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Abstract This study examines economic consequences around IFRS adoptions proxied by price impact, bid ask spread
and cost of capital. There are 3 incentives: reporting incentive, reporting behaviour and reporting environment. This research
found that on average, liquidity and cost of capital do not change around IFRS adoptions. Our findings imply that we have to
exercise caution when interpreting capital-market effects around IFRS adoption as they also reflect changes in reporting
incentives or in firms’ broader reporting strategies, and not just the standards.
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1. Introduction

Indonesia has adopted IFRS gradually since 2007 and
there are some new standard effective since 2012. IFRS has
three main characteristics (that principles-based), more use

of fair value as the basis for assessment and disclosure more.

Standards that are principles based only regulate matters of
principle not rule detail. IFRS requires more extensive
disclosures that users of financial statements to get more
information so that it can consider that information for
decision making.

Adopting IFRS would have seven benefits as well,
namely improving financial accounting standards (SAK),
reduce costs of SAK, enhance the credibility and usefulness
of financial statements, improving the comparability of
financial reporting, increase financial transparency, lower
cost of capital funding opportunities through the capital
market, improve the efficiency of financial statements.

However, in practice, implementing new standards is not
easy. Many businesses have complained about difficulties in
implementing the new standards in the company. Costs for
investments in the field of technology and information to
support the application of IFRS is high. Furthermore, the
costs of IFRS training for employees are also high. In
addition, the condition of the legislation that are not
necessarily in sync with IFRS.

Implementation of IFRS-based accounting standards have
been studied for most of the European countries, which
already requires the implementation of IFRS since 2005.
Previous research can be grouped into two categories:
research that tests the quality of accounting after the
implementation of IFRS and research that examine the
economic consequences of the application of IFRS. Barth &
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Lang (2005) Verriest et al. (2010) and Beuselinck et al.
(2010) found that quality improved after the implementation
of IFRS. However, Hung & Subramanyam (2007),
Beuselinck et al. (2008), Garcia-Osma and Pope (2010),
Capcun et al. (2010), and Cascino & Gascen (2010) found
that the quality of accounting did not increase after the
implementation of IFRS. Research Daske et al. (2008),
Beuselinck et al. (2010), Florou & Kosi (2010) found that
IFRS bring positive economic consequences for the
company, but Clarkson et al. (2009) found the opposite, the
adoption of IFRS did not improve the quality of financial
reporting.

Daske et al., (2009) investigated the effects of the
adoption of IFRS on the cost of capital, information
asymmetry and liquidity of the market. According to Daske
(2007), in adoption of IFRS give a lot of discretion to
management in implementing these standards so that in
practice there is a high variation in its application both in
terms of disclosure or accounting policies. Some companies
have a greater incentive in terms of quality of reporting than
other companies. For example, the company that is a
subsidiary of listed company on the US capital markets will
have a greater incentive to produce higher quality financial
statements compared to local companies that do not go
public. As a result, there are some companies that has a great
commitment in implementing IFRS for transparency in order
to reduce information asymmetry (serious adopters),
meanwhile there are also companies that only apply IFRS to
fulfill the provisions in accordance with IFRS (cosmetics
adopters). Companies that have a strong commitment to
implement IFRS by earnestly substance will reduce the
asymmetry of information, uncertainty, and risk estimate that
will result in lower capital costs and higher market liquidity
(Daske et al., 2007).

Companies that just implementing accounting standards
IFRS with cosmetic purposes will have a low commitment to
transparent financial statements. While the company that is
sincerely applying IFRS accounting standards will have a
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strong commitment to transparent financial statements.
Previous research has found higher transparency will reduce
the estimation risk that will ultimately reduce the cost of
capital (Daske et al., 2007 and Lambert et al., 2007). Daske
et al. (2007) examined the economic consequences of the
voluntary adoption of IFRS around the world and split the
company into two: the label adopters (companies that not
sincerely adopt IFRS) and serious adopters (companies that
adopt IFRS in full). Daske et al. (2007) found that the impact
of IFRS adoption on market liquidity and the cost of capital
on a serious adopters significantly more powerful than the
companies that belong to the "label adopters". This shows
that if the adoption of IFRS is not done in earnest (just
cosmetic), then it will not have a significant impact on the
level of transparency and does not reduce the asymmetry of
information, market liquidity and the cost of capital. In this
study, the term serious adopters replaced with substantive
adopter (companies that perform substantive changes in
applying IFRS).

This research will examine wheather adoption of IFRS has
economic consequences because there are differences
between companies in making substantial changes with
respect to the reporting and disclosure of their accounting
policie. IFRS adoptions that are part of a serious
commitment to transparency are likely to reduce information
asymmetry, uncertainty and estimation risk, and hence
should be rewarded with a lower cost of capital and higher
market liquidity (e.g., Leuz and Verrecchia, 2000; Lambert
et al., 2007a).

2. Hypothesis Development

Reporting incentives between firms are different and the
strength of enforcement also differs considerably across
countries (e.g., Ball et al., 2003; Leuz et al., 2003; Ball et al.,
2005; Lang et al., 2006; Burgstahler et al., 2006). For these
reasons, one frequently voiced concern is that some firms
may adopt IFRS merely as a label without making material
changes in their reporting policies (e.g., Ball, 2001, 2006).

Provided that market participants can differentiate
between “label” and “serious” adopters, we should observe
differential market reactions and economic consequences.
IFRS adoptions that are part of a serious commitment to
transparency are likely to reduce information asymmetry,
uncertainty and estimation risk, and hence should be
rewarded with a lower cost of capital and higher market
liquidity (e.g., Leuz and Verrecchia, 2000; Lambert et al.,
2007a).

The initial idea of this research is that the underlying
motivation of manager to change accounting standards play
an important role to look at the economic consequences
around the adoption of IFRS.

In the process of the adoption of IFRS, there are
companies, which adopt IFRS only the name, without
making any material change in reporting. But there are also
companies that actually make changes because it has an
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incentive to increase transparency.

Important antecedents for this paper are studies
highlighting the role of firms’ reporting incentives in
explaining observed accounting properties and actual
practices. IFRS, like any other set of accounting standards,
afford management with substantial discretion as their
application involves judgment and the underlying
measurements are often based on private information. The
way in which firms use this discretion likely depends on
managers’ reporting incentives, which are shaped by many
factors, including countries’ institutional frameworks,
various market forces, and firm characteristics. In this paper,
we emphasize and test the role of firm-level incentives in the
context of IFRS adoptions. Based on these arguments, the
proposed hypothesis is:

H1I: Economic consequences around IFRS adoption
depend on management reporting incentives

3. Research Design

To test the hypotesis 1, we estimate the following model:

Economic Consequences = f0 + B1IFRS
+ B2Reporting variable + j Controls j + € (1)

Economic Consequences = 0 + B1IFRS
+ p2Reportinglncentives + B3IFRS
* Reporting Variable + 3jControls j + € 2)

Follow Daske (2013), Economic consequences around
IFRS adoption is proxies by market liquidity, information
asymmetry, and cost of capital. (1) Market liquidity (Price
impact), i.e., the ability of an investor to trade in a stock
without moving its price, as the yearly median of the amihud
[2002] illiquidity measure (computed weekly and equal to
the aabsolute stock return divided by the US$ trading
volume). Higher values indicate more illiquid stocks ; (2) Bid
ask spread is a commonly used proxy for information
asymmetry (e.g., welker [1995], leuz and verrecchia [2000],
lang, lins, and maffett [2012]). We use the yearly median of
the daily quoted spreads, which we compute as the difference
between the closing bid and ask prices divided by the
midpoint; (3) Cost of Capital, using CAPM model.

IFRS is a binary variable coded as 1 for year 2013 that
IFRS has been adopted in Indonesia, and 0 for year 2010
when the IFRS has not yet been adopted.

Follow Daske et.al. (2013), we use three distinct proxies
for Reporting variable:

a. Reporting Incentive

Daske (2013) said that economic theory suggests that
larger, more profitable firms with greater financing needs
and growth opportunities, more international operations, and
dispersed ownership have stronger incentives for transparent
reporting to outside investors. Using factor analysis, we
extract a single factor indicating the strength of firms’
reporting incentives from various firm attributes: firm size
(natural log of the market value), financial leverage (total
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liabilities over total assets), profitability (return on assets),
growth opportunities (book-to-market ratio). Higher values
denote greater reporting incentives.

b. Reporting Behaviour

Sloan [1996] or Bradshaw, Richardson, and Sloan [2001]
show that the decomposition of earnings into accruals and
operating cash flow as well as extreme accruals contain
important information. The ratio of accruals to cash flows
has been shown to produce plausible earnings management
rankings for firms around the world (Leuz, Nanda, and
Wysocki [2003], Wysocki [2004]). Following Leuz, Nanda,
and Wysocki [2003], we compute the Reporting Behavior
variable as the ratio of the absolute value of accruals to the
absolute value of cash flows (multiplied by —1 so that higher
values indicate more transparent reporting). Scaling by the
operating cash flow serves as a performance adjustment
(Kothari, Leone, and Wasley [2005]). We estimate accruals
as the difference between net income before extraordinary
items and the cash flow from operations or, if unavailable,
compute them following the balance sheet approach in
Dechow, Sloan, and Sweeney [1995].

c. Reporting Environment

Lang and Lundholm [1996] show that analyst coverage is
related to more transparent reporting. Evidence in Lang, Lins,
and Miller [2004] and Yu [2008] suggests a monitoring role
of financial analysts, for instance, in curbing earnings
management. We compute the Reporting Environment
variable as the natural log of the number of analysts
following the firm (plus one). For firms without coverage in
I/B/E/S we set analyst following to zero. Higher values
denote more external pressure.

Control variables are: Market Value is stock price times
the number of shares outstanding (in million); Share
Turnover is annual trading volume divided by market value
of outstanding equity; Return Variability is the annual
standard deviation of monthly stock returns; Total Assets are
denominated in million; Financial Leverage is computed as
the ratio of total liabilities to total assets; Analyst forecast
equals the one-year-ahead I/B/E/S analyst forecast error
(mean forecast minus actual) scaled by lagged total assets.

4. Data and Sample

This research uses companies that are listed on Indonesian
Stock Exchange (BEI) from 2012 to 2013. Data collected
from the Thomson Reuters Eikon and Annual Report each
company. Samples includes only listed companies in
Indonesia and excludes financial companies (ie. banks,
insurance and investments corporations) because those
companies have special financial statements structure so that
their earning quality measurement does not equal with the
other industries. Indonesia has started adopt IFRS gradually

since 2007, but only a few standard. Indonesia intensively
implementing IFRS in 2011 and 2012, So that the data taken
one year before and after the convergence of IFRS, 2010
(before adoption) and in 2013 (after adoption). For model 1
Limitation of number of data is due to incomplete data such
as analyst following and stock returns.

5. Result

For each dependent variable, we estimate three
regressions using either the level of the Reporting Incentives,
the Reporting Behavior, or the Reporting Environment
variable. If these proxies capture incentives for more
transparent reporting, they should exhibit a negative
coefficient in the model. Table 2 presents results. Using price
impact as dependent variable, the coefficients on /FRS are
insignificant, suggesting that liquidity before IFRS is similar
with after IFRS.

We begin our analysis by examining average differences
in market liquidity and cost of capital between firms
reporting under IAS and firms reporting under local GAAP.
There are 3 dependent variables: price impact, bid ask spread
and cost of capital. For each dependent variable, we estimate
three regressions using either the level of the Reporting
Incentives, the Reporting Behaviour, or the Reporting
Environment variable. If these proxies capture incentives for
more transparent reporting, they should exhibit a negative
coefficient in the model.

Using price impact as dependent variable, the coefficients
on IFRS are insignificant, suggesting that liquidity of firms
before IFRS was not different with after IFRS adoption.
Only one reporting variables (reporting incentive) that are
significantly associated with price impact (liquidity), but
with different direction. The result shows the higher
incentives for transparent reporting, the higher the more
illiquid the stocks. The different in the result maybe because
factor analysis have not capture all of the attribute of
reporting incentive. The control variable that is significant
only for market cap and trading volume, but the result is the
higher the market cap, the higher the liquidity. Correlation
between trading volume and price impact is negatively
significant.

For bid ask result, one model suggest that firms reporting
under IFRS have significantly lower spread, the other two
model are insignificant, suggesting that firms reporting
under IFRS—on average—have similar bid ask spread as
firms reporting under non IFRS. The result also shows that
the higher incentives for transparent reporting, the higher the
bid ask spread. This result is not as expected. Maybe because
factor analysis have not capture all of the attriburte of
reporting incentive. The control variables, trading volume
and return variability have negatively associated with bid ask
spread. The higher the trading volume and return variability,
the lower the bid ask.
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Table 3. Descriptive statistic before and after IFRS adoption - Model 1

Panel A: Dependent Variables

Variable Mean Stat Dev Min Max
Price Impact Before IFRS 72 0,088621 0,632447 -1,20139 1,169591
After IFRS 72 -0,1065553 0,765366 -1,69708 1,698254
Bid Ask Spread Before IFRS
After IFRS
cocC Before IFRS
After IFRS
Panel B: Independent Variables
IFRS Before IFRS 72 0 0 0 0
After IFRS 72 1 0 1 1
FACTOR ANALYST Before IFRS 72 0,7393054 0,955482 -1,82388 3,34706
After IFRS 72 0,4199219 0,973276 -2,41457  3,27088
IFRS*FACTORANALYST Before IFRS 72 0 0 0 0
After IFRS 72 0,4199219 0,973276 -2,41457 3,27088
ACCRUALS Before IFRS 72 0,7925284 1,080137 0 5,43627
After IFRS 72 1,097848 1,517313 0,029522 6,720959
IFRS*ACCRUALS Before IFRS 72 0 0 0 0
After IFRS 72 1,097848 1,517313 0,029522 6,720959
ANALYST FOLLOWING Before IFRS 72 0,3611111 0,483693 0 1
After IFRS 72 0,2916667 0,457719 0 1
IFRS*ANALYST FOLLOWING Before IFRS 72 0 0 0 0
After IFRS 72 0,2916667 0,457719 0 1
MARKET CAP Before IFRS 72 8,482258 0,925082 6,327649 10,25895
After IFRS 72 8,823735 0,875827 7,084467 10,59255
TRADING VOLUME Before IFRS 72 2,492506 1,574406 -0,68224 5,569443
After IFRS 72 3,000751 1,266465 -0,12453 5,109584
RETURN VARIABILITY Before IFRS 72 -0,681438 0,196614 -1,06413 -0,22802
After IFRS 72 -0,9201555 0,23075 -1,57962 -0,30565
Table 4. Descriptive statistic before and after IFRS adoption - Model 2
Panel A: Dependent Variables
Variable N Mean Stat Dev Min Max
Bid Ask Spread Before IFRS 73 0,036248 0,048828 0,0026 0,1749
After IFRS 73 0,026008 0,035046 0,002384 0,1278
Panel B: Independent Variables
IFRS Before IFRS 73 0 0 0 0
After IFRS 73 1 0 1 1
FACTOR ANALYST Before IFRS 73 0,72473 0,924827 -1,82388 3,34706
After IFRS 73 0,387035 0,97903 -2,41457 3,27088
IFRS*FACTORANALYST Before IFRS 73 0 0 0 0
After IFRS 73 0,387035 0,97903 -2,41457 3,27088
ACCRUALS Before IFRS 73 0,792619 1,073281 0 5,43627
After IFRS 73 1,290082 2,052363 0,032062 9,399063
IFRS*ACCRUALS Before IFRS 73 0 0 0 0
After IFRS 73 1,290082 2,052363 0,032062 9,399063
ANALYST FOLLOWING Before IFRS 73 0,356164 0,482179 0 1
After IFRS 73 0,287671 0,45581 0 1
IFRS*ANALYST FOLLOWING Before IFRS 73 0 (0] 0 0
After IFRS 73 0,287671 0,45581 0 1
MARKET CAP Before IFRS 73 8,461375 0,927839 6,327649 10,25895
After IFRS 73 8,766687 0,911198 7,084467 10,59255
TRADING VOLUME Before IFRS 73 2,535081 1,52476 -0,68224 5,569443
After IFRS 73 2,989679 1,219066 0,32726 5,109584
RETURN VARIABILITY Before IFRS 73 -0,66569 0,195471 -1,06413 -0,22802
After IFRS 73 -0,90349 0,235717 -1,57962 -0,30565

83
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Table 5. Descriptive statistic before and after IFRS adoption - Model 2

Panel A: Dependent Variables

Variable N Mean Stat Dev Min Max
coc Before IFRS 46 0,322036 0,228179 -0,07948 0,817628
After IFRS 46 0,018017 0,041537 -0,0722 0,091108
Panel B: Independent Variables
IFRS Before IFRS 46 0 (o] (o} 0
After IFRS 46 1 (0] 1 1
FACTOR ANALYST Before IFRS 46 0,907746 0,723407 -0,46511 2,25425
After IFRS 46 0,530599 0,707123 -1,04609 2,42132
IFRS*FACTORANALYST Before IFRS 46 [0} 0 [0} [0}
After IFRS 46 0,530599 0,707123 -1,04609 2,42132
ACCRUALS Before IFRS 46 0,485298 0,528188 0 2,082979
After IFRS 46 0,979993 1,070838 0,02172 3,807472
IFRS*ACCRUALS Before IFRS 46 [0} 0 0 [0}
After IFRS 46 0,979993 1,070838 0,02172 3,807472
ANALYST FOLLOWING Before IFRS 46 0,695652 0,465215 (o} 1
After IFRS 46 0,565217 0,501206 0 1
IFRS*ANALYST FOLLOWING Before IFRS 46 [0} (0] 0 [0}
After IFRS 46 0,565217 0,501206 (o} 1
RETURN VARIABILITY Before IFRS 46 0,198629 0,108744 0 0,465113
After IFRS 46 0,166228 0,029919 0,137361 0,262335
TOTAL ASSETS Before IFRS 46 20,46369 1,264921 17,88495 23,25161
After IFRS 46 20,66249 1,227669 18,35196 23,59106
LEVERAGE Before IFRS 46 0,431773 0,190594 0,108687 0,982195
After IFRS 46 0,460007 0,189151 0,137555 0,93676
ANALYST FORECAST Before IFRS 46 0,035329 0,040384 0,001125 0,140752
After IFRS 46 0,029827 0,036077 -0,002 0,119913

For cost of capital, it shows that cost of capital is
significantly lower after adoption of IFRS for all reporting
variable. Reporting behaviour have significantly positive
association with cost of capital. It shows that the higher the
incentive for transparant reporting, the higher the cost of
capital. It direction is not in accordance with prediction. But
when moderating variable included, it shows that incentive
for transparant reporting have not impact to the cost of
capital. Interaction between Reporting environment and
IFRS shows significantly negative correlation to the cost of
capital. It means that a company that is implemented IFRS
and more monitored by analyst following have lower cost of
capital. The control variables shows that return variability
and analyst forcast error have negative significant
correlatuion to the cost of capital. The higher the return
variability and analyst forcast error, the lower the cost of
capital.

6. Summary

This paper aims to examine the economic consequences
associated with IFRS adoptions in Indonesia. We focus on
firm-level heterogeneity in the consequences, recognizing
that firms can differ in their motivations and ways to adopt
IFRS

We find little evidence that IFRS adoptions are, on
average, associated with an increase in market liquidity or a

decline in the cost of capital. Our findings imply that we have
to exercise caution when interpreting capital-market effects
around IFRS adoption as they also reflect changes in
reporting incentives or in firms’ broader reporting strategies,
and not just the standards.

The limitation of this paper is that small number of sampel
because limitation on data availability. Accrual using in this
model is simple, future research could use another
measurement of accrual for proxy of transparant reporting.
Factor analysis used in this research have not capture all of
the attribute of reporting incentive. Future research could
add another attributes.
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