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1. Introduction

In Europe, the International Accounting Standardd fnternational
Financial Reporting Standards (IAS/IFRS) came fotce on January 1,
2005 under EC Regulation No. 1606/2002 of the EemopParliament
and its Councif. Firms listed on stock exchanges within the Eurapea
Union were required to publish their 2004 finangttements in IFRS
format in order to provide greater uniformity inettpresentation of
accounting information across all countries, owitw the growing
integration of the financial markets, and therebymake it easier for
investors to interpret the financial performancée Tapplication of the
new accounting system became mandatory as of Jahua007 for firms
making public offerings other than by issuing sbafgenerally speaking,
the adoption of the IFRS is a clear indication gfadicy of convergence,
considered by most economic actors to be an in#eitdevelopment in
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the area of financial accounting and reporting mtred by the IASB
and the FASE.

Because of the scope of the changes required byngéw the IFRS,
numerous studies have examined their impacts onetdmmomic and
financial performance of listed companies, the dmnpe of financial
reporting with IFRS, the quality of the accountinfprmation published
in IFRS format, and the process of convergence dxtwhe international
and national standards (Bertoni and De Rosa, 20@68ao et al., 2007;
Bischof, 2009). A number of studies have also askiré the impacts of
the new accounting system on the actions of local eaternational
regulators (Shipper, 2005; Whittington, 2005), dested the effects of
the voluntary adoption of IFRS standards (Cuijpansl Buijink, 2005;
Dumontier and Magrahoui, 2006). Taken togethersehstudies have
shown that the adoption of IFRS significantly aféethe performance
measures for listed firms, particularly financiahes. Moreover, they
identified a considerable number of problems inlamgenting the IFRS
in Europe owing to their differences with respeot Anglo-Saxon
countries, especially in terms of business charigtiss and the legal,
cultural, and institutional aspects of accountimgulations (Joos and
Lang, 1994; Ding et al.,, 2007). The lack of unifdgmof these same
factors within the European Union also impedes frecess of
convergence between Member States.

It is also accepted that restatement according-RSI standards was
intended to bring the firm’s book value as closgassible to its market
value, through a number of mechanisms. In fact, féyouring the
economic approach (substance over form) to theindett of the
historical and fiscal approach generally appliedEurope before 2005,
the new system is expected to provide more releviamincial
information, enabling investors to make informedestment decisions
and, specifically, to allocate their funds to thestn productive uses
(Street et al., 2000). The expected improvemernhéntransparency and
quality of information would then reduce agency tspghe risks of
accounting income being manipulated, and the cbstapital (Botosan
and Plumlee, 2002; Leuz, 2003). However, during dlabal financial
crisis of 2007-2008 these standards still failediétiver the anticipated

2 These acronyms denote the International Accogrfiitandards Board and Financial
Accounting Standards Board, which respectively tdththe IFRS and US GAAP.
The US GAAP represents the accounting system fglaA8axon countries.

85



Arrouri, M. E. H. — Lévy, A. — Nguyen, D. KROE and Value Creation under
IAS/IFRS: Evidence of Discordance from French Firms

transparency and quality of information, and evbowsed evidence of
procyclicality (Laux and Leuz, 2010). Among the Iplems encountered,
questions were raised concerning the use of fdirevlAS 32, IAS 39,

and IFRS 7) as the basis for the valuation of nfinancial instruments,
formerly recorded as off-balance-sheet items, bexauwas no longer
possible to apply the principle correctly with tharkets at a standstill.
The IASB had to react quickly, and on October 13&it adopted an
amendment to IAS 39 designed to allow the reclassibn of certain

financial instruments, which had previously beemcy prohibited by

the standard.

This article contributes to previous studies by rexeng the
connections between the information content of aotiog numbers
under IFRS and financial performance as perceivedhe financial
markets in the context of France. We devote pddicattention to the
construction and interpretation of Return on Equ{OE), a key
indicator in the value creation for shareholdersteNthat in France listed
companies were the first to publish their consaéddinancial statements
under both French GAAP and IFRS in 2005, followgditms that make
public offerings; lastly, the IFRS rules for SMEseanow being
formulated, naturally with some lightening of tregjuirements, but there
is nevertheless a strong convergence. An examimafiahe French case
is of interest for several reasons. Firstly, Frenompanies, unlike those
in Germany, Austria, and Switzerland, were notvadid a transition
period for adapting to the international standabdfore they were
introduced in January 2005. This was mainly duth&1998 revision of
the IAS 1 standard, which mandated compliance \aithof the IAS
standards. Next, among a number of differences dmivihe IFRS and
French standards (orientation towards financiabrmiation for investors
versus accounting law for companies and businessasjusive
consideration of consolidated accounts versus ndisbn between
corporate and consolidated accounts, etc.), weanptefound divergence
between these two systems in the use of the fawevarinciple to the
detriment of historical costs in the valuation afsets and liabilities.
Accordingly, the impact of the new system on Frecampanies could be
stronger than in other European countries. Finaliyyough an important
body of the existing literature has investigatede tleconomic
consequences of IFRS adoption, little is known &lieeir impact on key
financial ratios. For instance, Lantto and Sahtatrd@2009) find
significant changes in key accounting figures amadarfcial ratios
including the return on equity after the conversarFinnish GAAP to
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IFRS. Note that our study differs from the latterthe sense that we will
not only show the changes in return on equity fi@ngh listed firms, but
also how this privileged indicator for financialrmmunity is becoming
difficult to be interpreted with respect to valuesa&tion purpose and
unreliable in terms of financial performance measurder the IFRS.

We show that the objective sought by the IASB -atgetransparency
of accounting information — has not been achievadthat financial
performance as calculated under the IFRS has beexmoenatic (i.e.,
having more symbols than content). In fact, our ieicgd study of the
consolidated financial statements of CAC 40 firnghhghts the extent
of the financial reframing problems, and that theme analysis of
financial performance based on financial stateméats not gained in
clarity. In examining the errant procedures of IA® and the
opportunistic management of fair value, we findaakl of agreement
concerning Return on Equity and the way in whichréates value. For
this reason, Merton (1987) valuation model, whichswsupposed to
converge with the CAPM (Capital Asset Pricing Mqgdeling to the
underlying downward trend in the cost of informatias moving away
from it because of divergences in the reassessofeie firms’ worth,
while the root cause of the crisis has still natrberadicated.

The rest of this article is organised as followsctin 2 discusses
both the interaction between accounting standardd &nancial
information, and the opportunistic management ofgpmance following
the introduction of the IFRS. Sections 3 and 4 ys®athe impacts of the
new accounting system on financial profitabilitydashow the abuses of
this indicator by using data from companies beloggio the CAC 40
index. The last section provides some concludinggrés.

2. Financial information and accounting standards

2.1 Financial reporting and agents’ positions

Financial reporting on companies is intended foergone: both
insiders and simple investors. Corporate finanafrmation is essential
for the investor and especially for financial arstdy (Beaver, 1968;
Brown and Han, 1992). Note in this regard that thBormational
influence of financial analysts is growing, becaasesoon as information
is published they instantaneously correct the freln markets by
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providing both endogenous and exogenous informatioang and

Lundholm (1996) found that financial analysts argiinciple favourable

to firms renowned for the quality of their finaniciaformation, and their

executives thus have a strategic interest in dsgajpas much information
as possible to financial analysts, at an early.dateumber of studies
have found a positive correlation between the Malynpublication of

information by firms and the forecasting activitiefsanalysts (Lang and
Lundholm, 1996; Bozzolan et al., 2009). The growiolg of information

in the relationship between the firm and its stakeérs means that we
are moving towards the direct marketing of corpersitocks, which is
modelled on the marketing of services even althougitill remains a

financial matter.

On the other hand, several empirical studies detraied that stock
prices and trading volume are influenced by anslyand their
recommendations (Peterson and Peterson, 1995). idoeat works have
correlated the increase in a firm’'s value and thlity of financial
reporting on the cost of debt (Sengupta, 1998), ¢bst of capital
(Diamond and Verrecchia, 1994; Botosan, 1997),thkedmprovement in
liquidity (Kim and Verrecchia, 1994). The versasilof non-institutional
investors, due to the information they obtain, addsew cost, since the
cost of debt is inversely proportional to how I@®gurities are held.

Regarding the interaction between financial repgrtand agents’
positions, agency and signalling theories attempt explain the
opportunistic decision to publish financial infortim@ or rumours by
agency costs and information asymmetry. For Jerssh Meckling
(1976), agency costs appear to be important feediirms whose capital
is diluted, and for those who are considerably negeAgency costs can
actually be reduced through the production and edwsation of
information by the firms. Similarly, executives mdyave a special
interest in signalling to the financial market acrease in the value of the
firm or a decrease in the cost of capital (Frardteal., 1995; Sengupta,
1998). Finally, to explain the ability of financigformation to reduce the
asymmetry of information, signalling theory relies the models of
Milgrom (1981) and Grossman (1981), for whom voumtpublication
by firms homogenises investor expectations (Ates® Bamber, 1994

In France, listed companies began in 2005 to pulheir financial
statements according to both the French GAAP aR&IR his disclosure
of information was intended to improve the quabfyinformation about
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the companies (Schipper, 2005) and to make themre@scompare in
terms of their performance. However, it has alloweldcalisation of the
divergence in accounting principles, and it seenas with the adoption
of international accounting standards, financighorting can now be
understood only by certain experts, and reflects@vortunistic strategy
on the part of the agents rather than a desirenftoeased transparency,
perhaps following the example of financial produatseated by
securitisation. Lev and Zarowin (1999) emphasisedloss of relevance
of accounting data by demonstrating a significand acontinuous
deterioration of the link between reported accounfiigures and stock
prices. This situation would become worse underlRS because they
require that the informative content provided vaduity by firms be
relevant for the market. This is all the more intpot since the linear
relationship between stock prices and the accogmtiformation released
seems to be well confirmed (Ohlson, 1995).

The study by Tort (2005) indicates that for eighagerty companies
listed on the NYSE Euronext-Paris that reported tiv@ancial statements
under both the French GAAP and IFRS, the move fooma set to the
other causes the net income to surge. The incomenbee than doubled,
on average, mainly owing to the application of fa#lue valuation to
buildings and to the adjustment of consolidateddgal. In terms of
standard deviation, among firms that opted for fatue two had an
increase of from 30% to 66% in their incomes. Usiagdifferent
approach, Ramond et al. (2007) show the dominahoetancome over
fair-value income (comprehensive income) in exptgrstock returns of
a sample of companies listed both in France antlkhe

There is thus good reason to temper the infatuaiiith fair value
(IAS 16, IAS 37-41), which is supposed to providédetter basis for
financial information, the goal of fair value beihgwever to reduce the
discrepancy between a firm’s market capitalisadod its book value of
equity. The superimposition of multiple sets ofnstards (IAS/IFRS,
French GAAP or “Plan Comptable Général” 2005, US APA etc.)
certainly makes the interpretation of financial oimhation a tricky
business, and brings it into disrepute.

2.2 Opportunistic management of performance

The need to harmonise accounting standards andige®so as to
“facilitate the understanding of financial statersemprovide confidence-
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worthy information, and contribute to the stabilitfymarkets, economies,
and corporate financing” is one of the conclusiohshe Bouton report
submitted to the French employer organisation — MEQBouton, 2002).
We are thus essentially counting on the competehtiee administrators,
but their financial competence is not defined eithg the Commercial
Code or by reports on corporate governance.

The distortions between the book and market vabhfesompanies
have led to an increasing discrepancy between th&m book-to-market
ratio, measured by the book value divided by theketavalue, continues
to weaken. This discrepancy is mainly explained thg incorrect
valuation of securities by investors. It is evid#drdt with the transition to
the IAS/IFRS rules we are seeing an inability ofaficial statements to
faithfully reproduce the financial reality of thigmh. This leads to the so-
called opportunistic management of accounting ireommen financial
performance does not achieve the predicted incdjeetives (Jiraporn et
al., 2008).

In France, several accounting options under thiemeaitstandards can
be applied to the accruals calculated from thenmeatatement in order
to produce adjustment variables so much that threy give prominence
to a strong relationship between stock returns amgbortunistic
management of these flows. Thus, the opporturgstinings management
mainly addresses this portion, which is left to tiiscretion of the
manager (discretionary accruals). Although thesecowaating
opportunities under the French GAAP have hitherltowed an
adjustment of the net income according to managémerpectations,
the temptation to adjust the value of items undAS/IFRS as
opportunities arise seems greater. This is exatathzy the fact that if an
activity sector actually offers high average pmfia manager whose
company is performing poorly may present accountimpmes that are
boosted by the self-valuation permitted under fealue, while the
investors have no idea that these incomes arertitigt of opportunistic
management (Park and Rio, 2004).

It has even been shown that in the event of a antigl increase in
indebtedness, management is inclined to practice opportunistic
management of income. For example, Richardson and T2002) found
that indebtedness represents a determinant fooghertunistic earnings
management. The most levered firms would make adprgs even when
income was increasing, to present a more secuamdial situation and
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obtain external financing at lower cost. The sdmation technique is
therefore a means of presenting a more solid balaheet and promoting
over-indebtedness, enabling financial firms to getund the prudential
ratios.

Starting from the principle that an increase in tdetakes agency
problems worse, creditors and States impose ragériclauses expressed
in the form of mandatory ratios to ensure protectiManagers then
began to select opportunistic accounting methodk tanautomatically
reduce the chances of violating these clauses.llfsirthe concept of
theoretical return on equity in “traditional” finaial analysis has become
axiomatic with worldwide adoption of the IAS/IFR$ssem.

3. Theoretical return on equity

Although they are crucial documents in assessing fihancial
adequacy of a firm, financial statements are cominger increasing
scrutiny. The financial (or accounting) ratios gled from these financial
statements, and in particular the profitability;nie@rly constituted reliable
indicators for the investor. But, the IFRS wouleémseto be causing its
components to drift. This section firstly descrilibe calculation of the
return on equity commonly used in the French statgjaand secondly
comments on the changes in this ratio caused byntheduction of the
IFRS.

3.1 Construction of the ROE

Of the various profitability and return measurdég teturn on equity
(ROE) is of particular interest to managers and eraras it reflects the
firm's overall financial efficiency and performancdt is generally
expressed as the ratio of net income to sharel®ldguity. A number of
authors have sought to adjust the model’s numeratdr denominator,
and have given good reasons for doing do. Howareuynverifiable bias
may lead to doubts concerning the calculation isf financial return, and
the IAS/IFRS are the source of subjective integirehs of the value of
the accounting items involved.

The ROE has recently become very popular, sincdammus 15%
threshold absolutely had to be crossed. The majurlgm posed by the
ROE concerns the interpretation of its componehte numerator (net
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income) depends simultaneously on the accountiigypdhe financial
performance, and any extraordinary profits anddsssvhich makes it
easy for companies to manipulate under the I1AS/IBiR&em. Moreover,
a reduction in shareholders’ equity (e.g., possybilof recording
components as financial debt or as expenses) teduktter ROE without
any improvement in performance. In fact, the ROBpregsed as a
combination of firm’s economic return (return orpital employed) and
financial leverage effects can no longer be takemgfanted.

With the coming of the IFRS, accounting data arfdrmation have
undergone significant deviations in their measummawing to a certain
laxity in their accounting encouraged by said steids. These standards
were globalised precisely in order to perform congmms between
entities, but have had the opposite result. Weaddgee that return on
equity has now become hard to check as betweefiranand another, or
even to monitor for the same firm over severalqusi

Traditionally, one of the key elements of ROE waes optimal value
of debt and its leverage effect. The relative $itgbof the cost of debt
explains the reducing effect and the principle adiog to which it would
be in the firm’s interest to maximise its debt sa@improve its financial
performance. Although the benefits and limits oé tmodel are well
known, they will now be less controllable under tA&/IFRS system. It
is sometimes stated that changes in the balanes gées caused by the
IAS/IFRS cancel each other out because reciprovauats are recorded
in the asset and liability sides. However, theosafiormulating the ROE
in terms of the economic return and the debt strectio not offset each
other.

By analysing the incomes of shareholders in conipp@radebted and
debt-free companies, Modigliani and Miller (195&tablished that in
presence of market frictions the value of an indeéltompany exceeds
that of a company that does not carry a debt. Sifptause shareholders
in an unlevered firm (i.e., it is financed by eguitiniquely) have
operating income net of tax, whereas those in aasirhut levered firm
(i.e., it is financed by equity and debt) have o@¢rating income and the
surplus of tax-deductible interests. Consequertthg, firm’'s value is
greater if it is indebted, since the shareholdersefit from the goodwill
comparable to a sort of tax income due to the taeld, which is
considered as an off-balance-sheet profitable gitde asset. Thus the
significant variable at the heart of the returnfaténtial for the
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shareholders is the tax deductibility of the finahexpenses, i.e., the cost
of the debt.

In addition, it seems that the relationship betwedka level of
indebtedness and the level of noncurrent assetsruhd IFRS does not
always appear to be coherent, beca)séor firms that are growing
rapidly (with sizable intangible assets), the costdefault would be
higher, and in fact the maximum leverage ratio wdug at a lower level
than for more mature firms; ii) there would be @&osy correlation
between on the one hand the return on capital gragland on the other
hand the level of indebtedness and the intanggseta.

In practice, the fact that firms have to restateititangibles under the
IAS/IFRS may conceal a risk of default. An inspewcti of the
consolidated financial statements of several fismsws for example that
the intangible assets published in 2005 by Cagtidrbm €3,310 million
to €248 million, those of TF1 dropped by 86%, gofrgm about €900
million to €125 million, and those of Bouygues wéam €6,425 million
to €1,025 million, thus a reduction of 84%.

Under the IAS/IFRS only development costs can bpitalssed,
whereas the costs of research are expressly extcfuola the assets. It is
however important to underline that not all intdolgiassets fall, since
those of LVMH went from €3,923 million to €4,217 lhon after
application of the IFRS or an increase of 25%. O#sset items are also
affected, e.g., LVMH’s noncurrent assets went fréh2,559 million to
€25,527 million under the IFRS or a 102% increasel noncurrent debt
from €5,340 million to €10,779 million or an incesa of more than
100%.

Lastly, we note that not only the assets but almmme items are
affected. For example, Casino’s operating inconeeei@sed by 17%, the
first-quarter net income of the LVMH group rose18#6, and so on.

3.2 Adjustment of the accounting figures under théFRS

The equilibrium model of return on equity has beahject to critics.
First, it had been found too rigid, because it as=sithat income from
financial operations is practically nonexistengttthere are no significant
financial charges other than interest expenses, that extraordinary
profits and losses are insignificant. Now, this drees less restrictive
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with the IAS/IFRS system, where reductions of aafficial nature

included in the net financial expenses are reaéut#o the proceeds of
ordinary activities or to provisions, or even woesea deduction from the
cost of assets without going through the expenseuadts concerned.
Extraordinary profits and losses become, moreaeeiyced to their most
simple form.

Second, it appears to be too simplified, becauserétording of
borrowed capital in the balance sheet remains amhbg Effectively, if
we consider only the noncurrent debt, the calcuhatf the weighted
average cost of debt is certainly consistent, bumplicitly assumes that
the other items in the current liabilities haveamst and that the income
Is not thereby affected in any way. If, on the othand, we consider all
of the liabilities, we then take into consideratidebts that are not
necessarily financial, but current. The whole isréfiore heterogeneous,
because it ignores the source of the debt, andciedlyetheir cost and
maturity. Further, the combination of cheap resesirg.e., the resources
required for working capital according to IAS 7 a&sumed to be less
costly and their systematic use confirms the remueg of the proprietary
approach), settlement delays, and the turnovenwdsted funds is not
without effect on value assessment. The adoptiolFBfS has a strong
impact here because the data for balance-sheet {testh noncurrent and
current) are strongly reallocated.

Third, the equilibrium model of return on equityeigually found to be
fiscally inappropriate, because the income taxed@mulated simply. In
fact, the equation for pre-tax ROE is crudely nplikid by (1) to allow
for its impact® However, the calculation of corporate tax is basedhe
taxable income, not the accounting income. Accalgireasoning in the
absence of taxation information, as Modigliani &tider (1958) initially
did, appears to be completely irrelevant for thedetpbut wanting to
allow for it by multiplying by (1) was no more practical. The IAS/IFRS
rules then introduce a new approach for deferreestavhich changes the

® The equilibrium model of return on equity aftextassuming the nonexistence of non
recurrent items, may be stated as

ROE = ROCE+ [(ROCE— i)x %} x(1-7),

whereROCE i, D, E andt correspond to the return on capital employedrasterate,
financial debts, shareholder equity, and tax ratettee value of corporate profits
respectively.
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analysis by bringing the taxable and accountingrnmes as closely as
possible. For this purpose, we could have considaneoperating income
which is net of tax, but it would then have beewreassary to find the
share of tax on operating activities, and that wollave added
assumptions to the problem. In addition, the IAB&Fsystem largely
correct for the gap between the current operathmapme and the net
income by minimising the extraordinary portion teing, but this

correction does not reflect the true effects opooate income taxes.

Forth, the ROE model is judged too broad becaug#atas not
dated, but lumped together on the balance sheet. déte ratios
formulating the ROE are thus calculated on the shadi an average
amount of capital invested over the duration of\thkeie-creation process,
which is the source and destination of the incoNwe that the errors of
earnings analysis based on recent flows, but rebdteebalance-sheet
items that have not been restated, have been takeraccount when
analysing corporate accounts. To this extent, thegBe de France’s
financial statement database has long been thesgbeeixample. Its
approach has moreover always had the advantageestting the
economic and financial data in a transparent andomm manner,
enabling comparative analysis across firms. Theamseto be the right
approach for listed firms. But when all firms hasyestematically applied
the IAS/IFRS with all the possibilities these start$ offer for revaluing
each year to a value considered as fair for themtte balance-sheet
items, and consequently for the items in the incataement, we are
witnessing a distortion of incomes and financidumne ratios between
comparable firms.

Finally, the ROE model under the IFRS appears ttobeschematic.
Indeed, the discount rate formally used for distimgnfuture cash flows,
which also determines the threshold for the levergffect as well as the
profitability threshold and the appropriate riskvde is no longer
exogenous to the system for recording accounting. ddne reason is that
its use was now systematic to calculate the acbkpteeturn on an
investment, and under the IFRS rules the discoatet is pegged to the
fair-value calculation. Discounting, which was essdly an external
recalculation of financial values, is under the &Rypplied in an internal
manner to prepare “opportunistic” financial documseat management’s
discretion. Whatever the importance of the leverefject for the ROE,
let us assume that a firm has created additiorlaksaall the more so its
ROE is high. We then bring these two concepts tegetwhich is
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mathematically explicable but may also explain reaks in the market
trend, as seen during the crisis of 2007 and sulesgly, based on
information other than the accounting data.

Practically, the 2004 report by the Institute ofa@bred Accountants
in England and Wales had also shown the limitheflAS-IFRS rules:

= Financial and accounting information based on tlezgutionary
principle is defensible even though it makes faw tittle the
intangible assets on which many activities are dagrit it is
exactly this precautionary principle that has bleanished;

= Traditional financial information is focused ondigs that reflect
the firm’s profits. However, this information is th@roperly
placed in perspective with the associated limit$ @sks under the
IFRS. The transparency principle is only minimatgpected.

Meanwhile for the French case, the Banque de Fimrfgeancial
statement database had corrected PCG’s incomeanstateéntermediate
balances and non-operating items by using aggregdieators. It also
established a cash-flow statement beginning in 9¥90s which
reintroduced different cash-flow levels by highligly the FTEs
(Operating Cash Flows), FTIs (Investment Cash Fpvesd FTFs
(Financing Cash Flows), as in the cash-flow statémeqjuired by IAS 7.

Hitherto, any analyst who wishes to restate thécatdrs could refer
to an established standard. However, new financditators have now
appeared with many items being removed or addetparconsensus has
so far been reached. We can note that

= EBITDA (Earnings before Interest, Taxes, Depreoratiand
Amortisation) seems to be imposing itself at theenmational
level. But, EBITDA has no standardised definitiamdahe IFRS
standards have not taken a position on the matter;

= The Operating Income, measured by the differencevdan
EBITDA and the sum of depreciation and amortisatresembles
the income from operating activities, but how theyght be
distinguished is not stated.

= The Operating Profit refers to all the proceeds exjpenses from
continuing and discontinued operations that arepeddent from
financial activity and income tax, but the disappeae of the
extraordinary profits and losses will inflate itlming it down.
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As long as it was only a matter of tools for finmhanalysts the
penalty for their inappropriate use was a poor sssent, a bad
prediction, and a market penalty. But with the IKRSS it is internalised,
becoming part of the accounting where value judgsare made.

4. Axiomatic return on equity

4.1 Synoptic table of occurrences

Financial equalisation is not affected in the samag by the various
IFRS standards, and their main effects are sumathiis Table 1. The
analysis is based on the way in which the ROEIsutated, as follows:

ROE:(EEEE]Z ]J'(W]“fi%vqyﬁ'(Eﬁlﬁh)([’[‘“’iaif[“ﬂ .

(Operating ~ (Turnover of  (Costof  (Financial
margin- invested funds debt) leverage)

‘ Return on capital employe(ﬂ Debt structure ‘

In practice, Equation (1) can be also expressederdiitly by
replacing the sumNA{6]+ NWC[?] by Total Assets, and the sum
D[s] + SH4] by Total Liabilities including shareholder equitfhe
second component of the ROE is then referred tasast turnover ratio,
assessing how assets are efficiently used witld@rbtisiness entity.
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Tab. 1: Impacts of IFRS on ROE components

Distortions of the ROE [ [1] | [2] | [3] |[41|[5]|[6]| [7] [8]
calculation NR |EBIT | NI | SE| D |NA| NWC |Goodwill
due to application of the IFRS
Recording at fair X X X X X X X
value
Restrictions for
internally-
generated X X X X X X
intangible assets
Capitalisation of
development X X X X

costs

Provisions for
depreciation of
assets more X X X X X
systematic and
generally highe

Mandatory
restatement of X X X X X
finance leasing

Use of the
proportional-
performance
method

Funds

Discounting of
proceeds
involving a X X
delay of
payment

Valuation of
financial
instruments at
fair value

Incorporation of
extraordinary
items in the
activity

Provisions for
pension X
commitments

Limited outgoings
of financial
assets and
liabilities

Operating Margin + Cost of Debt + Leverage + Turnoer of Invested

Return on capital employed and debt structure

Operating Margin + Cost of Debt

Cost of |Non discounting of
Debt |deferred taxes

Debt tructure
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Distortions of the ROE A1 121 |31 [[411[5]1]1[6] | I71 [8]
calculation NR [EBIT | NI | SE| D [NA | NWC | Goodwill
due to application of the IFRS
Costof | capitalisation of
QO | Debt+ identifiable
= |Leverage+| research and X X
g Turnover | development costs
S |ofInvested allowed if asset
7)) Funds |conditions are met
o
o Mandatory
o recording as
] income of X X
+ provisions for
e} restructuring of thy
© | Costof | 4equiring firm
3 | Debt+
= Leverage Sepgrate
accounting of the
S components of X X
w stockholder equity
© and debts for quas
*é’_ stockholder equity
© Stricter conditiong
O for outgoings of
c financial assets X X X
O |Leverage +anq jiapilities from
c | Tumover |'ihe palance sheef
S |of Invested—0 Lation of
© Funds financial X X X
o instruments at
fair value
More restrictive
D) conditions for
5 making provisions X X
= for restructuring o
(&] : b
S the acquired firm
% Leverage | Provisions for all
- pension
o) commitments X
o included accordin
a to very precise
rules

Notes: NR (Net revenues), EBIT (Earnings beforerst and Taxes), NI (Net Income), SE
(Shareholders’ equity), D (Net financial debt), \Met noncurrent assets), and NWC (Net
working capital = Inventories + Account receivabléccounts payable).

It is observed that the formation of ROE becomesraatic under the
multidimensional and heterogeneous impacts of HRSI standards on
operating margin, cost of debt, leverage and twenaf invested funds.
We discuss in Section 4.2 its distortions followthg application of the
IFRS by analysing the 2004 financial statementstlid CAC 40
companies.
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4.2 Longitudinal analysis of CAC 40 companies

It is common that before making investment decisjany investor
first needs to perform an analysis of the datataednformation related
to businesses in order to determine the requiredafareturn (or expected
return on equity). In practice, the latter gengralbrresponds to the
discount rate used in firm valuation models, whitorporates the cost
of shareholders’ equity. As far as the financialrkea is not free of
information costs (i.e., combination of data cdilee and analysis costs),
the less transparent the firm, the higher the cb#te financial diagnosis,
and the more demanding the investor will be coniogrthe rate of return
to cover this information risk. This is exactly tb&se with the application
of the IFRS where investors have little or incongplmformation about
firm’s performance. The impact of information cast the equilibrium
expected return of financial securities can belgdkistrated by Merton
(1987)’s model which may be expressed as

E(R) -1y = BlE(Ry) — 1 |+ A4 - BAy 2)

where E(R) = refers to the equilibrium expected return on segiyi
E(Ry) = the equilibrium expected return on the market pdidf

I = the rate of return on a risk-free asset,

B = the beta of securitly

A = the equilibrium aggregate information cost ofigéy i
(also called “shadow” cost),

Ay = the weighted average shadow cost of incomplete

information over all securities available for tnaglin
the stock exchange.

The pricing relationship in Equation (2) shows tNarton (1987)’s
model is an extension of the standard Sharpe-Lifteessin CAPM in
the context of incomplete information. Note thatilwhthe CAPM
assumes that specific risk can be totally elimidatey portfolio
diversification, in Merton (1987)’s model the grexathe specific risk, the
higher the equilibrium expected return must be.dkdmgly, in case of
uncertainties an uninformed investor would not hblel security without
being offered an additional risk premium compemggfor information
cost. If information is costless (i.e4,= A, = ) Or the information cost of

a particular security is exactly equal to the masteadow cost time its
systematic risk sensibility (i.e.A = Ay, ), Merton (1987)'s model
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reduces to the standard CAPM. In sum, the morespaent the firm, the
more the Merton’s model tends toward the standafdPMZ. But, the
increased opaqueness of financial and accountifayniation released
under the IFRS will raise the risk premium and thesluce the
convergence between the two models.

Moreover, the financing authorisation order is anpartant piece of
information in assessing profitability and risk.fetively, if the firm
contracts financial debts, it means that the firas presented sufficient
guarantees for potential investors against the afsttefault. The firm is,
in this case, both more indebted and also seasatket price revaluated
by this market confidence inde®n the other hand, if the firm increases
its equity to finance its growth, the aforementidmeasons are reversed
and even add to the suspicions concerning the fivmch allow some
investors to attempt to take advantage of a trahsieervaluation of the
market price. The IFRS rules seem, however, to vosight the
shareholder equity, and thus an examination oatte®unting documents
only can mitigate the initial judgment. To illudteathis purpose, we
consider the change in shareholders’ equity ofpt@perty companies of
the CAC 40 index and find on average an increaseeafly 8% of their
net accounting position. This impact, varying fréf to 10% in general
and even reaching more than 26% in an extreme isasginly due to the
option for fair valuation of the buildings. Thesean increase of about 3%
in shareholders’ equity when it is reclassified qagasi shareholders’
equity according to IAS 32 and IAS 39 standardsywel as a reduction
in the provisions for risks and expenses of abddt @ving to their
possible discounting and losses of amounts recoutel@r goodwill. If
we take into account changes of inverse signs lierotompanies (e.g.,
Renault’s equity fell by 4% from €16,444 million €45,864 million, and
Casino’s equity fell by 8%, with non-current liabés increasing by 30%
and total liabilities by 16%), it would thereforeesn that the changes in
financial structure induced by the transition te tf+RS is prey to a
growing asymmetry of information between the shaldd¢rs and the
managers, to which in future be added all of theldi® States.

Turning out to the overall analysis of CAC 40 firnisat have
published their financial statements on the intetmeler both the French
GAAP and the IFRS, we first remark that nearly 48%these firms
experience a variation of more than three basistpan their ROE, as a
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result of moving to the IFRSIn 80% of cases we observe an increase in
their ROE, and out of the remaining 20% of firmsatrecorded a fall in
ROE, less than one third involved variations of entinan three basis
points. In particular, about 14% of CAC 40 firmgeKkenced a variation

in their ROE of more than five basis points. Amdhgse firms, in two
thirds of all cases we find a reduction in shardbokequity and operating
income, while the net income increases in all cad@e®ther important
point is that we observe a reduction in the reventrem ordinary
activities and in the assets, in 80% of cases.

When looking for the source of the changes in thmancial
information, we typically see for example that #xa, the net income
goes from €2.5 to €3.7 billion, thus a differendengore than 50%.
Indeed, this income can be easily obtained by takick the provisions
previously made under the French GAAP for €291iarill by increasing
the capital gains on securities whose value hdanfaby eliminating the
depreciation of the goodwill which reduced the gearby €607 million,
and by reducing shareholder equity by 4% with respe the beginning
of 2004. At the same time, the debt to total liéies ratio goes from 39%
to 42%. In the case of TF1, tangible assets grewl&}. Accounts
receivable go from €912 million to €1,219 million @ 34% increase, and
accounts payable go from €892 million to €1,557lianl or an increase
of 43%. With the disappearance of accruals andrefeincome the
current liabilities go from €2,188 million to €1 % Mmillion, meanwhile
the noncurrent liabilities passed from €88 millitm €617 million or a
600% increase due to reclassification. The opeagaititome dropped,
however, by about 4% from €399 million to €383 ruiil.

In order to get more insights about the impacthef FRS, we also
analyse the changes in the ROE by sectors andtriggoobtained results
in Table 2. At the first sight, we observe that thmpact of the IFRS is
different from one sector to another. Th&etfospace & defenteand
“Audiovisual & entertainmehtsectors had biggest variations in their
ROEs (8 and 9.42 basis points respectively), whigeothers, such as the
“Banking, “Miscellaneous distributofs and “Basic material% sectors,
saw variations of less than one basis point onaaeerlt should be also
noted that most of the sectors experienced avesaggions in their ROE
of about one to five basis points. However, firmghe same sector often

* The results of analysis for individual firms aret reported here to conserve spaces,
but they are entirely available under request ¢éocibrresponding author.
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react differently during the transition to IFRS.rFexample, within the
“Automotive & equipment manufacturerdlichelin had a variation of
more than five points, Renault with a variationbetween three and five
points, and lastly PSA with a variation of lessritao points. Similarly,

in the “Public-sector servicéssector, the ROE of EDF and GDF changes
only slightly, whereas substantial variations ire ROE are found for
Suez and especially Veolia.

Tab. 2: Average changes in ROE by sector of activity aftethe
transition to the IFRS

Net income Breakdown of the ROE

) Net Total

Sectors Shi;eur}g/'der Eﬁ'eTt/ revenues inc’:‘)ﬁge | liabilities /
(ROE) revenues / Total EBIT Sharehlolder
assets equity

Qﬁfgﬁ;ﬁﬁﬁt"d 9.42% | 0.60%| —4.08%71.59% —0.20
Q:frgsgsce and 8.00% | 0.54%| 2.61% 3591% 0.78
jig‘fr‘i’ﬂisoend 452% | —0.229%-11.47%14.24%| 0.90
sﬁ)"czr:‘gﬁz andfood| 5 7g00 | 0.03%6 —12.89%47.22% | 0.70
Electronics and 3.69% | —0.14%-1.62%| 31.46%| 0.08
electrical equipment
Technology 3.68% | —1.43%—4.14%)| 82.95%| —1.58
Oil and gas 3.64% | 0.39%| -519%7.93% | 0.05
Insurance 3.49% 1.60%| —-1.24%1.52% 0.12
Telecommunications] 3.12% —-1.85%—2.19%| 10.02% 0.69
g/ldevcjeliiziwg —2.69% | —0.83% 0.18% | 36.64% —2.85
Construction and
construction 2.08% 0.06%| -1.78%10.78% 0.07
materials
spé‘rk\’/'i'g;ecmr 1.91% | 1.85%| —2.71%-9.02%| 2.43.
gégg‘s'ggr?ensd 1.84% | —1.17%-12.67%19.82%| 0.54

103



Arrouri, M. E. H. — Lévy, A. — Nguyen, D. KROE and Value Creation under
IAS/IFRS: Evidence of Discordance from French Firms

Net income Breakdown of the ROE
) Net Total
Sectors Shi;euf}g,'der EEI'eTt’ revenues inc’iﬁ:e | liabilities /
(ROE) revenues / Total EBIT Shareh_older
assets equity
Automotive and
equipment 1.65% 0.16%| —3.67%-7.55% 0.44
manufacturers
Health and hygiene 1.28% | -1.66%—-2.85%| 24.20%| 0.01
Travel 1.08% —0.42% 0.34% | 2.95% 0.56
Egdssgg"care —0.76% | 13.63%-13.03%-128.0%  0.00
Banking 0.71% 0.74%| 0.00% 7.36% -1.67
'(\j’i“sstﬁf)'l'ﬁgresous 0.63% | 0.24%| —37.81p40.95%| 0.25
Basic materials 0.62% —0.08% —1.56%| —0.38% 0.21

Notes: this table reports the average sectoriahg@bs in return on equity and its components for
CAC 40 companies for the fiscal year of 2004. Agerachanges are calculated as

ROBEFRrs — ROErrenchcaar, Where ROE stands for the average return on equity.

Next, our results show that the ROE of five diffdaresectors is
strongly affected by the application of the IFR8udiovisual &
entertainmentwith Vivendi, Aerospace & defenceith Thalés,Public-
sector serviceswith Véolia, Media & Advertisingwith Publicis, and
Automotive & equipment manufacturersth Michelin. Table 3 shows
that Vivendi had the largest change in its ROE utde IFRS (24.38%).
This increase is explained by the very strong iasean net income under
the IFRS, which is not offset by that of sharehdtequity. We equally
note the substantial change in the Net Income/ERtio following the
move to IFRS (+142.24%). It is then clear that ¢bet of debt accounts
for most of the changes in Vivendi’'s ROE. So thetatements made to
reallocate the financial costs are significant. $aeond-largest change in
ROE is found for Thalés, with an increase of 11.58€6ording to the
application of the IFRS.

104



European Financial and Accounting Journal, 2010,5mo. 1, pp. 84-112.

Tab. 3: Changes in ROE for five most impacted sectors aftahe
transition to the IFRS

Net income /| EBIT/ Net . . thgl
Net income| liabilities /
Shareholder Net revenues /
. /| EBIT Shareholder
equity (ROE)| revenues| Total assets .
equity
Audiovisual and entertainment
V| 2004 FRENCH GAAP 5.54% 10.81% 49.50% 32.54% 3.18
\'/ 2004 IFRS 24.38% 12.05% 41.55% 174.78% 2.79
E
g DELTA 18.85% 1.24% —7.95% +142.24% -0.39
|
Aerospace and defence
T| 2004 FRENCH GAAP 9.46% 4.01% 62.45% 48.08% 7.86
": 2004 IFRS 21.01% 3.709 76.16% 85.52% 8.72
L
E| DELTA 11.55% -0.31% 13.71% 37.45% 0.86
S
Public-sector services
V| 2004 FRENCH GAAP 3.52% 3.55% 68.04% 14.33% 10.1
g 2004 IFRS 12.15% 4,399 64.57% 39.66% 10.81
L
| | DELTA 8.63% 0.84% -3.47% 25.33% 0.64
A
Media and advertising
P| 2004 FRENCH GAAP| 23.84% 7.63% 39.35% 71.92% 11.0
lé 2004 IFRS 16.05% —-5.67% 38.59% 127.91% 5.73
L
|
c| DELTA —7.79% —-1.96% -0.76% 56.00% -5.30
|
S
Automotive and equipment manufacturers
M| 2004 FRENCH GAAP| 11.45% 5.52% 97.04% 60.85% 3.5]]
CI: 2004 IFRS 18.44% 5.499 93.62% 79.18% 4.53
H
E
L| DELTA 6.99% —-0.03% -3.42% 18.32% 1.02
|
N

Notes: this table reports the changes in returadquity and its components for CAC 40
companies by comparing the 2004 ROE ratios estedalisinder the French GAAP and
IFRS.
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When the ROE is broken down into four componen&b(@ 4), we
find that they are not all affected by the IFRStire same way. On
average, the ratios established under the IFRSagiesg bigger variations
than under the French GAAP, except for the assatower (Net
revenues/Total assets).

Tab. 4: Analysis of changes in ROE and its components

Net income EBIT/ Net Net Total
Accounting standards Shareholder Net revenues income / liabilities /
g equity Total Sharédolder
revenues EBIT )
(ROE) assets equity

FRENCH GAAP 0 o . ]
AVERAGE 14.11% | 9.14% 65.41%|83.33% 8.44

IFRS AVERAGE 16.59% | 9.74% 61.26%|94.82% 8.54

AVERAGE DELTA 2.48% | 0.60% —4.15%|11.49% 0.10

Although the various components that make up thé& R@ry from
one firm to another when moving to the IFRS, thayehcertain facts in
common. First, the cost of debt expressed by ttie et income/EBIT
is systematically affected by a significant vanatfollowing the adoption
of the IFRS. In more than 85% of cases it is thi® ithat varies the most,
with an average variation of +11.49%, comparedtdol@vel under the
French GAAP. Also, the variation of this ratio isegter than 20% in
more than one third of the cases, and 10% in twodglof the cases. It
diminishes in 24% of the cases. Second, the secoasdt strongly
affected ratio is the asset turnover. In 80% ofdhses it decreases, and in
5% of the cases the variation is higher than 20BdT the cost-of-debt
ratio is systematically raised by more than 2%, gnedvariation is often
greater than 5%. Forth, while one might expectranst variation in the
leverage ratio (Total liabilities/Shareholder eguthecause the IAS/IFRS
are said to have a strong effect on shareholdeityedhis ratio is only
slightly affected. On average it is the ratio shagvihe smallest variation,
compared to the French GAAP ratio (0.10). Finalhe change in the
operating-margin ratio occurs in the same mannehatsin the leverage
ratio.

Summarising all, the move to IAS/IFRS is not withconsequences

for the ROE of CAC 40 firms since on average thangje is 2.5 points.
While the effect of the IFRS on shareholder equisy generally
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emphasised in the existing literature, the restatésof net income and
operating income appear also to be very significant

Conclusion

This study contributes to putting an end to theppsition that the
changes in methods and analytical models unddABAFRS are neutral
with respect to the assessment of a firm’s retum eguity. Using
consolidated accounting data of CAC 40 firms fog 8004 fiscal year
where the application of the IAS/IFRS becomes mamglait shows that
the increased importance of cash as indicated éyrée cash-flows and
cash-flow statements could be interpreted as adiapon of the concept
of profit. In fact, both the old indicators devedmp under the French
GAAP (“Excédent Brut d’Exploitatidn “Résultat d’explotatich
“Résultat courarit etc.) and the redefined ones (EBITDA, EBIT, Rrof
before tax and non recurrent items, etc.) are nageth on a concept of
earnings linked to calculated revenues and expengash is thus subject
to an opportunistic management of earnings. Medewhive can
understand this tendency to return to cash flowabse it is not
influenced by the entities’ accounting policiesdamas an undeniable
advantage as a measure of risk.
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ABSTRACT

This paper re-examines the effects that adoptiorthef International
Financial Reporting Standards (IFRS) has had oanfiral reporting of
French listed firms. By analysing the 2004 finahsiatements of CAC
40 companies, we show that the transition to th&/IRRS has a
significant impact on the return on equity (ROE)cohsidered firms by
increasing it by 25 basis points on average, coetpdo the French
GAAP. This finding thus suggests an amplified degodé discordance
between the ROE, as a crucial measure of firm padoce, and the
value creation process following the IFRS adoptierom a theoretical
viewpoint, Merton (1987)'s capital asset pricing dab (CAPM) with

incomplete information, which claims its convergerto its traditional
version through the reduction of information costannot in fact be
valid, owing to divergences in the assessmentfiofrés performance.
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