt to equity and is defined as total debt to common equity 
(wc08231). 
 

The mean of earnings before extra items is 3.2% of the average total assets and firms’ size is about 
€520,528.00. The mean of sales growth is about 27% and the sales of each employee is close to €241.00. But there 
is a high standard deviation, therefore firms’ productivity changes dramatically within firms. In mean, debt is 72% 
of common equity. But the highest standard deviation can be seen in debt to equity variable. This might indicate 
that there are some highly leveraged firms and others that are not. In addition, there are some firms with a 
negative equity. 

Taking Table 4, when the authors compare the AAA obtained by the modified Jones Model and by this model 
including the ROA and ROA in the year before, the authors see that the two last models give better results because 
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the median is closest to mean and has the smallest standard deviations. This finding is consistent with Kothari, et 
al. (2005). 
 

Table 4  Comparison of AAA obtained form three different models 

 Mean Median St. deviation 
AAAMJ 0.052180375 0.033601 0.06264859 
AAAMJROA 0.049852741 0.032064 0.05866027 
AAAMJROA-1 0.049726801 0.032771 0.05900981 

Notes: Variables definitions: AAAMJ is the absolute value of AA and this is abnormal accruals and consists of residuals of 
regression estimation: ( ) i321i uPPEαesΔreceivablΔsalesααTA ++−+= . AAAMJROA is the same as AAAMJ with the explanatory 
variable ROA in TA regression and AAAMJROA-1 the same as AAAMJROA but with ROA of the previous year. TA is total accruals 
and is obtained by changes in receivables (wc02051) plus change in inventories (wc02101) and change in other currents assets 
(wc02149) less changes in accounts payables (wc03040) and less depreciation (wc01151). AAA-1 is AAA in the previous year. All 
variables from this model are scaled by the average of total assets (wc02999). ROA is the return on assets (wc08326). 
 

The correlations between dependent and independent variables are low. The exception is the correlation 
between FE and ET which is close to 0.6. The correlation between economic variables and accounting quality 
proxies are stronger than the correlations between financial variables and accounting quality. 

There is a strong correlation between control variables Big4/size and Law/size of 0.26 and 0.23, respectively. 
The strongest correlation is between ADR and Size, almost 0.5. These can be confirmed in Tables 5 and 6. 
 

Table 5  Correlation with AAA dependent variable 

 AAA SIZE ROA SG SL DE ADR BIG4 LAW 
AAA 1.0000         
SIZE -0.1738 1.0000        
ROA -0.0588 0.0690 1.0000       
SG -0.0044 -0.0078 -0.0007 1.0000      
SL 0.0272 0.1266 0.0302 0.0081 1.0000     
DE 0.0085 0.0150 0.0860 0.0003 0.0056 1.0000    
ADR -0.0833 0.4891 0.0230 -0.0048 0.0677 0.0152 1.0000   
BIG4 -0.0748 0.2629 0.0602 0.0082 0.0234 0.0010 0.1426 1.0000  
LAW -0.0226 0.2332 0.0236 0.0027 0.0497 0.0053 -0.0238 -0.0751 1.0000 

Notes: Definitions of variables are given in Table 3. 
 

Table 6  Correlation with EP dependent variable 

 FE ET SIZE ROA SG SL DE ADR BIG4 LAW 
FE 1.0000          
ET 0.5957 1.0000         
SIZE 0.1009 0.1115 1.0000        
ROA 0.2954 0.5188 0.0693 1.0000       
SL -0.0263 -0.0198 -0.0078 -0.0007 1.0000      
SG 0.0706 0.0742 0.1267 0.0301 0.0081 1.0000     
DE -0.0068 -0.0050 0.0150 0.0861 0.0003 0.0056 1.0000    
ADR 0.0069 0.0011 0.4892 0.0229 -0.0048 0.0677 0.0152 1.0000   
BIG4 0.0821 0.0806 0.2628 0.0604 0.0082 0.0234 0.0010 0.1426 1.0000  
LAW 0.0689 0.0577 0.2332 0.0238 0.0027 0.0497 0.0053 -0.0238 -0.0752 1.0000 

Notes: Definitions of variables are given in Table 3. 
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4. Empirical results 

In the determinants models estimations, the authors use the technique of unbalanced data panel for a huge 
number of firms from 17 European countries. This enables us to consider differences by including data from 
several years and firms. This technique substitutes the missing variables and increases the efficiency of estimated 
coefficients (Soares & Stark, 2008). 

Data panel is unbalanced because some variables do not have values in certain years. Panel data is estimated 
with cross-section and period-fixed effects, that is, with dummy variables for firms and years. In this investigation, 
panel data is estimated with fixed-effects because random coefficients were correlated and the results of 
Wooldridge (2005) show that fixed-effects estimator is robust. Thus, when the authors introduce dummies to ADR, 
BIG4 and Law, the authors can have just period-fixed effects. Therefore, in order to test the second hypothesis, the 
panel data is estimated with just period-fixed effects. 

4.1 Two models to test FRQ determinants 
As explained in section 2, the authors use two proxies to access accounting quality: AAA (absolute value of 

Abnormal Accruals) and EP (Earnings Persistence). In both cases, the authors test the three hypotheses defined 
above. 

The R-squared adjusted in Model B is higher than in Model A for the three hypotheses. Thus, Model B more 
readily explains accounting quality because the independent variable of earnings before extraordinary items in the 
current year is statistically significant and its sign is positive, as expected, for all hypotheses. 

For the first hypothesis (impact of economical factors on FRQ), in Model A, the economic variable Size is 
not statistically significant but its sign is in accordance with the sign expected because big firms are expected to 
use less AA (see Table 7). Size becomes statistically significant and at 1% level when the authors include all 
factors: economic, financial and control (see Table 9). 

In Model B, Size is also statistically significant (at 1% level) but it has an opposite sign when the authors test 
just the economic factors and it is in accordance with the sign expected when the authors estimated with all factors. 
Big firms are expected to report all the earnings obtained (see Table 7 and Table 9). 

The sign of ROA is only included in Model B. It has a negative sign as expected, less when all factors are 
included. In this last test it is statistically significant at 1% level. 

For sales growth (SG), the authors have evidence that it is not significant and sign is irregular in both models. 
Labour productivity (SL) is significant and its effect on AAA is positive thus it is opposite from the predicted 

outcome because firms with higher performance tend to use less AA. In EP, Labour productivity is significant and 
its sign is positive as predicted (see Tables 7 and 9). Nevertheless, these two variables produce very little effect on 
the dependent variable (coefficient close to zero). 

For the second hypothesis (impact of financial factors on FRQ), DE (debt to equity) is not statistically 
significant in both models. 

In Model A, the sign is positive as expected because higher debt means higher AA (less information quality). 
In Model B, the sign is negative and opposite from predicted because higher debt means higher earnings to 
increase contractual power. The impact of this variable on accounting quality is very small (coefficient close to 
zero). (See Table 8 and Table 9) 

For the other financial factor considered, the results are inconsistent. The ADR variable has signs as 
predicted when the authors only consider financial variables (negative for Model A and positive for Model B 
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because this capital market asks for high information quality). ADR is only statistically significant for Model A 
which has a minor capacity to explain AAA (less than 1% as the authors can see on Table 8). When the authors 
include all variables, the ADR sign is the opposite of that expected in both models and, once again, it is just 
statistically significant in Model A (see Table 9). 
 

Table 7  H 1-Economic determinants of accounting quality using AAA (absolute value of Abnormal Accruals) and EP 
(Earning Persistence) as dependent variable 

Model A (AAA) Model B (EP) Independent 
variables Predicted 

sign 
Coefficient  

(OLS t-statistic) Prob. Predicted 
sign 

Coefficient 
(OLS t-statistic) Prob. 

Intercept  0.079936 ***  0.3847 *** 
  (4.780777)   (12.0998)  
ET  ..  + 0.2857 *** 
     (27.6784)  
Size - -2.27E-03  + -0.0277 *** 
  (-1.793716)   (-11.4548)  
ROA - (a)  + 0.0000  
     (-0.2217)  
SG - -2.06E-05  + -0.0001  
  (-0.450616)   (-1.2517)  
SL - -0.000393  + 1.44E-05 *** 
  (-0.58817)   (2.7707)  
Number of obs. 13,600   12,286  
Adj. R-squared 0.1901   0.4526  

Notes: Definitions of variables are given in Table 3. In TA regression, ROA is added; (a) Variable not included; ***correlation is 
significant at the 0.01 level. 
 

Table 8  H 2-Financial determinants of accounting qualityusing AAA and EP as dependent variable 

Model A (AAA) Model B (EP) Independent 
variables Predicted 

sign 
Coefficient 

(OLS t-statistic) Prob. Predicted 
sign 

Coefficient 
(OLS t-statistic) Prob.

Intercept  0.051678 ***  0.0118 *** 
  (97.07657)   (11.5334)  
ET  ..  + 0.6150 *** 
     (86.6672)  
DE + 2.37E-08  + -2.48E-07  
  (0.068442)   (-0.4037)  
ADR - -0.013077 *** + 0.0010  
  (-9.167035)   (0.3658)  
Number of obs. 13,953   12,452  
Adj. R-squared 0.011468   0.381772  

Notes: Definitions of variables are given in Table 3. In TA regression, ROA is added; ***correlation is significant at the 0.01 level. 
 

The specific factors included in the third hypothesis are the control variables (or corporate governance) Big4 
and Law. 

For the two models, Big 4 is statistically significant and with the predicted sign: firms audited by one Big 4 
have fewer AAA and they report the correct earnings even if they are high, because these firms have the best audit 
services (see Table 9). 

Law has the opposite sign from the expected in Model A because less AAA was expected in Common law 
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under which the legal system protects more investors so firms report the correct earnings. In Model B the sign is 
positive as predicted. In both situations Law is statistically significant at 1% level (see Table 9). 
 

Table 9  H 3-Economical and financial determinants of accounting quality using AAA and EP as dependent variable 

 Model A (AAA)   Model B (EP)  Independent 
variables Predicted 

sign 
Coefficient 

(OLS t-statistic) Prob. Predicted 
sign 

Coefficient 
(OLS t-statistic) Prob.

Intercept  0.10567 ***  -0.0200 *** 
  (28.5896)   (-3.0808)  
ET  ..  + 0.6098 *** 
     (69.6995)  
Size - -4.23E-03 *** + 0.0015 *** 
  (-13.75169)   (2.6947)  
ROA - (a)  + -0.0001 *** 
     (-2.4453)  
SG - -6.69E-06  + -0.0002 ** 
  (-0.14241)   (-2.1042)  
SL - -1.44E-04  + 0.0000 *** 
  (-0.210561)   (3.0687)  
DE + 5.88E-08  + -1.73E-07  
  (0.170711)   (-0.3020)  
ADR - -0.000958  + -0.0037  
  (-0.577269)   (-1.2741)  
Big4 - -0.002381 ** + 0.0091 *** 
  (-1.945754)   (4.2677)  
Law - 0.002903 *** + 0.0078 *** 
  (2.581453)   (3.9727)  
Number of obs. 13,593   12,283 
Adj. R-squared 0.040425   0.3650 

Notes: Definitions of variables are given in Table 3. In TA regression, ROA is added; (a) Variable not included; ***correlation is 
significant at the 0.01 level; **correlation is significant at the 0.10 level. 
 

4.2 Two subsamples to test FRQ financial determinant 
The authors’ previous results show that debt to equity explanatory variable is not statistically relevant when 

the authors consider the financial variable alone or with all independent variable (see Table 8 and Table 9). 
 

Table 10  H 2-Financial determinants of accounting quality using AAA as dependent variable with two sub-samples  
(high leveraged where DE >80 and less leveraged where DE<80) 

Coefficient (OLS t-statistic) Coefficient (OLS t-statistic) Independent 
variables 

Predicted 
sign DE<80 

Prob. 
DE>80 

Prob. 

Intercept  0.0558 *** 0.0513 *** 
  (71.7431)  (53.7242)  
DE + -5.47E-08  2.53E-06 *** 
  (-0.1246)  (3.3449)  
ADR - -0.0119 *** -0.0174 *** 
  (-5.4613)  (-7.5138)  
Number of obs. 8,017  4,634  
Adj. R-squared 0.0084  0.0190  

Notes: Definitions of variables are given in Table 3; ***correlation is significant at the 0.01 level. 
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Table 11  H 2-Financial determinants of accounting quality using EP as dependent variable with two sub-samples  
(high leveraged where DE >80 and less leveraged where DE<80) 

Coefficient (OLS t-statistic) Coefficient (OLS t-statistic) Independent 
variables 

Predicted 
sign DE<80 

Prob. 
DE>80 

Prob. 

Intercept  0.0115 *** 0.0143 *** 
  (7.7818)  (12.2709)  
ET + 0.6359 *** 0.4529 *** 
  (73.1645)  (32.6183)  
DE + -1.12E-07  -1.59E-06 ** 
  (-0.1404)  (-1.7834)  
ADR + 0.0001  0.0028  
  (0.0189)  (1.0137)  
Number of obs. 7,873  4,579  
Adj. R-squared 0.4094  0.2029  

Notes: Definitions of variables are given in Table 3; ***correlation is significant at the 0.01 level; **correlation is significant at the 
0.05 level. 
 

Table 12  H 3-All determinants of accounting quality using AAA as dependent variable with two sub-samples  
(High leveraged where DE >80 and less leveraged where DE<80) 

Coefficient (OLS t-statistic) Coefficient (OLS t-statistic) Independent 
variables 

Predicted 
sign DE<80 

Prob. 
DE>80 

Prob. 

Intercept  0.1223 *** 0.1239 *** 
  (22.1460)  (18.9117)  
Size - -0.0055 *** -0.0054 *** 
  (-11.6366)  (-10.2967)  
ROA - -0.0002 *** 0.0000  
  (-7.3598)  (-0.3186)  
SG - 0.0000  0.0046 *** 
  (-0.8691)  (3.6858)  
SL - 0.0000 *** 0.0000 *** 
  (5.3048)  (2.5517)  
DE + -1.47E-08  2.24E-06 *** 
  (-0.0342)  (2.8952)  
ADR - 0.0026  -0.0032  
  (1.0459)  (-1.1774)  
BIG4 - -0.0028  -0.0061 *** 
  (-1.5682)  (-2.8789)  
Law - 0.0044 *** -0.0035 ** 
  (2.7868)  (-1.6275)  
Number of obs. 7,748  4,536  
Adj. R-squared 0.0386  0.0517  

Notes: Definitions of variables are given in Table 3; ***correlation is significant at the0.01 level; **correlation is significant at the 
0.05 level. 
 

However, the authors have a huge standard deviation on this variable as it can be seen in Table 3. Therefore, 
the authors decided to divide the sample into two sets: high leveraged firms, in which DE variable is larger than 
80% (this value is a little above the sample average); and low leveraged firms otherwise. 

Thus, the authors test the second and the third hypotheses to investigate whether capital structure affects, or 
not, accounting information. The authors still use two issues to access accounting quality: AAA and EP. 
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As it can be seen from Tables 10 to 12, the DE variable becomes statistically significant and at a 1% level for 
firms with higher debt to equity than the sample mean. Only in the case of testing all variables with EP model DE 
was not significant. However, the effects produced on accounting quality are still very small because the DE 
coefficient is close to zero in all situations (Table 13). 

Additionally, the authors find evidence that for firms with DE below 80% the capital structure was not 
statistically significant. This is a robust result because it doesn’t depend on the proxy used to FRQ and it does not 
depend on the variables included in the models (see Tables 10 to 13). 
 

Table 13  H 3-All determinants of accounting quality using EP as dependent variable with two sub-samples (High leveraged 
where DE >80 and less leveraged where DE<80) 

Coefficient (OLS t-statistic) Coefficient (OLS t-statistic) Independent 
variables 

Predicted 
sign DE<80 

Prob.
DE>80 

Prob.

Intercept  -0.0328 *** -0.0134 * 
  (-3.4772)  (-1.6429)  
ET + 0.6286 *** 0.4505 *** 
  (54.9210)  (29.0412)  
Size + 0.0026 *** 0.0008  
  (3.2378)  (1.2752)  
ROA + -0.0001  -0.0001 ** 
  (-1.0157)  (-2.0830)  
SG + -0.0002 ** -0.0017  
  (-1.7990)  (-1.1375)  
SL + 0.0000 ** 0.0000 *** 
  (1.7856)  (3.0937)  
DE + -9.62E-08  -7.76E-07  
  (-0.1316)  (-0.8344)  
ADR + -0.0078 ** -0.0001  
  (-1.8173)  (-0.0335)  
BIG4 + 0.0073 *** 0.0128 *** 
  (2.4296)  (5.0575)  
Law + 0.0087 *** 0.0066 *** 
  (3.2736)  (2.5671)  
Number of obs. 7,748  4,535  
Adj. R-squared 0.3933  0.2093  

Notes: Definitions of variables are given in Table 3; ***correlation is significant at the0.01 level; **correlation is significant at the 
0.05 level; *correlation is significant at the 0.1 level. 

5. Conclusions 

The authors found evidence that economic conditions affect accounting quality in European countries. 
Firm’s size is the most significant factor of financial reporting quality because, regardless of whether the 

authors use abnormal accruals or earnings persistence to access that quality, it is always statistically significant. 
The biggest firms exhibit the highest accounting quality because there is a negative relation between size and 
abnormal accruals and there is a positive relation between size and earnings persistence. The biggest firms and 
with high ROA have several pressures to exhibit financial information of high quality. This also can mean that the 
smallest firms have financial reports with poorer quality: They should be given special attention, namely specific 
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regulation to assure good information in financial reports. 
The earnings reported in the current year are also an important factor in explaining accounting quality. It was 

only included in Model B, which more readily explains the authors’ accounting quality proxy. In addition, the 
independent variables might explain accounting quality better when using EP rather than AA. 

Of the other economic variables included, only sales growth is statistically significant at 10% level. Labour 
productivity is not consistent with this strong relation between economic factors and FRQ. 

The financial variables considered do not have a significant effect under accounting quality in European 
countries: 

Regarding capital structure, the results obtained show that it is not significant, both in abnormal accruals and 
in earnings persistence. This becomes a significant factor only when the authors consider all factors together with 
abnormal accruals as the proxy of accounting quality. The sign is as expected: firms with heavy debt to equity 
tend to reduce financial reporting quality. However, the authors found evidence that the relation between capital 
structure and financial reporting is not linear because DE becomes determinant to high leveraged firms. This is 
observable in the two models but less in Model B with all variables. The results for the less leveraged firms 
confirmed that for those firms capital structure has no implications on accounting quality. 

ADR statistical significances and signs are not consistent; therefore, the authors cannot state that this is a 
relevant factor of accounting quality. 

The last set of variables considered was related with firms’ control. The results the authors obtained show 
that control variables affect accounting quality of European firms. As in the literature, the authors showed that 
firms audited by one “Big 4” have more accurate financial reporting. This result is robust because it is obtained 
with the two proxies of accounting quality. Finally, the law findings were not very consistent but when law was 
statistically significant it produced the expected effect: Countries with common law protect investors more by 
increasing accounting quality and those countries are less represented in our sample. 

This work based on data from a large number of European countries and using a panel data technique 
contributes to existing literature because it indicates that a firm’s economic conditions improves accounting 
quality and that leverage matters only for firms with high levels of debt. 
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The market reaction on the human resources information disclosure in 
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Abstract: In this paper, the author uses the listed company’s annual report and financial statements to do the 
empirical research, the selected areas are information technology industries. The results show that the average age 
of employees, professional proportion, and the average assesses and executives’ shareholdings have no significant 
impact with P/B. The industry statistics revealed no significant impact between average age and P/B because each 
group of age has its own advantages. By using these indicators, the author can improve the human resources 
information voluntary disclosure, make the disclosure of information comparable, and provide the empirical 
reference to the listed companies. 

Key words: human resource information; market reaction; price to book ratio (P/B); information disclosure 

1. Introduction 

As a significant impact on the development of enterprises factors of production, Human resources play an 
important role in the capital market. Stakeholders need to timely control its value in order to increase the corporate 
competence. Relevant institutions on China’s investors analyzed the survey conducted of the listed company’s 
accounting information and the results showed that 90.00% of the institutional investors and 77.27% of individual 
investors need to make investment decisions based on the human resources information (GE & DU, 2001). 
Enterprise stakeholders need human resource information important information, but recently it has not yet 
formed a binding institutionalized in the company’s disclosure statements. 

On February 2006, China has promulgated a new Accounting Standards for Business Enterprises. It clearly 
regulates the scope of workers pay and content of the disclosure in the guidelines for the first time. On the bases 
of systemically regulate the establishment of the enterprises and their employees in the employment relationship 
between the payment. The promulgation of the new guidelines unified the workers pay disclosure principle; 
standardize the scope and content of the disclosure clearly. This is an important step in the transformation of the 
human resources information disclosure mode (GAO & ZOU, 2001). 

However, the current human resources information on the disclosure limited only to the basic information of 
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company directors, senior management staff, the establishment of professional and monitor’s salary, these are far 
from enough. The qualities of the technologist also play a decisive role for the company’s development. The 
overall structure of staff, performance assessment information and labor productivity also deeply affect the 
company’s development. This useful information disclosed in the current is non-mandatory; Companies can 
choose the information disclose voluntary according to heir own situation (LIN & ZHANG, 2001). Therefore, in 
the annual reports of listed companies, this lack of comparability of the information is often difficult to meet the 
requirements of the users of information. 

Based on the above background, companies’ management should clear the importance of human resources 
information, and find out some key indicators which have more impact on the market. In accordance with these 
indicators, managements should exclude the obstacles of disclosure and make sure that the investors can get this 
information precisely and timely. Therefore they can not only improve the transparency of the company to reduce 
the occurrence of asymmetric information, but also encourage the companies to voluntarily disclose information 
of human resources and improve the company’s image and its market in the important position. 

2. Prior researches 

In the importance of human resources information, Chinese scholars generally recognized human resources 
information on the important role of the capital market, but only from the perspective of theoretical analysis. 
Through the empirical analysis of the survey, many scholars find out the conclusions that the information plays an 
important role (LI & SUN, 2007), and the conclusion drawn earlier than domestic scholars. 

Some researches of voluntary disclosure of information on human resources are relatively early. In North 
America, human resources information disclosure is voluntary in the company under the premise, therefore, a long 
time ago there are scholars of this information is disclosed for conducting studies. The major difference between 
foreign and domestic research on the area is that foreign scholars pay more attention on empirical studies. 

Wallman (1996) studies show that the general financial statements are short of several important 
measurement and disclosure of financial information, including human resources information (Polinsky & Shavell, 
2007). Petty & Guthrie (2000), Flamholtz (1999), Mouritsen (1998) & Johanson (1997) studies show that few 
companies use the model and make full use of the concept to measure human resources in the company’s annual 
report. Bukh’s (2003) studied the development of industry and the report of human resources information. The 
result showed that the standardization of human resources information will be disclosed to satisfy the information 
needs of investors; Mouritsen, et al. (2001) also made a study and find that, among the needs of the 27 indicators 
of information by investment, human resources information play a large part. 

In this area of research, scholars have different research directions, but it is worth noting that, the country’s 
less empirical research literature. With the use of new accounting standards, statements of listed companies will 
gradually pay much attention on its human resources disclosure of information, but this information can not 
achieve much information for users. Therefore, in this area, there are still a lot of researches to do. 

3. Research design and valuation model 

3.1 Industry analysis 
The importance of human resources information is various in different industries, because the content of 

knowledge in the industry is different. However, in the same industry, enterprises have similar type of their 
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structural and similar level of knowledge, so most research of empirical human resources information is focus on 
the same industry (Gunnar, 2004). These study focuses on the technology industry which full of acknowledge and 
do empirical analysis in this area. The characteristics of information technology industry is different from 
traditional industries, contrast, in addition to tangible assets, they pay much attention on the development of 
intangible assets, management and exercise. Therefore, traditional financial accounting statements are often not 
properly reflecting the information technology industry’s true value, and lead to the inadequate of information 
provided by the phenomenon. 

Human resources information industry has obvious common characteristics, such as the use of high-tech 
industries with higher levels of human resources, but the use of traditional manufacturing industries is lower, so 
we select an industry for Empirical Analysis, the analysis results are more representative and have higher 
accuracy. 

In this paper, the author selected a sample of industries for the Shanghai Stock Exchange and Shenzhen Stock 
Exchange listed companies of the information technology industry, including computer-related equipment 
manufacturing industry, the communications and related equipment manufacturing industry, the communications 
industry, communication services, computer services, radio and television equipment manufacturing industry, and 
other computer application services. 

3.2 Hypothesis 
Price to book ratio (P/B): Enterprise market value divided by shareholder’s equity after deducting dividend 

Special Unit for the net. Market value refers to the end of the year on the company’s shares multiplied by the 
number of the outstanding ordinary Unit (LU, 2002). The formula is as follows: 

VOSSPNOBP /*/ =                                   (1) 
Where, NO means number of outstanding. SP stands for the share price and VOS equals to the book value of 
ordinary shares. 

The value of the intangible assets in the company usually is measured by price difference between market 
value and the book value. Big companies and small companies’ assets differences can be significant when using 
this method of calculation. Therefore, in order to reduce the impact of the size in company, the author used the 
Price to book ratio (P/B) as the measure to calculate the companies’ true value. When the market price is higher 
than book price (P/B>1) it shows that the company has off-the-book intangible assets. If the market price is lower 
than book price (P/B<1), it shows that the company has off-the-books debt. If the two prices equivalent, the 
company is have the same value in the market and in book, and it does not have any off-the-books intangible 
assets and liabilities. 

The main purpose of this study is to test the value of variables which have a significant impact in the 
financial statements and annual reports of any enterprise. After reference to the relevant literature, this study 
selects the sample of companies which disclose the indicators consistently. 

In this study, the author selected 10 human resources indicators, namely the average age of employee, 
professional ratio, average pay of employee, and ratio of salary costs, average profit margin ratio, average assets, 
average management fee, disclosure of talent development program information, pay policy disclosure and 
disclosure of executives’ shareholdings. 

Hypothesis 1: AAE (+/-) 
The average age of employee is a factor which has impact with P/B. The value of human resources can study 

from the experience and ability of the staff, expertise, efficiency and the level of potential capacity. Staff 
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experience and learning ability can be seen from the average age (QIAN, 2002). If the employee age and the value 
of enterprises have positive correlation, represent that the staff experience, expertise and the capacity have 
potential influence to the value of enterprises. If the average age of employees and the value of enterprises showed 
a significant negative correlation, it may represent that employees learning ability and creativity are more 
potential. 

Hypothesis 2: PR (+) 
Professional ratio equals to the proportion of professionals. Prior research showed that professional 

knowledge and professional competence can be seen from the professional ratio. If the professional ratio and 
market value of enterprises have a positive correlation, it represent that the professional knowledge and analytical 
skills may create a high value in the enterprise. 

Hypothesis 3: AE (+) 
Average pay of employee suggested that there is a human capital value driver - staff salary (HAO, 2003). 

Employees are important intangible assets in company, the company would encourage the employees to create 
more value through various incentives, average annual salary of corporate employees is a direct return forms to 
the employees. When companies provide a higher salary to their employees, the company indicated that they pay 
much attention on their staffs, and also showed that companies are more solid strength and performance better, 
meanwhile, the company’s market value is correspondingly high. 

Hypothesis 4: RSC (+) 
Ratio of salary costs reflects the increase of salary concomitant with the addition of net operating income. 

Researches showed that the efficiency of the staff can be seen from the ratio of salary costs. The staff ratios of 
salary costs If the rate of salary costs showed a significant negative correlation with P/B, it shows that the industry 
has a higher labor costs, but fails to enhance the value of enterprises; if the two variables have a positive 
correlation, and has had a notable impact, companies may raise the staffs’ pay as incentives to motivate staff, and 
it will also increase the business value. 

Hypothesis 5: APMR (+) 
Average profit margin ratio Labor margin is another important indicator to measure the efficiency of staff in 

company. Average profit margins ratios measure the results of their labor, that is, to create value for the company. 
This indicator reflects the efficiency of the staff, and also reflected whether the incentive system which is given by 
company is reasonable. If the employee’s average profit margins and showed a significantly positive correlation 
with the P/B, it means that the company have a good incentive mechanisms for staff, and the staff can maximize 
their ability for the company to create the greatest value. 

Hypothesis 6: AA (+) 
Average assets measures the fixed assets owned by each staff, if it shows a positive correlation with the P/B, 

it impact that the business value will increase by increase the fixed assets. An increase in fixed assets would 
increase the work efficiency, and accelerate the accumulation of corporate value. If the two factors are negatively 
correlated, show that the increase of fixed assets may reduce the value of enterprises; the company has idle assets 
and failed to increase staff productivity. 

Hypothesis 7: AMF (+) 
Average management fee reflect the management fees which are spent on each employee. If it shows a 

positive correlation with P/B, respect that the value of company will increase by increasing each employee’s 
management fees. Therefore, the author supposes that the average management fee will affect the corporate value. 
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Hypothesis 8: DTDP (+) 
The disclosure of talent development program information will show the importance of human resources in 

company. 
If the enterprise has a good talent development plan, they will initiative to public this information, because 

the investors would be more familiar with the technical talent enterprises, and know the future development of 
enterprise capabilities well. Therefore, the corresponding value of enterprises will be increased. 

Hypothesis 9: PPD (+) 
In a public annual report of listed company, some companies devoted to disclose the management staff and 

pay policy (Gunnar, 2003). Companies pay policy reflects the perfection of the internal organizations status. If 
companies have good pay policies, the company’s internal control mechanism is relatively mature, and 
organization and management capacity are also good. Similarly, when companies have a good remuneration policy, 
they will disclose the detail of information initiatively in order to attract more talents to join the company’s team. 

Hypothesis 10: ES (+) 
Disclosure of executives’ shareholdings shows the intension of a company in management (Gunnar, 2004). 

At present the capital market listed companies want to improve the management of the business organization 
system and intensify the management of enthusiasm, so the executives have realized holding shares. There are two 
reasons why the annual report didn’t disclose the executives’ shareholding policy, one is the company didn’t have 
this policy yet; Another is the company unwilling to disclosure (Kaouthar, 2005). Theoretically, the more 
information company provided, the less asymmetric happened in market. So this disclosure of policy is helpful for 
companies to increase their value. 

3.3 Empirical research and model design 
This study will use the listed company’s annual report and financial statements to do the empirical research, 

the selected areas are information technology industries. 130 listed companies in 2006 have been selected as the 
sample, and the author released the companies which are not disclosed well, the samples were chosen on 76. 

In this study, the author analyzed the selected variables and find out the relationship with P/B. 
The general valuation modal is the following: 

εααααα +++++= nnXXXXY .....3322110
                         (2) 

Where, Y is p/b; X is the human resources variables and ε an error term. 

4. Results 

4.1 Descriptive statistic 
Descriptive statistics for the study sample appear in Table 1. 
Correlation analysis in Table 2 shows the Pearson correlation coefficient and significant level. 
From correlation coefficient in Table 2, it can be learned that the average management fees (AMF) with 

average annual salary of employees (AP) were significantly correlated, respectively, the average annual salary of 
employees (AP) was significantly correlated with average profit margin rate (APMR) and average assets (AA), in 
order to exclude the relevance of these variables in the equation, the author removes this variable. 

4.2 Co linearity analysis 
In this study, the author uses VIF (Variance inflation factor) to analyze the empirical data and check whether 

there were linear. Variation expansion coefficient shows in Table 2. 
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Based on the indicators shown in Table 3, the VIF value are less than 5, and these variables do not exist the 
linear problem. 
 

Table 1  Descriptive statistic 

 N statistic Minimum 
statistic 

Maximum 
statistic Mean statistic Std. error Std. deviation 

P/B 76 1.13 11.74 3.43 0.25 2.21 

AAE 76 38 57 45.51 0.40 3.51 

AP 76 18734.25 1078216.13 108197.76 15975.49 139271.07 

PR 76 0.00 0.99 0.73 0.029 0.25 

RSC 76 0.00 0.12 0.02 0.003 0.024 

APMR 76 -1828154.81 886520.12 54250.32 30377.18 264822.08 

AA 76 22942.82 4090094 507019.58 88937.64 775340.37 

AMF 76 7258.68 2646428.03 155384.23 36218.29 315743.7 

TDP 76 0 1 0.61 0.056 0.49 

PPD 76 0 1 0.54 0.058 0.50 

ES 76 0 1 0.64 0.055 0.482 
 

Table 2  Correlations 

 AAE PR AP RSC APMR AA AMF TDP PPD ES 

AAE           

PR 0.203          

AP -0.407 0.191         

RSC -0.122 -0.078 0.001      -  

APMR 0.000 -0.543 0.020 0.017       

AA 0.323 0.571 0.110 -0.112 -0.076      

AMF 0.171 0.904 0.167 -0.024 -0.622 0.553     

TDP -0.097 0.176 0.180 0.286 0.082 0.144 0.160    

PPD 0.007 0.069 0.165 -0.015 0.031 0.028 0.136 0.334   

ES 0.117 0.048 -0.164 0.023 -0.112 -0.065 0.001 0.075 0.086 1 
 

Table 3  Co linearity statistics 

 Tolerance VIF 

AAE 0.659 1.517 

PR 0.700 1.429 

RSC 0.874 1.144 

APMR 0.450 2.222 

AA 0.519 1.926 

AMF 0.311 3.215 

TDP 0.726 1.378 

PPD 0.829 1.206 

ES 0.922 1.084 
 



The market reaction on the human resources information disclosure in Chinese listed companies 

 43

4.3 Variance analysis 
After selected by analysis of variance, 7 variables were chosen, the following results shown in Table 4 and 

Table 5. 
 

Table 4  ANOVA (b) 

Model  Sum of squares df. Mean square F Sig. 

Regression 217.713 9 24.190 10.839 0.000(a) 

Residual 147.299 66 2.232   1 

Total 365.011 75    
 

Table 5  Model summary 

Model R R square Adjusted R square Std. error of the estimate 

1 0.772(a) 0.596 0.541 1.4939211 
 

The results show that this regression analysis of the F-test statistics for 10.839, P = 0.000 <0.01, note that the 
regression model is significantly, and the interpretation capacity of variable reaches 54.1%. 

4.4 Multiple regression results 
After selected the variables, the author chose 9 variables and uses SPSS regression, the result is in Table 6. 

 

Table 6  Regression coefficient 

Unstandardized coefficients Standardized coefficients  
Model 

B Std. error Beta t Sig. 

Constant 5.553 2.576  2.156 0.035 

AAE -0.101 0.055 -0.160 -1.827 0.072 

PR 0.392 0.284 0.116 1.380 0.172 

RSC 46.370 7.726 0.502 6.002 0.000 

APMR 2.65E-006 0.000 0.318 2.764 0.007 

AA -2.86E-007 0.000 -0.101 -0.930 0.356 

AMF 2.01E-006 0.000 0.288 2.091 0.040 

TDP 1.480 0.414 0.330 3.575 0.001 

PPD -0.953 0.383 -0.217 -2.490 0.015 

ES 0.674 0.377 0.147 1.788 0.078 
 

ESPPDTDPAMPE
AAAPMRE

RSCPRAEEY

674.0935.048.1)00601.2(
)007864.2()00665.2(

370.46392.0101.0553.5

+−+−
+−−−+

++−=
                  (3) 

According to the result of regression, the rate salary costs (RSC), average profit margin rate (APMR), 
average management fees (AMF), talent development plan (TDP) and pay policy disclosure (PPD) five indicators 
t-test values were less than 0.05, show that the five variable have a good explanation to P/B, that is to say, the five 
significant assumption are accept. Other variables did not pass the t-test, so the assumption do not establish. 

5. Conclusion 

The results show that the average age of employees, professional proportion, the average assesses and 
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executives’ shareholdings have no significant impact on P/B. The industry statistics revealed no significant impact 
between average age and P/B because each group of age has its own advantages. 

This advantage makes information users can not use the same criteria to evaluate the factors on the business 
value of responses. Theoretically, professional proportion has a positive correlation with the company’s P/B, but 
the statistics show that if is not significant indicators in this area. The reasons may be that the author selected the 
variable in a large confine and the author can’t define it clearly. The average assess also didn’t have a significant 
impact because the sample area is technology industry and the intellectual capital plays an important role. So the 
impact of assess is relatively weakened. The prior articles suppose that executives’ shareholdings disclosure will 
enable the investors to understand the distribution of shares better, and reduce the degree of information 
asymmetry. However, our study results show that this information in the regression showed no obvious correlation 
with P/B. There exist two situation of this failure: companies didn’t have his policy and they don’t want to 
disclose this information. This information uncertainty makes investors can’t make the right decisions. So the 
impact is not significant. 

Other indicators variables: The staff salaries costs, average profit margins rate, the average management fees, 
personnel development plan and the disclosure of remuneration policy have significant impact with P/B, this 
result match with our hypothesis. Average profit margin ratio showed a positive correlation between with P/B. 
Enterprises have good incentive systems for staff, the staffs can maximize their ability for the company to create 
the greatest value. The average management fees showed a significantly positive correlation with P/B that the 
company’s corporate value can increase accompany with the raise of each staff management fees. The reason is 
that with the management staff cost increases, investors can see that companies attach importance to the staff and 
this factor may inspirit staff to create more value for the company. Other indicators show that some enterprises are 
willing to disclose human resources information in order to achieve the purpose of attracting investors and this 
conclusion matches the previous research. 

The average staff salary indicators in the analysis associated with a number of indicators significantly. In 
order to reduce the impact from Co linearity, the author removed this variable. In theory, employees are important 
intangible assets in company, the company would encourage the employees to create more value through various 
incentives, and this factor is one of the most important factors. When companies provide a higher salary to their 
employees, the company indicated that they pay much attention on their staffs, and also showed that companies 
are more solid strength and performance better, the company’s market value has potential to get higher. Therefore, 
this indicator can be studied in the future in-depth research. 
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Abstract: Tunneling is to describe transfer resource out of the firm for benefit of their controlling 
shareholders. Better legal protection and stronger social norms improve minority shareholders’ protection from 
expropriation. They consequently reduce the private benefits of controlling shareholders (La Porta, 1999). This 
study aims to investigate tunneling in the context merger and acquisition (M&A) and to examine whether 
tunneling occurs only in emerging markets with poor law enforcement or whether it also occurs in developed 
countries. This study documents that managers are more likely to overpay target in merger and acquisition with 
high overlapped owner which have stakes in bidder and target firm. That overpayment, a transfer of wealth from 
owners of bidder’s firm to overlapping owners, is a type of tunneling. This study concludes that tunneling occurs 
in nations not only with low investor protection, but also with high investor protection. 

Key words: tunneling; expropriation; merger & acquisition; investor protection 

1. Introduction 

Weak corporate law and lack of enforcement mechanism raise fears of expropriation for minority 
shareholders around the world. These fears seem especially warranted in the presence of business group, a 
common and organizational form in many developed and developing countries. The controlling shareholders have 
strong incentives to siphon resources out of the firm to increase their wealth (Johnson, et al., 2000). Tunneling is 
to describe the transfer resource out of the firm for the benefit of their controlling shareholders. Tunneling occurs 
when someone transfer wealth from company where he has low right of cash flow to another company where he 
has higher right of cash flow (Johnson, et al., 2000). If prevalent, tunneling may have serious consequences. It can 
hinder equity market growth and overall financial development. Illicit profit transfers may also reduce the 
transparency of the entire economy, cloud accounting numbers and complicate any inference about firm health. 
The purpose of this study is to investigate tunneling in the context of merger and acquisition (M&A) with 
emphasis on both sides of M&A, bidder and target companies. 

The authors study merger and acquisition because managerial objective and corporate governance 
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mechanisms play important roles when managers acquire other firms. For instance, tunneling could be a major 
motivation for some acquisition activities of affiliated firms. If a member firm within group has poor financial 
performance, the owner managers’ solution would be to merge it with a more successful firm within the same 
group. If acquiring bad target maximized the aggregate value of the group despites overpayment, acquisitions are 
good news for controlling owner, even though they are bad news for the minority shareholders of the bidding firm. 

Tunneling can take place in the form of outright theft or fraud or more subtle legal form, such as dilutive 
share issuances that discriminate minority shareholders and merger between affiliated firm to siphon resources out 
of the bidder or target. Figure 1 illustrates tunneling. Assumes that company B owns 35% votes (5% direct and 
30% indirect votes) and 16% cash flow right of bidder (through 5% direct ownership and 11% indirect ownership) 
and 100% vote and cash flow right of target (company K). If the overlap owner (B) through his control of the 
bidder overpays the target, the overlap owner will gain 100% of the overpayment while only paying 16% for it. 
Thus, there is transfer wealth from a bidder company which overlap owner has low cash flow right to target 
company which overlap owner has higher cash flow right. 

Previous study in M&A emphasizes on gain or loss in one side, bidder or target. Thompson, et al. (1995) 
emphasize that ignoring a side to the M&A deal would lead to partial and incomplete understanding of the process 
and definitely to the outcomes. In particular, how corporate governance characteristics at both firms have 
interacted. Furthermore, how corporate governance characteristics affect the aggregate outcomes for the combined 
firm. To get further understanding of the M&A outcomes as well as the significant factors that affect M&A 
performance, the corporate governance characteristics of both firms should be considered. 
 

 
Figure 1  Ownership structure 

 

Some studies on M&A have argued that the value creation or destruction in the M&A process should be 
examined conjointly for the acquiring and target firms (Seth, 1990). Traditionally acquiring and target firms are 
treated as owned by separate sets of owners that seek to maximize their shareholder wealth. In reality, however, 
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the acquiring and target firms often have particularly same owners. (See Figure 2) 
Such overlapping owners that hold stock in both the acquiring and the target firm are more likely to be 

interested in the total gain from this transaction (Hansen & Lott, 1996; Easterbrook & Fischel, 1982). 
Contradictory to “solo” investors, overlapping investors would be more concerned at maximizing their portfolio 
value, rather than maximizing the shares value of the acquiring firm. 
 

 
Figure 2  Overlapping owners 

 

In the context of mergers and acquisitions when shareholders of the acquiring firm are simultaneously 
owners of the target firm, they’ll be more concerned with the total gain, or portfolio effect from this acquisition. 
Particularly, they will stand to gain from the transaction as shareholders of the target firm. Inversely, “solo” 
shareholders that own stocks in the acquiring firm but not in the target firm will be concerned with the stock 
returns of the acquiring firm. Such heterogeneity of owners’ interests could weaken the monitoring by principals, 
as well as the impact of such monitoring on agents. Thus, posing less restraint on managerial propensity engages 
in value destroying acquisitions. 

The acquisition of LG Merchant Bank by LG Securities, both belongs to the LG Group illustrates tunneling. 
LG merchant Bank was money-loosing entity. To recapitalize debt-ridden LG Merchant Bank, the LG Group 
announced that LG Securities, considered to be the most profitable firms in the group, would acquire LG 
Merchant Bank. The LG official said the merger reflects the LG Group’s long term plan to foster the brokerage 
house into an investment bank and consolidate its financial operations (Korea Herald, 1999). In the other side, 
brokerage’s trade union and minority shareholders of LG Securities opposed the merger, saying that it would 
impair the value of their share (Korea Herald, 1999). At the time of the merger announcement, the controlling 
family of the LG group held 18% of the outstanding shares in LG securities and 60% in LG Merchant Bank. This 
means that if controlling family had overpaid for the acquisition by $1, it would have lost 18 cents through LG 
securities but gained 60 cents through LG Merchant Bank. It would have been better off. However, other 
shareholders in LG Securities would have lost 82 cents. 

Recent financial research has examined the importance of corporate ownership structure (La Porta, et al., 
1999) and legal origins (La Porta, et al., 2000) on the private benefits of control and protection of minority 
shareholders. Better legal protection and stronger social norms improve minority shareholders’ protection from 
expropriation and consequently reduce the private benefits of controlling shareholders. Johnson, et al. (2000) 
argue that tunneling occurs not only in countries with effective law enforcement but also in countries whose 
capital market are still emerging. Therefore, the overall impact of differing corporate ownership structures and 

Acquiring firm Target firm 

Overlapping ownership 
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legal systems on the private benefits of control becomes an empirical question. Therefore, this paper also has 
additional objectives that examine whether tunneling occurs only in emerging markets with poor law enforcement 
or whether it also occurs in developed countries. 

Bae, et al. (2002) find that wealth is tunneled or transferred by subway to the majority shareholders within 
Korean Chaebol by means of mergers to bail out troubled group members. Bertrand, et al. (2002) document 
tunneling within Indian pyramids. Facio & Stolin (2006) examine the hypothesis that acquisitions undertaken by 
group-affiliated firms disproportionately benefit the bidder’s controlling shareholder. They use a novel 
methodological approach to compare the announcement-period change in the stock market wealth of the bidder’s 
controlling shareholder with the change in wealth implied by that shareholder’s (direct and/or indirect) stake in the 
bidder. They find no evidence that acquisitions are used to tunnel resources to other companies in the bidder’s 
group to the controlling shareholder’s advantage. Claessens, et al. (1999) find a positive impact of diversification 
within industrial groups for their sample of East Asian companies, while in contrast Lins & Servaes (2002) show 
that diversifying mergers within industrial groups reduces the wealth of minority shareholders in their sample of 
firms from seven emerging markets. 

The authors’ approach to investigate tunneling different from Bertrand, et al. (2000), Facio & Stolin (2006) 
and Bae, et al. (2002). Bertrand explore evidence of tunneling by examining how various firm respond external 
shocks to their accounting measure of performance. Facio & Stolin (2006) and Bae, et al. (2002) investigate how 
investors in the stock market react to acquisition event. Contradictory to formerly tunneling investigation, the 
authors distinguish merger where there is an owners of the bidder who simultaneously owns bidder and target 
shares (overlapping owners) and solo owners that own stock in the acquiring firm but not in the target. Tunneling 
occurs when there is tendency to overpay the target in merger with high overlap ownership rather than in merger 
with low overlap ownership. 

While Bertrand, et al. (2002) use setting Indian business group, Holmen & Knopf (2004) concern at Swedish 
merger, Facio & Stolin (2006) study at western European companies and Bae, et al. (2002) use Korean Business 
group. All of the studies focus in Asia companies. The Asian countries provide a useful setting for testing 
tunneling, because the authors can examine effectiveness of law enforcement to protect minority shareholders. 
Leuz, et al. (2003) has clustered countries based on investor protection variable. The first cluster is characterized 
by large stock markets, low ownership concentration, extensive outside right, high disclosure and strong legal 
enforcement. Asia countries that include in the first cluster are Singapore, Hong Kong and Malaysia. The second 
and third cluster show markedly smaller stock markets, higher ownership concentration, weaker investor 
protection, lower disclosure levels and weaker enforcement. Taiwan and Japan are in the second cluster. The third 
cluster is Korea, Indonesia and Thailand. Comparison between those clusters will give better understanding, 
whether tunneling occurs only in country with weak legal enforcement or occurs in country with strong legal 
enforcement. 

The authors believe that this study is useful to: (1) identifies factors that introduce noise in the assessment of 
managers and allows them to pursue value-destroying deals. (In particular, in the context of mergers and 
acquisitions, investors that have stock interests in both the acquiring and target firm will likely have different 
perspective on the proposed business combination than “solo” investors of the acquiring firm. This research 
focuses on both side of M&A, bidder and target, to give complete understanding of the process and the outcome 
of M&A); (2) Show the new method to measure tunneling that is different from all prior research; (3) Explain 
about tunneling, one form of expropriation minority shareholders. 
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The remains of this study are organized as follows. First, this study discusses theoretical framework and 
hypothesis development. Second, this study develops research method and sequentially conjectures some 
conclusion in next section. 

2. Literature review and hypothesis development 

M&A is a profoundly studied topic. Recent meta-analysis by King, et al. (2004) concludes that the factors 
impacting the financial performance of firms engaging in M&A remain largely unexplained. Some studies on 
M&A have argued that the value created/destroyed in the M&A process should be examined conjointly for the 
acquiring and target firms (Seth, 1990). Traditionally acquiring and target firms are treated as owned by separate 
sets of owners that seek to maximize their shareholder value. In reality, however, the acquiring and target firms 
often have some of the same owners (see Figure 1). Such overlapping owners that hold stock in both the acquiring 
and the target firms are more likely to be interested in the total gain from the transaction (Hansen & Lott, 1996; 
Easterbrook & Fischel, 1982). Paradoxical to “solo” investors, overlapping investors would be more concerned at 
maximizing their portfolio value, rather than maximizing their shares value of the acquiring firm. 

The present study undertakes a different approach in identifying heterogeneous ownership interests by 
looking at two types of owners: (1) Overlapping owners that hold stock of both the acquiring and the target firm, 
and (2) “Solo” (or non-overlapping) owners, that hold stock of the acquiring firm but not of the target. It also 
corrects for methodological problems, since Graebner & Eisenhardt (2004) emphasize that ignoring a side to the 
M&A deal would lead to partial and incomplete understanding of the process and thus the outcomes. 

Furthermore, the M&A context represents an adversary setting, where the division of the value created or 
alternatively value destroyed is affected by the relative bargaining owner of the acquiring firm and the target, 
competitiveness of the market for acquisitions, presence of multiple bidders, and method of payment (Coff, 1993; 
Seth, 1990). Prior research recognizes that legitimate reasons for M&A activity exist, which could benefit the 
combined entities through realizing synergies from resources combination, increasing market power, tax savings, 
R&D, and marketing spillovers, or increasing efficiency (Saxton & Dollinger, 2004; Brush, 1996; Ranft & Lord, 
2002; Sirower, 1997; Healy, et al., 1992, Morck, et al., 1988; Scherer, 1988). Given the adversarial nature of the 
M&A process, however, such benefits may be captured by the target firm. There is value to be created as a result 
of the combination, this “value is being transferred”. Therefore, looking at the losses and gains at the acquiring 
firm only may not be very informative about the overall value-creating effect of the deal. 

Under the wealth transfer hypothesis, shareholders of the acquiring firm may lose their stocks value if 
management overpays for the target. In this case, however, the loss at the acquirer will be offset by a gain at the 
target firm, as the shareholders of the target will enjoy higher returns due to the value transferred or extracted from 
the bidder’s shareholders. Furthermore, if overlapping owners influence the deal as Holland (1998) suggest, they 
are in a position to ensure that the overall effect from the deal is beneficial for them. Thus, looking at the 
aggregate outcomes for both firms represents an important challenge for research. Particularly, M&A is a 
non-repeatable event; firms have only one shot to get it right, face considerable information asymmetries and 
cannot remedy their actions without incurring significant expenses (Reuer, 2005). 

Weak corporate law and lack of law enforcement mechanism augments expropriations’ fears for minority 
shareholders around the world. These fears seem especially warranted in the presence of business group, a 
common organizational form in many developed and developing countries. The controlling shareholder will want 
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to tunnel or transfer with subway, profit across firms, moving them from firms where he has low cash flow right to 
firms where he has high cash flow right. Cash can be transferred in many ways: the firms can give each other high 
(or low) interest rate loans, manipulate transfer pricing or sell assets to each other at above or bellow market 
prices, dilutive share issues that discriminate against minority shareholders and merger between affiliated firm to 
siphon resources out of the bidder or target. 

Tunneling comes in two forms. First, a controlling shareholder can simply transfer resources from the firm 
for his own benefit through self-dealing transactions. Such transactions include outright theft or fraud, which is 
illegal everywhere (though often goes undetected or unpunished), but also asset sales and contracts such as 
transfer pricing advantageous to the controlling shareholder, excessive executive compensation, loan guarantees, 
expropriation of corporate opportunities, and so on. Second, the controlling shareholders can increase their share 
of the firm without transferring any assets through dilutive share issues, minority freeze-outs, insider trading, 
creeping acquisitions, or other financial transactions that discriminate against minorities. 

Bae, et al. (2002) examine whether firms belonging to Korean business groups (chaebols) benefit from 
acquisitions that they make. In other words, such acquisitions provide a way for controlling shareholders to 
increase their wealth by increasing the value of other group firms (tunneling). They explore the nature of business 
groups in emerging markets and examine two competing views of them: the view of Khanna & Palepu (2000) that 
they add value to their member firms (the “value added view”) and the view of Johnson, et al. (2000) that they 
provide the controlling shareholders with an opportunity for wealth transfer from the firm for the benefit of the 
controlling shareholders (the “tunneling view”). To evaluate these competing views, they examine merger activity. 
They find that when a chaebol-affiliated firm makes an acquisition, its stock price on average falls. While 
minority shareholders of a chaebol-affiliated firm making an acquisition lose, the controlling shareholder of that 
firm on average benefits because the acquisition enhances the value of other firms in the group. This evidence is 
consistent with the tunneling hypothesis. 

Bertrand, et al. (2002) find evidence that owners of business groups are often accused of expropriating 
minority shareholders by tunneling resources from firms where they have low cash flow rights to firms where they 
have high cash flow rights. Indian groups appear to tunnel by manipulating non operating components of profits 
(such as miscellaneous and nonrecurring items). In fact, there is no evidence of tunneling on operating profits 
alone. Rather, non operating losses and gains seem to be used to offset real profit shocks or transfer cash from 
other firms. Finally, they examine whether market prices incorporate tunneling. They find that high 
market-to-book firms are more sensitive to both their own shock and shocks to the other firms in their group. 
Firms whose group has a high market-to-book are also more sensitive to their own shock, but are not significantly 
more sensitive to the group’s shock. This suggests that the stock market at least partly penalizes tunneling 
activities. They find a significant amount of tunneling, it mostly occurs via non operating components of profit. 

Holmen & Knopf (2004) investigate several companies in Sweden, and find limited evidence of shareholder 
expropriation. Swedish companies have a high degree of ownership separation from control through pyramids, 
dual class shares, and cross-holdings. This increases the potential for private benefits of control. However, 
Swedish extralegal institutions are consistent with greater shareholder protection. Using data on Swedish mergers 
they find limited evidence of shareholder expropriation. Apparently, Swedish extralegal institutions offset the 
drawback of weak corporate governance. 

Faccio & Stolin (2006) investigate the presence of unanticipated transfers of value in corporate acquisitions, 
using a pan-European sample. They broadly define expropriation as the disproportional sharing of gains (or losses) 
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among different shareholders. They find that the wealth average of the controlling families does not increase 
proportionately to what is implied by the families’ investment in the bidder. For the whole sample, the change in 
value implied by the bidder’s abnormal return (i.e., the change in value that should take place in absence of 
expropriation) has average of -976.3 (thousand US$), while the actual change in wealth experienced by the 
bidder’s controlling shareholder is -1,481.4. This result is clearly inconsistent with expropriation. 

Overlapping owners are more concerned with the total gain from the transaction, rather than how the gain is 
allocated between the acquiring and target firm (Easterbrook & Fischel, 1982). Thus, managers of acquiring firms 
with dominant overlapping ownership would be likely less constrained to overpay for the target firms. Although 
“solo” owners’ interests are hurt by such overpayments, overlapping owners could extract benefits from the 
overpayment in their capacity as target firm’s shareholders. Thus, contradictory to “solo” owners, overlapping 
owners are likely less critical to management in instances when executives overpay for the target or pursue bigger 
deals. Under the wealth transfer hypothesis, shareholders of the acquiring firm may lose their stock values if 
management overpays for the target. However, the loss at the acquirer will be offset by a gain at the target firm, as 
the shareholders of the target will enjoy higher returns due to the value transferred or extracted from the bidder’s 
shareholders. Furthermore, if overlapping owners influence the deal as Holland (1998) suggested, they are in a 
position to ensure that the overall effect from the deal is beneficial for them. Overpayment to target serves as 
transfer of wealth from other bidder shareholders to the overlap owner. 

Hypothesis 1: Overlapping ownership will be positively related to the announced value of the deal. 
Ignoring one side of M&A deal would lead to partial and incomplete understanding of the process and the 

outcome, the authors propose Hypothesis 2-3 that corporate governance on both firms (target and bidder) will 
reduce tunneling. 

Hypothesis 2: Corporate governance at bidder’s firm has negative effect on the announced value of deal, 
especially corporate governance at bidder’s firm reducing overpayment. 

Recent research shows that legal protection of minority shareholders and creditors is an empirically 
significant determinant of financial development across countries (La Porta, et al., 1997). Company law in 
civil-law countries is less protective of minority shareholders than that in common-law countries (La Porta et al., 
1998). Courts in civil-law countries may tolerate more tunneling than courts in common law countries because of: 
(1) a narrower application of the duty of loyalty largely to transactions with no business purpose; (2) a higher 
standard proof in conflict-of-interest situations; (3) a greater responsiveness to stakeholder interests, and (4) a 
greater reliance on statutes rather than fairness when regulating self dealing transactions. In this paper, the authors 
focus specifically on the legal treatment of minority shareholders in different legal systems with respect to 
tunneling. 

Hypothesis 3: Investor protection has negative relationship with the announced value of deal. 
Hypothesis 4: Investor protection has moderating effect on the relationship between overlapping owner and 

the announced value of deal. 

3. Research method 

Data source and sample selection: This research collects all merger and acquisitions from Zephyr database 
for the period 1999-2007. In addition, this study also documents ownership structure and financial statement 
obtain from OSIRIS database. 
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4. Hypothesis examination 

In this section, the authors examine merger and acquisition and its relationship with deal value. The authors 
combine Eisenhardt’s model (Eisenhardt & Graebner, 2004) with Jonhson’s model (Johnson, et al., 2000). This 
model was further developed by enhancing them with total overlap owner. Previous studies suggest that overlap 
owner will protect their interest both on acquirer and target firms. Whenever deal occurs, overlap owner may be 
sustained loses from acquirer firm, but they expect that they will take benefits from target firm. Therefore, the 
greater overlap owner is, the greater is the possibility that value destructing deal through overpayment will be 
engaged. The regression model used to examine hypotheses is as follows: 

DV = β1 + β2TotOv + β3CGbidder + β5IPbidder + β6IPtarget + β7control variables + ε    (1) 
Where, DV is deal value, TotOv is total overlap owner, CGbidder is corporate governance bidder’s company, 

IPbidder is investor protection bidder, and IPtarget is investor protection target. 

5. Variables description 

5.1 Dependent variable 
The dependent variable at Equation (1) is deal value. Deal value is the sum of payment from bidder for the 

target company relative to firm value of target. The authors measure firm value with book value of target firm 
proceeding of the deal. Book values are measured by total assets. 

5.2 Independent variables 
5.2.1 Overlapping owner’s percentage in the acquiring-target firm 
In order to calculate a joint overlapping measure for both firms, percentages owned by overlapping owners in 

acquiring (target) firm were combined then scaled with the market value of acquiring (target) firm. 

MVTMVB
MVTTTMVBTBOverlapTotal

+
+

=
**_                            (2) 

Where, TB is the percentage owned by overlapping owners in the acquiring firm was calculated as the sum of 
ownership stakes at acquiring firm of all owners that held stock at both the acquiring and the target preceding the 
announcement of the deal, MVB is market value of bidder company, TT is the percentage owned by overlapping 
owners in the target firms was calculated as the sum of ownership stakes at target firm of all owners that held 
stock at both the bidder firm and the target firm preceding announcement of the deal, and MVT is market value of 
target firm. 

5.2.2 Corporate governance 
Corporate governance was measured by indicator of firms’ independency to signify the company degree of 

independence with regard to its shareholder. Brickley, et al. (1988) suggest that only owners that are independent 
from managerial influence will adequately monitor and likely to oppose the self-serving action of managers. 
Based on BvD’s database independence indicators are noted as A, B, and C with further qualification as follows: 

(1) Indicator A: Company with no recorded shareholder with an ownership over 24.99% (either direct or 
total).This is further qualified as A+, A, or A-. 

(2) Indicator B: Company with one or more shareholders with an ownership percentage over 24.99% and no 
recorded shareholder with an ownership percentage (direct or total) over 49.99%. The further qualifications of B+, 
B and B- are then assigned. 

(3) Indicator C: Company with a recorded shareholder with an ownership (direct or indirect) over 49.99%. 
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The C indicator is also given to a company that has ultimate owner identification. 
The greater level of independency is the less power the overlap owner has to influence the deal to ensure that 

the overall effect from the deal is beneficial for them. The greater level of independency will reduce tunneling or 
overpayment to target. 

5.2.3 Investor protection 
Based on all items below, countries were clustered into three levels of investor protections (Leuz, 2003). The 

parameter to measure level of investor protections are: 
(1) Outside Investor Right. Mechanisms in corporate law protect the rights of outside (minority) investors 

and attenuate agency problems between insider (controlling) owners and outside/minority owners. The outside 
investor rights variable is the anti-director rights index created by La Porta, et al. (1998). It is an aggregate 
measure of minority shareholder rights and ranges from zero to five. 

(2) Disclosure requirements. The disclosure index (DIS_REQ) measures the extent of disclosure requirement 
of information for securities issued by firms through a prospectus including information on the compensation of 
executives, shareholder ownership structure, inside ownership, unusual contracts, and related-party transactions. 

(3) Importance of equity market. The Importance of Equity Market is measured by the mean rank across 
three variables used in La Porta et al. (1998): (1) the ratio of the aggregate stock market capitalization held by 
minorities to gross national product, (2) the number of listed domestic firms relative to the population, and (3) the 
number of IPOs relative to the population. Each variable is ranked in such way, so that the higher scores indicate a 
greater importance of the stock market. 

(4) Legal enforcement. Legal enforcement is measured as the mean score across three legal variables used in 
La Porta et al (1998): (1) the efficiency of the judicial system, (2) an assessment of rule of law and (3) corruption 
index. All three variables were scaled from zero to ten. 

5.2.4 Control variables 
To control variation of deal value, the regression model includes control variable that is firm performance. It 

was measured as return on assets (ROA) and Return on Shareholders (ROS), consistent with prior research 
(Haunschild, 1993; Sanders, 2001). Both ROA and ROS measurement was based on accounting earnings. The 
greater performance is value the greater deal value is. Control variables is aimed to exclude the possibility that 
deal value was affected by conflict of interest between owners instead of firm’s performance. 

6. Data analysis and findings 

6.1 Descriptive statistics 
This study obtains data from ZEPHYR and OSIRIS database. ZEPHYR database contains merger and 

acquisition data. OSIRIS database contains financial data from annual reports of publicly traded around the world. 
The final sample consists of 104 M&A deal with overlapping owner, across seven countries for fiscal years 
2005-2007. Table 1 presents descriptive statistics, including the means and standard deviation for all study 
variables. Mean of deal value relative to book value is 106.023 and its standard deviation is 258.427. Based on 
median values of overlapping owners that equals to 2.6, overlap owner was classified as high total overlap owner 
when its percentage is greater that 2.6. Overlap owner is considered is low total overlap owner if otherwise. Mean 
of deal value relative to book value in high overlap owners is 171.443, while in the low overlap owner is 49.94. It 
could be inferred that mean of deal value in high overlap owner is higher than overlap owner. It suggests the 
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predisposition of overpayment to the target. 
Table 2 present institutional characteristics of each country based on Francis and Wang (2006). Malaysia, 

Hong Kong and Singapore are in the first cluster characterized by large stock market, low ownership 
concentration, extensive outsider rights, high disclosure and strong legal enforcement. The second and the third 
cluster are Japan, Taiwan, Korea, and Indonesia. The second and the third cluster show markedly smaller stock 
market, higher ownership concentration, weaker investor protection, lower disclosure level, and weaker legal 
enforcement. 
 

Table 1  Descriptive statistics 

Variables Mean Min. Max. Std. Dev. 
Deal value/Book value 106.023 0.07 2309.64 258.427 
Total overlap owner 7.0076 0.01 92.97 13.953 
High total overlap owner 171.4433 0.10 2309.6 358.59 
Low total overlap owner 49.94 0.07 417.05 90.82 
CG target 2.4554 0.00 5.00 2.095 
CG bidder 2.693 0.00 5.00 2.148 
IP target 2.177 1.00 3.00 2.00 
IP bidder 2.168 1.00 3.00 0.59 
Ln Net income 10.28 6.80 14.76 1.813 
Return on shareholder 9.087 -232.90 51.61 38.38 
Return on asset 4.828 -52.95 28.65 10.88 

 

Table 2  Institutional characteristics of the sample by country 

Countries Outside investor 
right Legal enforcement Important equity 

market Disclosure index Cluster 
(1: high, 3: low) 

Korea 2 5.6 11.7 62 3 
Japan 4 9.2 16.8 65 2 
Malaysia 4 7.7 25.3 76 1 
Taiwan 3 7.4 13.3 65 2 
Indonesia 2 2.9 4.7 n.a. 3 
Hong Kong 5 8.9 28.8 69 1 
Singapore 4 8.9 28.8 78 1 

 

6.2 Hypothesis examination 
First of all, this study examines all hypotheses using equation model 1. The results are presented in Table 3. 

Tunneling is measured by overpayment for target firms. Consistent with hypothesis 1, overlapping ownership is 
positively related to the announced value of the deal. The announced value of the deal is positively affected by the 
number of overlapping owner (b=41.071; p<0.001). In the presence of heterogeneous ownership interests, 
managers are more likely to destroy deal value or overpay the target firm. Heterogeneity of owner’s interest could 
weaken the monitoring by principals, thus pose less restraint on managerial propensity to engage in overpayment 
and approval of value destroying deals. Therefore, in the presence of heterogeneous ownership interests managers 
are more likely to engage in bigger M&A deals and more inclined to overpay the target. Therefore, the results are 
consistent with hypothesis 1. 

The main effect of bidder’s corporate governance are negative significant related to deal value with the 
coefficient of -123.857 and its t-value of -2.199. It means that the better bidder’s corporate governance is, the 
lower overpayment to the target is. Therefore, hypothesis 2 is supported. The main effect of investor protection 
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variable both in countries of target’s firm and bidder’s firm are not significant. The interaction effects of investor 
protection and total overlap owners are not significant. Therefore, the authors do not support to hypotheses 3 and 
4. 

At first glance, hypotheses 3 and 4 are not supported in the first tests. Since the main effects of investor 
protection variables were insignificant, the authors conduct additional test with splitted sample analysis. Investors’ 
protection of target was splitted. Based on level of investor protection, the sample was split on high and low 
investor protection and the analysis was performed separately for both sample using equation (1). When applied to 
bidder in high investor protection countries, overlapping owners is significantly and positively related to deal 
value with coefficient of 10.005 and significant at 1% level. Furthermore, corporate governance of the bidder 
company is remaining negatively related to deal value with the coefficient of -38.203 and significant at 1% level. 
Similarly, when applied to bidder in low investor protection, overlapping owners is still positively related to deal 
value with coefficient of 58.609 and significant at 1% level. In addition, corporate governance of the bidder 
company is also negatively related to deal value with the coefficient of -319.161 and significant at 1% level. This 
additional analysis supports Johnson, et al. (2000) that tunneling occurs either in countries with effective law 
enforcement or in countries with ineffective law enforcement. 
 

Table 3  Test results of tunneling 

 Coefficient t-value 
Constant 264.26 1.358 
Total overlap owner 41.071 9.492*** 
Corporate governance bidder -123.857 -2.199** 
Investor protection target -121.807 -1.125 
Investor protection bidder 63.357 0.542 
Return on shareholder 0.021 0.005 
Return on asset -2.451 -0.244 
Net income -12.547 -0.746 
R-Square (adj.) 68.4%  
Inv. Prot. bidder X Tot. overlap 41.147 1.406 
Inv. Prot. target X Tot. overlap -6.988 -0.241 
R-Square (adj.) 51.5%  

Notes: ***, **, * are significant at level 1%, 5%, and 10%. This table reports the estimated parameters in regression equation (1). 
 

Table 4  Split sample analysis based on level of investor protection 

 High investor protection Low investor protection 
 Coefficient t-value Coefficient t-value 
Constant 147.63 3.791*** -45.9 -0.564 
Total overlap owner 10.005 5.396*** 58.609 4.610*** 
Corporate governance bidder -38.209 -3.147*** -319.161 -1.769** 
Corporate governance target 10.058 1.000 -19.916 -0.125 
Return on shareholder -0.252 -0.222 32.255 1.034 
Return on asset -.010 -.005 -52.608 -0.664 
Net income -8.578 -2.107** 101.850 1.043 
R-Square (adj.) 50.9%  71.1%  

Notes: ***, **, * are significant at level 1%, 5%, and 10%. This table reports the estimated parameters in regression equation (1). 
 

6.3 Sensitivity test: Low vs. high overlap ownership 
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Based on median values of overlapping owners, the sample was splitted into high and low overlap ownership 
and the analysis was performed for both samples. The median value of overlapping owners was 2.6. The high 
overlap owners’ category consists of deal M&A that had total overlap owners between 3.00% - 92.97%, while the 
low overlap owners category consists of total overlap owners between 0.01% -2.00%. 

As expected with the hypotheses objectives, in the high overlap owners sample, total overlap owners are 
positively related to announced deal value with the coefficient of 70.089 and significant at 1% level. Investor 
protection and CG bidder were negatively related to the announced deal value, but the effect is not significant. 
Surprisingly, however, for the low overlap owner sample the coefficient of the total overlap owners variable are 
negatively and insignificantly related to deal value, with coefficient of -24,295 and not significant. Overall results 
suggest that overlap owners have major control and influence in M&A deal value, especially when the overlap 
owners are high. 
 

Table 5 Split sample analysis based on level of total overlap owners 

 High overlap owners Low overlap owners 
 Coefficient t-value Coefficient t-value 
Constant -539.214 -.916 272.805 4.026 
Total overlap owner 70.089 10.123*** -24.295 -1.604** 
Corporate governance bidder -71.352 -.639 -7.413 -.390 
Inv. Prot. bidder -385.255 -1.536* -46.887 -1.116 
Inv. Prot. target -1.613 -.005 -12.543 -.403 
Return on shareholder -7.077 -.582 1.365 1.109 
Return on asset -5.526 -.202 -1.375 -.633 
Net income 54.236 .982 16.160 -3.516 

Notes: ***, **, * are significant at level 1%, 5%, and 10%. This table reports the estimated parameters in regression equation (1). 
 

6.4 Findings 
The literature has attempted to measure tunneling using different proxies. Berkman, Cole & Fu (2008) 

examine loan guarantees issued by Chinese firms to their controlling shareholders. CHEN, JIAN & XU (2008) 
suggest that dividend policy may also be used to tunnel cash to controlling shareholders. GAO and Kling (2008) 
use the difference between accounts receivable and accounts payable to related parties as a proxy for tunneling 
and show that this measure is related to corporate governance characteristics. JIAN and WONG (2003) show that 
Chinese firms belonging to business group use related party transactions with their parents (in particular trading 
goods and services) as a way of manipulating earnings. Bae, Kang & Kim (2002) find that the value of Korean 
firms which affiliated with industrial groups declines when they are asked to bail out underperforming firms 
within the group through rescue mergers. Bertrand, Mehta & Mullainathan (2002) use earnings shock to measure 
tunneling. This study was the first using the deal value to explain tunneling phenomenon scrutinizing M&A 
overpayment with high overlap owner. 

Besides employing deal value to explain tunneling phenomenon, this study focus on agent-principal-principal 
problem. Prior research only focused on principal-principal problem and principal-agent problem. This study 
demonstrate that agent-principal-principal relationship weaken the corporate governance mechanism. The 
presence of overlapping owner in the context of merger and acquisition could compromise the monitoring by 
principals. Conflicting interests between majority-minority shareholders motivate manager to make suboptimal 
MA deals. 
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This study evidences that heterogeneous interest among shareholders trigger noise assessment of manager to 
make decision about Merger and Acquisition. The authors find that manager are more likely to overpay target 
during merger and acquisition when overlap owner, which have stakes in bidder and target firm, is high. The 
authors find that overpayment, a transfer of wealth from owners of bidder’s firm to overlapping owners, is one 
form of tunneling. 

This study pinpoints that conflict of interest between majority and minority shareholders become more 
distinctive as this study employ sample from countries characterized by concentrated ownership. The tendency of 
tunneling increases with ownership concentration. This condition is worsening by low investor protection and 
developing countries tend to take investor protection too lightly. Therefore, investors are still able to expropriate 
freely. 
 

 
Figure 2  Agency problem progress 

 

Expropriation implies consequently at micro and macro economic of developing countries. At macro level, 
Jensen (1986) found that investor protection level is a strong indicator of exchange rate in Asia. Otherwise, at 
micro level, due to low standard of disclosure requirement and highly ownership concentration, expropriations 
usually trigger negative return variability, especially during crisis. Consequently, expropriation or tunneling 
through value destroying M&A could deteriorate economic condition of developing countries even worse. It is 
evidenced that expropriation or tunneling decreases firms’ value because of low investor belief. This study 
strongly recommends sufficient level of investor protection in Asian countries to prevent tunneling more 
effectively. 

7. Conclusion and limitation 

Heterogeneous interests among owners may deteriote constraints of manager performance and tamper 
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managers’ accountability. Managers may be less restrained in pursuing deal in order to increase their 
compensation or to enhance their reputation. Manager may take benefit personally through engagement of bigger 
deals. When principal have heterogeneous interest, manager of acquiring firms with high overlapping owners are 
less constrained to overpay the target firms. 

Prior research only has focused on principal-principal problem and principal-agent problem. This study also 
demonstrates about agent-principal-principal relationship that weakens the corporate governance mechanism. The 
presence of overlapping owner in the context of merger and acquisition could deteriote the monitoring by 
principals. Conflicting interests of shareholders give opportunity for manager to make suboptimal MA deals. 

This study evidences that heterogeneous interest among shareholders introduces noise assessment of manager 
to make decision about Merger and Acquisition. The authors find that in merger and acquisition with high overlap 
owner, which have stakes in bidder and target firm, manager are more likely to overpay target. That overpayment, 
a transfer of wealth from owners of bidder’s firm to overlapping owners, is one form of tunneling. 

La Porta, et al. (1997) find that better investor protection and law enforcement improve minority 
shareholder’s protection from expropriation and consequently reduce the private benefit of controlling 
shareholders. Courts in civil-law countries may tolerate accommodate more tunneling than courts in common-law 
countries because of: (1) a narrower application of the duty of loyalty largely to transactions with no business 
purpose, (2) a higher standard proof in conflict-of-interest situations, (3) a greater responsiveness to stakeholder 
interests, and (4) a greater reliance on statutes rather than fairness when regulating self-dealing transactions. 
However, the authors conclude that tunneling occurs not only in economies with low investor protection (civil law) 
but also in economies with high investor protection (common law). 

Two points are worth stressing. First, in recent years, the advanced civil-law countries, encouraged in past by 
a technology booming and in part by the flow of funds from foreign investors, have found it attractive to promote 
stock-market financing for new firms via legal reform. Second, for less-developed countries, including those that 
suffered from the Asian crisis, the failure of the legal system may be very costly precisely because they tolerate 
vast amounts of tunneling. Using legal reform to reduce tunneling is then a crucial element of promoting financial 
and economic development. 

Several limitations of this study are listed as follows. First, this study focuses on M&A with overlapping 
owner. For further studies, a sample that consists of M&A with and without overlapping owners is highly 
recommended for better inferences. Second, this study did not identify whether the owners of acquirer are in 
position of majority or minority ownership. Therefore, this study did not identify whether the managers who 
initiates M&A are actually commit prospering instead of tunneling. Third, this study also did not put into 
consideration the managers’ behaviors whether they intend to do prospering or tunneling. Forth, this study did not 
consider the regulations of related parties’ transaction, in the context of M&A, at subject countries. 
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Abstract: Corporate governance has become one of the major international issues that have succeeded in 
attracting a good deal of public interest in recent years, especially since the recent spate of “world famous” 
scandalous corporate failures. Today, it is considered that corporate governance plays an important role in the 
economic health of corporations and society in general. Improving corporate governance is a systematic project, it 
is necessary to the internal governance and external governance of the ways multi-pronged. 

Key words: corporate governance; corporate failure; internal governance 

1. Introduction 

Corporate governance has gained more and more attention both in theory and practice as a world wide 
research topic. The history of the development of the enterprise tells us that the company system is not a static 
framework, but rather a dynamic process. It is always in the constant process of trial and error evolution. It is 
always a problem often encountering challenges. Improving corporate governance is a systematic project, it is 
necessary to the internal governance and external governance of the ways multi-pronged. 

2. Modes of corporate governance 

2.1 The Anglo-US model 
The Anglo-US model is characterized by share ownership of individual, and increasingly institutional, 

investors not affiliated with the corporation (known as outside shareholders or “outsiders”); A well-developed 
legal framework defining the rights and responsibilities of three key players, namely management, directors and 
shareholders; and a comparatively uncomplicated procedure for interaction between shareholder and corporation 
as well as among shareholders during or outside the AGM. 

The Anglo-US model governs corporations in the UK, the US, Australia, Canada, New Zealand and several 
other countries. 

2.2 The Japanese model 
The Japanese model is characterized by a high level of stock ownership by affiliated banks and companies; a 

banking system characterized by strong, long-term links between bank and corporation; a legal, public policy and 
industrial policy framework designed to support and promote “keiretsu”; boards of directors composed almost 
solely of insiders; and a comparatively low level of input of outside shareholders, caused and exacerbated by 
complicated procedures for exercising shareholders’ votes. 

The Japanese system of corporate governance is many-sided, centering around a main bank and a 
financial/industrial network or keiretsu. The main bank system and the keiretsu are two different, yet overlapping and 
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complementary, elements of the Japanese model. Almost all Japanese corporations have a close relationship with a main 
bank. The bank provides its corporate client with loans as well as services related to bond issues, equity issues, 
settlement accounts, and related consulting services. The main bank is generally a major shareholder in the corporation. 

2.3 The German model 
The German model governs German and Austrian corporations. Some elements of the model also apply in 

the Netherlands and Scandinavia. Furthermore, some corporations in France and Belgium have recently 
introduced some elements of the German model. 

German banks, and to a lesser extent, corporate shareholders, are the key players in the German corporate 
governance system. Similar to the Japanese system described above, banks usually play a multi-faceted role as 
shareholder, lender, issuer of both equity and debt, depository and voting agent at AGMs. 

In contrast with the Anglo-US and the Japanese models, shareholders do not possess the authority to alter the 
size or composition of the supervisory board. These are determined by law. 

3. The impact on corporate governance 

3.1 The positive of applying corporate governance 
Introduction of corporate governance will improve SMEs’ prospect of obtaining funding from banks, investors 

and venture capitalists. The presence of proper accounting and bookkeeping practices increase confidence in the 
firm and makes them less risky to invest or finance. Firms that have information disclosure tend to have healthier 
growth rates and ratios of ordinary profits to that of capital than firms who do not do so. Firms also will become 
increasingly committed to business efficiency due to the presence of external supervisory third-parties. 

Through the presence non-executive directors and effective audit systems, discipline is instilled in the 
management of SMEs. This is pertinent as the external parties ensure sound management as the management is 
aware of this external surveillance. 

3.2 The negative of corporate governance 
The introduction of corporate governance would increase operational costs for SMEs. To fill additional roles 

in audit, remuneration and nomination committees, new and more directors have to be hired. The more active 
roles and heavier responsibilities that non executive directors have to undertake would also mean higher 
remuneration All this would translate to higher start-up costs and deter people from setting up their own 
businesses and dampen the entrepreneur culture. As many successful businesses worldwide started from small 
businesses, this outcome could prove undesirable.  

4. The problems of corporate governance in China 

4.1 Equity structure is irrational 
The majority of listed companies are owned by the state. Constituted from the equity point of view, the 

dominant State-owned shares, too much administrative control of listed companies can lead to the maximization 
of corporate value deviated from the target. 

4.2 Failure of internal governance bodies 
The board of directors includes two core functions: to oversee the company’s long-term strategy and the 

appointment, evaluation and incentive senior management staff. The board of directors is on behalf of the interests 
of shareholders and managers will restrict the company a significant business activities and the final decision. 
However, in the ownership structure of listed companies in China unreasonable circumstances, as the shareholders 
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are not representative of the company at all levels of the real commitment of dedication, and do not have the 
residual claim on the company, such a mechanism obviously can not guarantee that the shareholders of the 
monitoring and incentive motivation, and ultimately into the managers of the company’s internal control. 

4.3 The lack of external market mechanisms 
As China’s non-tradable shares of listed companies are dominated, blocking occurs through control of the 

stock market. And it may change and weaken the capital market function of optimizing the allocation of resources. 

5. The solutions to corporate governance 

5.1 The establishment of the board self-evaluation system 
Including the realization of the investment decision-making and the rationalization of decision-making 

process, promote and supervise the operation of enterprises in various sectors of system and organizations so that 
these aspects of operational procedures, and transparency, rationalization, and promote the institutionalization of 
internal control mechanisms, rationalizing and so on. Layer of governance must ensure that the second mechanism 
to maximize the objective of the interests of shareholders is a fair system of remuneration. 

5.2 The establishment of a sound internal control mechanisms in listed companies 
It includes the development of science, supporting the accounting norm system, relevant laws and regulations 

of China’s current loopholes and inadequacies of modifications to be added. At the same time, the stock market 
should intensify the supervision of disclosure of financial information management efforts, in the light of 
international practice, securities market to the existing governance structure and disclosure of financial 
information of listed companies to carry out corresponding reforms in the system. 

5.3 Standardize the market order 
Fierce market competition will reduce the slack management layer, and may help limit the behavior of low 

efficiency. Norms and product market competition can judge the results of company performance and managers 
using the basic standards of governance. The survival of the fittest of the market mechanism can play a 
stimulating and spur the role of managers. 

6. Conclusion 

Corporate governance has gained more and more attention both in theory and practice as a world wide 
research topic. Because the research of corporate governance is important to sustain development of the 
enterprises, to realize the social value of the enterprises, to protect the interests of the stakeholders and even to 
guarantee the wealth growth of the country. Sound corporate governance is a continuous process to solve 
problems and meet the challenge process. Improving corporate governance is a systematic project, it is necessary 
to the internal governance and external governance of the ways multi-pronged. 
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