The Effect of Accounting Standard Setting on Accounting Quality
This article is talking about a research on “The Effect of Accounting Standard Setting on Accounting Quality” which was ran by Mark Kohlbeck (Florida Atlantic University) and Terry Warfield (University of Wisconsin-Madison) on January 31, 2008.

This research was explored the effect of nineteen accounting standards disseminated by the Financial Accounting Standard Board (FASB) on assorted accounting quality metrics.

There were two events motivated the research. First, the Generally Accepted Accounting Principles (GAAP) had contributed to some current accounting and business failures where some people criticized that GAAP is complicated and hard to apply, and the standard is rule-based. Second, the accounting standards should be applied in cross-border filings.

These studies spotlight on the information value weight given by the new standard or observed the early adoption economic consequences. This study offers an over-time measurement of the joint accounting quality effects of nineteen general-propose accounting standards that were applied over a lengthy period of time. Particularly, the researchers/authors provide proof on the U.S. standard setting process merits based on the existing standards. Whereas, most of the prior accounting standard research had just take into account the effects of accounting quality of one standard at a point of time.

Thus, via this comprehensive analysis, policy makers can assess their future direction for accounting standard setting; investors will be more beneficial due to ability to understand more about the overall accounting standards impact on the quality of the information in financial statement; and those evidence could be useful in future research.
2.0 Motivation and Hypothesis
From the past research, the accounting quality improvements connected will the spread of individual standards. The majority of these studies was focus on the economic consequences of the individual accounting standards, the decision to adopt the past standards are permitted and disclosures. Lacking some of those studies will come out with the question whether the accounting improved?

The researchers have expended the investigation in the past three decades to find out the evidence whether the accounting standards will influence the accounting quality. The researchers review the accounting standards from 1980 to 2005 and identify 19 accounting standards that non-industry-specific classify as general purpose. The majority of the accounting standards were industry-specific application which had 52 standards. The remaining standards not included addressed disclosure requirements, clarified existing standards, technical corrections or delayed the effective date.

The researchers evaluate the 19 accounting standards on 5 dimensions for objective-based accounting standards. The 5 dimensions consider are whether the standards increase the disclosure, has an asset-liability orientation, contains bright-lines, provides implementation guidance and exceptions or alternatives. Besides that, the researchers also concerning the features of objective-based and rule-based accounting standards.

SEC and FASB move towards objectives-based accounting but the researchers suggest that FASB should follow the balance sheet-bases approach and improve the disclosure environment. Increased the disclosure and enhances the information environment which can improve the accounting quality. The limit of bright lines would limit the transaction structuring that may result in the less representative and bias. The existence of the implementation guidance, exception and alternatives reduces the comparability. These attributes will associate with lower accounting quality.

Accounting quality will improve or not is much more depends on how to measure the accounting quality. If the accounting quality metric is based on the balance sheet-approach, then the researchers will measure the assets and liabilities. The accounting quality will become worsen if the accounting quality metric was based on the income statement as a result from the errors and possible earning volatility.

Whether or not the accounting standards will affect the accounting quality is an empirical question that depends much on the accounting quality measurements. So, the researchers state the null hypothesis as follow:

H0: There is no relationship between the implementing of the accounting standards and accounting quality.
3.0 Research Design
Research design includes the characteristics of measurement accounting quality and date of accounting standard achievement. Accounting quality metrics measure in research based on accounting attributes and inventors’ valuation. For accounting perspective, accrual quality, persistence, earning response coefficients are applied while explanatory power of valuation based on balance sheet and income statement.
3.1 Analysts’ Forecasts
There are 2 accounting metrics used in analysts’ forecasts which are forecast error and forecast dispersion. These 2 accounting metrics are positively affected by leverage, loss and earning. Trend variable is used to test the other factors that affected the accounting quality when the time changed.

Analysts’ forecast model:

LNERRORi,t (LNDISPi,t) = α0 + α1 LOSSi,t + α2 ANALYSTSi,t +

α3 LNASSETSi,t + α4 EPS_VOLi,t + α5 LEVERAGEi,t + α6 %ΔEARNi,t +

α7 TRENDt + α8 STANDARDt + εi,t
3.2 Persistence
Persistence is used to test the quality of growth and earnings. There are positive relationship between earning persistence and accounting quality. Researcher used the market to book ratio to identify the well growth firms.

Persistence model:

EARNi,t = α0 + α1 EARNi,t-1 + α2 MBi,t + α3 ( EARNi,t-1 * MBi,t ) +

α4 TRENDt + α5 STANDARDt + α6 (EARNi,t-1 * STANDARDt) + εi,t
3.3 Earning Response Coefficients
Earning Response Coefficients is respond to the return when the earning changes. This research measures annual shareholder gain and the change in gain during the year. Accounting standards are the main control for the change in gain and the relationship between change in gain and effect on ERCs is tested.

ERC model:

RETURNi,t = α0 + α1 ΔEARNi,t + α2 TRENDt + α3 STANDARDt +

α4 (ΔEARNi,t * STANDARDt) + εi,t
3.4 Accrual Quality
Accrual quality measures the uncertainty in accruals with operating cash flow realization. It focuses on current working capital and total current accrual. Accrual quality has negative relationship with smaller firms, greater cash flow variability, longer operating cycles and reporting of losses.

Accrual quality model:

SD_AQi,t = α0 + α1 LNASSETSi,t + α2 SD_CFOi,t + α3 SD_SALESi,t + α4 LNCYLCEi,t + α5 LOSSi,t + α6 TRENDt + α7 STANDARDt + εi,t
3.5 Valuation
Valuation model considered balance sheet and earning information. Collins et al. (1997) used 3 models to investigate the change in explanatory power.

PRCi,t = γ0 + γ1 BVPSi,t + εi,t (6)

PRCi,t = γ0 + γ2 EPSi,t + εi,t (7)

PRCi,t = γ0 + γ1 BVPSi,t + γ2 EPSi,t + εi,t

The explanatory powers of these 3 equations are tested and compare after implement each standard.
4.0 Samples And Data
The samples data that used in this research is from 1976 to 2005. Initially, the researchers cancel the observation which was non-December year-ends and data which were lack lagged. When the specific standards are apply to the firm, and then the researchers will eliminate the non-December year-ends. Mean and median have reported and the different between the samples have been recorded. Smaller and less profit firms have been included when the sample size increases. The forecast data show that it is occupied with the large firm. The median data indicated that the positive earnings for all the data.
5.0 Results
There are eleven accounting standard events, the issues that needs to estimate are the accounting quality model and investigation for accounting quality metric. There are limits of years included in the evaluation for each accounting quality models to decrease sampling bias from include in all years in each evaluation and reinforce the generalizability of the result. Sample period for each of the eleven accounting standard includes eight year period which are four year period that is ends two years before and four years period that is begins two years after each standard has been implemented. The preceding year, year of implementation and following year are exempted to avoid year effect adoption. Difference years’ data are more relevant for difference standards which the standards are implemented in the long time period. Following is the organization of the discussion of result by the accounting quality metrics and the summary and sensitivity analysis
5.1 Analyst Forecast-based Measures (Equation1)
For the forecast error model, the estimated coefficients of the six accounting standards are significant, five of the six are negative. The mean coefficient is significant and negative too. the results imply that the decreased forecast errors are related to the standard setting process.

For the forecast dispersion model, the estimated coefficients for five of the accounting standards are significant which is three are positive and two are negative. However, the mean coefficient for the five accounting standard is not significant. There is no consistent evidence with respect to forecast dispersion.
5.2 Accounting-based Measures
i) incremental persistence impact (interaction of accounting standard and prior

period’s earning variable). Equation 2 is estimated for the eleven accounting

standard. The estimated coefficient is significant but there is no consistency as

well. Besides, the overall mean for this persistence model ids not significant.

ii) incremental ERC impact.

Equation (3) is estimated for the eleven accounting standard. The estimated

cooefficient for accounting standard are significant which six are negative and

two are positive. The overall mean is negative and significant consistent with

decreasing ERCs.

iii) accrual quality

Equation (5) is estimated. The estimated coefficient for the five accounting

Standard are significant which three are positive. The overall mean effect is

significant. It is positive too indicating decreasing quality.
5.3 Valuation Measure
Final analysis is considered the explanatory power of earnings per share (EPS), book value per share (BVPS), and combined valuation models. Two analysis are being performed which are comparing explanatory power after and before accounting standard using the EPS, BVPS and combined models and combine adjusted across accounting standards and interpret mean result. By using the first analysis, it is found that there is no difference between period after and before accounting standard for combined models and BVPS. However, after implemented the accounting standard for EPS model, it is found that the explanatory power is significant decreased. This decrease is consistent. Second analysis, it is found that the explanatory power is no difference for the unique EPS source, common source, or combined source. But then, the explanatory power for the unique BVPS model is significant increased. This results are consistent too.
5.4 Summary and Sensitivity Analysis
Overall, the above evidence is mixed. In forecast dispersion, there is no difference in persistence between after and before accounting standards. ERCs and accrual quality consistent with FASB’s ( focus on balance sheet).

In here, sensitivity tests are performed to document the result’s robustness. First alternative procedure is excluded from the estimations observations in forecast sample that the forecast dispersion metrics are missed. Dispersion metric is assumed equal zero for the firm. Second alternative procedure is only include firm which the standard is more have an impact in the test. Third is expanding the sample for all of the standard included all years except the three year focused on year of implementation. Finally, the distribution of independent variables indicate significant outliers the potential. The findings are robust, except the result of marginal accrual quality are not significant.

In additional, alternative specification are also been considered. In equation (3), ERC model is based on the changing in earning whereas now the ERC model is considered based on level of earning. Additional determinants of ERC’s that is suggested by the prior research are incorporate as main effect which interactions with earning’s change to derive the incremental effect on the ERC’s. besides, the prior research also suggest that the loss and profitable are valued differently.(Collis et al. 1997 and Hayn 1995). Therefore the loss firm is controlled by estimating the ERC’s and valuation models also separately for loss and profitable firms. Loss firm indicator is included and interactions with EPS and the book value in the valuation model. In here, ERC results are weak but there are consistent. The analysis of valuation models make suggestions that decreases in explanatory power of EPS model is incited by loss firms and the differences related to balance sheet model only are incited by the profitable firms. The results are consistent with the prior research and the overall findings.
6.0 Conclusion
The researchers investigate the impact of eleven events of the nineteen accounting standard setting in relation with accounting quality from year 1976 to 2005.

Overall, the results from the research are generally consistent with the FASB’s balance-sheet/asset-liability focus. In addition, the accounting information environment had also been improved. From the results, there is lower forecast errors and increased explanatory power in book value per share. However, there is also an evidence of declining accounting quality about accrual and persistence quality, and decreased earning explanatory power per share models.

This study offers an over-time measurement on the collective accounting quality effects of nineteen general-propose accounting standards. The research outcomes are supported by the FASB’s current accounting standards (balance-sheet focus and disclosures expanded). Nevertheless, there are many exceptions and wide guidance which may not press forward to higher quality accounting standards.
