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Thereby, firms with smaller, more independent, and more
diverse boards disclose fair value estimates of the highest
quality.
The second essay examines whether the value relevance of fair values varies across investor protection
environments. The premise is that the better the investor
feels protected from the firm, the more likely the investor
will trust in the manager’s ability to estimate reliable and
relevant fair values. This essay finds evidence that the value
relevance of fair values is positively associated with the investor protection environment of the firm’s home country. In
countries with undeveloped investor protection traditions,
investors do not trust managers when it comes to estimating
the fair value of financial instruments.
The third essay examines whether audit quality has an
impact on the value relevance of fair values. It can be assumed that managerial opportunism is mitigated by independent high quality auditing. The results suggest that client importance affects the information quality of fair value
estimates negatively and that non-audit services have a
positive effect on the value relevance of fair values. Hence,
the results imply that higher level of information quality of
financial instruments can be achieved with independent audit of high quality.
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In order to achieve well-functioning capital markets,
firms have to provide investors and other stakeholders with
relevant and reliable information. Especially, for financial
firms a large amount of assets and liabilities are measured
at fair value in accordance with International Financial Reporting Standards (IFRS). The complexity and lack of liquid
markets of certain financial instruments has made the valuation of such financial instruments complicated. Hence, fair
value accounting for financial instruments leads to some
subjective estimation of input data used in the valuation
process. This subjectivity can be misused by managers for
their own interest (i.e. opportunistic behaviour). However,
opportunistic behaviour can be reduced with efficient and
sophisticated internal and external control mechanisms.
This dissertation investigates which control mechanisms
that are suitable in monitoring managers related to fair
value accounting of financial instruments in financial firms.
In the first essay, the effect of corporate governance on the
value relevance of fair values is analysed. The assumption
is that stronger boards with an appropriate structure are
more effective in monitoring managers. The results indicate
that board independence and gender diversity have a positive effect on the information quality of fair value estimates.
In addition, the results indicate that board size is negatively
associated with the value relevance of fair value estimates.
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PART A:
BACKGROUND, THEORY AND FINDINGS

1

1

INTRODUCTION

In order to achieve well-functioning capital markets around the world, firms have to
provide investors and other stakeholders with relevant and reliable information
(Imhoff, 2003). Relevant and reliable information can be achieved with suitable
accounting standards (Barth et al., 2008), independent and high quality audit (Behn et
al., 2008), and strong corporate governance (Song et al., 2010). Imhoff (2003) argue
that one of the factors cannot solely increase information quality, and thus in order to
provide stakeholders with high quality information, there has to be a symbiotic
relationship between the three drivers of information quality. Hence, firms need to
have excellent accounting procedures obtained by following internationally accepted
accounting standards, independent external audit of high quality, and strong corporate
governance to maximize information quality. If managers are hired to run the firm,
there is a crucial need of standards, laws, and corporate governance recommendations
in order to steer managers to act according to the shareholders’ interests.
The potential conflict of interest between managers and shareholders is one of many
agency situations that produce agency costs. Researchers use agency theory for
describing and finding solutions for conflicts between managers and shareholders
(Scott, 2012). Moreover, agency theory can be used to study contracts that are
committed to motivating a rational agent to act on behalf of a principal when the
agent’s interests would otherwise conflict with those of the principal (Scott, 2012). This
division of ownership and power leads to risks for the owners as managers can misuse
their position as agents by ineffective management or fraudulent actions. The costs and
risks that arise from the division of power and ownership are called agency costs.
According to agency theory, shareholders can reduce agency costs by contracts,
corporate governance, laws, and external auditing.
Accounting and financial reporting plays a major role in reducing agency costs, as
accounting is about communicating economic information to stakeholders (Watts and
Zimmerman, 1986). Financial reports are the most detailed and comprehensive source
of information that shareholders receive about their investment.1 Thus, information
asymmetry between managers and owners can be reduced by disclosing relevant and
reliable information. Information asymmetry arises when managers have more
information about the firm than the shareholders. Hence, a regular flow of high quality
information is vital for shareholders to make informed decisions. A potential area of
conflicting interest can arise when the responsibility of accounting and preparing
financial reports lies with the firm’s managers. In an ideal world, managers use their
inside information to communicate the true and fair view of the firm’s financial state
and performance to outsiders (Barth et al., 2001). As the accounting and reporting is
made by the managers (agents), it is crucial that accounting standards, laws, and
auditing standards are effective in increasing the reliability of financial reports.
The International Accounting Standards Board (IASB) regulates accounting and
financial reporting with their International Financial Reporting Standards (IFRS),
which are enforced by laws. Listed firms in 140 countries are required to follow IFRS,
thus making financial reports comparable across countries (www.ifrs.org). As all
accounting events cannot be regulated with separate rules, the IASB has appointed
principle-based standards. Here, compared to detailed rule-based accounting
standards, principle-based standards mean that the standards should be used as a
1

This holds for independent shareholders with no or limited inside information about the investment.
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conceptual basis for accountants consisting of guidelines instead of rules. The lack of
perfect or true accounting rules and standards for every single accounting event has
made the environment of accounting complex, as all accountants do not interpret the
guidelines in the same way (Scott, 2012). Thereby, the principle-based standards have
introduced management discretion into accounting. Managers can interpret principles
differently and use the allowed subjectivity to increase their own wealth instead of the
shareholders’ value. This leads to lower trust in the stock market and thereby
increasing firms’ cost of capital. Even though financial reports are produced according
to requirements in accounting standards, the shareholders cannot be certain that the
financial reports present a true and fair view of the firm’s financial position. Hence, to
mitigate agency costs there is a need not only for information, but for information of
high quality.
Given the need of providing stakeholders with relevant and reliable information, the
firms accounting procedures are of high importance, as the outcome of a firm’s
accounting is essentially the financial statements which are communicated to
stakeholders. Nevertheless, accounting is practised according to two different concepts:
historical cost and fair value accounting. Historical cost accounting indicates that firms
should use depreciated purchase prices as the value of assets and liabilities. Fair value
accounting, on the other hand, indicates that firms should use exit prices of assets and
liabilities instead. In other words, an exit price is the price that would be received to sell
an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date (Laux and Leuz, 2009). Instead of using only one
of the concepts, the firms’ accounting is a mixture of historical cost and fair value
accounting. Thus, depending on the mixture, one single firm can report different
numbers in their financial statements.
As a reaction to the two concepts of accounting, individuals will not be unanimous in
their reaction to the same information (Scott, 2012). One group of investors may prefer
fair value accounting on the grounds that fair values will help predict future firm
performance, while another group of investors may find fair values unreliable and thus
prefer historical cost accounting. Proponents of historical cost accounting argue that
past performance is the best predictor of future performance (e.g. Dichev and Tang,
2008). Supporters of fair value accounting point out that firms operate in an
environment that is constantly changing, and thus historical performance should not be
used as a proxy for future performance (Scott, 2012). Both concepts have their pros and
cons, and hence it is difficult to argue which of the concepts are better for the
shareholders.
Since the adoption of IFRS, the IASB has emphasized the use of fair value accounting.
Standard setters and the majority of academics claim that fair value accounting
provides the most relevant information for investors (e.g. Barth et al., 2001). Although
the IASB argues that the management discretion in fair value accounting is used to
increase the relevance of financial information by communicating private information
to investors (Barth et al., 2001), self-interested opportunistic managers can abuse
discretion allowed under IFRS to increase their wealth at the expense of shareholders
(Bowen et al., 2008). Managers use discretion, for example, in fair value accounting of
financial assets and liabilities (Chong et al., 2012), goodwill impairment decisions
(Beatty and Weber, 2006), the estimation of stock option values (Bartov et al., 2007),
and the timely recognition of income and losses (Myers et al., 2007) to meet selfinterests such as earnings and bonus thresholds. Depending on the managers’
incentives they either overestimate or underestimate the value of financial assets and
liabilities, and goodwill. These examples indicate that managers can use and are using
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discretion to manipulate earnings. Therefore it can be claimed that the increased usage
of fair value accounting has increased the potential agency costs related to information
asymmetry. As managers are human and might be tempted to misuse discretion for
self-interests, there is an urgent need for internal and external mechanisms that
mitigate the incentives and possibilities for opportunistic behaviour.
Accounting standards do not per se reduce agency costs related to information
asymmetry, as principle-based accounting standards allow management discretion. The
incentives for opportunistic behaviour can, however, be reduced with stronger
corporate governance (Song et al., 2010), higher audit quality (DeFond and Zhang,
2014), and more effective legal systems in protecting shareholders (Leuz et al., 2003).
Bowen et al. (2008) show that firms with lax governance structures and weak board
monitoring encourage managerial opportunism. Furthermore, since fair value
accounting has increased the uncertainty in financial statements, there is an increased
need for high audit quality in order to constrain managerial opportunism (Christensen
et al., 2012). Moreover, strong legal traditions in protecting shareholders seem to be a
strong mechanism for decreasing managerial misuse of discretion in accounting (Leuz
et al., 2003). Hence, to minimize agency costs related to fair value accounting, all
mechanisms must be in a symbiotic relationship. Accounting standards and laws
should be effective, the managers should be monitored by a strong and effective board,
the assurance of financial statements should be independent and of high quality, and
there should be effective laws and traditions to protect shareholders.
Given the importance of high information quality, the increased estimation uncertainty
related to fair value accounting, and the fact that accounting standards cannot solely
improve accounting quality, it is of interest to study which kind of external and internal
control mechanisms can be used to increase the information quality of fair value
accounting. Thus, the main research question of the whole dissertation is: Can internal
mechanisms, such as corporate governance, and external mechanisms, such as auditing
and investor protection laws, increase the information quality of fair values? In other
words, this dissertation investigates if corporate governance, auditing, and investor
protection explain the within and cross-country differences in the value relevance of
fair values.
The research question is of utterly importance for stakeholders, accounting standard
setters, and for the firms. As the research question investigates how internal and
external factors can be used to increase the efficiency and quality of fair value estimates
of financial assets and liabilities, the findings of this dissertation can be used to
increase the efficiency of financial reporting, reducing information risk, and thereby
increasing the overall trust in capital markets. Shareholders benefit from higher
information quality of fair value accounting, as the risk for making investment
decisions on biased information is reduced. Moreover, higher information quality of
manageable assets and liabilities (i.e. fair values) should lead into more efficient credit
markets. Given the purpose of accounting standard setters is to increase information
quality of financial information generated by firms, the standard setters should be
interested to find out which internal and external control mechanisms are working best
in increasing information quality of fair values. Finally, firms should benefit from the
findings, as if managerial opportunism and information asymmetry related to fair value
accounting can be reduced using certain internal and external control mechanisms,
firms can use these mechanisms to increase efficiency of financial reporting and
thereby to decrease cost of capital.
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The research question is answered with three interrelated essays. The first essay
answers the research question: Can corporate governance affect the value relevance of
fair values? More specifically, do board independence and structure, audit committee
activity, and appointment of a risk committee increase the information quality of fair
values? The main argument behind this research question is that stronger boards with
an appropriate structure are more effective in monitoring the managers of the firm. In
this respect, the effective monitoring of the managers can be used as a shareholders’
defence against the risk of managers’ ineffective use of corporate assets (Dittmar and
Mahrt-Smith, 2007).
The second essay answers the research question: Does the value relevance of fair values
vary across investor protection environments? Thereby, the second essay investigates
whether the information quality of fair values differs depending on the legal traditions
and investor protection environment of a firm’s home country. The main argument
behind the second research question is that a stronger investor protection environment
causes a higher value relevance of financial statements (DeFond et al., 2007). The
purpose of the second essay is to investigate if this argument also holds for fair values.
Thereby, the goal is to analyse whether the value relevance of fair values is positively
associated with the investor protection environment of a firm’s home country.
Finally, the third essay answers the research question: Can an independent and high
quality audit increase the information quality of fair values? Hence, the third essay
studies whether the value relevance of fair values is positively associated with the
quality of an audit. The main argument behind the third research question is that
auditors are expected to assure the reliability and relevance of financial statements; i.e.
the higher the audit quality, the higher the information quality. Moreover, DeFond and
Zhang (2014) argue that high audit quality is suggested to constrain managerial
opportunism. Hence, it is argued that high audit quality reduces agency costs due to the
higher information quality of financial statements. These three interrelated studies are,
by focusing on their respective mechanism, answering the main research question of
this dissertation.
The rest of the dissertation is organized as follows. The second section of the first part
describes the underlying theoretical background and the premises upon which this
thesis is built. More specifically, the second section discusses the fair value accounting
of financial instruments, financial reporting regulation, value relevance, corporate
governance, investor protection, and the role of auditing. The tested hypotheses are
presented in the third section. The fourth section summarizes the three interrelated
essays as well as presents the used research methodology briefly. All three essays are
summarized separately. The fifth section of part one concludes the introduction of the
thesis by stating the main contribution of this thesis. Part two of this thesis consists of
the complete essays.
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2

THEORETICAL BACKGROUND

The main underlying theory of this dissertation is agency theory. The definition of
agency theory is: a branch of game theory that studies the design of contracts to
motivate a rational agent to act on behalf of a principal when the agent’s interests
would otherwise conflict with those of the principal (Scott, 2012:340). In addition,
Eisenhardt (1989) points out that agency theory studies approaches to monitor
managers more effectively and less expensively. There is a need for agency theory due
to the conflict of interest that can arise when both sides of the employment contract
attempt to maximize their profit (Heath, 2009). Jensen and Meckling (1976) argue that
if both the agent and the principal are utility maximizers, there is good reason to
believe that the agent will not always act in the best interests of the principal. Another
reason for a conflict of interest arises when the principal and agent have different
attitudes towards risk (Eisenhardt, 1989). Thus, the purpose of agency theory is to
motivate the management (agent) to run the firm according to the shareholders’
(principal) interests and thereby reduce the conflict of interest.
In large extent agency theory deals with the information asymmetry between the agent
and the principal. There are two major types of information asymmetry: Adverse
Selection and Moral Hazard. Adverse Selection is a type of information asymmetry
when certain parties of a business transaction have an information advantage over
others (Cohen and Siegelman, 2010). Related to this thesis, Adverse Selection is
apparent when managers know more about the firm’s current condition than outside
investors. Managers can use the information advantage opportunistically by biasing the
information released to investors or by delaying the publishing of bad information.
With this kind of behaviour, managers can increase the value of stock options they
hold. Subsequently, the biased and non-timely information leads into more careful
investors, which results in less functioning capital markets (LaFond and Watts, 2008).
Hence, Adverse Selection is not only harmful for current shareholders, but also for the
complete capital market. Scott (2012) suggests that Adverse Selection can be controlled
by the timely and credible conversion of inside information into outside information.
As such, agency theory is used to find mechanisms to release more timely and credible
information.
The second type of information asymmetry, Moral Hazard, is more complex than
Adverse Selection. Moral Hazard is defined as a type of information asymmetry
whereby one of more parties to a business transaction can observe their actions in the
fulfilment of a transaction while other parties cannot (Scott, 2012:22). Shareholders
cannot directly observe the quality of every transaction that managers engage in.
Hence, managers may shirk on effort and blame bad firm performance on factors
beyond the managers’ control, or bias financial information to cover up bad
performance (Heath, 2009). Such behaviour is negative for both investors and for the
long-term performance of the firm. Further, Heath (2009) argues that Moral Hazard
costs arise when managers try to preserve the information asymmetry between
managers and investors. Moral Hazard can be controlled by involving disclosure of net
income. Managerial compensation can be linked to net income and net income can be
used as a performance indicator of the manager’s ability to lead a firm (Scott, 2012).
However, encouraging managers to increase net income can lead to earnings
management, which can have negative consequences in the long run. Hence, there is a
need for strong external and internal mechanisms to increase the quality and credibility
of net income disclosures.
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The costs that occur from monitoring the management and the conflict of interests
between shareholders and management are called agency costs. In their seminal paper,
Jensen and Meckling (1976) suggest that the dollar value of agency costs is the sum of
the monitoring expenditures, the bonding expenditures, and the residual loss. Where
monitoring expenditures are all costs related to the monitoring of the agent, bonding
expenditures are all costs related to the contracts used to motivate the agent (e.g. stock
options), and residual loss refers to all costs arising from the divergence between the
agent’s decision and those decisions which would maximize the welfare of the principal
(Jensen and Meckeling, 1976). Determinants, direct effects and examples of the three
agency costs are presented in Figure 1. Monitoring mechanisms and contracts are used
to reduce the residual loss. Hence, in order to reduce total agency costs, the decrease in
the residual loss has to be higher than the increase in monitoring and bonding
expenditures. In other words, there is a need for efficient monitoring and contracting to
reduce agency costs.

Agency costs

Direct effect

Example

Monitoring expenditures Monitoring the
manager

Determinants

All costs related to
monitoring of
managers

The firm has to
increase their
spending in
internal control in
order to monitor
managers

Bonding expenditures

Motivating the
manager

All costs related to
the contracts used
to motivate the
agent

The cost of stock
options given to
managers in order
to motivate the
managers to
increase
shareholders' value

Residual loss

Steering the manager

All costs arising
from divergences
between agent's
decision and those
decisions which
would maximize the
welfare of the
principal

Future costs
related to
inefficient choices
made by
managers, which
would not have
been made by the
shareholders

Figure 1 Overview of related agency costs

Figure 1 presents the agency costs discussed by Jensen and Meckling (1976). The figure
shows determinants and direct costs related to the agency costs. Moreover, Figure 1
presents examples when the specific agency costs arise. The total agency costs can be
reduced by limiting residual loss that occurs when managers make bad decisions. The
residual loss can be limited by increasing monitoring and bonding expenditures, via
internal and external monitoring mechanisms (e.g. corporate governance, investor
protection, auditing), and via compensation contracts. This dissertation is focusing on
reducing residual loss by increasing both internal and external monitoring of the
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managers. Hence, the aim of this dissertation is to show that total agency costs can be
reduced by increasing monitoring expenditures only moderately.
As mentioned above, agency costs arise from managers’ policy choices. Inefficient
decisions, made by managers, that hurt future cash flows of the companies leads into
unwanted residual loss. These agency costs can thus be minimized by steering the
managers into the right policy choices. Positive accounting theory, presented by Watts
and Zimmermann (1986), tries to predict the choices of accounting policies made by
managers, and how managers will respond to new accounting standards. Furthermore,
positive accounting theory assumes that managers are rational and will choose
accounting policies that serve their own best interests (Scott, 2012). That is, it can be
expected that all managers will behave opportunistically in their choice of accounting
policies if there are no accounting standards, monitoring or efficient contracts in place.
For example, the bonus plan hypothesis stipulates that managers with bonus plans are
more likely to choose accounting procedures that will shift earnings from future periods
to the current period (Watts and Zimmermann, 1986). Hence, shareholders could be
protected from opportunistic behaviour by accounting regulation, monitoring and
contracts that harmonize the managers’ and shareholders’ interests.
Empirical tests of positive accounting theory strengthen the premise that managers use
discretion in accounting policy choices to meet self-interested targets. Healy (1985)
documents evidence that managers with bonus plans based on earnings systematically
use accrual based earnings management to maximize their expected bonuses.
Moreover, Dichev and Skinner (2002) find that managers choose accounting policies to
meet debt covenants when there is a risk for a violation of debt covenants. Numerous
other studies (e.g. Sun and Rath, 2008; Murphy and Dacin, 2011; Kalyta, 2009) than
the ones presented above have studied managers’ behaviour and the consensus appear
to be that if there is an incentive for opportunistic behaviour, the managers will behave
opportunistically.
2.1

Fair value accounting of financial instruments

A financial instrument is a contract that creates a financial asset of one firm and a
financial liability or equity instrument of another firm. Examples of financial
instruments are: cash, equity instruments (e.g. stocks), contractual rights (e.g. options),
and contractual obligations (e.g. interest rate swaps) (Scott, 2012). From the definition
of financial instruments it is clear that there is a huge variety of financial instruments.
All contracts involving financial assets or liabilities are categorized as financial
instruments. Moreover, the complexity of financial instruments also varies, ranging
from simple listed stocks to exotic derivate instruments. The more complex the
financial instrument, the more difficult it is to estimate the true value of the financial
instrument.
Fair value accounting of assets and liabilities is stipulated in IFRS 13. The IASB defines
fair value as the price that would be received when selling an asset or paid to transfer a
liability in an orderly transaction between market participants at the measurement date
(IASB, 2011). After the adoption of IFRS 13 in 2013, firms are required to disclose a fair
value hierarchy of their fair value assets and liabilities. Based on the inputs used to
measure fair values, the assets and liabilities are categorized into the following
hierarchical levels: Level 1 (quoted prices in active markets), Level 2 (inputs other than
quoted prices that are observable either directly or indirectly, or quoted market prices
for similar assets or liabilities) and Level 3 (unobservable inputs generated by entities)
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(IASB, 2011). To illustrate the fair value hierarchy, stocks can be classified as Level 1,
Level 2 or Level 3, depending on how tradeable and liquid the stocks are. Listed stocks
can be classified as Level 1 assets, given that they are traded on an active market. If the
stock is listed on a small non-active stock market, the asset should be classified as a
Level 2 asset. Finally, non-listed stocks should be classified as Level 3 assets, given that
there are no similar stocks traded on an active market. Thus, the level in the fair value
hierarchy is decided by the tradability of the asset or liability.
According to the example of the three different stocks, the level of information risk
varies with the level in the fair value hierarchy. For Level 1 assets and liabilities there is
limited discretion, as the market price is easily observable from the stock market. For
Level 2 fair values there is some managerial discretion involved; especially when
managers are allowed to use the quoted price of similar assets and liabilities traded in
an active market. Here, it is problematic to define what is a similar asset or liability.
Hence, managers are allowed to choose the most favourable similar asset from several
possible assets. For Level 3 fair values, where there is substantial managerial
discretion, the information risk is the highest. As there are no observable market prices
for non-listed stocks, managers are required to estimate the exit price of the stocks.
First, managers have to choose from several valuation models. Second, managers have
to decide the discount rate used to calculate the value of the stocks. Thus, there is a lot
of discretion involved with Level 3 fair value assets and liabilities. Thereby, the
information risk increases when descending in the fair value hierarchy from Level 1 to
Level 3.
Given the risks associated with fair value accounting of financial instruments, the
usefulness of fair value accounting should be discussed. Scott (2012) argues that there
is a trade-off between relevant and reliable information, insomuch as fair value
accounting increases relevance and decreases reliability, and vice versa for historical
cost accounting. An interesting point here concerns the fact that although fair value
accounting of financial instruments is believed to increase the relevance, does this
increase overcome the decreased reliability and the increased information risk related
to management discretion? Barth et al. (2001) argue that fair value accounting should
be used instead of historical cost accounting, as managers can communicate insider
information through fair value accounting. As long as managers do not misuse their
position for opportunistic behaviour, it can be argued that fair value accounting is
better for investors than historical cost accounting.
Fair value accounting for financial instruments has been discussed relentlessly since
the recent financial crisis. Allen and Carletti (2008) claim that the illiquidity of
financial instruments leads to pressure to sell assets when there is a decline in the
market. The fire sale of assets subsequently leads to a decline in the market due to high
supply and low demand, leading to lower fair value estimates. Consequently, the lower
assets to total capital ratio may lead to a violation of capital requirements, which leads
to even more sales. Ultimately, this leads to a never ending spiral that affects investors
negatively. However, this argument does not take into account the interfering of
governments and standard setters (Sapra, 2008). Governments can invest public
money into financial firms with low capital ratios or relax the capital constrains to
reduce the fire sale of financial instruments (Sapra, 2008). Nevertheless, many firms
reported huge fair value write-downs during the recent financial crisis. Hence, the
write-downs may have caused some kind of negative spiral of fire sales (Allen and
Carletti, 2008).
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Even though the potential risks of fair value accounting during financial crises, Laux
and Leuz (2009) conclude that fair value accounting of financial instruments was not
responsible for the recent financial crisis. Instead, they argue that the use of historical
cost accounting might have worsened the financial crisis. However, they express their
concerns for fair value accounting in times of financial crises. Laux and Leuz (2009)
call for better implementation and enforcement of fair value accounting standards in
order to reduce risks related to future market meltdowns. As a response to the criticism
of fair value accounting requirements and pressure from financial firms that argued
that their assets had suffered excessive incorrect write-downs during the recent
financial crisis, standard setters decided to look through their standards on fair value
accounting of financial instruments (Scott, 2012).
2.2

Financial reporting regulation

Financial reporting regulation is important to investors. Accounting standards regulate
what firms can and cannot do concerning accounting. As discussed earlier, the final
product of accounting is financial information and the regulated disclosure of financial
information is usually the only way for investors to gain an insight into the economic
state of the firm. Hence, it is of the utmost importance that accounting and financial
reporting is regulated. Without any regulation, there would be a mismatch between
managers and owners, as the quantity and quality of the information published to
shareholders would be according to the managers’ choice. This ultimate discretion
would lead to trust issues among investors that would eventually lead to nonfunctioning capital markets.
Scott (2012) argues that fair value accounting is of greater interest to investors than
historical cost accounting, as fair values are the best predictor of future firm
performance. However, as discussed earlier, managers can use discretion related to fair
value accounting in an opportunistic manner. Accounting standard setters have to act
as mediators between investors and managers, by setting standards that protect
investors as well as by creating incentives for managers to maximize shareholders’
value (Scott, 2012). Hence, the main purpose of financial reporting regulation and
accounting standards is to reduce the gap between managers and owners.
There are two major accounting standard setting bodies: the International Accounting
Standards Board (IASB) and the Financial Accounting Standards Board (FASB). The
IASB provides international accounting standards that are used mainly in Europe, but
also globally. The FASB is the U.S. equivalent that provides U.S. Generally Accepted
Accounting Principles (US GAAP). The main difference between the two standard
setting bodies is that the IASB provides principle-based standards and the FASB
provides rule-based standards (Barth et al., 2012). As this dissertation investigates
European and global financial firms, this section will focus on International Financial
Reporting Standards (IFRS), which are provided by the IASB.
The aim of the IASB is to develop an internationally acceptable set of high quality
financial reporting standards (Barth et al., 2008). To achieve this goal the IASB has
issued principle-based standards that require firms to choose accounting policies that
better reflect the firms’ economic position and performance. Barth et al. (2008) argue
that standard setters can increase accounting quality if accounting standards limit
managerial opportunism, such as earnings management. Even though the shift towards
fair value accounting and principle-based standards increase accounting discretion, the
purpose of the IFRS is to reduce the possibility of opportunistic behaviour.
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As discussed in the earlier section, there was some criticism towards the fair value
accounting of financial instruments during the recent financial crisis. Scott (2012)
argues that the standard setters took up a position whereby their fair value accounting
standards were prepared for well-functioning markets, although the markets during the
financial crisis were not. Hence, there was a need for critical modifications to the
current fair value accounting standards. In response to this urgent need, the IASB
relaxed their fair value accounting standing point and decided to allow more historical
cost accounting than before the market meltdown (Scott, 2012). After the market
meltdown, the IASB started to back off from their all fair value stand point. Due to
pressure from practitioners, the IASB decided to postpone the adoption of IFRS 9, the
standard that requires fair value accounting for all financial instruments. The IASB
planned to mandate IFRS 9 – Financial Instruments by 1 January, 2013 (IASB, 2009).
However, the adoption of IFRS 9 was first postponed to 1 January, 2015, before being
further postponed to the current adoption date of 1 January, 2018.
By postponing the effective date of IFRS 9, it appears that the IASB has recognized the
issues with fair value accounting of financial instruments. The discretion allowed under
fair value accounting of financial instruments is vast and can easily be used for
opportunistic behaviour among managers. In order to protect investors from misuse of
fair value accounting of financial instruments, especially during market meltdowns,
there is a need to reform fair value standards. As IFRS 9 does not seem to be optimal
for investors, the IASB should instead focus on increasing the incentives for high
quality accounting of financial instruments. In addition, accounting standards per se do
not increase accounting quality, as Christensen et al. (2013) argue when stating that
without any enforcement of accounting standards, there is no substantial increase in
accounting quality from the adoption of internationally accepted accounting standards.
Hence, financial regulators also have to enforce the accounting standards provided by
the IASB.
2.3

Value relevance

Accounting numbers are considered value relevant if they have a predicted association
with equity market values (Barth et al., 2001). As value relevance studies measure how
much the investors are willing to pay for book values, value relevance studies
investigate the level of trust that investors have in financial statements. Thereby, value
relevance can be considered as the information quality of accounting numbers (e.g.
Cahan et al., 2009; Agostino et al., 2011). Hence, Barth et al. (2008) argue that the
value relevance of accounting numbers can be used as a proxy for accounting quality. In
addition, higher accounting quality leads to higher information quality, which
subsequently leads to lower information risk and less agency costs related to
information asymmetry. Therefore, as value relevance can be used as a proxy for
accounting quality, it can be argued that the higher the value relevance, the lower the
agency costs related to information asymmetry.
The intention of modifications to accounting standards and issuance of new accounting
standards should be to decrease information risk by increasing accounting quality, as
one of the main goals of the IASB is to protect shareholders. Thus, as value relevance
can be used as a proxy for accounting quality, the IASB should issue standards that
increase the value relevance of accounting numbers. Furthermore, Barth et al. (2001)
suggest that value relevance studies are of interest to accounting standard setters as
value relevance studies provide fruitful insights into standard setting. Value relevance
research that studies the adoption of new standards or modifications to existing
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standards can assist standard setters by investigating whether the value relevance
increased or decreased from the adoption of the new standard.
Previous studies investigating the value relevance of financial statements have used the
fundamental Ohlson (1995) model or a modified Ohlson model when estimating the
value relevance of accounting numbers. The fundamental Ohlson model estimates how
well the market value can be explained by the book value of equity and net income. This
model has been used extensively in prior value relevance studies (e.g. Barth et al.,
2008). Other studies adopt a researcher-modified Ohlson model to better suit their
purposes. For example, Aharony et al. (2010) add extra variables into the fundamental
Ohlson (1995) model in order to test the value relevance of those specific additional
variables. The fundamental Ohlson model is as follows:
ܧܸܯ௧ ൌ ߙ  ߙଵ ܧܸܤ௧  ߙଶ ܰܫ௧  ߝ௧

(1)

Where MVEit is the market value of equity of firm i at the time t, BVEit is the book value
of equity of firm i at the time t, NIit is the net income of firm i at the time t, and εit is the
zero mean error term. The book value of equity and net income are value relevant if
their respective coefficients are positive and significant.
To test the value relevance of fair values Song et al. (2010) and Goh et al. (2015)
estimate a modified Ohlson (1995) model. In the model used by Song et al. (2010) and
Goh et al. (2015), the book value of equity is first divided into book value of assets and
book value of liabilities. Later, the book value of assets (liabilities) is split into non-fair
value assets (liabilities) and fair value assets (liabilities). Finally, fair value assets
(liabilities) are split into Level 1, Level 2 and Level 3 assets (liabilities), respectively.2 In
order to reduce scale effects, the variables are share-scaled as proposed by Barth and
Clinch (2009). The following model is used by Song et al. (2010) and Goh et al. (2015)
to test the value relevance of fair values:
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ܰܮܸܨ௧  ߚ ʹͳܮܸܨ௧ 
ߚ ͵ܮܸܨ௧  ߚ଼ ܵܲܧ௧  ߝ௧ (2)
Priceit is the price of one share of firm i four months after the end of fiscal year t (i.e.
April 30). NFVAit (NFVLit) is the non-fair value of assets (liabilities) per share of firm i
at the end of fiscal year t. FVAit (FVLit) is the fair value of assets (liabilities) per share of
firm i related to Level 1, Level 2 or Level 3 of the fair value hierarchy at the end of fiscal
year t. Song et al. (2010) and Goh et al. (2015) add Level 1 and Level 2 liabilities
together into one variable (FVL12). EPSit is the earnings per share excluding
extraordinary items of firm i at the end of fiscal year t.
In order to test how the value relevance of fair values is affected by control
mechanisms, interaction variables can be included in Equation 2. Song et al. (2010) test
control mechanism only on fair value assets, because financial firms report

2

Equation 2 is derived from Equation 1 as follows:

MVE = BVE + NI
MVE = (BVA – BVL) + NI
(BVE = BVA – BVL)
MVE = (NFVA + FVA – (NFVL + FVL)) + NI
(BVA = NFVA + FVA)
MVE = (NFVA + FVA1 + FVA2 + FVA3 – (NFVL + FVL1 + FVL2 + FVL3)) + NI
MVE = NFVA + FVA1 + FVA2 + FVA3 + NFVL + FVL1 + FVL2 + FVL3 + NI (changing the expected sign)
Price = NFVA + FVA1 + FVA2 + FVA3 + NFVL + FVL1 + FVL2 + FVL3 + EPS
(per share values)
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substantially more fair value assets than fair value liabilities. The model used by Song
et al. (2010) to test the effect of control mechanisms is as follows:
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ͳܣܸܨ௧ ݈ݎݐ݊ܥ כ௧ 
ߚ ʹܣܸܨ௧ ݈ݎݐ݊ܥ כ௧  ߚ ͵ܣܸܨ௧ ݈ݎݐ݊ܥ כ௧  ߚ଼ ܰܮܸܨ௧  ߚଽ ʹͳܮܸܨ௧  ߚଵ ͵ܮܸܨ௧ 
(3)
ߚଵଵ ܵܲܧ௧  ߚଵଶ ݈ݎݐ݊ܥ௧  ߝ௧
All variables except Controlit are similar to the variables presented in Equation 2.
Controlit varies depending on which specific control mechanism is tested. To tell which
control mechanism is affecting the value relevance of fair values, Equation 3 has to be
estimated once for every specific control mechanism. The modified Ohlson model with
interaction terms can intuitively tell if a specific control mechanism has an impact on
the value relevance of every separate level of fair value assets. A significant coefficient
for the interaction variables indicates that the control variable has an effect on the value
relevance of that specific level of fair value assets, where a positive coefficient indicates
a positive effect and a negative coefficient indicates a negative effect.
2.4

Corporate governance

Corporate governance deals with the separation of ownership and power. The
fundamental question of corporate governance is how to assure financiers that they will
get a return on their financial investment (Shleifer and Vishny, 1997). The purpose of
corporate governance is to facilitate effective, entrepreneurial and prudent
management that can deliver long-term success for the company (FRC, 2014). As such,
corporate governance is the system by which firms are directed and controlled (FRC,
2014). In other words, corporate governance refers to all kinds of mechanisms that
decrease the agency problems related to the separation of ownership and management.
According to Shleifer and Vishny (1997), firms can choose to follow one of four
corporate governance systems: the Anglo-American system, the German system, the
Latin system, or the Japanese system. The firms then to choose a corporate governance
system that is closely related to the investor protection of the firms home country (La
Porta et al., 1998). Hence, U.S. firms and firms from other common law countries are
expected to follow the Anglo-American corporate governance system, German-oriented
countries are expected to follow the German system, and so on. Of these systems, the
Anglo-American corporate governance system is regarded as the most demanding
system (Oxelheim and Randøy, 2003), and thus U.S. and U.K. firms are assumed to
have the best corporate governance.
La Porta et al. (1998) develop the thoughts of Shleifer and Vishny (1997), by dividing 49
countries based on their corporate governance and investor protection into four
different legal origins: English origin, French origin, German origin, and Scandinavian
origin. They (La Porta et al., 1998) show that firms from countries with an English
origin (i.e. common law countries) have the best system of corporate governance and
investor protection, and that firms from countries with a French origin have the worst
protection of investors. Firms from countries with German and Scandinavian origin are
placed in the middle of the investor protection ranking. From an European perspective,
it can be argued that Anglo-American countries are expected to have the best corporate
governance and investor protection, French and southern European countries are
expected to have the worst corporate governance and investors protection, and central
and northern European countries are assumed to have corporate governance systems
and investor protection that are something between the best and the worst.
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When presenting the differences in countries’ corporate governance and investor
protection, La Porta et al. (1998) focus on four main drivers: shareholder rights,
creditor rights, enforcement, and ownership. Regarding shareholder rights, they study
cross-country differences in nine variables (e.g. one share - one vote). Here, they find
that firms from English origin countries are better in protecting their shareholders than
firms from other legal origins. When comparing cross-country differences in creditor
rights they analyse six different variables (e.g. if creditors are first paid in case of
default). Here again, they find that firms from English origin countries are superior in
protecting their creditors. La Porta et al. (1998) compare seven variables (e.g. efficiency
of judicial system) when they study differences in enforcement. Quite interesting they
find that countries within the Scandinavian origin have almost equally high scores on
enforcement as English origin countries. Finally, when comparing systematic
differences in ownership, La Porta et al. (1998) study two variables (e.g. concentration
of ownership) and find that firms from French origin countries have the highest
concentration of ownership. To sum up, there are differences in corporate governance
and investor protection, and the findings in La Porta et al. (1998) indicate that firms
with from English origin countries have the best corporate governance and investor
protection.3
Given the differences in corporate governance systems across countries, findings in
single-country corporate governance studies might not be generalizable to countries
with other corporate governance systems. The majority of corporate governance
research tends to study U.S. firms and thus the presented findings are related to an
Anglo-American corporate governance system. However, in this thesis the focus is on a
wide variety of jurisdictions including all of the four legal origins discussed in La Porta
et al. (1998). The large variety of jurisdictions makes the findings in this thesis more
generalizable, as the effect of one part of corporate governance (i.e. board
characteristics) on the value relevance of fair values is studied in all of the four legal
origins. Regarding corporate governance systems, as discussed in Shleifer and Vishny
(1997), the Anglo-American system, the German system, and the Latin system is
included in the sample. Hence, the findings in this particular essay are interesting, as
general effects of corporate governance are presented instead of effects in a certain
corporate governance system.
It can be argued that market forces would eventually erase all ineffective firms and
managers from the capital market, indicating that corporate governance is
unnecessary. Nevertheless, Shleifer and Vishny (1997) suggest that a corporate
governance mechanism provides assurance that investors will get a return on their
invested capital without the need of running a background check on the managers’
previous track record. Shleifer and Vishny (1997) acknowledge the power of market
forces, but they argue that market forces are slow in evaluating the performance of new
managers and new firms on the market, which implies difficulties for new firms to raise
capital. Thus, it has been suggested that corporate governance mechanisms outperform
market forces not only in decreasing the probability of misuse of financiers’
investments, but also in assisting new firms to raise capital. In this light, strong
corporate governance can be used as an assurance of high quality label, as Bebchuck et
al. (2009) find that corporate governance is positively associated with firm value.
Corporate governance can be used to control managers (Song et al., 2010). Shleifer and
Vishny (1997) exalt the need for strong corporate governance by showing that the
For a comprehensive and detailed discussion of cross-country differences in corporate governance and
stakeholder protection refer to La Porta et al. (1998), Law and Finance, Journal of Political Economy.
They discuss detailed differences of the 24 variables of corporate governance and investor protection.
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opportunities for managers to misuse financiers’ investments are plentiful and welldocumented. Furthermore, Bowen et al. (2008) show that managers in weakly
governed firms use more discretion. Bowen et al. (2008) also argue that lax governance
structures encourage managerial opportunism. Hence, by controlling managers,
corporate governance mechanisms constrain management’s opportunistic behaviour
and thus make accounting information more reliable and relevant to outsiders (Habib
and Azim, 2008; Song et al., 2010). As international accounting standards allow
substantial discretion among managers, there is an apparent need for strong corporate
governance. Moreover, the potential downside of weak corporate governance is very
considerable for investors, as managerial misuse of internal funds can be very costly for
current shareholders.
According to Harford et al. (2008), all discussions on corporate governance must
address the conflict between shareholders and managers when it comes to how internal
funds should be deployed. During times of economic expansion, managers have to
make decisions on whether to distribute the increased cash reserves to shareholders,
spend it internally, or continue to hold it (Harford et al., 2008). Moreover, Dittmar and
Mahrt-Smith (2007) argue that good corporate governance is the shareholders’ defence
against the risk that managers use corporate assets inefficiently. The role of corporate
governance, in these cases, is to assure that managers use increased cash reserves
efficiently. Even though the main purpose of entities is to maximize shareholders’
wealth, distribution of cash to shareholders is not necessarily the most efficient method
to maximize shareholders’ wealth in the long run. Taken together, the main goal of
corporate governance is to decrease opportunistic behaviour and increase the efficiency
of managers.
The controlling of managers’ efficiency is mainly done by the board of directors, which
places a high burden on the board. Hence, there is a need for corporate governance
guidelines on how the board should monitor managers in order to reduce the risk for
managerial opportunism. In response, independent councils have issued codes for
corporate governance. For example, the UK Corporate Governance Code sets out
standards of good practice in relation to board leadership and effectiveness (FRC,
2014). Listed firms in the UK are required to report on how they have applied the
principles of the code, and either to confirm that they have complied with the principles
in the code or provide explanations as to why they have departed from the principles in
the code (FRC, 2014). According to the Financial Reporting Council (FRC), corporate
governance is about what the board of a firm does and how it sets the value of the
company (FRC, 2014). The existence of a code assists the boards’ role in the monitoring
of the managers. By following a code of corporate governance suitable for the home
country of the firm, the board can report to its shareholders that the managers have
been monitored appropriately.
The role of the board is to act as an information system that shareholders in large firms
can use to monitor the opportunism of top executives (Fama and Jensen, 1983). The
consensus in corporate governance is that stronger and more effective boards are better
in the monitoring role. Board effectiveness is approximated mainly by the composition
of the board and the activity of the board. The independence of board members plays a
major role in the composition of the board, as Habib and Azim (2008) argue that the
strength of corporate governance is a direct function of board independence. Boards
dominated by outsiders are in a better position to monitor and control managers, as
they are not influenced by managers and other employees of the firm (Cornett et al.,
2009). Another commonly used proxy for board composition is diversity. Gender and
cultural diversity is expected to increase the monitoring quality because homogeneous
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groups tend to be less effective than heterogeneous groups. More specifically, gender
diversified boards improve the quality of public disclosure through better oversight and
monitoring of managers’ actions and reports (Adams and Ferreira, 2009). Further,
Oxelheim and Randøy (2003) show that Scandinavian firms with foreign board
members tend to have a higher firm value than firms with a non-diversified board.
Hence, it seems that independence and diversity are important when it comes to
monitoring managers.
Another way of monitoring managers more efficiently is to appoint specific committees
that report to the board. Firms can, for example, appoint an audit committee for a
better insight into the auditing process and as a supervisory board of the firm’s internal
control (Krishnan, 2005). The audit committee can work closely with the auditor in
order to solve all kinds of accounting and internal control issues. Zhang et al. (2007)
document that audit committee quality, measured as more financial experts in the
committee, is negatively associated with internal control weaknesses. Moreover, the
responsibility of the audit committee is to review and monitor the external auditor’s
independence, and the effectiveness of the audit process (FRC, 2014). Hence, the role
of the audit committee is not only to monitor the integrity of financial statements, but
also to ensure that the audit is conducted efficiently and independently from managers.
As there have been corporate failures where the auditors have been involved (e.g.
Enron), it is important that the audit process is monitored by an independent body.
There are also other committees that boards can appoint. A risk committee evaluates
and deals with the firms risks and a nomination committee nominates new board
members (FRC, 2014). The purpose of the committees is to divide the monitoring task
of the board to smaller and more specific committees.
Finally, for a board to be effective in its monitoring role, the board has to meet
regularly. The activity of the board is positively associated with monitoring quality
(Sharma et al., 2009). Further, this also holds for the audit committee, as Xie et al.
(2003) show that audit committee activity is negatively associated with earnings
management. Board members of boards that meet more often have to report their work
more often, which creates incentives for more effective and continuous monitoring of
the board. Thus, board activity is also expected to decrease incentives for opportunistic
behaviour among managers. Finally, Cornett et al. (2009) document that larger boards
are less effective and more easily influenced by the CEO, indicating that boards with
fewer members are more effective in their monitoring role. Still, the monitoring quality
and effectiveness of the board is not a simple product of independence, diversity, size,
and activity. The board should also be effective. However, board effectiveness can be
achieved by a mixture of the above presented corporate governance mechanism and by
following internationally respected codes of corporate governance (e.g. the U.K.
Corporate Governance Code). To summarize, the fundamental role of corporate
governance is to decrease managerial opportunism and increase the effectivity of
managers.
2.5

Investor protection

Investor protection refers to all mechanisms related to laws and regulations, which are
used to protect the less informed part in the agent-principal relationship, namely the
investor. As the investor is the party that can be harmed due to information asymmetry,
external mechanisms are formed to protect the investor from misuse of capital by the
manager. Without any investor protection, investing in equity would be too risky, which
would consequently lead to a non-functioning market. Hence, La Porta et al. (2002)
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argue that investor protection is strongly related to the development of financial
markets. In their seminal paper, La Porta et al. (1998) approximate investor protection
with shareholders’ rights, development and investor rights, creditor rights, and
enforcement of regulations and laws. They (La Porta et al., 1998) argue that investor
protection is a combination of sophisticated laws and accounting standards that are
designed to protect investors and creditors, and that these standards and laws are
enforced.
When investors finance firms, they typically obtain certain rights that are protected
through the enforcement of regulations and laws (La Porta et al., 2000). Enforcement
of standards and laws is vital for the existence of capital markets. Without any enforced
protection of investors, there is no guarantee that managers will use the invested
capital efficiently and in accordance with the shareholders’ interests. La Porta et al.
(2002) argue that financial markets are broader and more valuable in countries where
laws are protective towards outside investors and are well enforced. Where laws are
unprotective towards investors, the financial markets are underdeveloped (La Porta et
al., 2002). The reason for more developed financial markets in countries with higher
investor protection is that investors are willing to pay a higher price for stocks in
financial markets where the protection of their investment is higher. In countries with a
weak enforcement of regulation and laws, it is easier for managers to misuse invested
capital to satisfy self-interests.
Prior research identifies investor protection as the key institutional factor affecting
corporate policy choices (Leuz et al., 2003). Managers make policy choices allowed
under the principle-based IFRS depending on the investor protection environment in
the home country of the firm. In the absence of strong investor protection through
regulations and laws, managers may decide not to choose accounting policies that are
optimal for the shareholders’ long-run wealth maximization, i.e. managerial
opportunism (Cahan et al., 2008). However, in countries with stronger investor
protection, the enforcement of sophisticated regulations and laws oblige managers to
make accounting policy choices that are in line with the shareholders’ interests
(Bergman and Nicolaievsky, 2007). Moreover, Leuz et al. (2003) argue that strong and
well-enforced investor protection limits the ability of managers to acquire private
control of benefits, consequently mitigating their incentive to manage earnings. Thus,
as there is less incentive for earnings management in countries with a strong investor
protection environment, it can be claimed that investor protection has a positive
association with accounting quality.
More specifically, it is assumed that stronger investor protection causes a higher value
relevance of financial statements (DeFond et al., 2007). This can be seen in empirical
studies that find a positive association with investor protection and accounting quality.
Countries with stronger investor protection appear to have a higher value relevance of
accounting numbers (Cahan et al., 2009), less earnings management (Houqe et al.,
2012), and higher overall information quality (Gul et al., 2013). The consensus in the
empirical studies is that the expected positive association between investor protection
and accounting quality can be proven empirically. Hence, the findings imply that
countries with stronger investor protection have less agency costs related to
information asymmetry.
Furthermore, investor protection also affects firm valuation (La Porta et al., 2002), the
level of corporate governance (La Porta et al., 2000), and ownership structure (La
Porta et al., 1998). Firms in countries with stronger investor protection are valued
higher because smaller investors have the courage to invest in firms from these
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countries. Moreover, as investor protection is strongly related to corporate governance,
La Porta et al. (2000) argue that investor protection is better in describing differences
in corporate governance regimes than previously used bank- or market-orientation.
Market-oriented countries are considered to have higher corporate governance and
investor protection than bank-oriented countries. Starting from La Porta et al. (2000),
the simple division of countries into two groups of jurisdictions should be avoided. This
is due to the fact that there are several other institutional differences that should be
taken into account when countries are divided into homogenous groups. Finally, La
Porta et al. (1998) find that the concentration of ownership is negatively related to
investor protection. Hence, small and diversified shareholders are unlikely to be
important in countries that fail to protect the investors’ rights (La Porta et al., 1998).
2.6

Role of auditing

The widely used definition of audit quality explains it as the market assessed joint
probability that a given auditor will both discover a breach in a client’s accounting
system and report the breach (DeAngelo, 1981). Knechel et al. (2013) point out that the
definition focuses on the auditor’s competence as well as the auditor’s independence. In
addition, audit standards imply that audit quality is achieved by the issuance of the
appropriate audit report on the client’s compliance with generally accepted accounting
standards (Francis, 2011). However, Francis (2011) points out that audit quality is a
complex concept without a simple definition. According to Knechel et al. (2013), there
is no consensus about how to define or measure audit quality, despite the vast amount
of research in this area over the last two decades. Even though an audit is perceived as
being very practical, it seems that research has not yet come to a consensus on how
audit quality should be defined and measured.
As audit quality lacks a unanimous definition, the level of audit quality is difficult to
measure. However, DeFond and Zhang (2014) define a higher audit quality as being a
greater assurance of high financial reporting quality. Thereby, the role of auditing is to
assure that financial report have high quality. In addition, Knechel et al. (2013) argue
that high audit quality is a joint product of the auditor’s competence and independence.
Hence, the most competent and independent auditor is suggested to provide an audit of
the highest possible quality. Francis (2011) suggests that there are gradations of audit
quality from low- to high-quality audits. In this respect, the level of audit quality is
affected by audit inputs, the audit process, accounting firms, audit markets,
institutions, and economic consequences of audit outcomes (Francis, 2011). Thereby,
audit quality is not only affected by the audit itself (input and process), but also by the
audit market (supply and demand of audit) and institutional factors (audit regulation
and litigation risks).
Audit quality is suggested to be part of financial reporting quality, because high audit
quality increases the credibility of financial reports (DeFond and Zhang, 2014). They
(Defond and Zhang, 2014) show that the quality of financial reporting is a function of
audit quality, and the quality of the firm’s financial reporting system and its innate
characteristics. The overall quality of financial reporting has even been used as an
approximation of audit quality (Behn et al., 2008). Because of the close link between
financial reporting quality and audit quality, some researchers use discretionary
accruals and accounting conservatism as proxies for audit quality (Knechel et al., 2013);
both discretionary accruals and accounting conservatism are traditional measures to
use as proxies for financial reporting quality. Hence, it is understandable that
researchers have difficulties in separating the effect of high audit quality from the effect
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of high financial reporting quality. However, as Francis (2011) argues that high audit
quality is a function of the audit process itself and financial reporting, it is not
important whether audit quality is affecting financial reporting quality, or vice versa.
Besides affecting the overall quality of financial information, DeFond and Zhang (2014)
argue that an audit of high quality is suggested to constrain managerial opportunism.
As discussed earlier, fair value accounting has increased the complexity and estimation
uncertainty in financial statements (Christensen et al., 2012). Furthermore, the
discretion allowed under IFRS in fair value accounting has led to a new form of
information risk. The increased discretion and complexity of reporting has increased
the incentives for managerial opportunism, as it has been harder to detect managers
that misuse discretion allowed under IFRS, especially concerning financial assets and
liabilities. Hence, the shift of focus towards fair value accounting has made good audit
quality even more important in order to assure that managers are acting on behalf of
the shareholders’ interests.
As discussed above, researchers have not reached a consensus on how audit quality
should be defined and measured. Empirical studies approximate audit quality with, for
example, audit firm size (Francis and Wang, 2008), client importance (Chen et al.,
2010), non-audit services (Antle et al., 2006), and the level of discretionary accruals
(Krishnan and Yu, 2011). The consensus in audit literature is that the audit quality of
Big 4 auditors is superior to that of non-Big 4 auditors (Lawrence et al., 2011), as Big 4
firms are categorized as being large audit firm with a large extent of in-house
knowledge. Further, client importance is suggested to be a measure of auditor
independence as a proxy for audit quality, because the more influent a client is over its
auditor, the higher the risk for impairment of auditor independence. Moreover,
empirical studies find that non-audit services are negatively associated with earnings
management (Antle et al., 2006), indicating that more non-audit service increases the
quality of financial reporting. As there is no consensus about which proxy is the best,
DeFond and Zhang (2014) recommend researchers to test more than one audit quality
proxy. Yet, starting from DeAngelo (1981), a large number of audit quality studies use
audit firm size as a relevant proxy for audit quality. Larger audit firms, usually Big-4
audit firms, are expected to provide superior audit quality as they can support more
robust training programs and use standardized audit methodologies (Lawrence et al.,
2011).
To summarize, high audit quality is an essential part of the external control
mechanisms of the management. Without high audit quality the incentives for
managerial misuse of shareholders’ capital are more severe. Furthermore, high audit
quality is expected to increase the financial reporting quality, and thereby decrease
information asymmetry between shareholders and managers. In addition, the
complexity of auditing has increased substantially due to the increased use of fair value
accounting, the need for audit of high quality is now more important than before.
Finally, as there is no consensus in which audit quality proxy is the best, auditing
researchers should use multiple audit quality proxies when testing whether audit
quality affect financial reporting quality.
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3

HYPOTHESES

This section presents the hypotheses tested in this dissertation. First, a hypothesis that
is tested in all essays is presented. Hypothesis 1 is tested as a preliminary hypothesis in
all essays in order to analyse the overall information quality of fair values. Later,
specific hypotheses for every single essay are presented individually. The hypotheses
are based on the theory presented in Section 2 and findings in empirical studies related
to the specific hypothesis.
The existing studies on the value relevance of fair values in the fair value hierarchy are
investigating the U.S. equivalent standard (Statement of Financial Accounting
Standard, SFAS 157) and U.S. data. Song et al. (2010) and Goh et al. (2015) find that
the value relevance of fair values is highest for Level 1 fair values and lowest for Level 3
fair values. Even though some judicial differences between the U.S. and other countries
exist, the U.S. findings are argued to hold in an international setting, because the
similarity between the fair value requirements in IFRS 13 and SFAS 157. Hence, the
preliminary hypothesis tested in all essays is:
H1: The value relevance of fair values decreases when descending in the fair value
hierarchy from Level 1 to Level 3.
Hypothesis 1 is especially interesting to test in a European or global setting, as new
legislation (IFRS 13) is adopted in order to address the differences of fair values.
Moreover, the hypothesis is important, as it is testing whether the fair value hierarchy
is as intuitive and comparable for global investors as for U.S. investors. The results in
this dissertation can be compared with U.S. finding in order to investigate is investors
have identical attitudes towards the three levels of the fair value hierarchy.
3.1

Essay 1: Board characteristics and the value relevance of fair values

The first essay tests five interrelated hypotheses. The five hypotheses are linked to
board composition and activity. Based on the theory presented in Section 2, stronger
and more effective boards are expected to be better in their monitoring role of
managers, thereby reducing the risk for opportunistic behaviour and subsequently
reducing total agency costs by moderately increasing monitoring expenditures as
presented in Figure 1. Related empirical studies find that board independence is
positively associated with the information quality of fair values (Song et al., 2010),
negatively associated with earnings management in a European setting (Dimitropoulos
and Asteriou, 2010), positively associated with audit quality (Carcello et al., 2002), and
negatively associated with the cost of capital (Anderson et al., 2004). Given the positive
association between board independence and accounting quality, the first hypothesis of
Essay 1 is stated as follows:
H2a: Board independence is positively associated with the value relevance of fair value
estimates.
Gender diversified boards improve the quality of public disclosure through better
oversight and the monitoring of managers’ actions and reports, thus making financial
information more trustworthy for investors (Gul et al., 2011). Moreover, researchers
show that the gender diversity of boards is positively associated with firm value in a
European setting (Campbell and Minguez-Vera, 2008), higher firm performance
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especially in a European setting (Lückerath-Rovers, 2013), and higher stock price
informativeness (Gul et al., 2011). Given the theoretical argument and related empirical
evidence, it is expected that gender diversity has a positive effect on the information
quality of fair value estimates:
H2b: Gender diversity is positively associated with the value relevance of fair value
estimates.
The benefits of increased monitoring by larger boards may be outweighed by poorer
decision making in larger groups (Habib and Azim, 2008) and the size of the board is
expected to be negatively associated with monitoring quality, as larger boards are less
effective and more easily influenced by the CEO (Cornett et al., 2009). Empirical
studies fail to document any positive effects from larger boards. However, the studies
also struggle in finding a significant negative relationship between board size and
accounting quality. Yet, given the theoretical argument that larger boards are less
effective, board size is expected to have a negative association with the value relevance
of fair value estimates:
H2c: The size of the board is negatively associated with the value relevance of fair value
estimates.
Audit committee activity enhances the monitoring and oversight of management,
leading to less aggressive financial reporting choices (Agoglia et al., 2011). Audit
committee is measured as the number of times the audit committee meets during a
fiscal year. Related research documents that audit committee activity is negatively
associated with earnings management (Xie et al., 2003), and positively related with
investment in internal control and auditing (Barua et al., 2010). Based on the theory
and empirical studies, it can be hypothesized that audit committee activity has a
positive effect on the information quality of fair value estimates:
H2d: Audit committee activity is positively associated with the value relevance of fair
value estimates.
Having a risk committee in general indicates stronger risk management and
consequently better corporate governance (Aebi et al., 2012). Hence, it can be expected
that a risk committee leads to better corporate governance, which reduces the
possibility for opportunistic behaviour among managers (Bowen et al., 2008). In
addition, prior research finds a positive relationship between risk committee and board
independence (Subramanian et al., 2009). Therefore, as researchers document a
positive association between board independence and accounting quality, it can be
argued that a risk committee has a positive impact on the value relevance of fair value
estimates. That is, having a risk committee leads to better corporate governance and
higher board independence, which subsequently leads to higher accounting, which
ultimately leads into higher value relevance of fair values:
H2e: Having a risk committee is positively associated with the value relevance of fair
value estimates.
3.2

Essay 2: Value relevance of fair values in different investor protection
environments

The second essay consists of one main hypothesis (H3). Prior research identifies
investor protection as the key institutional factor affecting corporate policy choices

21

(Leuz et al., 2003). In the absence of strong investor protection regulations and laws,
managers may choose accounting policies that are not optimal for the shareholders’
long-run wealth maximization. In the fair value accounting of fair values, managers
have to make accounting policy choices. Especially, in the estimation of Level 3 fair
values, there is a lot of discretion. Given the theory presented in Section 2, it is
reasoned that managers in firms from countries with stronger investor protection do
not misuse the discretion allowed under IFRS 13 as severely as managers in firms from
countries with weaker investor protection.
Empirical studies find evidence that investor protection is positively related to the value
relevance of financial statements (DeFond et al., 2007), positively associated with
earnings quality (Houqe et al., 2012), negatively associated with cost of capital (Gul et
al., 2013), and negatively associated with earnings management (Leuz et al., 2003). The
consensus in investor protection literature is that accounting quality increases with the
investor protection environment. Investors tend to trust that managers of firms from
stronger investor protection environments do not misuse accounting discretion.
However, in weaker investor protection environments, managers are expected to use
more managerial opportunism. Because of the positive relationship between investor
protection and accounting quality, and the argument that managers in stronger
investor protection environments are less opportunistic, it is hypothesized that the
differences in levels of the fair value hierarchy are less apparent in stronger investor
protection environments:
H3: The difference in the value relevance between Levels 1 to 3 decreases with the
quality of the investor protection environment.
3.3

Essay 3: Audit quality and the value relevance of fair values

The third essay tests three interrelated hypotheses. All hypotheses are relating audit
quality to the value relevance of fair values. The consensus in audit literature is that the
audit quality of Big 4 auditors is superior to that of non-Big 4 auditors (Lawrence et al.,
2011). Prior research documents that firms with a Big 4 auditor have less earnings
management (Francis et al., 1999), higher analysts’ forecast accuracy (Francis and
Wang, 2008), and lower cost of capital (Khurana and Raman, 2004). However, studies
on European data fail to document an equally strong Big 4 audit effect. In this respect,
Francis and Wang (2008) find that Big 4 auditors have no effect on earnings quality if
the investor protection environment is weak. Hence, the effect from Big 4 audit firms
on audit quality is claimed to be highest in the U.S. and decreases according to the level
of investor protection and litigation risk. However, given the theoretical background
presented in Section 2 and the findings in the empirical studies, it is expected that firms
with a Big 4 auditor have higher information quality regarding fair value estimates:
H4a: Big 4 auditor is positively associated with the value relevance of fair value
estimates.
Client importance is suggested to be a measure of auditor independence as a proxy for
audit quality. Auditors may report favourably in order to retain important clients
(Francis and Yu, 2009), indicating that client importance can impair auditor
independence. Still, Reynolds and Francis (2000) claim that the auditor’s incentive to
avoid litigation costs from misreporting is stronger than the economic bonding
incentive, given harsh audit regulation. Hence, it is argued that client importance only
affects auditor independence negatively in countries with lower litigation risks. As
European countries are characterized as countries with lower levels of litigation risks
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compared to the U.S. (e.g. Francis and Wang, 2008), it can be argued that economic
bonding related to client importance is stronger in European countries than in the U.S.
Hence, the hypothesis expects that client importance has a negative effect on the
information quality of fair values in a European setting:
H4b: Client importance is negatively associated with the value relevance of fair value
estimates.
Studies on non-audit services document a knowledge spillover effect, meaning that
insights learned from performing an audit can enhance the quality of non-audit
services, and vice versa (Krishnan and Yu, 2011). Non-audit services are all consulting
services related to financial reporting which are not classified as audit services.
Furthermore, all fair value accounting consulting is counted as non-audit services,
indicating that more consulting related to the estimation of fair values (from the nonengaged audit firm) leads to a larger non-audit services fee. Empirical studies find that
non-audit services are negatively associated with earnings management (Antle et al.,
2006), positively associated with the probability of a clean auditor report (Lim and Tan,
2008), and not impairing auditor independence (DeFond et al., 2002). Given the
theory and empirical studies, it is expected that firms that request more non-audit
services report fair value estimates of a higher quality:
H4c: Non-audit services fee is positively associated with the value relevance of fair
value estimates.
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4

SUMMARY OF ESSAYS

4.1

Research methodology

The sample used in the essays varies across the essays. While Essay 1 and 3 study a
European sample, Essay 2 investigates a global sample. The time period of the studies
does also vary across essays and is more thoroughly discussed in the essays. However,
all observations in the sample are listed financial firms following IFRS.
To test Hypothesis 1 (i.e. the value relevance of fair values) a modified Ohlson model as
suggested by Song et al. (2010) and Goh et al. (2015) is estimated. The book value of
equity is first divided into book value of assets and book value of liabilities. Later, the
book value of assets (liabilities) is split into non-fair value assets (liabilities) and fair
value assets (liabilities). Finally, fair value assets (liabilities) are split into Level 1, Level
2 and Level 3 assets (liabilities), respectively. In order to reduce scale effects, the
variables are share-scaled as proposed by Barth and Clinch (2009). The following
model is used to test the value relevance of fair values:
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ܰܮܸܨ௧  ߚ ʹͳܮܸܨ௧ 
ߚ ͵ܮܸܨ௧  ߚ଼ ܵܲܧ௧  ߝ௧ (4)
Priceit is the price of one share of firm i four months after the end of fiscal year t (i.e.
April 30). NFVAit (NFVLit) is the non-fair value of assets (liabilities) per share of firm i
at the end of fiscal year t. FVAit (FVLit) is the fair value of assets (liabilities) per share of
firm i related to Level 1, Level 2 or Level 3 of the fair value hierarchy at the end of fiscal
year t. Song et al. (2010) and Goh et al. (2015) add Level 1 and Level 2 liabilities
together into one variable (FVL12). EPSit is the earnings per share excluding
extraordinary items of firm i at the end of fiscal year t. Equation 4 and all the variables
are similar to Equation 2 presented in Section 2.4.
Later, in order to test how the value relevance of fair values is affected by control
mechanisms (board characteristic and audit quality), interaction variables are included
in Equation 4. The model used to test the effect of control mechanisms is as follows:
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ͳܣܸܨ௧ ݈ݎݐ݊ܥ כ௧ 
ߚ ʹܣܸܨ௧ ݈ݎݐ݊ܥ כ௧  ߚ ͵ܣܸܨ௧ ݈ݎݐ݊ܥ כ௧  ߚ଼ ܰܮܸܨ௧  ߚଽ ʹͳܮܸܨ௧  ߚଵ ͵ܮܸܨ௧ 
ߚଵଵ ܵܲܧ௧  ߚଵଶ ݈ݎݐ݊ܥ௧  ߝ௧
(5)
All variables except Controlit are similar to the variables presented in Equation 4.
Controlit varies depending on which specific control mechanism is tested. To tell which
control mechanism is affecting the value relevance of fair values, Equation 5 has to be
estimated once for every specific control mechanism.
Finally, in Essay 2, Equation 4 is estimated three times with three subsamples. The
sample is divided into subsamples depending on the investor protection environment
in the firms’ home country. Thus, the sample is divided into weak, medium, and strong
investor protection subsamples using a cluster analysis. The results from estimating
Equation 4 with the three subsamples are compared in order to study if there is an
association between investor protection and value relevance of fair values.
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4.2

Essay 1: Board characteristics and the value relevance of fair values

The first essay investigates whether corporate governance mechanisms, such as board
characteristics, affect the value relevance of fair value estimates under International
Financial Reporting Standard (IFRS) 13. Moreover, as an initial analysis, this essay
studies how the value relevance of fair values was affected by the adoption of IFRS 13.
This essay brings empirical evidence that firms with stronger boards have higher
information quality of fair values.
While previous studies have focused on an aggregated measure of corporate
governance (e.g. Song et al., 2010), this study aims to provide a more comprehensive
view of one of the most important determinants of corporate governance, namely board
independence (Bhagat and Bolton, 2008). This essay analyses five separate board
variables individually: board independence, board gender diversity, board size, audit
committee activity, and risk committee. In the essay, the theoretical background and
related empirical studies are discussed separately for every individual board variable.
Boards dominated by outsiders are in a better position to monitor and control
managers (Cornett et al., 2009). Habib and Azim (2008) argue that the consensus in
the corporate governance literature is that the strength of corporate governance is a
direct function of board independence. Regarding diversity, Gul et al. (2011) argue that
gender diversified boards improve the quality of public disclosure through better
oversight and monitoring of managers’ actions and reports, thus making financial
information more trustworthy for investors. As such, they imply that diverse boards are
better in their monitoring role than homogenous boards. Cornett et al. (2009) discuss
that the size of the board is expected to be negatively associated with monitoring
quality, as they argue that larger boards are less effective and more easily influenced by
the CEO. Whether audit committee activity is positive or negative is difficult to tell. On
the one hand, an active audit committee may reduce financial misstatements. On the
other hand, the reason for the high activity can be to resolve difficult accounting issues
that may require a restatement, which consequently decreases accounting quality
(Sharma et al., 2009). Finally, Aebi et al. (2012) argue that having a risk committee
indicates a stronger risk management and therefore better corporate governance.
By studying 581 firm-year observations from 29 European countries during 2012-2013,
this essay finds that board independence and gender diversity have a positive effect on
the information quality of fair value estimates (Level 3). In addition, the results indicate
that board size is negatively associated with the value relevance of fair value estimates.
Thereby, firms with smaller, more independent, and more diverse boards disclose fair
value estimates of the highest quality. The results imply that board characteristics, as a
part of corporate governance, are of importance in order to reduce managerial
opportunism and agency costs related to fair value accounting. Especially residual loss,
as presented in Figure 1, can be reduced by increasing the quality of external
monitoring, which ultimately leads into lower agency costs. The findings are of
importance, as shareholders can appoint independent and diverse boards as a defence
mechanism against managerial opportunism related to fair value accounting.
4.3

Essay 2: Value relevance of fair values in different investor protection
environments

The second essay examines whether the value relevance of fair values varies across
investor protection environments. The purpose of the essay is to shed light on the
differences in how investors trust in fair values depending on the investor protection
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environment. The premise is that the better the investor feels protected from the firm,
the more likely the investor will trust in the manager’s ability to estimate reliable and
relevant fair values. This essay brings empirical evidence that the investor protection
environment is positively associated with the information quality of fair values.
Based on prior research, the value relevance of financial statements is claimed to be
positively associated with the investor protection environment. (DeFond et al., 2007).
Firms from countries with a strong investor protection environment have a higher
value relevance of accounting numbers than firms from countries with a weak investor
protection environment. Furthermore, investor protection seems to limit the managers’
opportunistic behaviour (Leuz et al., 2003). Hence, it can be argued that agency costs
related to fair value accounting are less severe in countries with a strong investor
protection environment, as residual loss related to inefficient decisions made by
managers is expected to be lower in these countries. However, in weaker investor
protection environments the incentives for opportunistic behaviour are higher (Leuz et
al., 2003), which introduces information risk into fair value accounting.
A country’s investor protection environment is approximated with six variables
suggested by Houqe et al. (2012). The variables are: board independence, enforcement
of securities laws, protection of minority shareholders’ interest, enforcement of
accounting and auditing standards, judicial independence, and freedom of press. These
six variables take into account corporate governance, enforcement of laws, shareholder
protection, how well the government is independent from firms, and freedom of
expression. High values on these variables indicate high investor protection.
Unlike the two other essays, the second essay studies a global sample of 34 countries
that require IFRS. By analysing 985 firm-year observations of financial firms during
2012-2014, this essay finds evidence that the value relevance of fair values is associated
with the investor protection environment of the firm’s home country. In addition, the
results indicate that the difference in value relevance between market prices (Level 1)
and fair value estimates (Level 3) decreases with the quality of investor protection.
Finally, the results show that only market prices (Level 1) are relevant to investors in
countries with a weak investor protection environment. Investors in countries with
weaker investor protection environments are somehow sceptical to fair value
accounting of financial assets and liabilities. The absence of value relevant fair value
estimates is a problem in countries from weak investor protection environments. Thus,
the advantages of fair value accounting for financial instruments can be discussed in
weaker investor protection environments.
4.4

Essay 3: Audit quality and the value relevance of fair values

The third essay examines whether audit quality has an impact on the value relevance of
fair values. More specifically, the essay deals with whether audit quality proxies, such
as having a Big 4 auditor, client importance, and non-audit services have an association
with the information quality of fair values. It is argued that managerial opportunism is
mitigated by independent high quality auditing. This essay shows, through empirical
evidence, that firms requesting higher quality audits from auditors they have less
influence over disclose fair values of a higher quality.
The fair value accounting and management discretion under IFRS 13 has led to a higher
complexity of business transactions, thus increasing the requirements and burden on
the auditor (Christensen et al., 2012). Furthermore, the increased complexity of
accounting information and accounting standards increases the potential upside of
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auditing (DeFond and Zhang, 2014). Due to the allowed management discretion, there
is a need for thorough accounting standards. This creates a downward spiral which
leads to more discretion and more complex standards. Hence, the shift of focus towards
fair value accounting has made high quality auditing even more important in order to
assure high quality financial reporting.
In this essay, audit quality is approximated with three measures: Big 4, client
importance, and non-audit services, where Big 4 and non-audit services are proxies of
quality, and client importance is a proxy of auditor independence. The consensus in
audit literature is that the audit quality of Big 4 auditors is superior to that of non-Big 4
auditors (Lawrence et al., 2011). Lawrence et al. (2011) claim that Big 4 audit firms
provide superior audit quality as they can support more robust training programmes
and use standardized audit methodologies. However, the positive effects from Big 4
audit firms has only been documented in well-developed markets with high investor
protection and high litigation costs (e.g. the U.S.). The Big 4 effect is argued to be a
direct function of the investor protection of the firm’s home country (Maijoor and
Vanstraelen, 2006). Regarding client importance, prior research argues that auditors
report favourably in order to retain important clients (Francis and Yu, 2009). That is, if
a certain client is very important to the auditor firm, they might compromise the
required auditor independence in order to keep that certain client. Studies on nonaudit services document a knowledge spillover effect, meaning that insights learned
from performing an audit can enhance the quality of non-audit services, and vice versa
(Krishnan and Yu, 2011). The knowledge spillover indicates that the audit and nonaudit services suppliers become familiar with the client and the client’s industry and
thus generate audits of a higher quality.
By studying financial firms from 28 European countries during 2013-2014, this essay
finds evidence that client importance is negatively associated with the information
quality of fair value estimates and non-audit services are positively associated (Level 3).
More surprisingly, it appears that firms with a Big 4 auditor have a lower value
relevance of fair values. However, this is only apparent in countries with weaker legal
traditions, which is in line with previous research (e.g. Maijoor and Vanstraelen, 2006).
In countries with stronger legal traditions, the association is non-significantly positive.
Thus, the results imply that having a Big 4 auditor is positive in more stable countries,
such as West and North European countries, and negative in East and South European
countries. To summarize, audit quality and auditor independence is positively
associated with the information quality of fair value disclosure. Hence, the results
imply that better audit quality and more independent auditors decrease residual loss
agency costs related to fair value accounting, by increasing monitoring expenditures, as
discussed in Figure 1, only moderately.
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5

CONTRIBUTION

This dissertation contributes to fair value accounting literature through three
interrelated essays. The main contribution of the whole dissertation is the empirical
evidence revealing that external and internal control mechanisms increase the value
relevance of fair values in an international setting. The increase in value relevance of
fair values is suggested to reduce residual loss agency costs, as discussed in Figure 1,
and thereby reduce overall agency costs that might arise from managerial discretion
allowed under IFRS. Furthermore, this thesis contributes to the literature by showing
that the within and cross-country differences in the value relevance of fair values can at
least partially be explained by corporate governance, investor protection, and audit
mechanisms. Firms with stronger boards, strong investor protection, and high audit
quality disclose fair values of the highest information quality. Thus, these firms are
expected to have the lowest information asymmetry related to fair value accounting of
fair values.
Essay 1 contributes to the literature in fair value accounting and corporate governance.
It is the first study to examine how the value relevance of fair values under IFRS 13 is
affected by board characteristics. The findings provide more thorough insights into how
choices on board composition and activity affect the information quality of fair value
estimates. Moreover, this study strengthens the claim made by Anderson et al. (2004),
that board and audit committee characteristics are important elements affecting the
reliability of financial reports, by showing that firms with stronger board have higher
information quality of fair values. Finally, the results imply that stronger and more
effective boards are better in monitoring managers and thereby reducing any incentives
for managerial opportunism.
Essay 2 contributes to the investor protection and fair value accounting literature. The
essay sheds light on how the relevance of fair value accounting varies across
jurisdictions. In line with DeFond et al., (2007), and Leuz et al., (2003), the results of
this essay imply that information quality increases with the level of investor protection.
Furthermore, the results indicate that fair value accounting is positive for investors in
some jurisdictions, while it may be misused and thereby hurt investors in other
jurisdictions. This is evident as investors have very low trust in fair value estimates
made by firms in countries with weak investor protection traditions. The findings have
implications for standard setters, as the fair value accounting of financial assets and
liabilities is not positive for investors in all countries that require firms to follow IFRS.
Essay 3 contributes to audit quality and fair value accounting literature. The essay
shows that higher audit quality and auditor independence increase the value relevance
of fair value estimates. Thereby, the premise that high audit quality leads to a higher
information quality of financial statements is validated. In line with DeFond and Zhang
(2014), the results in the third essay imply that higher audit quality and less influence
over the auditor reduce the risk for managerial opportunism related to fair value
accounting. Thereby, strengthening the premise that high audit quality leads to high
financial reporting quality.
Finally, this dissertation contributes to the practice, by showing that external and
internal control mechanisms can be used to increase the information quality of fair
values. In order for accounting standards and auditing to work perfectly, there is a need
for strong corporate governance and well-developed investor protection. Without a
symbiotic relationship between strong corporate governance, investor protection laws,
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and external audit, accounting standards cannot by themselves increase accounting
quality. Hence, shareholders and policy makers should require firms to appoint
stronger corporate governance in form of more efficient board of directors, protect
shareholders by following well-developed investor protection laws, and have
independent audit of high quality. If all these parts work efficiently together, there will
be lower information risk related to fair value accounting, and subsequently capital
markets will be more efficient.
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Abstract
This study investigates whether board characteristics affect the value relevance of fair
value estimates in financial firms under International Financial Reporting Standard
(IFRS) 13. Specifically, the study will focus on whether a better and more efficient
monitoring of managers, after the adoption of this new regulation, has an effect on the
information quality of fair values. IFRS 13 requires firms to disclose a fair value
hierarchy containing three levels: Level 1 (quoted prices in active markets), Level 2
(inputs other than quoted prices that are observable either directly or indirectly) and
Level 3 (unobservable inputs generated by entities). The results indicate that, in a post
IFRS 13 era, board independence and gender diversity have a positive effect on the
value relevance of fair value estimates (Level 3). In addition, firms with larger boards
have lower information quality of firm-generated fair value estimates. Moreover, initial
analysis shows that all fair values are value relevant to investors and the adoption of
IFRS 13 has blurred the lines between the three levels in the fair value hierarchy.
Hence, IFRS 13 has successfully reduced the information asymmetry related to fair
value estimates.

Key words: Fair value accounting, Fair value hierarchy, IFRS 13, Board
characteristics, Value relevance.
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1

INTRODUCTION

The expanding use of fair value accounting in financial reporting has increased the attention
of practitioners, academics and standard setters, causing debate on the usefulness of fair
value accounting (Kolev, 2009). Standard setters and the majority of academics claim that
fair value accounting provides the most relevant information for investors (e.g. Barth et al.,
2001), while opposing academics (e.g. Wallison, 2008) and practitioners (e.g. Isaac, 2008)
blame fair value accounting for the recent financial crisis.1 Ball (2006) argues that the fair
value orientation of International Financial Reporting Standards (IFRS) makes financial
statements more volatile. The increased volatility is explained by the increased management
discretion introduced with fair value accounting (Horton et al., 2013). Moreover, the
adoption of principle-based accounting standards (i.e. IFRS) has led to more managerial
discretion. In response to the need of a comprehensive framework for measuring fair values,
the International Accounting Standards Board (IASB) issued IFRS 13 Fair Value
Measurement, which became active for fiscal periods beginning from January, 2013 (IASB,
2011).2
Although the IASB argues that the management discretion in fair value accounting is used to
increase the relevance of financial information by communicating private information to
investors (Barth et al., 2001), there is a downside to fair value accounting. That is, selfinterested opportunistic managers can abuse discretion allowed under IFRS to increase their
wealth at the expense of shareholders (Bowen et al., 2008). Managers use discretion in, for
example, goodwill impairment decisions (Beatty and Weber, 2006; Lhaopadchan, 2010),
estimation of stock option values (Bartov et al., 2007; Abody et al., 2006), and timely
recognition of income and losses (Myers et al., 2007) to meet self-interests such as earnings
and bonus thresholds. In addition, Chong et al. (2011) find that banks use fair value
measurements to manipulate earnings. Corporate governance and accounting standards can,
however, be used to mitigate management’s opportunistic behaviour and increase the
reliability of fair value estimates (Song et al., 2010; Habib and Azim, 2008; Bowen et al.,
2008). In addition, Bowen et al. (2008) show that managers in weak governed firms use
more discretion. They argue that lax governance structures encourage managerial
opportunism. As stronger boards are assumed to decrease incentives for opportunistic
behaviour due to more efficient monitoring, firms with stronger boards are expected to have
a higher trust in accounting numbers and therefore higher value relevance of accounting
numbers. Song et al. (2010) point out that both intrinsic estimation error (noise) and
management-induced error (bias) in fair value measurements decrease the investors’ trust in
fair value estimates. Furthermore, the requirement of additional disclosure on fair value
estimates in IFRS 13 indicates that standard setters have recognized the problem with fair
value estimates (Level 3). Barth et al. (2008) argue that standard setters can increase
accounting quality if accounting standards limit managerial opportunism, such as earnings
management. Hence, it can be argued that the IASB is trying to limit managerial
opportunism by adopting a well-developed standard such as IFRS 13.
While previous studies have focused on an aggregated measure of corporate governance (e.g.
Song et al. 2010; Habib and Azim, 2008), this study aims to provide a more comprehensive
view of one of the most important determinants of corporate governance, namely board
characteristics (Bhagat and Bolton, 2008). Anderson et al. (2004) argue that board and audit
committee characteristics are important elements affecting the reliability of financial reports.
The monitoring role of the board of directors is expected to reduce both estimation errors
and management-induced error (Song et al., 2010). Thereby, it is interesting to investigate
A detailed discussion about the fair value accounting debate is provided in Laux and Leuz (2009).
IFRS 13 is the product of a joint project conducted by the IASB and the Financial Accounting Standards Board
(FASB).
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whether strong board characteristics can mitigate the problems (noise and bias) related to
fair value accounting. Even though a number of studies on the association between corporate
governance and firm outcomes have been conducted (e.g. Lückerath-Rovers, 2013; Di Pietra
et al., 2008, Arnegger et al., 2014), no study examines the intersection between fair values
under IFRS 13 and board characteristics using a European sample. In addition, the study is
motivated by the increased information risk associated with increased discretion allowed in
valuation of fair value estimates (Level 3). As the risk related to fair value estimates is severe
and cannot be controlled by shareholders, it is important to study whether an important
monitoring organ, the board of directors, can mitigate the misuse of fair value accounting for
financial instruments. Thus, the main purpose of this study is to examine whether board
characteristics are associated with the value relevance of fair values, in a post IFRS 13 era.
Thereby, this study extends the assumption of a positive association between corporate
governance and accounting quality into the area of fair value accounting and value relevance.
By investigating financial firms from 29 European countries, the results indicate that board
characteristics, in a post IFRS 13 era, play a significant role in how investors react to fair
value estimates made using internally generated inputs. It is assumed that the increased
monitoring from stronger boards is expected to decrease the incentives for opportunism,
leading to higher trust in fair values, which ultimately leads to higher value relevance of fair
values. Even though IFRS 13 is adopted to decrease subjectivity in fair value accounting, it
appears that investors place higher trust in fair value estimates made by firms with stronger
and more efficient boards. More specifically, board independence and diversity have a
positive effect and board size has a negative effect on the value relevance of Level 3 fair value
assets. Thus, firms with smaller, independent and diverse boards generate the highest
quality of fair value estimates. The other two board characteristics, audit committee
meetings and risk committee do not affect the value relevance of fair value estimates
significantly.
Moreover, initial analysis indicates that all fair values are valued equally by investors,
irrespective of the level in the fair value hierarchy (i.e. Level 1, Level 2 and Level 3). Finally,
the results show that pre IFRS 13, investors valued Level 1 and Level 2 assets higher than
Level 3 assets, indicating that investors were somehow sceptical towards fair value estimates
(Level 3) prior to IFRS 13. However, after the adoption of IFRS 13, the differences in value
relevance between the fair value levels have diminished. Hence, it can be argued that the
IASB have succeed, by adopting IFRS 13, in their mission to reduce the misuse of accounting
discretion related to fair value accounting.
The remainder of this paper is structured as follows: the following section reviews the
literature on value relevance studies, focusing mainly on value relevance studies about fair
value accounting and value relevance studies adopting a corporate governance approach. The
third section presents the sample, the selected board variables and the research design.
Section 4 presents the results and the final section concludes the study.
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2

BACKGROUND AND PREVIOUS RESEARCH

2.1

IFRS 13 and the value relevance of fair values

The International Accounting Standards Board (IASB) took a step towards harmonized
accounting standards by implementing the fair value hierarchy already issued by the
Financial Accounting Standards Board (FASB) and mandated with the Financial Accounting
Standard No. 157. Firms following IFRS are required to adopt the fair value measurement
under IFRS 13 for fiscal years beginning from January 1, 2013 (IASB, 2011). The main
purpose of IFRS 13 is to define fair value and collect all fair value accounting requirements in
other IFRS and IAS standards to a single standard (IASB, 2011). In addition, IFRS 13
requires entities to disclose a fair value hierarchy for all assets and liabilities that have been
measured using fair value accounting.
Based on the inputs used to measure fair values, the assets and liabilities are categorized into
the following hierarchical levels:3 Level 1 (quoted prices in active markets), Level 2 (inputs
other than quoted prices that are observable either directly or indirectly, or quoted market
prices for similar assets or liabilities) and Level 3 (unobservable inputs generated by entities)
(IASB, 2011). While IFRS 13 was adopted in 2013, European banks already disclosed a fair
value hierarchy under IFRS 74 for fiscal years beginning from January 1, 2009 (IASB, 2009),
making it possible to investigate the value relevance of fair values prior to the adoption of
IFRS 13. However, IFRS 13 is believed to decrease subjectivity by requiring additional
disclosure on the methodology used to estimate fair values, motivation why certain methods
are used, and information about changes in Level 3 fair values. However, due to the lack of a
rigid definition of fair value before IFRS 13, the fair value estimates may have varied among
firms depending on the interpretation of fair value. Therefore, IFRS 13 is especially expected
to protect investors from subjectivity in fair value estimates by setting out a single
framework for measuring fair value and to require disclosure about fair value measures
(IASB, 2011).
As IFRS 13 was adopted for fiscal years beginning after January 1, 2013, the effects of the
adoption of IFRS 13 have not yet been investigated. However, due to the adoption of SFAS
157 in year 2007 in the U.S., the effect of the fair value definition and the fair value hierarchy
have been studied to some extent using U.S. data. By studying U.S. banks reporting fair
values under SFAS 157, Chong et al. (2011) find that banks use fair value measurements to
manipulate earnings. In addition, a few studies have investigated the value relevance of fair
values. Song et al. (2010) find, by studying U.S. banks, that all fair values under SFAS 157 are
value relevant. Furthermore, they show that Level 1 and Level 2 fair value assets are more
value relevant than Level 3 assets. Kolev (2009), also studying U.S. banks, finds that Level 1
fair value assets are more value relevant than Level 2 and 3 fair value assets. Kolev (2009)
also documents that the value relevance gap between Level 1 and Level 3 assets is more
pronounced for firms with lower equity capital and firms with fewer financial experts in the
audit committee. Furthermore, Goh et al. (2015) find that the fair values in the fair value
hierarchy under SFAS 157 are value relevant. They present evidence that investors are willing
to pay higher prices for Level 1 fair value assets than for the other fair value assets, which
indicates that the Level 1 fair values are more value relevant than other fair values in the
hierarchy. All value relevance studies of fair values under SFAS 157 find that the information
in the fair value hierarchy is value relevant and that the relevance decreases when
descending in the hierarchy.
Appendix 1 presents an example of a fair value hierarchy in Allianz Se annual report of year 2013.
IFRS 7 Financial Instruments: Disclosures became effective in 2007. In March 2009, the IASB issued
amendments to IFRS 7, which required firms to disclose a fair value hierarchy of their financial instruments
(IASB, 2009).
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Even though previous studies have examined the value relevance of fair values in a U.S.
setting, there is a need for international evidence. The studies made on U.S. data can only tell
us how value relevant fair values are in the U.S., and nothing about how investors rely on fair
values in a more global setting. Therefore, in order to extend the findings in Song et al.
(2010) and Goh et al. (2015), this paper examines the value relevance of fair values in a
European setting. Hence, by studying relative heterogeneous jurisdictions with institutional
diversity, the findings in a stable and developed market (i.e. the U.S.) can be generalized to a
wide spectrum of jurisdictions.
Considering that IFRS 13 is a joint project with the FASB and the standard is similar to SFAS
157, the main results of prior research on U.S. data are expected to hold in a European
setting. However, the results in a U.S. setting are not proposed to be identical, as the value
relevance of accounting numbers varies across jurisdictions (e.g. DeFond et al., 2007;
Aharony et al., 2010). Ali and Hwang (2000) show that the value relevance of accounting
numbers is lower for countries with bank-oriented financial systems (Continental Europe)
compared to countries with market-oriented financial systems (U.S.). In addition, according
to Barth et al. (2012) one major difference between the U.S. and the European settings is that
the IASB’s approach relies on principles (more discretion), whereas the FASB’s approach
relies more on rules (less discretion). Hence, the increased discretion related to fair value
accounting of financial assets and liabilities might be more familiar for European investors
than for U.S. investors. Due to the different legal and financial systems in the U.S. and
Europe, it is interesting to analyse the European setting in order to make prior findings more
generalizable. It appears that the overall value relevance of financial statements is lower in
European firms than U.S. firms, which implies that the value relevance of fair value might be
lower in Europe than in the U.S. However, all fair values are still expected to be value
relevant and Level 1 assets are expected to be more value relevant than Level 3 assets, due to
higher information risk related to Level 3 assets. Hence, when the findings of Song et al.
(2010) and Goh et al. (2015) are taken together, the first hypothesis is stated as follows:
H1: The value relevance of fair values decreases when descending in the fair value hierarchy
from Level 1 to Level 3.
2.2

Value relevance and board characteristics

In this section, the focus is on how board characteristics and corporate governance
mechanisms may affect the value relevance of financial statements, in the sense that the
division of power and ownership of entities has created a conflict of interest. 5 In other words,
while the shareholders want to maximize their return on investment, this is not necessarily
the case for the managers. This division of ownership and power leads to risks for the owners
since managers can misuse their position as agents by ineffective management or fraudulent
actions. The costs and risks that arise from the division of power and ownership are called
agency costs. According to agency theory, shareholders can reduce agency costs by contracts,
corporate governance, laws, and external auditing. Hence, theoretically, increased
monitoring in the form of stronger boards is expected to reduce opportunistic behaviour
related to accounting discretion. In other words, the mitigation of incentives for
opportunistic behaviour leads to a higher trust in financial statements. Furthermore, a
higher trust in financial statements leads to a higher reflection of book values to market
values, which consequently leads to a higher value relevance of book values. Thereby, firms

5 The majority of the presented studies in the intersection between corporate governance and accounting quality
use samples that exclude financial firms. Researchers tend to automatically exclude financial firms from the
sample. However, due to the lack of studies on financial firms solely, this section will present studies on both
financial firms and non-financial firms. The lack of studies on financial firms motivates the use of financial firms
in this study.
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with stronger and more effective boards are assumed to have a higher value relevance of
financial statements.
The findings in corporate governance studies indicate that the board of directors is an
important fraction of corporate governance (Bhagat and Bolton, 2008). Song et al. (2010)
argue that strong corporate governance mechanisms reduce management’s opportunistic
behaviour. According to Dittmar and Mahrt-Smith (2007), good corporate governance is the
shareholders’ defence against the risk that managers use corporate assets inefficiently.
Furthermore, Habib and Azim (2008) argue that corporate governance mechanisms
constrain management’s opportunistic behaviour, thus making accounting information more
reliable and relevant to outsiders. Moreover, both Song et al. (2010) and Habib and Azim
(2008) point out that the value relevance of accounting numbers is affected more severely by
weak monitoring mechanisms than from strong corporate governance mechanisms. The
disadvantage of weak corporate governance seems to be higher than the potential benefit of
strong corporate governance. Habib and Azim (2008) argue that this is because of the risk of
management’s opportunistic behaviour, which eventually may hurt stakeholders in the
absence of strong monitoring mechanisms.
Habib and Azim (2008) find that firms with strong corporate governance exhibit a higher
value relevance of accounting information. Song et al. (2010) document that the value
relevance of fair values (especially Level 3 fair values) is greater for firms with stronger
corporate governance mechanisms in financial firms. Also, Song et al. (2010) show that
board independence solely affects only the value relevance of Level 3 assets and, thereby, do
not affect the value relevance of Level 1 and Level 2 assets. Abody et al. (2006) show that
firms with stronger corporate governance are less likely to understate option value estimates.
Dimitropoulos and Asteriou (2010) argue, by finding a positive association between the
number of outside board members and the information quality of earnings in a European
setting, that investors value the independence of boards, because it improves the quality and
value relevance of accounting numbers. Overall, strong corporate governance seems to be
associated with accounting quality and value relevance.
Furthermore, Bhagat and Bolton (2008) find that stock ownership by board members and
CEO duality are positively correlated to better operating performance. They also document a
negative correlation between board independence and corporate operating performance.
Moreover, Habib and Azim (2008) find that the joint variable of board and audit committee
independence does not increase the market value of firms. Finally, by investigating a
European setting, Di Pietra et al. (2008) show that the “busy-ness” of board members has a
positive influence on firms’ market value. Based on the literature, better governed firms and
thereby firms with better board characteristics, are assumed to produce more accurate
estimates and consequently disclose more value relevant fair values.
2.3

Board characteristic variables

This section presents the board variables that are included in this study. The use of board
characteristics as a part of corporate governance is justifiable as previous research on the
interface between financial reporting and corporate governance has focused on board
characteristics (Cohen et al., 2004). The premise is that stronger boards are better and more
effective in their monitoring role, which decreases the risk for opportunistic actions. As such,
the reduced risk of managerial opportunism increases investors’ trust in financial
statements, which ultimately leads to higher value relevance. Hence, firms with stronger and
more effective boards are expected to have a higher value relevance of fair value estimates.
The five board characteristics are chosen as they represent board composition, structure and
activity. Moreover, all of the five board characteristics are used in prior literature as proxies
in order to discover how effectively the board of directors is in its monitoring role. The two
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first board variables, board independence and board diversity are measures on how the
board is composed by individual board members. The third and fifth board variables, board
size and risk committee, are measures of board structure. In other words, measures to show
the number of board members appointed and whether the firm has a separate risk
committee. The fourth board variable, audit committee activity, is a measure of board
activity. Hence, the five chosen variables represent a wide area of board characteristics. This
wide spectrum of board characteristics increases the possibility to generalize the findings
into how the composition, structure, and activity of the board affect the information quality
of fair value estimates.
Board independence is measured as the number of independent board members divided by
the number of total board members. As mentioned earlier, boards dominated by outsiders
are in a better position to monitor and control managers (Cornett et al., 2009). Furthermore,
Habib and Azim (2008) argue that the consensus in corporate governance literature is that
the strength of corporate governance is a direct function of board independence. Likewise,
Song et al. (2010) find that the value relevance of fair value assets is positively associated
with board independence in financial firms. In addition, Peasnell et al. (2006) as well as
Dimitropoulos and Asteriou (2010) find a negative association between board independence
and earnings management and a positive association between board independence and the
value relevance of earnings. Furthermore, Carcello et al. (2002) document a positive
relationship between audit fees and board independence.6 Firms with more independent
board members have a lower cost of debt (Anderson et al., 2004). Even though Bhagat and
Bolton (2008) document a negative correlation between board independence and firm
performance, the ratio of outside board members appears to be positive for the firm and its
stakeholders. Finally, Cornett et al. (2009) argue that if outside board members enhance the
monitoring of managers, board independence should also be associated with higher
accounting quality. Hence, Hypothesis 2a is stated as follows:
H2a: Board independence is positively associated with the value relevance of fair value
estimates.
Gender diversity is measured as the number of female board members divided by the
number of total board members. According to Gul et al. (2011), and Adams and Ferreira
(2009), gender diversified boards improve the quality of public disclosure through better
oversight and monitoring of managers’ actions and reports, thus making financial
information more trustworthy for investors. As value relevance regressions investigate the
level of investor trust in book values, it can be argued that the better monitoring of managers
increases the value relevance of book values. Furthermore, Campbell and Minguez-Vera
(2008) argue that the gender composition of the board affects the quality of the monitoring
role performed by the board of directors in a European setting. They show that the
percentage of women on the board is positively associated with firm value and that greater
gender diversity may generate economic gains. In a more recent study by Campbell and
Minguez-Vera (2010), they show that stock prices react positively to the appointment of
female board members. Moreover, Lückerath-Rovers (2013) finds, by studying a European
setting, that firms with female board members perform better than those without female
board members. Finally, Gul et al. (2011) find a positive association between gender diversity
and stock price informativeness.7 Taking the theory and empirical findings together, it is
assumed that gender diversity in the board leads to the better monitoring of managers,
It may be assumed that audit fees are positively associated with audit quality (Choi et al., 2010). Audit quality is
approximated by the presence of abnormal accruals. As earnings management, and thus accounting quality, is
commonly approximated using abnormal accruals, it can be argued that the audit fee variable is positively
correlated with accounting quality. Thus, a higher audit fee might imply higher value relevance.
7 The stock price informativeness can be regarded as a value relevance measurement. Gul et al. (2011) however,
use idiosyncratic volatility as their approximation for price informativeness, although their findings are not
comparable with the results of this study.
6
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which decreases the risk for opportunistic behaviour, which consequently leads to a higher
information quality of financial statements.
H2b: Gender diversity is positively associated with the value relevance of fair value
estimates.
Board size is measured as the number of board members. Habib and Azim (2008) argue that
the benefits of increased monitoring by larger boards may be outweighed by poorer decision
making in larger groups. Furthermore, Core et al. (1999) and Cornett et al. (2009) discuss
that the size of the board is expected to be negatively associated with monitoring quality, as
they argue that larger boards are less effective and more easily influenced by the CEO.
Hence, the literature suggests that board size should be negatively associated with
accounting quality, because larger boards are less effective in their monitoring role (Cornett
et al., 2009). However, Dimitropoulos and Asteriou (2010) find no relation between board
size and informativeness of accounting earnings. Moreover, Di Pietra et al. (2008) show that
board size is not significantly associated with market value in a European setting. Still, board
size seems to be positively associated with voluntary disclosure (Allegrini and Greco, 2013)
and with board diversity (Arnegger et al., 2014).8 When analysing the association between
board size and firm value (Tobin’s-Q), Coles et al. (2008) find that firms with very small or
very large boards have the highest firm value. They argue that complex firms need large
boards and simple firms need small boards to maximize their firm value. As board size is
negatively affecting monitoring quality and previous studies find a negative or a nonsignificant relationship between board size and measures of accounting quality, Hypothesis
2c is stated as follows:
H2c: The size of the board is negatively associated with the value relevance of fair value
estimates.
Activity is measured as the number of audit committee meetings taking place during the
fiscal year. Audit committee activity is commonly used as a proxy for audit committee
diligence (Sharma and Iselin, 2012). Agoglia et al. (2011) argue that audit committee activity
enhances the monitoring and oversight of management, leading to less aggressive financial
reporting choices. Prior studies have found an association between the frequency of audit
committee meetings and accounting quality (Abbott et al., 2004; Sharma et al., 2009). Still,
the direction of the relationship is unclear (Sharma and Iselin, 2012). On the one hand, an
active audit committee may reduce financial misstatements. On the other hand, the reason
for the high activity can be to resolve difficult accounting issues that may require a
restatement, which consequently decreases the accounting quality (Sharma et al., 2009).
However, the consensus in research seems to be that audit committee activity is positively
related to accounting and monitoring quality. Moreover, the activity of the audit committee
is negatively associated with earnings management (Xie et al., 2003; Cornett et al., 2009).
Xie et al. (2003) argue that the activity of the audit committee is an important factor in
constraining managers to engage in earnings management. Finally, Barua et al. (2010)
report a positive relationship between audit committee activity and investment in internal
auditing. Taking the findings together, Hypothesis 2d is stated as follows:
H2d: Audit committee activity is positively associated with the value relevance of fair value
estimates.
Risk is a dummy variable that equals 1 if the firm has a risk committee, and zero otherwise.
The main purpose of the risk committee is to determine and evaluate risks (Subramaniam et
al., 2009). As Song et al. (2010) argue that there is a severe measurement risk in the
estimation of Level 3 fair values, it can be assumed that a risk committee monitors and
advises the management in fair value estimations, thus potentially mitigating the problems
8

Ntim (2014) finds that board diversity is positively associated with the market value of South African firms.
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and risk related to Level 3 fair values. Furthermore, Aebi et al. (2012) argue that having a
risk committee in general indicates a stronger risk management and consequently better
corporate governance. Hence, it can be assumed that a risk committee leads to better
corporate governance, which reduces the possibility for opportunistic behaviour among
managers (Bowen et al., 2008). Therefore, it can be argued that by reducing the information
risk associated with opportunistic behaviour, firms will produce financial statements of a
higher quality. In empirical studies, Aebi et al. (2012) and Erkens et al. (2012) find no
significant association between a risk committee dummy and firm performance.
Furthermore, Subramanian et al. (2009) find that firms with a risk committee are more
likely to have more independent board members, larger boards, and lower organizational
complexity.
H2e: Having a risk committee is positively associated with the value relevance of fair value
estimates.
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3

DATA AND RESEARCH DESIGN

To determine the value relevance of financial statements, this study examines the association
between accounting numbers and share price (e.g. Aharony et al., 2010). A value relevance
approach is supported as the study investigates whether investors value assets and liabilities
differently depending on the input data used to estimate fair values. Moreover, the choice of
methodology is motivated as a value relevance study shows, using a simple and intuitive
regression analysis, whether book values are reflected in the market price of the firms.
Furthermore, Barth et al. (2001) call for more research, arguing that value relevance studies
are of interest to accounting standard setters as value relevance studies provide fruitful
insights for standard setting. Barth et al. (2008), among others, argue that the value
relevance of accounting numbers can be used as a proxy for accounting quality. A positive
association between board characteristics and the value relevance of fair values would
indicate that board characteristics have an impact on the information quality of fair values.
3.1

Sample

The data is collected from annual reports (2012 and 2013), Thomson databases and the
BoardEx database in order to create a unique data set suitable for this study. The fair values
per level in the fair value hierarchy are hand-collected from firms’ annual reports. The vast
majority of the sample firms present a comprehensible fair value hierarchy similar to the fair
value hierarchy presented in Appendix 1. Non-English financial statements are translated
into English in order to exclude as few observations as possible. Firm-specific data such as
earnings per share, total assets and liabilities, share price, and shares outstanding are
collected from Thomson corporate databases. Finally, information on board independence,
gender diversity, board size, and risk committee are collected from the BoardEx database
and audit committee activity is collected from firms’ annual reports.
The sample consists of listed financial firms from all 28 EU countries as well as listed
financial firms from Switzerland, Norway, Iceland and Liechtenstein.9 Following prior
research (Song et al., 2010; Kolev, 2009; Goh et al., 2015,) financial firms are chosen (GICS
40), because firms in the financial industry have significant amounts of fair value assets and
liabilities. From the starting sample of 848 financial firms, real estate firms (GICS 4040) are
excluded as only a small amount of their assets and liabilities are valued at fair value (Kolev,
2009). Firms with an abnormal fiscal year-end (non-December) are excluded in order to
avoid potential confounding macroeconomic effects on stock prices (Song et al., 2010).
Banking, financial and insurance firms with total assets below 5 million euros as well as
stocks valued less than 0.10 euro (by April 30) are excluded from the sample. Firms with a
stock value under 0.10 euro are excluded as the large relative change in stock price from the
minimum absolute change in stock price makes the estimation of the value relevance
equation noisy. Furthermore, illiquid stocks which are traded less than 25 % of the trading
days are excluded. The illiquid stocks are excluded, as liquidity premiums and other noise
related to illiquid stocks may affect the outcome of the study. A surprisingly large portion of
the firms (129 firms) do not disclose sufficient information of fair values in their notes and
are thus excluded from the sample. Finally, to avoid the effect from extreme outliers, all 26
observations with an absolute studentized residual greater than 2 when estimating Equation
2 are eliminated from the sample.10

The members of the European Economic Area (Norway, Iceland and Liechtenstein) are included in the sample,
because they are European countries and they adopted IFRS at the same time as the EU countries in 2005. The
vast majority of the financial firms in Switzerland follow IFRS or US GAAP, even though only IFRS followers are
included in the sample.
10 The elimination of outliers by calculating absolute studentized residuals is done similarly as Song et al. (2010).
9
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The final sample used to test hypotheses 1 consists of 581 firm-year observations from the
years 2012 and 2013.11 Of the 581 firm-year observations, 202 observations are from the
banking industry (GICS 4010), 262 observations from the financial services industry (GICS
4020) and 117 observations from the insurance industry (GICS 4030). The 581 firm-year
observations included in the sample are from 29 European countries. By studying 29
countries with a rich institutional diversity instead of one single jurisdiction (e.g. Song et al.,
2010), the findings in this study are more generalizable. Moreover, as the sample consists of
both stable economies and more undeveloped countries, the results are more interesting in a
global perspective. When testing Hypothesis 2, only observations from 2013 are included in
the sample as some of the board variables in BoardEx are not available for 2012. In addition,
when testing whether board variables affect the value relevance of fair values, a number of
observations are excluded due to insufficient information in the BoardEx database. The
sample used to test Hypothesis 2 is therefore between 150 and 189 observations.
Table 1 Sample selection process
Number of
observations

Category
GICS 40XX firms in the EU, EAA and Switzerland

848

Real estate firms

219

GIGS 40XX firms
Abnormal fiscal year

629
113

Micro firms

17

Abnormal stocks

64

Insufficient data

129

Observations for 2013
Time period 2012-2013
Insufficient data for 2012
Outliers

307
614
5
26

Final sample for Hypothesis 1

581

Observations for Hypothesis 2

293

104-143
Insufficient board data
150-189
Final sample for Hypothesis 2
Table 1 presents the sample selection process. Abnormal fiscal year is non-December fiscal year end,
micro firms are firms with total assets below 5 million euro, abnormal stocks are stock above 1,000
euro, stocks below 0.10 euro and illiquid stocks traded less than 25% of the trading days. Insufficient
data is observations with insufficient fair value disclosure and Outliers are observations with absolute
studentized residuals above 2. Observations with insufficient data in BoardEx are excluded from the
sample used to test Hypothesis 2.

The distribution of the sample according to their home country is presented in Table 2. Estonia, Latvia and
Iceland are excluded due to the lack of observations.
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Table 2 Distribution of observations
Country

Observations

Country

Observations

Country

Observations

Austria

22

Greece

13

Poland

Belgium

16

Hungary

8

Portugal

48
4

Bulgaria

8

Ireland

8

Romania

4

Cyprus

4

Italy

56

Slovakia

2

Czech Rep

1

Liechtenstein

4

Slovenia

8

Denmark

35

Lithuania

4

Spain

23

Finland

16

Luxembourg

4

Sweden

36

France

36

Malta

6

Switzerland

48

Germany

54

Netherlands

14

United Kingdom

80

Croatia
2
Norway
17
Table 2 presents the distribution of firm-year observations. The final sample of 581 observations is
distributed across 29 European countries. The sample consists of observations from 2013 and 2012.

3.2

Descriptive statistics

Table 3 provides descriptive statistics of the variables used to test the value relevance of fair
values. The mean share price is 18.35 euro, the mean of Level 1, Level 2 and Level 3 fair value
assets are 48.93, 35.20 and 9.98 euro, respectively. The mean of Levels 1 and 2, and Level 3
fair value liabilities are 32.66 and 5.38 euro, respectively. Finally, the mean of earnings per
share (EPS) is 1.31 euro. All variables are presented as per share values.
Table 3 Descriptive statistics
Variable

Mean

Median

Maximum

Minimum

Std. Dev.

25th Perc.

75th Perc.

Non-Zero

PRICE

18.35

8.19

318.23

0.10

29.85

2.17

21.06

100.0 %

NFVA

123.78

20.40

6253.61

0.00

382.88

3.82

103.26

100.0 %

FVA1

48.93

8.90

2742.84

0.00

197.32

0.24

30.22

90.4 %

FVA2

35.20

1.47

1400.15

0.00

123.77

0.02

18.75

80.6 %

FVA3

9.98

0.24

481.44

0.00

48.95

0.00

2.27

79.7 %

NFVL

158.63

25.49

6310.36

0.00

471.21

2.69

122.17

99.5 %

FVL12

32.66

0.31

1427.04

0.00

127.75

0.00

10.80

70.4 %

FVL3

5.38

0.00

585.58

0.00

41.63

0.00

0.03

33.2 %

EPS

1.31
0.52
31.59
-11.25
3.29
0.04
1.51
100.0 %
Table 3 presents descriptive statistics of the sample. The number of observations is 581. PRICE is the
closing share price of April 30. NFVA is the non-fair value assets per share. FVA1, FVA2, and FVA3
are fair values of assets per share for every single level of the fair value hierarchy. NFVL is the non-fair
liabilities per share. FVL12 is the total of Levels 1 and 2 fair value liabilities per share and FVL3 is
Level 3 fair value liabilities per share. EPS is the earnings per share excluding extraordinary items.
Non-Zero indicates the percentage of observations that do not report zero for the specific variable.

The Non-Zero column in Table 3 presents the percentage of observations that disclose the
above zero values of the specific variable. Of all the observations, as many as 90.4 % disclose
Level 1 fair value assets, 80.6 % disclose Level 2 assets and 79.7 % disclose Level 3 assets in
their balance sheet. Hence, 463 of 581 observations disclose Level 3 fair value assets. The
relative amount of fair values to total assets is 45.37 % (not tabulated), meaning that the
value of 45.37 % of the total assets is measured at fair value in the 2013 financial statements.
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On average, 6.57 % of the total assets12 or 14.48 % of the fair value assets are classified as
Level 3 fair value assets (not tabulated).
It appears that firms tend to disclose more fair value assets than fair value liabilities. The
percentage of firm-year observations with above zero Level 1 and Level 2 liabilities is 70.4 %,
while Level 3 fair value liabilities accounts for 33.2 %. Thus, about every third financial firm
in the sample discloses Level 3 liabilities in their balance sheet. Around 15.16 % of the total
liabilities are disclosed as fair values and 3.24 % of the total liabilities are disclosed as Level 3
fair value liabilities (not tabulated). Compared with fair values assets, which count for 45.37
% of the total assets, the use of fair value liabilities seems to be less common.
3.3

Research design

Prior value relevance studies use the fundamental Ohlson (1995) model or a modified Ohlson
model when estimating the value relevance of accounting numbers. The fundamental Ohlson
model estimates how well the market value can be explained by the book value of equity and
net income and has been used extensively in prior value relevance studies (e.g. Barth et al.,
2008; Tsalvoutas et al., 2012). Other studies, however, have adopted a researcher-modified
Ohlson model to better suit their purposes.13 The fundamental Ohlson model is as follows:
ܧܸܯ௧ ൌ ߙ  ߙଵ ܧܸܤ௧  ߙଶ ܰܫ௧  ߝ௧

(1)

Where MVEit is the market value of equity of firm i at the time t, BVEit is the book value of
equity of firm i at the time t, NIit is the net income of firm i at the time t, and ߝ௧ is the zero
mean error term.
To test the value relevance of the fair values in the fair value hierarchy, a modified Ohlson
(1995) model is applied on the accounting numbers of 2012 and 2013 financial statements.
Following Song et al. (2010) and Goh et al. (2015), the book value of equity is divided into
non-fair value assets and liabilities and into the fair value levels. Furthermore, Level 1 and
Level 2 fair value liabilities are pooled together as suggested by Song et al. (2010) and Goh et
al. (2015). To reduce scale effects, all variables have been share-scaled as proposed by Barth
and Clinch (2009). To mitigate the effects of outliers, observations with an absolute value of
studentized residuals above two are deleted from the sample (see Song et al., 2010, among
others). The modified Ohlson (1995) model used to test Hypothesis 1 is as follows:14
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ܰܮܸܨ௧  ߚ ʹͳܮܸܨ௧ 
ߚ ͵ܮܸܨ௧  ߚ଼ ܵܲܧ௧  ߝ௧ (2)
Where Priceit is the price of a stock of firm i four months15 after the end of the fiscal year t
(i.e. April 30). NFVAit (NFVLit) is the non-fair value of assets (liabilities) per share of firm i at
the end of the fiscal year t. FVAit (FVLit) is the fair value of assets (liabilities) per share of
firm i related to Level 1, Level 2 or Level 3 of the fair value hierarchy at the end of the fiscal
year t. The fair values are collected from annual reports and divided by the number of

Chong et al. (2012) document that U.S. banks value 6.41 % of their total assets as Level 3 assets.
For example Aharnoy et al. (2010) include a goodwill variable, a research and development expenses variable,
and a revaluation reserves variable into the Ohlson model to test the value relevance of goodwill, R&D expenses
and revaluation reserves.
14 To test the value relevance of fair values, the price model is assumed to be more appropriate than the return
model (Song et al., 2010). The return model cannot answer the research question whether fair values are reflected
in the market value of firms.
15 Following Barth et al. (2014) and Tsalavoutas et al. (2012), the price at four months after the fiscal year-end is
used to assure that the accounting information in year-end financial statements has been absorbed by investors.
12
13
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outstanding shares. EPSit is the earnings per share excluding extraordinary items of firm i at
the end of the fiscal year t.
When testing Hypothesis 1, the observations from 2012 and 2013 are pooled into a sample
consisting of 581 firm-year observations. The levels of fair value assets are considered value
relevant if their coefficients are positive and significantly different from the value of zero
(Song et al., 2010). Respectively, the levels of fair value liabilities are considered value
relevant, if their coefficients are negative and significantly different from the value of zero.
Later, when testing the difference in value relevance before IFRS 13 and after IFRS 13, the
sample is first divided into a 2012 and a 2013 subsample. The first subsample includes data
from the 2012 annual reports and the latter subsample includes data from the 2013 annual
reports. Equation 2 is estimated separately with the two subsamples. The full sample is used
in the regression analysis, when the differences in coefficients are tested. Following
Tsalavoutas et al. (2012), a year dummy variable (YD) is included independently and as an
interaction variable into Equation 2. This dummy variable (YD) equals 1, if the observation is
from 2013 and zero otherwise.
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ܰܣܸܨ௧  ܦܻ כ ߚଷ ͳܣܸܨ௧  ߚସ ͳܣܸܨ௧  ܦܻ כ ߚହ ʹܣܸܨ௧ 
ߚ ʹܣܸܨ௧  ܦܻ כ ߚ ͵ܣܸܨ௧  ߚ଼ ͵ܣܸܨ௧  ܦܻ כ ߚଽ ܰܮܸܨ௧  ߚଵ ܰܮܸܨ௧  ܦܻ כ ߚଵଵ ʹͳܮܸܨ௧ 
ߚଵଶ ʹͳܮܸܨ௧  ܦܻ כ ߚଵଷ ͵ܮܸܨ௧  ߚଵସ ͵ܮܸܨ௧  ܦܻ כ ߚଵହ ܵܲܧ௧  ߚଵ ܵܲܧ௧  ܦܻ כ ߚଵ ܻ ܦ ߝ௧
(3)
Equation 3 examines potential changes in the coefficients for every independent variable.
The coefficients for the interaction variables are the most important in this equation;
ߚଶ ǡ ߚସ ǡ ߚ ǡ ߚ଼ , ߚଵ ,ߚଵଶ ǡ ߚଵସ ǡandߚଵ indicate how much the coefficients have changed from Year
2012 to Year 2013. If e.g. ߚ଼ is positive and significant, the association between market price
of equity and fair value of Level 3 assets has increased after the adoption of IFRS 13.
3.4

Board variables

The board characteristics variables used to test the association between board characteristics
and the value relevance of fair values are presented more thoroughly in Section 2.3.
Descriptive statistics about the board variables are presented in Panel A of Table 4. The
average board independence is 0.54, suggesting that 54 % of the board members in the
sample are independent members. The majority of the board members in European financial
firms are independent. Roughly 21 % of the board members are female and 79 % are male. A
total of 36 firms (19 %) in the sample do not appoint at least one female board member (not
tabulated). The average board size is 9.28 board members. The board size varies from two
members to 25 members. The firms’ audit committee meet on average 6.05 times per year.
Finally, 42 % of the firms have a risk committee.
The correlation matrix presented in Panel B of Table 4 shows that board independence is
positively correlated with gender diversity and presence of a risk committee. Board
independence is negatively associated with board size. Hence, firms with more independent
boards tend to have higher board diversity, are more likely to have a risk committee, and
have fewer board members. The gender variable is positively correlated with risk. Thus,
firms with a higher ratio of female board members tend to be more likely to appoint a risk
committee. Furthermore, firms with larger boards have more frequent audit committee
meetings and firms with higher audit committee activity are more likely to have a risk
committee. Overall, the board variables in this study are highly correlated.
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Table 4 Descriptive statistics of board variables
Panel A: Descriptive statistics

Variable

Mean

Median

Maximum

Minimum

Std.
Dev.

25th
Perc.

75th
Perc.

Observations

BDIND

0.54

0.56

1.00

0.06

0.24

0.35

0.75

166

GENDER

0.21

0.22

0.58

0.00

0.15

0.11

0.30

189

BSIZE

9.28

9.00

25.00

2.00

4.51

6.00

12.00

189

ACTIVITY

6.05

5.00

18.00

1.00

3.14

4.00

7.00

150

RISK

0.42

0.00

1.00

0.00

0.49

0.00

1.00

180

BDIND
1

GENDER

BSIZE

ACTIVITY

RISK

GENDER

0.197
(0.024)

1

BSIZE

-0.177
(0.043)

0.136
(0.120)

1

ACTIVITY

0.135
(0.123)

-0.017
(0.852)

0.224
(0.010)

Panel B: Correlations

BDIND

RISK

1

0.262

0.150

0.104

0.303

(0.003)

(0.086)

(0.237)

(0.000)

1

Panel A of Table 4 presents descriptive statistics of the five board variables. BDIND is a board
independence ratio that is observed by dividing the number of independent board members with the
total number of board members. GENDER is the ratio of females in the board. BSIZE is the number of
board members. ACTIVITY is the number of audit committee meetings during the fiscal year. RISK is
a dummy variable equal to 1 if the firm has a risk committee and 0 otherwise. Panel B provides a
Pearson’s correlation matrix of the board variables. The numbers in bold and in parentheses are pvalues.

This study focuses on disaggregated board variables to determine which specific variables
have an association with the value relevance of fair values. Thus, every board variable is
tested with separate but similar regression analyses. The BOARD variable in Equation 4
represents the specific board characteristics variable and is the variable BDIND, GENDER,
BSIZE, ACTIVITY or RISK. Following Song et al. (2010), BOARD is included into Equation 2
as an interaction variable and as a separate independent variable. Furthermore, following
Song et al. (2010), the effect of board characteristics is only tested for the three levels of fair
value assets (FVA1, FVA2 and FVA3), because the frequency and amount of fair value assets
exceeds those of fair value liabilities. Coefficients ߚହ ǡ ߚ and ߚ in Equation 4, indicate how
the valuation coefficients for FVA1, FVA2 and FVA3 are affected by the specific board
variable. To make the interaction coefficients more intuitive, the firms are first sorted into
rank deciles from 0 to 9 (where 9 is the top decile) and then scaled by 9.16 The regression
analysis used to test Hypotheses 2a-2e is as follows:

16 For four board variable (RISK is a dummy variable) the firms are first ranked, then divided into deciles from 0
to 9 (where 0 indicates that the firm belongs to the bottom decile and 9 indicates that the firm belongs to the top
decile), and finally the deciles are scaled with 9. This decile ranking system means that the 10 % of the lowest
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ܲ݁ܿ݅ݎ ൌ  ߚ  ߚଵ ܰܣܸܨ  ߚଶ ͳܣܸܨ  ߚଷ ʹܣܸܨ  ߚସ ͵ܣܸܨ  ߚହ ͳܣܸܨ ܦܴܣܱܤ כ 
ߚ ʹܣܸܨ ܦܴܣܱܤ כ  ߚ ͵ܣܸܨ ܦܴܣܱܤ כ  ߚ଼ ܰܮܸܨ  ߚଽ ʹͳܮܸܨ  ߚଵ ͵ܮܸܨ  ߚଵଵ ܵܲܧ 
(4)
ߚଵଶ ܦܴܣܱܤ  ߝ

ranked firms get a BOARD-value of 0 and the 10 % of the highest ranked firms get a BOARD-value of 1. The decile
ranking follows the approach of Song et al. (2010).
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4

RESULTS

4.1

Value relevance of fair values

The result from estimating Equation 2 is presented in Table 5. The result for the whole
sample of financial firms from 29 European countries indicates that all fair values in the fair
value hierarchy are value relevant, irrespective of level. The fair value assets have a positive
association and the fair value liabilities have a negative association with market value of
equity. From Table 5 it is observable that the coefficients for the different fair value levels of
assets are fairly similar, as the differences in coefficients are not significant. Broadly
speaking, the coefficient of 0.32617 for FVA1 indicates that an increase of 1,000 euro of Level
1 assets increases the market value of equity by 326 euro. The coefficient for EPS of 4.698 is
higher than the coefficients for book values, meaning that the market value of equity is more
extensively driven by earnings than by assets and liabilities. The second part of Table 5
presents the differences between the coefficients in the regressions. Surprisingly, when
analysing the whole sample the value relevance of Level 1 assets (0.326) does not differ
significantly from the value relevance of the Level 3 assets (0.326). In line with the findings
of Song et al. (2010), Level 2 assets (0.335) are slightly more value relevant than Level 1
assets, however not significantly. Given the non-significant differences in the fair value asset
coefficients, Hypothesis 1 is rejected. Finally, Level 1 and Level 2 fair value assets are more
value relevant than non-fair value assets, implying that investors are willing to pay more for
Level 1 and Level 2 fair value assets than for non-fair value assets.
Table 5 Value relevance of fair values
Whole sample
Independent
variables

Coeff.

Robust Std.
Error

t-stat

p-value

Intercept

2.012

1.099

1.832

0.068

*

NFVA

0.297

0.059

5.023

0.000

***

FVA1

0.326

0.060

5.484

0.000

***

FVA2

0.335

0.061

5.453

0.000

***

FVA3

0.326

0.062

5.278

0.000

***

NFVL

-0.308

0.061

-5.021

0.000

***

FVL12

-0.325

0.063

-5.179

0.000

***

FVL3

-0.319

0.063

-5.044

0.000

***

EPS

4.698

0.602

7.777

0.000

***

Difference

F-stat

n
Adj. R-squared
Country

581
0.859
Yes
p-value

FVA1 = FVA2

0.009

0.388

0.534

FVA1 = FVA3

0.001

0.002

0.968

FVA2 = FVA3

0.010

0.302

0.583

The coefficients in the regression are fairly small compared to the coefficients obtained by Song et al. (2010).
Song et al. (2010) report fair value coefficients between 0.683 and 0.972 for assets and between -2.185 and -0.818
for liabilities. The lower coefficients in this study were expected, as it seems that the overall value relevance of
book values is smaller for European firms than for U.S. firms. The coefficient for book value per share is 0.278,
while Song et al. (2010) report a book value per share coefficient close to 0.79.
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FVA1=NFVA

0.029

19.227

0.000

***

FVA2=NFVA

0.038

6.358

0.012

**

FVA3=NFVA
0.029
2.067
0.151
Table 5 presents the results of the regression analysis. *, **, *** indicate statistical significance at the
0.10, 0.05 and 0.01 levels. Dependent variable is PRICE. NFVA is the non-fair value assets per share.
FVA1, FVA2 and FVA3 are fair values of assets per share for every single level of the fair value
hierarchy. NFVL is the non-fair liabilities per share. FVL1, FVL2 and FVL3 are the fair value of
liabilities per share for every single level of the fair value hierarchy. EPS is the earnings per share
excluding extraordinary items. The difference is tested with Wald’s test. The standard errors have
been corrected using White cross-section standard errors and covariance correction.

Furthermore, Table 6 presents the results for two separate regressions estimating Equation 2
using two separate subsamples, and the differences in coefficients obtained by estimating
Equation 3 on the pooled sample. The differences presented in Table 6 are the yearinteraction coefficients from Equation 3. Irrespective of the choice of subsample, all the fair
values are significant and have their expected signs. For the first subsample, the coefficients
for FVA1, FVA2 and FVA3 are 0.222, 0.233 and 0.238, respectively. For the 2012 subsample,
the coefficients are 0.388, 0.397 and 0.265, respectively. After the adoption of IFRS 13, the
valuation coefficients for fair value assets have decreased and the coefficient for EPS has
increased. The results in Table 6 imply that there has been a slight shift of focus from book
value of equity towards earnings per share in Year 2013. However, as the differences in the
coefficients for book values for 2012 and 2013 are not significant, IFRS 13 has had only
minor effects on the value relevance of fair values.
The second part of Table 6 presents the differences in coefficients for the two separate
regressions. In Year 2013, the valuation coefficients for fair value assets are fairly similar.
None of the differences are significant in the 2013 subsample. An analysis of the differences
in the Year 2012 subsample is even more interesting. The fact that the valuation coefficients
for FVA1 (0.388) and FVA2 (0.397) are significantly higher than the valuation coefficient for
FVA3 (0.265) implies that prior to the adoption of IFRS 13, the Level 1 and Level 2 fair value
assets were more value relevant than the Level 3 fair value assets. Level 1 and Level 2 fair
value assets are regarded as more value relevant than non-fair value assets (0.346). Thus,
before the adoption of IFRS 13, there were statistical differences in how investors valued fair
value assets depending on the input data used for valuation. After the adoption of IFRS 13,
the differences appear to vanish, which supports the assumption that IFRS 13 has resulted in
less subjective estimations of Level 3 fair values especially. Post IFRS 13, investors value fair
values identically, irrespective of the input data used to measure fair value. The IASB has, by
adopting IFRS 13, blurred the lines between the different levels of the fair value hierarchy. It
is, however, not possible to argue that the overall value relevance of fair values has increased
after the adoption of IFRS 13.

0.011
0.016
0.006
0.006
0.017

Difference

Yes

0.744
0.952
0.162
1.212
1.509

2013
F-stat

0.980
0.003
0.003
0.002
0.002
0.003
0.006
0.003
0.000

p-value

2013

0.389
0.330
0.687
0.272
0.220

p-value

***
***
***
***
***
***
***
***

6.238
0.346
0.388
0.397
0.265
-0.359
-0.396
-0.282
3.870

Coeff.
0.012
0.000
0.000
0.000
0.001
0.000
0.000
0.000
0.000

p-value

0.009
0.123
0.132
0.045
0.093

Difference

Yes

0.865

288

2.532
4.243
4.739
4.583
3.534
-4.227
-4.513
-3.881
5.060

t-stat

2012

0.104
2.782
2.879
10.685
2.793

2012
F-stat

**
***
***
***
***
***
***
***
***

0.748
0.097
0.091
0.001
0.096

p-value

-0.130
-0.166
-0.164
-0.027
0.134
0.180
0.048
2.872

Coeff.

***
*

*
*

-1.016
-1.282
-1.418
-0.100
1.007
1.344
0.339
2.733

t-stat

0.310
0.200
0.157
0.921
0.314
0.179
0.735
0.007

p-value

Differences

***

FVA3 = NFVA
0.022
1.651
0.200
0.081
1.149
0.285
Table 6 presents the regression results using two separate samples. *, **, *** indicate statistical significance at the 0.10, 0.05 and 0.01 levels. The variables are
similar to the ones in Table 5. The first subsample (2013) includes fair values in the 2013 financial statements and the second subsample (2012) contains fair
values from the 2012 financial statements. Country indicates the use of country fixed effects. The within model differences in coefficients are tested with
Wald’s test. The standard errors have been corrected using White cross-section standard errors and covariance correction.

FVA1 = FVA2
FVA1 = FVA3
FVA2 = FVA3
FVA1 = NFVA
FVA2 = NFVA

Country

293

0.882

0.025
2.971
2.954
3.093
3.124
-2.978
-2.785
-2.992
9.361

Adj. R-squared

0.026
0.216
0.222
0.233
0.238
-0.225
-0.216
-0.234
6.742

Intercept
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
EPS

t-stat

n

Coeff.

Independent
variables

Table 6 Value relevance of fair values. Pre IFRS 13 versus post IFRS 13.
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4.2

Board characteristics and the value relevance

Table 7 provides the results of estimating Equation 3. To test all five board variables,
Equation 3 is estimated five times with each different board variable. As the board variables
vary between 0 and 1,1 the coefficients for FVA1, FVA2 and FVA3 alone can be interpreted as
the valuation of fair value assets for the observations in the lowest decile of that specific
variable. Interaction variables indicate the change in the valuation coefficient when moving
from lower values to higher values in the board variable. For example, when testing board
independence, the valuation coefficient for FVA3 varies from 0.179 for the firm with the
lowest board independence to 0.438 for the firm with the highest board independence.2 If
the interaction terms are statistically significant, the board characteristics variable is
associated with the value relevance of fair values.
For the first variable, board independence, the coefficient for FVA3*BOARD is positive and
strongly significant. This indicates that firms with more independent boards seem to
produce more value relevant fair value estimates. Board independence does not affect the
value relevance of either Level 1 or Level 2 assets. Similarly, Song et al. (2010) also find that
board independence is only associated with the value relevance of Level 3 assets. These
results are fully expected, as there is almost no possibility for discretion in the valuation of
Level 1 and Level 2 assets. For Level 3 assets, however, where management discretion plays a
major role, it seems that investors find estimates made by firms with more independent
boards more trustworthy. As such, investors are willing to pay a higher price for Level 3
assets, if the specific firm has higher board independence. It appears that independent
boards are better in their monitoring role of managers, which reduces the risk for managerial
bias in fair value estimates. Hypothesis 2a cannot be rejected, because the study documents a
positive and significant association between board independence and value relevance of fair
value estimates (Level 3).
Furthermore, when running the regression with the gender diversity as the board variable,
the coefficient for FVA3*BOARD is positive and significant. Hence, it appears that Level 3
assets are more value relevant in firms with higher gender diversity. The significant
association implies that the firms in the top decile of this sample (GENDER between 0.43
and 0.58) have a FVA3 coefficient of 0.380, while the firms in the bottom decile (all male
board members) have a FVA3 coefficient of 0.299. An additional analysis, where the gender
variable is replaced with a dummy variable that equals 1 if all the board members are male
and 0 otherwise, shows that firms with only male board members have a lower value
relevance of Level 2 assets than firms with at least one female board member (p-value =
0.019, not tabulated). Taking the results together, it appears that gender diversity in the
board is positive for firms. The results are implying that firms with higher board diversity
have higher value relevance of fair value estimates (Level 3 assets). Thus, the result is in line
with the theory that gender diversity is related to a higher monitoring quality of managers.
Due to the positive association between gender diversity and value relevance of fair values,
Hypothesis 2b cannot be rejected.

1 0 indicates the lowest decile and 1 indicates the highest decile. However, the presence of a risk committee is
measured using a Dummy variable. Hence, the value of RISK is either 0 or 1.
2 The valuation coefficient for FVA3 is calculated by adding the plain FVA3 coefficient with the factor of board
independence and the coefficient for FVA3*BOARD (FVA3 + FVA3*BOARD). In this case, the minimum board
independence is 0 and the maximum is 1. Thus, the true FVA3 coefficient for the bottom decile is 0.179+0.259*0
= 0.309 and for the top decile 0.179+0.259*1 = 0.438.

-0.017

0.033

0.259

-0.351

-0.334

-0.234

5.686

-4.408

FVA3

FVA1*BOARD

FVA2*BOARD

FVA3*BOARD

NFVL

FVL12

FVL3

EPS

BOARD

3.956

-1.750

6.299

-2.911

-3.736

-4.019

2.879

1.519

-0.761

2.158

3.909

*

***

***

***

***

***

**

***

***

***

t-stat

0.921

0.196

8.474

-4.496

-4.056

-4.477

2.068

0.426

0.980

4.186

4.343

4.149

4.575

-0.593

189

0.456

6.509

-0.358

-0.304

-0.331

0.081

0.005

0.027

0.299

0.305

0.300

0.337

-1.027

Coeff.

GENDER

***

***

***

***

**

***

***

***

***

t-stat

0.920

0.394

8.592

-2.380

-3.366

-3.782

-1.891

-1.037

0.556

4.731

3.754

3.414

3.927

-0.894

189

0.934

6.609

-0.220

-0.265

-0.285

-0.165

-0.022

0.012

0.392

0.282

0.261

0.293

-1.951

Coeff.

BSIZE

***

**

***

***

*

***

***

***

***

t-stat

-0.156

7.352

-4.523

-4.140

-4.342

-1.614

-0.569

1.727

4.726

4.469

3.854

4.394

-0.982

0.941

150

-0.407

5.807

-0.390

-0.352

-0.349

-0.047

-0.009

0.068

0.408

0.359

0.309

0.350

-2.320

Coeff.

ACTIVITY

***

***

***

***

*

***

***

***

***

t-stat

0.927

0.158

12.162

-4.635

-4.899

-5.320

0.052

2.014

-2.855

4.972

5.075

5.326

5.487

-0.626

180

0.247

6.221

-0.325

-0.343

-0.356

0.002

0.020

-0.032

0.333

0.335

0.371

0.359

-1.750

Coeff.

RISK

***

***

***

***

**

***

***

***

***

***

Country
Yes
Yes
Yes
Yes
Yes
Table 7 presents the results of five regression analyses which include the specific corporate governance variables. *, **, *** indicate statistical significance at
the 0.10, 0.05 and 0.01 levels. The independent variables are similar to the ones in Tables 5 and 6 except BOARD which is the specific corporate governance
variable for every specific regression. BDIND is a board independence ratio that is observed by dividing the number of independent board members with the
total number of board members. GENDER is the ratio of female board members in the board. BSIZE is the number of board members. ACTIVITY is frequency
of audit committee meetings. RISK is a dummy variable that is equal to 1 if the firm has appointed a risk committee and 0 otherwise. Country indicates the use
of country fixed effects. The standard errors have been corrected using White cross-section standard errors and covariance correction.

166

0.179

FVA2

0.927

0.327

FVA1

4.093

0.409

Adj. R-squared

0.348

NFVA

t-stat

n

0.691

0.352

Intercept

Coeff.

Independent
variables

BDIND

Table 7 Value relevance and corporate governance variables
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For the third board variable, board size, the results imply that firms with larger boards tend
to have a lower value relevance of fair value estimates. In this regard, the FVA3 interaction
coefficient is negative and significant (-0.165). That is, the information quality of fair value
estimates is lower for firms with larger boards. This is in line with the assumption that larger
boards have a negative effect on the monitoring quality (e.g. Core et al., 1999; Cornett et al.,
2009), which consequently decreases the quality of financial statements. The findings of
negative association between board size and the value relevance of fair value estimates
indicate that Hypothesis 2c cannot be rejected.
Audit committee activity does not affect the value relevance of fair value estimates. In
addition, opposite to the expectation, the interaction coefficient is negative and almost
significant (-0.047). Thus, it appears that an audit committee somehow affects the
information quality of fair value estimates negatively. This negative association is in line with
the second assumption on how audit committee activity affects accounting quality. Namely,
that the reason for frequent audit committee meetings is to resolve difficult accounting
issues that may require a restatement, which consequently decreases the accounting quality
(Sharma et al., 2009). The frequency of audit committee activity might be a sign of difficult
accounting issues which ultimately leads to lower information quality. It is difficult to
elucidate whether the reason for frequent audit committee meetings is due to increased
monitoring activity or to solve difficult accounting issues that lead to lower accounting
quality. However, it appears that the second assumption regarding the value relevance of fair
values dominates. Still, as the negative association is not significant, Hypothesis 2d is
rejected.
Finally, the results in Table 7 indicate that having a risk committee increases the value
relevance of Level 2 fair value assets significantly, but not the value relevance of fair value
estimates (Level 3). The appointment of a risk committee does not, per se, increase the
accounting quality. Mongiardino and Plath (2010) argue that in order to have an effective
risk committee, the risk committee has to be dedicated, the majority of the committee
members have to be independent, and the chief risk officer should be a part of the executive
board. Even though the effect of a risk committee is positive on the value relevance of fair
value estimates, this study fails to find a significant association. Hence, Hypotheses 2e is
rejected.
To summarize the findings, it is difficult to argue whether all aspects of board characteristics
are important for the value relevance of fair values. However, a disaggregated analysis of the
board characteristics variables indicates that at least board independence, gender diversity,
and board size have an association with the value relevance of fair value estimates in
European financial firms. For four of the five board variables the sign of the interaction
coefficient is as expected. Only three of the associations are statistically significant. The
results indicate that stronger boards can, by more efficient monitoring, reduce incentives for
opportunistic behaviour and thus decrease the information asymmetry related to fair value
accounting.
4.3

Robustness check

The robustness of the results is firstly checked by changing the time for the PRICE variable.
In this study PRICE is the closing price of April 30. Additional analyses using different days
(May 31 and June 30) yield close to similar results. Independent of the choice of date, the
fair values in the fair value hierarchy are value relevant. When using the closing price of June
30 as the dependent variable, some minor effects on the regression results are observable. It
appears that the overall value relevance of fair values decreases with time, especially when
the sample is divided into a 2013 and a 2012 subsample. The decrease in value relevance of
book value is expected when moving forward in time. For some firms, June 30 is
approximately three months after the release of their financial statements and during three
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months other information is reflected in the stock price. This other information affects the
stock price and thus decreases the value relevance of the historical book values. This
phenomenon is also observable when testing whether board characteristics are associated
with the value relevance of fair values. As the value relevance of fair values decreases with
time, the association between board characteristics and value relevance of fair values also
decreases with time. However, when using closing prices of May 31, the results do not differ
from the main results of this study. Hence, the results of this study are robust for the choice
of date for PRICE, as long as the chosen date is not too far from the day when the financial
statements were released.
Song et al. (2010) argue that investors find fair value estimates by managers at small banks
less reliable. Thus, the value relevance of fair values may vary between large and small
financial firms. The valuation coefficients are higher for small financial firms than for those
of large financial firms. It appears that investors pay more attention to earnings per share for
larger financial firms and focus more on book values for smaller financial firms. Although
there are minor differences between small and large financial firms in this study, the fair
values are value relevant for both subsamples. Whether the association between board
characteristics and value relevance is affected by the size of the firm is difficult to analyse
because of the relatively small sample size. The sample for testing the board characteristics is
already slightly skewed towards larger financial firms, as the board data in BoardEx is more
comprehensive for larger firms.
As EPS seems to drive the results of the regression (see Tables 5 and 6) more extensively
than book values, it is relevant to study whether the results hold for only profit-making firms
(positive EPS) or if the findings also hold for loss-making firms (negative EPS). Therefore,
the sample is divided into a positive EPS subsample (463 observations) and into a negative
EPS subsample (118). The results suggest that the fair values in the fair value hierarchy are
value relevant irrespective of firm performance. In addition, the value relevance of fair values
of loss-making firms is more extensively driven by book value of equity than by EPS and vice
versa for the profit-making firms (not tabulated). Hence, the findings suggest that earnings
seem to drive the stock price for profit-making firms and book values drive the stock price
for loss-making firms. This would imply that investors may not be interested in the historical
performance of loss making firms. Instead, they appear to focus on assets and liabilities in
the balance sheet to predict future performance.
Moreover, the robustness of the results is tested by estimating Equations 2 and 4 without the
earnings per share variable. According to Khurana and Kim (2003), earnings should not be
included in the regression when estimating the value relevance of fair values. From Table 8 it
can be observed that when EPS is excluded from the models, the coefficients for the fair
value assets (liabilities) increase (decrease). As in Table 5, there are no significant differences
in the FVA1, FVA2, and FVA3 coefficients when studying the whole sample. In addition, the
results indicate that all fair value assets are more value relevant than non-fair value assets.
Regarding the board variables, board independence and gender diversity have a significant
positive effect on the value relevance of fair value estimates (Level 3). According to the
results in Table 8, board size has a non-significant negative effect on the fair value estimates.
Even though the dropping of EPS from the equation leads to a non-significant effect, the sign
of the effect is still unchanged. For the final two board variables, audit committee activity
and risk committee, the results are similar with or without the earnings per share variable.
Hence, the results are robust to alternative value relevance models. The coefficients for fair
value assets (liabilities) are even closer to their theoretical values of 1 (-1).1

1 According to Table 8, a firm with a fully independent board (BOARD = 1) yield in coefficients for FVA1, FVA2,
FVA3 that are not significantly different than the value of 1.
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Table 8 presents the results of six regression analyses; one for the entire sample and five regression analyses which include the specific board variables. *, **,
*** indicate statistical significance at the 0.10, 0.05 and 0.01 levels. The independent variables are similar to the ones in Table 7. BDIND is a board
independence ratio that is observed by dividing the number of independent board members with the total number of board members. GENDER is the ratio of
female board members in the board. BSIZE is the number of board members. ACTIVITY is frequency of audit committee meetings. RISK is a dummy variable
that is equal to 1 if the firm has appointed a risk committee and 0 otherwise. Country indicates the use of country fixed effects. The standard errors have been
corrected using White cross-section standard errors and covariance correction.
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Table 8 Regressions without EPS
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Finally, the robustness of the results is tested by estimating Equation 4 with alternative
interaction variables that can explain the underlying characteristics behind board
composition choices. It can be argued that firm size and performance can explain some of
the chosen variables in this study. An untabulated correlation analysis indicates that larger
firms tend to have larger and more diverse boards, meet more regularly, and are more
probably having a risk committee. Furthermore, more profitable firms seem to have smaller
boards, meet less regularly, and are less likely to have a risk committee. Even though the
correlation coefficients are rather small, there is a risk that firm size and performance drives
the major results in this study. To mitigate the risk for biasing the results, Equation 4 is
estimated with alternative interaction variables. Table 9 presents the results from estimating
Equation 4 with firm size, profitability, and market-to-book value, respectively.1 According to
the results in Table 9, neither firm size nor performance is affecting the value relevance of
fair value estimates. The non-significant findings indicate that firm size and performance are
not driving the main results presented in Table 7.
Table 9 Alternative variables
SIZE

PERFORMANCE

Independent
variables

Coeff.

t-stat

Intercept

-1.220

-0.755

NFVA

0.209

2.621

***

FVA1

0.302

3.298

FVA2

0.183

FVA3

MB

Coeff.

t-stat

Coeff.

t-stat

-3.349

-1.347

0.427

3.544

***

-3.026

-2.510

**

0.361

4.531

***

0.448

3.500

***

***

0.367

4.550

2.367

**

0.384

***

3.678

***

0.357

4.238

0.176

1.846

*

***

0.478

2.985

***

0.393

5.135

***

FVA1*INT

-0.095

FVA2*INT

0.056

-1.335

0.055

0.463

0.033

1.761

*

1.613

0.317

2.732

0.122

3.553

FVA3*INT

***

0.051

0.978

-0.025

-0.156

-0.028

-0.639

NFVL

-0.220

-2.633

***

-0.443

-3.608

***

-0.377

-4.611

***

FVL12

-0.209

-2.539

**

-0.438

-3.737

***

-0.368

-4.227

***

FVL3

-0.210

-2.411

**

-0.461

-3.564

***

-0.382

-4.659

***

EPS

6.598

9.258

***

4.779

5.826

***

INT

5.275

3.113

***

10.051

4.991

***

n
Adj. R-squared

6.448

2.513

***

**

277

235

293

0.885

0.777

0.910

Country
Yes
Yes
Yes
Table 9 presents the results of three regression analyses with three alternative variables. *, **, ***
indicate statistical significance at the 0.10, 0.05 and 0.01 levels. The independent variables are similar
to the ones in Tables 5 and 6 except INT which is the specific alternative interaction variable for every
specific regression. SIZE is approximated with total assets. PERFOMANCE is approximated with
return on assets (ROA). MB is the market to book value. Country indicates the use of country fixed
effects. The standard errors have been corrected using White cross-section standard errors and
covariance correction.

To strengthen the argument that other firm-specific variables are driving the main results of
this study instead of the suggested board characteristics, an additional regression analysis is
1 Due to correlation issues by including both return on assets and earnings per share in the same regression, the
performance interaction regression is estimated without earnings per share.
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estimated with firm size, profitability, and market-to-book as control variables. According to
the results in Table 10, the main results are still expected to hold in such an experiment. The
most interesting findings in Table 10 is the quite obvious fact that the market-to-book value
has a very high effect on stock price. The market-to-book variable is seemingly interfering
with the original regression, as the adjusted R-squared increase substantially after the
inclusion of the variable in the regression. Moreover, according to Table 10, board
independence and gender diversity seem to have a positive effect on the value relevance of
fair value estimates (Level 3) and board size and audit committee activity seem to have a
negative effect on the value relevance of fair value estimates. By including the three control
variables in the regression, audit committee activity turns significant and board size turns
close to being significant. Overall, the main results are the same even after including board
size, performance, and market-to-book value as control variables in the main regression
analysis. Hence, the assumption that these three variables are not driving the main results is
strengthened in Table 10.

0.505
6.274 ***

-0.128

0.425

-0.652

6.304 ***

-7.351 ***

-7.006 ***

-7.479 ***

3.702 ***

1.165

0.385

7.066 ***

7.382 ***

7.168 ***

7.547 ***

-2.986 ***

t-stat

0.942

163

17.894

-0.369

0.973

-1.793

4.631

-0.564

-0.495

-0.515

0.131

0.014

0.010

0.471

0.490

0.492

0.522

-7.790

Coeff.

GENDER

6.635 ***

-0.050

0.344

0.238

6.559 ***

-3.750 ***

-6.092 ***

-6.537 ***

-1.584

-0.541

1.404

6.177 ***

6.370 ***

6.110 ***

6.693 ***

-3.121 ***

t-stat

0.940

163

18.523

-0.138

1.052

0.731

4.800

-0.386

-0.456

-0.465

-0.220

-0.009

0.028

0.617

0.461

0.432

0.474

-7.981

Coeff.

BSIZE

6.299 ***

0.153

1.151

-1.184

5.601 ***

-9.206 ***

-8.566 ***

-2.375 **
-9.184 ***

-0.539

2.576 **

9.190 ***

9.237 ***

8.578 ***

9.117 ***

-3.191 ***

t-stat

0.961

131

17.468

0.396

2.713

-3.072

4.093

-0.623

-0.575

-0.562

-0.058

-0.006

0.087

0.640

0.572

0.513

0.565

-8.067

Coeff.

ACTIVITY

154

6.502 ***

0.014

-0.165

0.760

6.596 ***

-9.390 ***

-9.877 ***

-10.240 ***

-0.402

2.713 ***

-3.572 ***

9.461 ***

10.151 ***

10.554 ***

10.192 ***

-3.691 ***

t-stat

0.947

17.233

0.036

-0.309

1.280

4.387

-0.546

-0.556

-0.563

-0.008

0.020

-0.029

0.552

0.541

0.574

0.569

-7.941

Coeff.

RISK

Country
Yes
Yes
Yes
Yes
Yes
Table 10 presents the results of five regression analyses which include the specific corporate governance variables. *, **, *** indicate statistical significance at
the 0.10, 0.05 and 0.01 levels. The independent variables are similar to the ones in Table 9. Country indicates the use of country fixed effects. The standard
errors have been corrected using White cross-section standard errors and covariance correction.

6.663 ***

-0.262

145

17.299

MB

0.947

-0.746

PERFORMANCE

Adj. R-squared

1.122

TA

-1.765 *

4.655 ***

-4.067 ***

-6.373 ***

-6.629 ***

2.509 ***

-1.735 *
2.213 **

2.747 **

6.590 ***

6.608 ***

6.740 ***

-2.414 **

t-stat

n

3.893

-4.179

-0.375

FVL3

BOARD

-0.520

FVL12

EPS

0.372

0.041

FVA2*BOARD

-0.529

-0.044

FVA1*BOARD

NFVL

0.301

FVA3

FVA3*BOARD

0.532

0.505

0.531

NFVA

FVA2

-6.126

Intercept

FVA1

Coeff.

Independent
variables

BDIND

Table 10 Alternative variables
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5

CONCLUSIONS

By studying financial firms from 29 European countries, this study examines whether the
value relevance of fair values is affected by board characteristics. More specifically, this
paper investigates whether board independence, gender diversity, board size, audit
committee activity, and having a risk committee are associated with the value relevance of
fair value estimates. It is argued that stronger boards are more efficient in monitoring
management (Bowen et al., 2008), consequently reducing the risk of opportunistic
behaviour that may hurt shareholders (see e.g. Song et al., 2010). Hence, the increased
investors’ trust in accounting number is expected to increase the value relevance of book
values. Furthermore, this study investigated if the adoption of IFRS 13 affected the value
relevance of fair values. This is done to investigate whether investors have higher trust in fair
values in the post IFRS 13 era than before the adoption of IFRS 13.
First, before studying how the information quality of fair values is affected by board
characteristic, this study investigated the overall value relevance of fair values. The results
indicate that all fair values are value relevant to investors. In addition, the valuation
coefficient for Level 1 and Level 2 assets do not differ significantly from the coefficient for
Level 3 assets. Furthermore, a comparison of the value relevance of fair values before and
after the adoption of IFRS 13, shows that IFRS 13 has not increased the overall value
relevance of fair values. However, IFRS 13 has somewhat blurred the lines between the levels
in the fair value hierarchy. Prior to IFRS 13, the Level 1 and Level 2 assets were more value
relevant than Level 3 assets, and after the adoption of IFRS 13 these differences have
vanished. As there is no difference in value relevance between Level 1 and Level 3 assets after
the adoption of IFRS 13, it may be argued that the IASB has succeeded to reduce the
subjectivity in the estimation of Level 3 fair values. The additional disclosure requirements
on Level 3 assets, as stipulated in IFRS 13, have increased the investors’ trust in the book
values of fair value estimates. As managers have to disclose the valuation process more
thoroughly post IFRS 13, investors might assume that managers have less possibilities to
misuse the discretion related to fair value accounting.
Second and more importantly, this study finds that board characteristics are associated with
the value relevance of fair values, in a post IFRS 13 era. In line with previous research, board
characteristics such as board independence and gender diversity increase the relevance of
financial statements (see Habib and Azim, 2008; Bowen et al., 2008). These associations are
shown to hold after the adoption of new regulation on fair value accounting. Board
independence is positively correlated with the value relevance of level 3 assets, indicating
that investors find fair value estimates by firms with higher board independence more
trustworthy. The higher quality of monitoring related to higher board independence seems to
increase the value relevance of fair value estimates. In addition, gender diversity is positively
associated with the value relevance of level 3 assets. Therefore, gender diversification of the
board is positively associated with the information quality of fair value estimates.
Furthermore, the fact that, firms with larger boards tend to disclose fair value estimates
(level 3) of lower quality imply that larger boards are less effective in their monitoring role.
Finally, both audit committee activity and having a risk committee is not significantly
affecting the value relevance of fair value estimates.
This study contributes to the both corporate governance and fair value accounting literature.
It is the first study to examine how the value relevance of fair values under IFRS 13 is
affected by individual board characteristics in financial firms. Investors find fair value
estimates (level 3) of firms with larger, more diverse, and independent boards more
trustworthy. Hence, it seems that even after the adoption of new fair value accounting
regulation, investors have higher trust in fair value estimates made by firms with stronger
boards. The findings give more thorough insights in how choices on board composition and
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activity, as a part of corporate governance, affect the value relevance of fair value estimates.
By using a value relevance methodology, this study shows another aspect of the relationship
between corporate governance and accounting quality of fair values. Namely, by finding that
investors truly react to board characteristics choices of a firm. The more detailed analysis on
which specific board characteristics affect the information quality of fair values extends the
more general corporate governance focused study by Song et al. (2010).
In addition, this paper contributes to the corporate governance literature, by extending the
study by Song et al. (2010) into a European setting and thus making the findings more
generalizable. Hence, this paper extends the study on a stable and developed market into a
more heterogeneous sample of jurisdiction. As the sample in this study consists of more and
less developed markets, the U.S. findings can be generalized into both stable and
underdeveloped markets. Moreover, this study strengthens the assumption made by
Anderson et al. (2004) that board and audit committee characteristics are important
elements affecting the reliability of financial reports. The more effective monitoring from
stronger boards seems to decrease opportunistic behaviour and thereby increasing investors’
trust in fair value accounting for financial assets.
Furthermore, this study is the first study to analyse how IFRS 13 has affected the value
relevance of fair values. Barth et al. (2001) argue that value relevance studies are important,
because they evaluate the adoption of accounting standards. The adoption of IFRS 13 has not
increased the value relevance of fair values per see. However, IFRS 13 has reduced the
differences between the three levels of assets. After the adoption, investors seem to be willing
to pay equally much for level 1, level 2 and level 3 assets. These results indicate that IASB has
achieved their goal to reduce the subjectivity in the fair value estimates. Thereby, decreasing
the information risk associated with fair value accounting of financial instruments. These
findings are of importance to standard setters when developing the current standards on fair
value accounting.
This study is not free from limitations. First, as the sample only consists of financial firms,
the results cannot be generalized to other industries. Second, as the sample consists of only
European firms, the results cannot be globally generalized. Third, due to the few years
included in the study, the results may not hold over time. Despite presented limitations, the
results are valid for European financial firms. Future research could extend this study to a
global sample and compare the value relevance of IFRS 13 fair values with the value
relevance of SFAS 157 fair values.
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APPENDIX 1

FAIR VALUE HIERARCHY OF ALLIANZ SE

An example of a fair value hierarchy of Allianz Se from the annual report of year 2013
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Source:

https://www.allianz.com/en/investor_relations/results_reports/annualreports.html
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a b s t r a c t
This paper examines whether the value relevance of fair values varies across investor
protection environments. By analyzing ﬁnancial ﬁrms from 34 countries this study ﬁnds
evidence that fair values, irrespective of the level in the fair value hierarchy, are value relevant in countries with a strong or medium investor protection environment. In a weak
investor protection environment, only market prices (level 1) are relevant to investors. In
addition, the results indicate that the difference in value relevance between market prices
(level 1) and fair value estimates (level 3) decreases with the quality of investor protection.
© 2015 Elsevier Ltd. All rights reserved.

1. Introduction
This paper investigates the effect of investor protection environments on the value relevance of fair values in the fair
value hierarchy as stipulated by IFRS 13.1 The International Accounting Standards Board (IASB) argues that the management
discretion in fair value accounting should be used to increase the relevance of ﬁnancial information by communicating private information to investors (Barth, Beaver, & Landsman, 2001). However, management discretion in fair value accounting
allowed under IFRS can be misused (e.g., negative earnings management, Fargher & Zhang, 2014) by opportunistic managers to increase their wealth at the expense of shareholders (Bowen, Rajgopal, & Venkatachalam, 2008; Dechow, Myers,
& Shakespeare, 2010). To meet certain self-interested targets, managers use discretion in goodwill impairment decisions
(Beatty & Weber, 2006), estimation of stock option values (Abody, Barth, & Kaznik, 2006; Bartov, Mohanram, & Nissim, 2007),
and timely recognition of income and losses (Myers, Myers, & Skinner, 2007). However, the effectiveness of a country’s legal
system in protecting outside shareholders (i.e., investor protection) limits the managers’ ability to misuse accounting discretion (Leuz, Nanda, & Wysocki, 2003). Hence, Leuz et al. (2003) argued that the managers’ incentives for opportunistic
behaviour decreases with the level of investor protection. Examining the value relevance of fair values in an international
setting may offer insights on how investor protection affects the relevance of fair value disclosures. Finally, an international
study is relevant as the value relevance of accounting numbers seem to vary across jurisdictions.
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IFRS 13 was issued in May 12, 2011 and became effective for annual periods beginning on or after 1 January 2013 (IASB, 2011).
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Ali and Hwang (2000) showed that the value relevance of accounting numbers is lower for countries with bank-oriented
ﬁnancial systems compared to countries with market-oriented ﬁnancial systems.2 Additionally, DeFond, Hung and Trezevant
(2007), among others, ﬁnd that ﬁrms located in stronger investor protection environments have more informative accounting
numbers. By comparing the value relevance of US and Italian banks, Laghi, Pucci, Tutino, and Di Marcantonio (2012) show
that the fair values under SFAS 157 are more value relevant than the fair values under IFRS 7. They argue that even though
SFAS 157 and IFRS 13 can be considered very similar, the economic consequences of the two different standards have to be
analyzed more thoroughly. Thus, it is assumed that, although the standards are similar, the value relevance of fair values
varies across different investor protection environments and across different ﬁnancial systems.
Using a sample of 985 ﬁrm-year observations from 34 IFRS-countries, the purpose of this study is to analyze whether the
value relevance of fair values varies across different investor protection environments. To determine the value relevance of
ﬁnancial statements, the relationship between accounting numbers and share prices is analyzed (e.g., Aharony, Barniv, &
Falk, 2010). First, by analyzing the pooled sample of 34 countries, this study ﬁnds that fair values in the fair value hierarchy
are value relevant for investors. Additionally, the results indicate that fair values are more value relevant than non-fair
values, supporting the premise that fair values are value relevant for investors. Second, by splitting the sample into three
subsamples depending on the investor protection environment, the results indicate that the value relevance of the fair
value estimates is positively associated with the investor protection environment. The stronger the investor protection the
smaller the difference in value relevance between levels 1 and 3 fair values. In addition, in the strongest investor protection
cluster investors are willing to pay close to equally much for level 1, 2, and 3 assets, while in the medium investor protection
cluster investors seem to value level 1 and 2 assets higher than level 3 assets. Hence, in the medium investor protection
environments, the investors seem to be skeptical towards the in-house value estimation process of level 3 assets. Finally,
only level 1 fair value assets (market prices) are value relevant in the weak investor protection cluster of countries. Fair value
estimates are not value relevant in the weak environment.
The remainder of the paper is organized as follows: the following section reviews the literature on value relevance studies,
mainly focusing on value relevance studies including fair value accounting or value relevance studies implementing an
investor protection approach. The third section presents the sample, descriptive statistics, the investor protection variables
included in the cluster analysis, and ﬁnally the research design of the study. Section 4 presents the results and the ﬁnal
section concludes the study.
2. Background and previous research
The International Accounting Standards Board (IASB) mandated the new fair value requirements by adopting IFRS 13. IFRS
13 is a joint project between IASB and the Financial Accounting Standards Board’s (FASB). FASB mandated their equivalent
Financial Accounting Standard No. 157 (SFAS 157) for ﬁscal periods beginning after November 15, 2007 (FASB, 2006). Both
standards require ﬁrms to disclose a fair value hierarchy. Based on the data used to measure fair value, the fair value hierarchy
is as follows: Level 1 (quoted prices in active markets), level 2 (inputs other than quoted prices that are observable either
directly or indirectly, or quoted market prices for similar assets or liabilities), and level 3 (unobservable inputs generated by
entities) (IASB, 2011). The information in the fair value hierarchy allows investors to acquire more transparent information
about the amounts of the fair value assets and which valuation methods have been used for the speciﬁc amount of fair values
(Goh, Li, Ng, & Yong, 2015).
The expanding use of fair value accounting in ﬁnancial reporting has increased the attention of practitioners, academics,
and standard setters, causing debate on the usefulness of fair values (Kolev, 2009). Standard setters and the majority of
academics claim that fair value accounting provide the most relevant information for investors (e.g., Barth et al., 2001),
while opposing academics (e.g., Wallison, 2008) and some practitioners (e.g., Isaac, 2008) blame fair value accounting for
the recent ﬁnancial crisis.3 Hence, there are both positive and negative effects from fair value accounting. On one hand,
Fargher and Zhang (2014) ﬁnd that managers use discretion allowed in fair value accounting to manage earnings that
ultimately hurts investors. On the other hand, Baboukardos and Rimmel (2014) show that the discretion allowed in goodwill
impairment (i.e., fair value accounting) helps managers to communicate relevant information to equity investors
2.1. Value relevance of the fair value hierarchy
The value relevance of fair values under IFRS 13 has not yet been studied in an international setting. However, due to the
adoption of SFAS 157 in year 2007 in the US the effect of the fair value standard has been studied in some content using US
data. First, Song, Thomas, and Yi (2010) ﬁnd that all fair values in the fair value hierarchy under SFAS 157 are value relevant
to investors. In addition Song et al. (2010) ﬁnd that investors place less weight on level 3 fair value assets relative to levels 1
and 2. Further, Goh et al. (2015) extended the study by Song et al. (2010) by increasing the time period of the study and they
ﬁnd that all fair values are value relevant, and that levels 1 and 2 fair value assets are more value relevant than level 3 fair

2
Continental Europe countries are classiﬁed as having bank-oriented ﬁnancial systems and British-American countries are classiﬁed as having marketoriented ﬁnancial systems (Ali & Hwang, 2000).
3
A detailed discussion about the fair value accounting debate is provided in e.g., Laux and Leuz (2009).
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value assets, indicating that the results of Song et al. (2010) hold over time. In addition, Goh et al. (2015) showed that the
difference in value relevance between levels 1 and 3 decreases with time and the difference was most pronounced during
the ﬁnancial crisis of 2008.4 Finally, Kolev (2009) and Lu and Mande (2014) document similar results, the value relevance
of fair values decreases when descending in the fair value hierarchy from level 1 to level 3.
All studies examining the value relevance of fair values under SFAS 157 ﬁnd that the information in the fair value hierarchy
is value relevant and also that the relevance decreases when descending in the hierarchy. Even though the discussed papers
analyze the value relevance of fair values in a US setting, it can be expected that the results hold for an international sample.
However, the results are not expected to be exactly similar to the previously presented ﬁndings, as previous studies show
that the value relevance of book values varies across jurisdictions (e.g., DeFond et al., 2007). Taken the ﬁndings of Song et al.
(2010), Goh et al. (2015), Kolev (2009), and Lu and Mande (2014) together the ﬁrst hypothesis is as follows:
H1.

The value relevance of fair values decreases when descending in the fair value hierarchy from level 1 towards level 3.

2.2. Value relevance and investor protection
Investor protection has been measured with several different variables depending on the study. Houqe, van Zijl, Dunstan
and Karim (2012) deﬁned six investor protection variables: board independence, enforcement of securities laws, protection
of minority shareholders rights, enforcement of accounting and auditing standards, judicial independence, and freedom of
press. Gul, Zhou and Zhu (2013) uses the factor score from a principal component analysis of four variables as a proxy for
investor protection. Cahan, Emanuel and Sun (2009) approximates the investor protection with the following variables: antidirector rights score, efﬁciency of judicial system, rule of law, corruption, information opaqueness, timeliness of ﬁnancial
disclosure, and number of analysts following. DeFond et al. (2007) uses insider trading enforcement, interim reporting
frequency, ﬁnancial disclosure, anti-director rights, and law enforcement as proxies for investor protection.
It is assumed that stronger investor protection causes higher value relevance of ﬁnancial statements (DeFond et al.,
2007). Still, how investor protection can affect the value relevance of fair values in the fair value hierarchy under IFRS 13 has
not yet been studied. Despite the lack of similar studies, some studies have investigated the relationship between investor
protection and value relevance of accounting numbers more generally. By analyzing the association between accounting
numbers and stock returns, Cahan et al. (2009) ﬁnd a stronger relationship between earnings quality and the value relevance
of earnings in countries with high investor protection. Furthermore, ﬁrms from countries with stronger investor protection
have higher quality of accounting earnings (Houqe et al., 2012; Leuz et al., 2003). Houqe et al. (2012) and Leuz et al. (2003)
examine how investor protection variables affect discretionary accruals of a ﬁrm. Gul et al. (2013) showed that cost of debt
is negatively associated with investor protection, implying that ﬁrms from countries with a stronger investor protection
have higher information quality. Additionally, Francis and Wang (2008) reported that earnings quality is higher in countries
from stronger investor protection environments, but only if the ﬁrm is audited by a Big 4 auditor. Consequently, countries
with stronger investor protection seem to have higher value relevance of accounting numbers, less earnings management,
and higher overall information quality.
Based on prior research, the information quality seems to be positively associated with investor protection. Firms from
countries with a strong investor protection environment have higher value relevance of accounting numbers than ﬁrms
from countries with a weak investor protection environment. Further, investor protection seems to limit the managers’
opportunistic behavior (Leuz et al., 2003). Hence, it can be assumed that ﬁrms from strong investor protection environments
do not extensively misuse accounting discretion and hence disclose value relevant fair value estimates (level 3). However,
in weaker investor protection environments the incentives for opportunistic behavior are higher (Leuz et al., 2003), which
introduces information risk into the fair value estimates. Thus, it can be argued that fair value estimates (level 3) are not as
value relevant as market values (level 1) in weaker investor protection environments. This leads to the second hypothesis:
H2. The difference in the value relevance between levels 1 to 3 is decreasing with the quality of the investor protection
environment.
3. Data and research design
3.1. Sample
The data has been collected from annual reports (years 2012–2014) and Thomson databases in order to generate a unique
data set suitable for this study. The amount of fair values per level in the fair value hierarchy as well as total assets and total
liabilities are hand-collected from ﬁrms’ annual reports. The fair values can be regarded as comparable as the vast majority
presents a comprehensible fair value hierarchy similar to the fair value hierarchy presented in Appendix A. Firm-speciﬁc
data such as earnings per share, share price, and shares outstanding are from Thomson databases. Additionally, the investor
protection variables are from the World Economic Forum (2012) and from Kaufmann, Kraay and Mastruzzi (2009).

4

The sample of Goh et al. (2015) is from 2008–2011. Hence, there are no results from the ﬁrst year of the ﬁnancial crisis (i.e.,2007).
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Table 1
Sample selection process.
Category

Number of observations

GICS 4010-4030 ﬁrms
Abnormal ﬁscal year
Micro ﬁrms
Abnormal stocks
Insufﬁcient data
Unique observations
Time period 2012–2014
Insufﬁcient data for 2012–2014
Outliers
Final sample

1280
−282
−70
−391
−182
355
1065
−43
−37
985

Table 1 presents the sample selection process. Abnormal ﬁscal year is non-December
ﬁscal year end, micro ﬁrms are ﬁrms with total assets below 10 million euro. Abnormal stocks are penny stocks and stocks traded less than 25% of the trading days, and
insufﬁcient data is ﬁrms with insufﬁcient data on stock price, assets, or fair values.

The initial sample consists of 1280 listed unique ﬁnancial ﬁrms from 42 countries which have mandatorily adopted IFRS.
The ﬁrms have to be listed and traded in at least one of the included years (2012–2014). For the purpose of the study all
IFRS countries that have investor protection data available in both the World Economic Forum ﬁnancial development report
(2012) and in Kaufmann et al. (2009) are included in the study. Following prior research (Song et al., 2010; Kolev, 2009;
Goh et al., 2015), this paper uses ﬁnancial ﬁrms (GICS 4010-4030), as ﬁrms in the ﬁnancial industry disclose signiﬁcant
amounts of fair value assets and liabilities. From the initial sample, ﬁrms with abnormal ﬁscal year end (non-December),
ﬁnancial ﬁrms with total assets below 10 million euros (micro ﬁrms), penny stocks, and illiquid stocks are excluded (Stocks
traded less than 25% of trading days). The largest drop of observations is due to abnormal stocks. As the sample includes
countries with less developed stock markets, a large number of stocks are penny stocks or stocks with infrequent trading.
Additionally, a surprisingly large number of ﬁrms are excluded due to insufﬁcient data on fair values in their notes. The ﬁrms
not disclosing relevant information of the fair value hierarchy in their notes are characterized by being very small ﬁrms
in all of the included sub-industries (banks, insurance, and investment ﬁrms). Finally, to restrict the effect from outliers,
all observations with an absolute studentized residual greater than 2 in the estimation of Eq. (1) are eliminated from the
sample.5 The ﬁnal sample consists of 355 unique ﬁrms from the years 2012–2014. The exclusion of outliers (37 observations)
and ﬁrms-year observations with insufﬁcient data for one of the years leads to a ﬁnal sample of 985 ﬁrm-year observations
from 34 countries.6 The sample selection process is presented in Table 1.
3.2. Descriptive statistics
Table 2 provides descriptive statistics of variables used to test the value relevance of fair values in the fair value hierarchy.
The mean share price is 19.98 euro, the mean of levels 1, 2, and 3 fair value assets per share are 35.48, 33.42, and 11.49 euro,
respectively. The mean of levels 1 and 2, and level 3 fair value liabilities per share are 25.42 and 6.55 euro, respectively.
Finally, the mean of earnings per share excluding extraordinary items (EPS) is 1.52 euro. All variables are presented as per
share values.
The Non-Zero column in Table 2 presents the percentage of observations that do disclose above zero of the speciﬁc
variable. Of all observations, as high as 89.85 percent of the ﬁrms include level 1 fair value assets in their balance sheet,
86.09 percent disclose level 2 assets, and 75.84 percent disclose level 3 assets in their balance sheet. Hence, a total of 747 of
985 ﬁrm-year observations disclose level 3 fair value assets. The relative amount of fair values to total assets is 40.91 percent,
meaning that the value of 40.91 percent of the total assets is measured at fair value in the 2012–2014 ﬁnancial statements.
On average, 7.19 percent of the total assets are classiﬁed as level 3 fair value assets. Hence, 7.19 percent of the total assets
of the 985 observations are merely estimates made by the ﬁrms themselves. Thereby, on average, a ﬁnancial ﬁrm measures
the value of 7.19 percent of its total assets without any observable market prices.
It seems that ﬁrms tend to disclose more fair value assets than fair value liabilities. The percentage of observations with
above zero levels 1 and 2, and 3 fair value liabilities are 71.27 and 33.50 percent, respectively. That is, about every third
ﬁnancial ﬁrm in the sample disclose level 3 liabilities in their balance sheet. Approximately 14.81 percent of the total liabilities
are disclosed as fair values and 3.60 percent of the total liabilities are disclosed as level 3 fair value liabilities. Compared to
fair values assets, which count for 40.65 percent of the total assets, the use of fair value accounting for liabilities seems to
be less common.

5

The elimination of outliers by calculating absolute studentized residuals is done similarly as Song et al. (2010).
From the starting sample of 42 countries, 8 countries are excluded due to no observations after the sample selection process. Countries excluded in the
ﬁnal sample are Nigeria, Ukraine, Tanzania, Kazakhstan, Panama, Mexico, Peru, and Czech Republic.
6

J. Siekkinen / Accounting Forum 40 (2016) 1–15

5

Table 2
Descriptive statistics.
Panel A: Test variables (per share)
Variable

Mean

Median

Maximum

Minimum

Std. dev.

25th Perc.

75th Perc.

Non-zero (%)

PRICE
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
EPS

19.98
120.67
35.48
33.42
11.49
147.75
25.42
6.55
1.52

9.93
22.56
7.00
1.92
0.27
26.18
0.30
0.00
0.60

471.54
5140.89
2742.84
1162.19
684.81
4917.30
988.83
585.58
88.87

1.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00
-21.30

33.43
360.72
120.53
103.48
56.13
407.37
92.48
44.73
4.80

3.50
4.79
0.35
0.08
0.00
4.40
0.00
0.00
0.15

22.51
108.13
25.31
19.74
2.69
126.60
8.63
0.04
1.57

100.00
100.00
89.85
86.09
75.84
99.59
71.27
33.50
100.00

Panel B: Relative size of variables
Variable

Mean (%)

Median (%)

Maximum (%)

Minimum (%)

Std. dev. (%)

25th Perc. (%)

75th Perc. (%)

FVA/Total assets
FVA1/Total assets
FVA2/Total assets
FVA3/Total assets
FVL/Total liabilities
FVL12/Total liabilities
FVL3/Total liabilities

40.91
20.55
13.17
7.19
14.81
11.21
3.60

34.14
11.43
4.37
0.48
1.16
0.74
0.00

100.00
100.00
92.52
99.91
99.94
99.91
99.38

0.00
0.00
0.00
0.00
0.00
0.00
0.00

32.29
24.22
18.62
19.59
27.43
22.78
15.82

11.73
1.72
0.38
0.00
0.00
0.00
0.00

67.08
29.55
19.59
2.63
13.20
9.34
0.06

Panel A of Table 2 presents descriptive statistics of the test variables. The number of observations is 985. Panel B of Table 2 presents the relative size of the
test variables. PRICE is the closing share price of April 30th. NFVA is the non-fair value assets per share. FVA1, FVA2, and FVA3 are fair values of assets per
share for every single level of the fair value hierarchy. NFVL is the non-fair liabilities per share. FVL12 is levels 1 and 2 liabilities per share combined into
one variable. FVL3 is the level 3 liabilities per share. FVA (FVL) is all fair values assets (liabilities) combined into one variable. EPS is the earnings per share
excluding extraordinary items. Non-zero indicates the percent of observations that do not report zero for the speciﬁc variable.

3.3. Investor protection variables
The used investor protection variables are identical to the variables used in Houqe et al. (2012). The variables are: board
independence, enforcement of securities laws, protection of minority shareholders’ interest, enforcement of accounting and
auditing standards, judicial independence, and freedom of press. Houqe et al. (2012) argued that these six investor protection
variables should be used instead of the more extensively used variables suggested by La Porta, Lopez-De-Silanes, Shleifer,
and Vishny (1998) and La Porta, Lopez-De-Silanes, and Shleifer (2006),7 as Spamann (2010) found substantial errors in the
measurement of one of the most used variable, ‘The Anti-director Right Index’. Spamann (2010) shows that a reexamination
of the data causes corrections to the majority of the countries included in La Porta et al. (1998). Thus, Spamann (2010) argues
that many empirical results using the La Porta et al. (1998) variables may not be replicated with corrected values. Due to
these concerns, this study will use the investor protection variables suggested by Houqe et al. (2012).8
Board independence is a measure of corporate governance, where 1 indicates low management accountability and 7
indicates that investors and the board have the management strongly under supervision (World Economic Forum, 2012).
Enforcement of securities laws is an aggregated measure of regulation of securities exchanges, where 1 indicates not transparent and ineffective regulation and 7 indicates transparent, effective, and independent regulation (World Economic Forum,
2012). Protection of minority shareholders’ interest measures the level of minority shareholders interest protection, where
1 indicates not protected by law and 7 indicates protected by law and actively enforced (World Economic Forum, 2012).
Enforcement of accounting and auditing standards measures enforcement of standards regarding ﬁnancial performance,
where 1 indicates extremely weak enforcement and 7 indicates extremely strong enforcement (World Economic Forum,
2012). Judicial independence measures the efﬁciency and integrity of the legal environment as it affects business, where
1 indicates a low level of efﬁciency and integrity, and 7 indicates a high level of efﬁciency and integrity (World Economic
Forum, 2012). Freedom of press measures the extent to which a country’s citizens may select their government as well as
freedom of expression, and free media, where higher values indicate freedom (Kaufmann et al., 2009).
Table 3 presents the number of observations, the values of the six investor protection variables as well as the average of
the six investor protection variables for every single country included in the study. The UK (103), Canada (94), and Italy (69)
have the most ﬁrm-year observations and Morocco (1), Bahrain (3), and Slovakia (3) has the fewest observations. From the
average scores of the six investor protection variables it can be observed that countries with the highest investor protection

7
E.g. Gul et al. (2013) and Francis and Wang (2008) use the following La Porta et al. (1998, 2006) variables when approximating investor protection:
Common law, anti-director rights index, disclosure rights index, liability standard index, and public enforcement of securities laws index.
8
The use of La Porta variables as suggested by Francis and Wang (2008) would reduce the sample from 34 countries to 24, due to the lack of data for 10
countries. Out of these 10 countries, seven countries represent the lowest investor protection environment. Hence, a use of La Porta variables instead of
the now suggested Houqe et al. (2012) variables would narrow the spectra of investor protection variables and thus making the results less generalizable.
Thus, LaPorta variables are not considered in this paper.
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Table 3
Investor protection variables per country.
Country

n

Board ind.

Law enforcement

Minority protection

Standards enforce.

Judicial ind.

Press

Average

Australia
Austria
Bahrain
Belgium
Brazil
Canada
Chile
Denmark
Finland
France
Germany
Ghana
Greece
Hungary
Ireland
Italy
Jordan
Kenya
Kuwait
Morocco
Netherlands
Norway
Poland
Portugal
Russia
Slovakia
South Africa
South Korea
Spain
Sweden
Switzerland
Turkey
UAE
UK

6
29
3
23
28
94
12
48
22
53
68
5
9
9
6
69
17
12
23
1
18
20
51
4
13
3
25
23
33
51
63
14
27
103

5.61
5.19
5.01
5.16
4.87
5.52
4.87
5.34
5.43
5.16
5.19
4.41
3.85
4.26
4.84
3.80
4.23
4.39
3.85
4.77
5.42
5.57
4.39
4.19
3.93
4.48
5.84
3.98
4.18
5.55
5.53
4.23
5.13
5.25

5.80
4.67
5.50
5.00
5.79
5.43
3.87
5.37
6.13
5.10
4.81
4.55
3.87
4.79
4.01
4.10
4.46
4.20
3.82
4.80
5.48
5.83
5.02
4.71
3.40
3.89
6.50
3.95
3.74
5.57
5.61
5.19
5.19
5.18

5.10
5.08
5.46
4.93
4.74
5.45
4.49
4.99
6.06
4.64
4.94
4.44
4.28
3.97
4.70
3.53
4.82
3.95
3.87
4.49
5.36
5.77
3.95
4.31
3.04
3.79
5.99
3.70
4.21
5.63
4.80
4.16
4.99
5.21

6.04
5.66
6.01
5.56
5.11
6.07
5.03
5.27
6.27
5.26
5.48
4.43
4.39
5.08
4.63
4.14
4.96
4.42
4.72
4.34
6.04
5.93
5.19
4.87
3.77
4.35
6.57
4.45
4.61
5.94
5.54
4.68
5.40
5.88

6.00
5.19
5.07
5.23
3.75
6.30
5.32
6.02
6.49
4.91
6.24
4.05
3.06
3.70
6.33
3.77
4.39
3.41
4.91
3.50
6.44
6.24
4.25
3.87
2.56
2.67
5.29
3.68
4.01
6.21
6.28
3.46
5.39
6.19

1.50
1.46
−1.32
1.35
0.43
1.45
1.04
1.69
1.62
1.22
1.38
0.41
0.65
0.72
1.32
0.89
−0.73
−0.30
−0.62
−0.61
1.63
1.75
1.06
0.99
−0.96
0.96
0.56
0.69
1.04
1.71
1.67
−0.24
−1.00
1.32

5.01
4.54
4.29
4.54
4.12
5.04
4.10
4.78
5.33
4.38
4.67
3.72
3.35
3.75
4.31
3.37
3.69
3.35
3.43
3.55
5.06
5.18
3.98
3.82
2.62
3.36
5.13
3.41
3.63
5.10
4.91
3.58
4.18
4.84

Table 3 presents the investor protection variables for every individual country included in the sample. The ﬁnal column of Table 3 presents the average of
the six investor protection variables.

have an average above 5 and the countries with the weakest investor protection have an average below 4. The countries with
the highest averages are Finland (5.33), Norway (5.18), and South Africa (5.13) and the countries with the lowest averages
are Russia (2.62), Greece (3.35), and Kenya (3.35).
Panel A in Table 4 presents descriptive statistics of the investor protection variables included in this study. Regarding
investor protection, it seems that the countries are fairly heterogeneous. The difference between the 25th and 75th percentile
is high for every variable. A correlation analysis in Panel B of Table 4 shows that the investor protection variables are highly
correlated with each other. The correlations vary between 0.303 and 0.906, indicating that if a country has a high value of one
variable, it is very likely that to have high values on the rest of the variables. In Panel B of Table 4 the Pearson’s correlations are
presented above the diagonal and the Spearman’s correlations are presented below the diagonal. A cluster analysis groups
the countries in three separate clusters depending on the values of the investor protection variables. The classiﬁcation does
only tell the relative investor protection environment within the sample. Hence, a strong investor protection environment
indicates that the country has a strong investor protection relative to the countries classiﬁed as medium or weak investor
protection, and not relative to all countries in the World. However, as the sample countries represent both the strongest
and the weakest investor protection environments according to the World Economic Forum (2012), it is suggested that the
ﬁndings in this study could be generalized.

3.4. Research design
Accounting numbers are considered value relevant if they have a predicted association with equity market values (Barth
et al., 2001). The primary purpose of value relevance studies is to increase stakeholders’ knowledge regarding the relevance
and reliability of accounting numbers (Barth et al., 2001). Previous studies examine the value relevance of the book value
of equity and earnings (Aharony et al., 2010). These studies shed light on how useful the accounting numbers are to equity
investors. Song et al. (2010) argued that the signiﬁcant association between accounting numbers and the market value of
equity indicates that the accounting numbers are enough relevant and reliable to be reﬂected in share prices.
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Table 4
Investor protection variables.
Panel A: Descriptive statistics
Variable

Mean

Median

Maximum

Minimum

Std. dev.

25th Perc.

75th Perc.

Board independence
Law enforcement
Minority protection
Standards enforcement
Judicial independence
Freedom of press

4.81
4.86
4.67
5.18
4.83
0.73

4.87
4.91
4.72
5.15
4.99
1.02

5.84
6.50
6.06
6.57
6.49
1.75

3.80
3.40
3.04
3.77
2.56
−1.32

0.61
0.77
0.71
0.69
1.21
0.90

4.23
4.08
4.11
4.57
3.74
0.25

5.36
5.49
5.13
5.89
6.20
1.45

Panel B: Correlations
(1)

(2)

(3)

(4)

(5)

(6)

Board independence (1)

1

Law enforcement (2)

0,806
(0,000)
0,874
(0,000)
0,868
(0,000)
0,813
(0,000)
0,496
(0,003)

0,816
(0,000)
1

0,875
(0,000)
0,788
(0,000)
1

0,860
(0,000)
0,816
(0,000)
0,894
(0,000)
1

0,774
(0,000)
0,576
(0,000)
0,790
(0,000)
0,787
(0,000)
1

0,658
(0,000)
0,424
(0,012)
0,494
(0,003)
0,551
(0,001)
0,690
(0,000)
1

Minority protection (3)
Standards enforcement (4)
Judicial independence (5)
Freedom of press (6)

0,815
(0,000)
0,849
(0,000)
0,593
(0,000)
0,303
(0,081)

0,906
(0,000)
0,795
(0,000)
0,374
(0,029)

0,799
(0,000)
0,425
(0,012)

0,551
(0,001)

Panel A of Table 4 presents descriptive statistics about the investor protection variables used to determine the overall investor protection environment
in every speciﬁc country. Panel B of Table 4 presents the correlations between the investor protection variables. P-values are in bold and in parentheses.
Below the diagonal are the Pearson’s correlations and above the diagonal are the Spearman’s correlations.

To test the value relevance of fair values, a modiﬁed Ohlson (1995)9 model is applied on the accounting numbers in
2012–2014 ﬁnancial statements. Following the model used by Song et al. (2010) and Goh et al. (2015), the book value of
equity is regressed on non-fair values, fair values, and earnings. In order to reduce scale effects, all variables have been
share-deﬂated as proposed by Barth and Clinch (2009). The following model is used to test the hypotheses:
Priceit = ˇ0 + ˇ1 NFVAit + ˇ2 FVA1it + ˇ3 FVA2it + ˇ4 FVA3it + ˇ5 NFVLit + ˇ6 FVL12it + ˇ7 FVL3it + ˇ8 EPSit + εit

(1)

Priceit is the price of a share of ﬁrm i four months10 after the end of the ﬁscal year t (i.e., 30 April). NFVAit (NFVLit ) is the
non-fair value of assets (liabilities) per share of ﬁrm i at the end of the ﬁscal period t. FVAit (FVLit ) is the fair value of assets
(liabilities) per share of ﬁrm i related to levels 1, 2, or 3 of the fair value hierarchy at the end of the ﬁscal period t. Following
Song et al. (2010) and Goh et al. (2015) levels 1 and 2 liabilities are combined into one variable (FVL12). EPSit is the earnings
per share excluding extraordinary items of ﬁrm i at the end of the ﬁscal period t.
When testing hypothesis 1, the observations from 2012–2014 are pooled into a sample consisting of 985 ﬁrm-year
observations. The levels of fair value assets are considered value relevant if their coefﬁcients are positive and signiﬁcantly
different from the value of zero (Goh et al., 2015; Song et al., 2010).11 Respectively, the levels of fair value liabilities are
considered value relevant, if their coefﬁcients are negative and signiﬁcantly different from the value of zero.
In order to test hypothesis 2, the sample countries are divided into clusters of similar investor protection environment.
The aim of the analysis is to ﬁrst identify countries with similar investor protection environments with a cluster analysis, and
second to examine whether value relevance of fair values varies across those clusters. This approach captures interactions
among the investor protection variables and documents the differences across investor protection environments (Leuz et al.,
2003). The cluster analysis is based on the six investor protection variables discussed in the previous section. A k-means
cluster analysis with three country clusters using standardized values of the investor protection variables is conducted. The
choice of cluster analysis and the number of clusters are identical to Leuz et al. (2003). Panel A of Table 5 reports the means
of each investor protection variable for each of the three clusters. For all except one variable (freedom of press) the mean

9
The fundamental Ohlson (1995) model is as follows: MVE = ˛ + ˇ1 × BVE + ˇ2 × NI + ε. The market value of equity (MVE) is regressed on the ﬁrms book
value of equity (BVE) and net income (NI). The fundamental model has been used extensively in prior value relevance studies (e.g., Barth et al., 2008;
Tsalvoutas et al., 2012). Other studies adopt a researcher-modiﬁed Ohlson model to better suit their purpose of the study. For example Aharony et al. (2010)
include a goodwill variable, a research and development expenses variable, and a revaluation reserves variable into the Ohlson model to test the value
relevance of goodwill, R&D expenses, and revaluation reserves.
10
Following Barth et al. (2014) and Tsalavoutas et al. (2012), the price at four months after the ﬁscal year-end is used to assure that the accounting
information in year-end ﬁnancial statements has been absorbed by investors.
11
Both Song et al. (2010) and Goh et al. (2015) argued that fair values are value relevant if the coefﬁcients are different from 0. According to Song et al.
(2010) the theoretical prediction is that the coefﬁcients for assets (liabilities) should be between 0 and 1 (−1). Goh et al. (2015) claimed that a coefﬁcient
of one suggests that there is no mispricing. However, due to empirical issues with valuation models the regression coefﬁcients might differ from the
theoretical value of one (Goh et al., 2015).
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Table 5
Cluster analysis.
Panel A: Mean values by cluster
Variable

Strong

Medium

Weak

Board independence
Law enforcement
Minority protection
Standards enforcement
Judicial independence
Freedom of press

5.43
5.49
5.33
5.87
6.01
1.47

4.87
4.85
4.83
5.2
5.02
0.14

4.19
4.29
3.98
4.53
3.64
0.33

Strong

Medium

Weak

Australia
Austria
Belgium
Canada
Denmark
Finland
Germany
Netherlands
Norway
South Africa
Sweden
Switzerland
UK

Bahrain
Brazil
Chile
France
Ireland
Jordan
UAE

Ghana
Greece
Hungary
Italy
Kenya
Kuwait
Morocco
Poland
Portugal
Russia
Slovakia
Spain
South Korea
Turkey

Panel B: Cluster membership of countries

Panel C: Descriptive statistics per cluster (average values)
Variable

Strong (%)

Medium (%)

Weak (%)

FVA/Total assets
FVA1/Total assets
FVA2/Total assets
FVA3/Total assets
FVL/Total liabilities
FVL12/Total liabilities
FVL3/Total liabilities

49.28
23.72
16.29
9.26
18.69
13.91
4.77

31.57
18.82
10.50
2.26
7.04
6.45
0.58

28.24
14.77
7.99
5.48
10.81
8.05
2.77

Panel A of Table 5 presents the mean values of the three clusters for all of the six investor protection variables. Panel B of Table 5 presents
the cluster membership of all countries in the sample. Panel C of Table 5 presents the average values for the three separate clusters.

value decreases when going from the strong investor protection cluster towards the weak investor protection cluster. A
comparison of the Euclidean distances between the cluster centers indicates that the medium investor protection cluster
is equally close to the strong investor protection cluster center as it is to the weak investor protection cluster center. Thus,
the medium investor protection cluster can be regarded as an in-between cluster. The outcome of the cluster analysis is
presented in Panel B of Table 5.
In Panel C of Table 5 are descriptive statistics for the three separate investor protection clusters presented. Firms in the
strong investor protection cluster seem to disclose more fair values than ﬁrms in the two other clusters. 49.28% of total
assets are disclosed at fair value by ﬁrms in the strong investor protection cluster. The comparable numbers for the medium
and weak clusters are 31.57%, and 28.24%, respectively. In addition, the amount of fair value assets to total assets tends to
increase with the quality of investor protection. However, ﬁrms in the weak investor protection environment (5.48%) seem
to disclose more level 3 fair value assets than ﬁrms in the medium cluster (2.26%).
4. Results
4.1. Value relevance of fair values
Before studying the value relevance of fair values in different investor protection environments, the results using the
pooled sample (34 countries) is examined. The value relevance of fair values in the fair value hierarchy is tested with the
modiﬁed Ohlson (1995) model as suggested by Song et al. (2010) and Goh et al. (2015). The regression is estimated with the
whole sample in order to get an overall view of the value relevance of fair values.
The regression analysis presented in Table 6 indicates that, when all of the observations are pooled into one sample, all
of the fair values in the fair value hierarchy under IFRS 13 are value relevant. The adjusted R-squared is high (0.84), but not
substantially higher than 0.74 as reported by Goh et al. (2015). Table 6 reports that the coefﬁcients for fair value assets in
level 2 (0.216) and level 3 (0.208) are signiﬁcantly higher than the coefﬁcient for level 1 (0.162) assets. That is, investors
seem to be willing to pay a higher price for levels 2 and 3 assets than for level 1 assets. All three levels of fair value liabilities
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Table 6
Value relevance of fair values.
Whole sample
Independent variables

Coeff.

Robust std. error

t-stat

p-value

Intercept
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
EPS
n
Adj. R-squared
Country
Year

2.472
0.136
0.162
0.216
0.208
−0.137
−0.183
−0.175
3.989
985
0.837
Yes
Yes

1.389
0.041
0.043
0.044
0.047
0.043
0.046
0.049
0.500

1.780
3.332
3.772
4.914
4.471
−3.189
−3.991
−3.596
7.984

0.075*
0.001***
0.000***
0.000***
0.000***
0.002***
0.000***
0.000***
0.000***

Differences

F-stat

p-value

0.054
0.048
0.006
0.047
0.030
0.084
0.078

10.421
5.838
0.129
5.904
14.830
20.334
15.363

0.001***
0.016**
0.719
0.015**
0.000***
0.000***
0.000***

FVA1 = FVA2
FVA1 = FVA3
FVA2 = FVA3
FVL12 = FVL3
FVA1 = NFVA
FVA2 = NFVA
FVA3 = NFVA

Table 6 presents the results of the regression analysis. Dependent variable is PRICE. NFVA is the non-fair value assets
per share. FVA1, FVA2, and FVA3 are fair values of assets per share for every single level of the fair value hierarchy.
NFVL is the non-fair liabilities per share. FVL12 is the total of level 1 and level 2 fair value liabilities per share and FVL3
is level 3 fair value liabilities per share. EPS is the earnings per share excluding extraordinary items. Country and year
ﬁxed effects are used in the regression. The within model differences in coefﬁcients are tested with Wald’s test. The
standard errors are adjusted using White cross-section standard errors & covariance correction.
*
Indicates statistical signiﬁcance at 0.10 levels.
**
Indicates statistical signiﬁcance at 0.05 levels.
***
Indicates statistical signiﬁcance at 0.01 levels.

are value relevant. The coefﬁcient for FVL12, and FVL3 are −0.183, and −0.175, respectively. The difference between the two
coefﬁcients is signiﬁcant. The EPS coefﬁcient of 3.989 is higher than the book value coefﬁcients, indicating that the market
value of equity is more extensively driven by earnings than by book value of equity. Additionally, the second part of Table 6
indicates that the value relevance of levels 1, 2, and 3 fair value assets are signiﬁcantly higher than the value relevance of
non-fair value assets (0.136).
The coefﬁcients in the regression results are fairly low compared to the coefﬁcients reported by Song et al. (2010) and
Goh et al. (2015). The level 1 assets coefﬁcient is 0.162 compared to 0.968, as reported by Song et al. (2010) and (1.02),
as documented by Goh et al. (2015). There are multiple explanations for the differences in coefﬁcients. First, the economic
heterogeneity across countries in the sample may drive the results in the regression analysis (Leuz et al., 2003). Second,
assets and liabilities are more value relevant in countries with stronger investor protection, and the US is regarded as one
of the countries with the strongest investor protection environment (DeFond et al., 2007). Third, the value relevance of
book values is lower for ﬁrms following IFRS than for ﬁrms following US GAAP (Van der Meulen, Gaeremynck, & Willekens,
2007). Due to the heterogeneity across countries and the other potential explanations, it is important to study smaller more
homogenous clusters of countries. The results in Table 6 might not be representable due to the heterogeneous sample. Even
though the coefﬁcients are fairly low compared to the coefﬁcient in Song et al. (2010) and Goh et al. (2015), all of the fair
values are value relevant and the coefﬁcients are higher than their respective non-fair value coefﬁcient. However, the value
relevance of fair values is not monotonically decreasing when descending in the fair value hierarchy from level 1 to level 3.
Thus, when analyzing the pooled sample, hypothesis 1 is rejected.
4.2. Value relevance of fair values and investor protection
The value relevance of fair values in the fair value hierarchy in different investor protection environments is tested
by splitting the sample into three separate clusters depending on the investor protection environment in the countries.
The three subsamples are labelled strong investor protection, medium investor protection, and weak investor protection.
Countries belonging to the medium investor protection cluster are countries that cannot be regarded to have either a strong
investor protection environment or a weak investor protection environment.
The regression results are presented in Table 7. It is observable that the vast majority of fair values are value relevant
in strong and medium investor protection environments. In weak investor protection environments, only level 1 fair value
assets are value relevant to investors. For ﬁrms in the strong investor protection cluster, the fair value coefﬁcients for FVA1,

2.409
0.182
0.198
0.247
0.211
−0.179
−0.205
−0.191
3.999
569
0.883
Yes
Yes

Intercept
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
EPS
n
Adj. R-squared
Country
Year

8.204
0.532
4.376
0.519
3.892
13.401
2.613

F-stat

Difference

0.049
0.013
0.036
0.014
0.016
0.065
0.029

1.780
3.191
3.355
4.137
3.546
−3.010
−3.304
−3.136
7.096

t-stat

1.354
0.057
0.059
0.060
0.059
0.059
0.062
0.061
0.564

Robust std. error

Difference
0.048
0.189
0.238
0.797
0.018
0.066
0.171

3.257
0.100
0.108
0.117
0.107
0.110
0.113
0.307
1.486

0.004***
0.466
0.037**
0.472
0.049**
0.000***
0.107

6.229
0.410
0.428
0.476
0.239
−0.448
−0.461
0.336
4.722
146
0.808
Yes
Yes

0.076*
0.002***
0.001***
0.000***
0.000***
0.003***
0.001***
0.002***
0.000***

Robust std. error

p-value

Coeff.

Medium protection
p-value

0.423
7.741
10.238
5.512
1.101
1.075
7.093

F-stat

1.913
4.098
3.973
4.065
2.236
−4.066
−4.065
1.094
3.177

t-stat

0.517
0.001***
0.002***
0.020**
0.296
0.302
0.009***

p-value

0.058*
0.000***
0.000***
0.000***
0.027**
0.000***
0.000**
0.276
0.002***

p-value

0.188
0.227
0.039
0.012
0.146
0.043
0.082

Difference

Robust std. error
1.553
0.055
0.075
0.083
0.101
0.062
0.097
0.097
0.859

Coeff.
−0.347
0.049
0.194
0.006
−0.033
−0.028
0.106
0.118
3.790
270
0.679
Yes
Yes

Weak protection
t-stat

4.775
7.894
0.37
0.155
9.371
0.561
1.596

F-stat

−0.224
0.892
2.591
0.077
−0.323
−0.452
1.097
1.223
4.413

0.030**
0.005***
0.544
0.694
0.002***
0.454
0.208

p-value

0.823
0.373
0.010**
0.939
0.747
0.652
0.274
0.223
0.000***

p-value

Table 7 presents the regression results using three separate samples. The sample is split based on the investor protection environment in the ﬁrm’s home country. The variables are similar as in Table 6. Country
and year ﬁxed effects are used in the regression. The within model differences in coefﬁcients are tested with Wald’s test. The standard errors are adjusted using White cross-section standard errors and covariance
correction.
*
Indicates statistical signiﬁcance at 0.10 levels.
**
Indicates statistical signiﬁcance at 0.05 levels.
***
Indicates statistical signiﬁcance at 0.01 levels.

FVA1 = FVA2
FVA1 = FVA3
FVA2 = FVA3
FVL12 = FVL3
FVA1 = NFVA
FVA2 = NFVA
FVA3 = NFVA

Coeff.

Independent variables

Strong protection

Table 7
Value relevance of fair values in different investor protection environments.
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FVA2, and FVA3 are 0.198, 0.247, and 0.211, respectively. Level 2 assets are signiﬁcantly more value relevant than levels
1 and 3 assets. Somewhat surprisingly, investors are willing to pay equally much for level 1 assets and level 3 assets. One
explanation to the ﬁndings may be that investors believe that ﬁrms in strong investor protection environments produce
trustworthy fair value estimates (level 3) in a non-opportunistic manner and are thus not demanding a risk premium for
investing in ﬁrms with level 3 fair value assets. Finally, the results indicate that at least levels 1 and 2 assets are more value
relevant than non-fair value assets for ﬁrms in the strong investor protection cluster.
For the medium investor protection cluster the fair value coefﬁcients for FVA1, FVA2, and FVA3, are 0.428, 0.476, and
0.239, respectively. For ﬁrms in the medium investor protection cluster levels 1 and 2 assets are signiﬁcantly more value
relevant than level 3 assets. The difference in coefﬁcients for levels 1 and 2 assets is not signiﬁcant, indicating that levels 1
and 2 assets are reﬂected in the market value equally. Interestingly, in the medium investor protection cluster, investors are
willing to pay less for 1 euro of level 3 assets than for 1 euro of all other assets (level 1, level 2, and non-fair value assets).
The ﬁndings in Table 7 indicate that investors in ﬁrms belonging to the medium investor protection cluster are somewhat
skeptical to the fair value estimates (level 3) and thus willing to pay a lower price for these fair value estimates. Investors
are paying close to two times more for level 1 and level 2 assets than they are paying for the same amount of level 3 assets.
Finally, the fair value assets are not more value relevant than non-fair value assets for ﬁrms from countries in the medium
investor protection cluster.
For ﬁrms in the weak investor protection cluster the fair value estimates (levels 2 and 3) are no longer value relevant to
investors. Only level 1 fair value assets (market prices) are signiﬁcantly reﬂected in the market value of equity (FVA1 = 0.194).
The adjusted R-squared is low compared to the adjusted R-squared of the other clusters’ regression analyses. Surprisingly,
non-fair value assets and liabilities are not signiﬁcant; indicating that book value of equity is not reﬂected into the market
value of equity in ﬁrms from countries with a weak investor protection environment. That is, given that the Ohlson
(1995) valuation theory is true, market value of equity is only affected by the book value of level 1 fair value assets and
earnings per share. These ﬁndings indicate that there is a very low trust in accounting numbers in weak investor protection
environments and the investors seem to only care about the bottom-line of the income statement when making investment
decisions.
To summarize the results in Table 7, the fair values in strong and medium investor protection environments are more
value relevant for investors than the fair values in weak investor protection environments. Firms from countries with a
strong investor protection generate fair value estimates (level 3) of highest value relevance compared to level 1 fair value
assets. In the strong investor protection cluster, there are only small differences in how investors value fair value assets and
liabilities depending on the level in the fair value hierarchy they belong to. In the medium investor protection environment,
however, levels 1 and 2 assets are valued signiﬁcantly higher than level 3 assets, indicating some differences in the value
relevance depending on the level of the fair value hierarchy. Finally, in the weak investor protection environment, only level
1 assets are value relevant. Hence, the value relevance of fair values seems to vary across investor protection environments.
Firms from strong and medium investor protection environments have the highest value relevance of fair values and ﬁrms
from the weakest investor protection environment have the lowest value relevance of fair values. Thus, the value relevance
of fair values is positively associated with the investor protection environment of the ﬁrm’s home country. In addition, the
difference in value relevance between market values (level 1) and fair value estimates (level 3) seems to decrease with the
quality of investor protection. Higher investor protection leads to lower difference in the value relevance of levels 1 and 3
fair values. Thus, hypothesis 2 cannot be rejected.12
4.3. Robustness check
The robustness of the results is ﬁrstly checked by changing the time for the variable Price. In this study, Price is the
closing price of April 30th for the speciﬁc stock, as suggested by Barth, Landsman, Young and Zhuang (2014). Additional
analyses using different days (March 31st, May 31st, and June 30th) yield approximately similar results (not tabulated).
Thus, independent of the choice of date, the fair values in the fair value hierarchy are value relevant. Further, when testing
with different time for Price for all of the three subsamples, the variation in the results is not signiﬁcant. Only minor changes
to the coefﬁcients are observable. Hence, the results of this study are robust to the choice of date for the Price variable, at
least when the chosen date is not more than six months from the ﬁscal-year end.
Song et al. (2010) argued that investors ﬁnd fair value estimates by managers at small banks less reliable. Thus, the
value relevance of fair values might vary between large and small ﬁnancial ﬁrms. Additional analysis shows that valuation
coefﬁcients are higher for small ﬁnancial ﬁrms than the coefﬁcients for large ﬁnancial ﬁrms (not tabulated). The results
indicate that investors focus more on earnings per share for larger ﬁnancial ﬁrms and focus more on book values for smaller
ﬁnancial ﬁrms. Further, investors in larger ﬁnancial ﬁrms value fair values equally, irrespective of the level in the fair value
hierarchy, while for smaller ﬁrms levels 1 and 2 fair values are more value relevant than level 3 fair value assets. These
results imply that investors trust in fair value estimates (level 3) made by larger ﬁnancial ﬁrms, but for smaller ﬁnancial

12
A non-tabulated additional analysis show that the investor protection score (average of the six variables) is positively correlated with the ﬁrm performance (EPS) (p-value = 0.000). The correlation is very strong, indicating that ﬁrms from countries with higher investor protection have higher ﬁnancial
performance. This ﬁnding enhances the assumption that strong investor protection is positive for investors.

12
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Table 8
Alternative regression model.
Full sample

Strong

Medium

Weak

Independent variables

Coeff.

p-value

Coeff.

p-value

Coeff.

p-value

Coeff.

p-value

Intercept
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
n
Adj. R-squared
Country
Year

1.897
0.321
0.387
0.502
0.466
−0.328
−0.458
−0.422
985
0.679
Yes
Yes

0.346
0.000***
0.000***
0.000***
0.000***
0.000***
0.000***
0.000***

5.897
0.379
0.437
0.542
0.441
−0.377
−0.492
−0.415
569
0.719
Yes
Yes

0.000***
0.000***
0.000***
0.000***
0.000***
0.000***
0.000***
0.000***

9.754
0.681
0.714
0.776
0.502
−0.734
−0.744
0.090
146
0.753
Yes
Yes

0.048**
0.000***
0.000***
0.000***
0.000***
0.000***
0.000***
0.813

0.495
0.250
0.437
0.238
0.361
−0.250
−0.256
−0.234
270
0.551
Yes
Yes

0.796
0.000***
0.000***
0.001***
0.000***
0.001***
0.000***
0.007***

Table 8 presents the regression results using an alternative model. This model excludes the EPS variable from the original regression model. The sample is
split based on the investor protection environment in the ﬁrm’s home country. The variables are similar as in Table 6. Country and year ﬁxed effects are
used in the regression. The within model differences in coefﬁcients are tested with Wald’s test. The standard errors are adjusted using White cross-section
standard errors and covariance correction.
*
Indicates statistical signiﬁcance at 0.10 levels.
**
Indicates statistical signiﬁcance at 0.05 levels.
***
Indicates statistical signiﬁcance at 0.01 levels.

ﬁrms, investors require a risk premium for the level 3 fair values. This could be explained by the fact that larger ﬁnancial
ﬁrms have stronger corporate governance mechanism (e.g., Ettredge, Johnstone, Stone, & Wang, 2011) that constrain the
management’s opportunistic behavior and thus investors ﬁnd the estimates made by these ﬁrms more trustworthy than
estimates made by smaller and less monitored ﬁnancial ﬁrms.13
As EPS seems to drive the results of the regression (see Table 7) more extensively than book values, it is interesting to
study if the results hold for only proﬁt making ﬁrms (positive EPS) or if the ﬁndings also hold for loss making ﬁrms (negative
EPS). Thus, the sample is split into a positive EPS subsample and into a negative EPS subsample. The results indicate that the
fair values in the fair value hierarchy are value relevant irrespective of ﬁrm performance, when using the pooled sample. In
addition, the value relevance of fair values of loss making ﬁrms are more extensively driven by book value of equity than by
EPS and vice versa for the proﬁt making ﬁrms (not tabulated). Hence, the ﬁndings suggest that earnings seem to drive the
stock price for proﬁt making ﬁrms and book value of equity seems to drive stock price for loss making ﬁrms. That is, investors
may not be interested in historical performance of loss making ﬁrms, and instead they focus on assets and liabilities in the
balance sheet to predict future performance.
According to Khurana and Kim (2003) earnings should not be included in the regression when estimating the value
relevance of fair values. Hence, as a robustness check, Eq. (1) is estimated without the earnings per share variable. The
alternative regression results for four different samples are presented in Table 8. The main difference from the results in
Tables 6 and 7 is the higher coefﬁcients and the lower adjuster R-squared. Further, fair values are value relevant for investors
in the weak investor protection cluster when excluding earnings per share from the regression. However, the relations
between the independent variables are similar in all subsamples. In the strong investor protection cluster, FVA2 (0.542) is
higher than FVA1 (0.437) and FVA3 (0.441), and FVA1 is not signiﬁcantly higher than FVA3. In the medium investor protection
cluster, FVA1 (0.714) and FVA2 (0.776) are signiﬁcantly higher than FVA3 (0.502). Finally, in the weak investor protection
cluster, FVA1 (0.437) is higher than the other fair value assets coefﬁcients. Even though the alternative regression yields in
different coefﬁcients, the ﬁndings of unchanged relations between the independent variables indicate that the ﬁndings in
Table 7 are robust for value relevance models without earnings per share.
Due to the discussion of which investor protection variables should be used when clustering countries (e.g., La Porta et al.
2006; Spamann, 2010), the analysis is replicated with an alternative cluster analysis. The alternative clustering is done by
dropping freedom of press as a variable that approximates investor protection. Hence, the alternative clustering is based on
the ﬁve measures from the Financial Development Report (World Economic Forum, 2012). The clustering variables are: board
independence, enforcement of securities laws, protection of minority shareholders’ interest, enforcement of accounting and
auditing standards, and judicial independence. Panel A of Table 9 presents the alternative clusters. The difference from the
original clustering is that Austria, Belgium, and Germany have moved to the medium investor protection cluster and Bahrain
has moved to the strong investor protection environment.
The results from the analysis using alternative clusters are presented in Panel B of Table 9. The main ﬁndings are similar
to the ﬁndings in Table 7. In the strong investor protection environment all fair values are value relevant. There are almost
no differences in the coefﬁcients for the levels 1, 2, and 3 fair value assets. In the medium investor protection the fair values
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Song et al. (2010) show that the value relevance of, especially, level 3 assets is positively associated with corporate governance mechanisms. Firms
with the strongest corporate governance have the highest value relevance of level 3 fair values.

2.950
0.204
0.227
0.332
0.244
−0.196
−0.271
−0.191
2.993
453
0.919
Yes
Yes

Intercept
NFVA
FVA1
FVA2
FVA3
NFVL
FVL12
FVL3
EPS
n
Adj. R-squared
Country
Year

0.947
0.076
0.079
0.086
0.079
0.081
0.084
0.081
0.450

Robust std. error
3.116
2.666
2.863
3.853
3.092
−2.426
−3.229
−2.356
6.649

t-stat

Coeff.
8.785
0.102
0.114
0.134
0.099
−0.115
−0.106
−0.099
7.504
262
0.803
Yes
Yes

p-value
0.002***
0.008***
0.004***
0.000***
0.002***
0.016**
0.001***
0.019**
0.000***
2.324
0.053
0.058
0.056
0.059
0.055
0.058
0.059
0.789

Robust std. error

Medium protection

Ghana
Greece
Hungary
Italy
Kenya
Kuwait
Morocco
Poland
Portugal
Russia
Slovakia
Spain
South Korea
Turkey

Weak

3.780
1.920
1.978
2.400
1.684
−2.088
−1.829
−1.679
9.516

t-stat

0.000***
0.056*
0.049**
0.017**
0.093*
0.038**
0.069*
0.094*
0.000***

p-value

Robust std. error
1.553
0.055
0.075
0.083
0.101
0.062
0.097
0.097
0.859

Coeff.
−0.347
0.049
0.194
0.006
−0.033
−0.028
0.106
0.118
3.790
270
0.679
Yes
Yes

Weak protection
t-stat
−0.224
0.892
2.591
0.077
−0.323
−0.452
1.097
1.223
4.413

0.823
0.373
0.010**
0.939
0.747
0.652
0.274
0.223
0.000***

p-value

Table 9 presents the regression results using an alternative cluster analysis. This clustering process removes the freedom of press variable from the original cluster analysis. Panel A of Table 9 presents the new
clusters. Panel B of Table 9 presents the results from the regression analysis. The sample is split based on the investor protection environment in the ﬁrm’s home country. The variables are similar as in Table 6.
Country and year ﬁxed effects are used in the regression. The standard errors are adjusted using White cross-section standard errors & covariance correction.
*
Indicates statistical signiﬁcance at 0.10 levels.
**
Indicates statistical signiﬁcance at 0.05 levels.
***
Indicates statistical signiﬁcance at 0.01 levels.

Coeff.

Independent variables

Strong protection

Austria
Belgium
Brazil
Chile
France
Germany
Ireland
Jordan
UAE

Australia
Bahrain
Canada
Denmark
Finland
Netherlands
Norway
South Africa
Sweden
Switzerland
UK

Panel B: Regression results

Medium

Strong

Panel A: Cluster membership of countries

Table 9
Alternative cluster analysis.

J. Siekkinen / Accounting Forum 40 (2016) 1–15
13

14

J. Siekkinen / Accounting Forum 40 (2016) 1–15

are not as strongly signiﬁcant as the fair values are in the strong investor protection. Level 3 fair value assets are barely
signiﬁcant. In addition, the coefﬁcients for levels 1 and 2 fair value assets are higher than the coefﬁcient for level 3 fair value
assets. Finally, in the weak investor protection environment level 1 fair value assets are the only value relevant fair values.
None of the other fair values or non-fair values are reﬂected in the market value of equity. The close to similar ﬁndings with
the alternative cluster analysis indicate that the results in the main analysis are robust to the choice of proxies for investor
protection used in the initial stage clustering process.
5. Conclusions
This paper investigates whether the value relevance of fair values varies across investor protection environments. First,
by utilizing a modiﬁed Ohlson (1995) valuation model on the pooled sample (ﬁnancial companies from 34 countries) the
results show that all fair values in the fair value hierarchy are value relevant for investors. Further, fair value assets are
more value relevant than non-fair value assets. Investors are willing to pay more for fair value assets than they are willing
to pay for historical values (non-fair values). One possible explanation for the ﬁndings is that investors assume managers to
be conservative when estimating fair values and thus investors, in a speculative manner, are willing to pay a higher price
for fair value assets. Additionally, the valuation coefﬁcients do only vary slightly, indicating that investors value fair values
equally irrespective of the level.
Second, the results indicate that the value relevance of fair values is positively associated with investor protection. Firms
from countries with a strong investor protection environment disclose fair value estimates of highest value relevance. The
main difference between the strong and medium clusters is that in the strong investor protection clusters, investors value
all fair values quite equally, while investors in ﬁrms from the medium investor protection cluster value levels 1 and 2 assets
higher than level 3 assets. It seems that the stronger the investor protection environment, the more trustworthy are the fair
value estimates to investors. Especially in the strong investor protection environment, investors ﬁnd market prices (level
1) almost equally relevant as in-house fair value estimates (level 3). Hence, the usefulness of disclosing disaggregated fair
values (i.e., fair value hierarchy) in countries from strong investor protection environments can be discussed.
Further, ﬁnancial ﬁrms from countries with a weak investor protection have very low value relevance of accounting
numbers. Level 1 fair value assets are the only signiﬁcant book values that are reﬂected in the market value of equity.
That is, only observable market values (level 1) are reﬂected in market values. For levels 2 and 3 fair value assets, where
management discretion plays a role, investors do not trust the fair value estimates made by the ﬁrms. In addition, investors
are skeptical towards most of the book values, not only fair values. Hence, investors seem to focus on earnings when analyzing
ﬁrms’ ﬁnancial statements. The lack of value relevance of fair value estimates is a problem in countries from weak investor
protection environments. Why should investors require ﬁrms to disclose fair value estimates (levels 2 and 3) instead of
historical values when they believe that there is no substance in fair value estimates? Beisland (2014) argued that if fair
values cannot be easily obtained, fair value accounting does not necessarily ease the valuation process for investors. Thus,
it can be argued whether ﬁnancial ﬁrms in countries with a weak investor protection environment should be entitled to
disclose historical values instead of fair value estimates at least for ﬁnancial assets and liabilities. As in terms of investor
protection, IFRS adopters are fairly heterogeneous and the value relevance of fair values varies across investor protection
environments. Hence, the fair value requirements could be different in different investor protection environments. Further
research could address the issue of how to set international accounting standards regarding fair value accounting of ﬁnancial
assets and liabilities that would suit all jurisdictions having adopted IFRS.
This study contributes to fair value accounting as well as investor protection literature as it, to my knowledge, is the
ﬁrst study to investigate how the value relevance of fair values varies across investor protection environments. This study
extends the studies made by Song et al. (2010) and Goh et al. (2015) into an international setting. Hence, by implementing
an international approach, this study contributes to the literature by presenting global evidence of the value relevance of
fair values under IFRS 13. Furthermore, this study contributes to the literature on investor protection as it sheds light on
how the relevance of fair value accounting varies across jurisdictions. In line with DeFond et al. (2007), Cahan et al. (2009),
and Leuz et al. (2003), the results of this study imply that information quality increases with the level of investor protection.
Finally, the results indicate that fair value accounting is positive for investors in some jurisdictions and may be misused
and thereby hurt investors in some jurisdictions. Thus, standard setters have to keep the results of this paper in mind when
developing future standards.
This paper is not free from limitations. First, as the sample only consists of ﬁnancial ﬁrms, the results cannot be generalized
to other industries. Second, due to the few years included in the study (2012–2014), it can be argued that the results may not
hold over time. Third, an optimal research design would have been to study every single country separately, as all investor
protection variables are county-speciﬁc. However, due to the limited number of observations per country, this study applies
a cluster analysis to group identical countries. Even though the presented limitations, the use of an international sample
and the use of the whole spectra of investor protection environments would indicate that the ﬁndings of this study can be
generalized to all ﬁnancial ﬁrms following IFRS.
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Abstract:
This paper examines whether audit quality and auditor independence has an impact on the
information quality of fair values. It is assumed that higher audit quality and higher auditor
independence decrease the incentives for managerial opportunism, thereby increasing
investors’ trust in book values. By analysing financial firms from 28 European countries, this
study finds evidence that non-audit services have a positive association with the value
relevance of Level 3 fair value assets. Furthermore, the more important the client is to the
auditor, the lower is the value relevance of fair value estimates (Level 3). The association
between a Big 4 auditor and the information quality of fair value estimates depends on the
legal traditions in the firm’s home country. The association is positive or non-existent in
Northern and Western European countries and negative in Southern and Eastern European
countries.

Key words: IFRS 13, Fair value accounting, Audit quality, Value relevance, Fair value
hierarchy
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1

INTRODUCTION

After the adoption of International Financial Reporting Standards (IFRS) the International
Accounting Standards Board (IASB) has emphasized the use of fair value accounting. The
Adoption of IFRS 13 - Fair Value Measurement requires publicly traded firms in countries
following IFRS to comply with the fair value directives in the standard.1 The main purpose of
IFRS 13 is to define fair value and collect all fair value accounting requirements in other
IFRS and IAS standards to a single standard (IASB, 2011). The extensive use of fair value
accounting introduces management discretion and subjectivity into financial reporting. In
addition, fair value accounting has increased the complexity and estimation uncertainty in
financial statements (Christensen et al., 2012), hence increasing the burden on auditors. The
IASB argues that the discretion and complexity related to fair value accounting should be
used to communicate private information to investors (Barth et al., 2001). Hence, fair value
accounting is expected to increase the information quality of financial statements and
thereby increasing the efficiency of shareholders’ and other stakeholders’ investment
decisions. However, the discretion allowed under IFRS creates incentives for opportunistic
behaviour among managers (e.g. Beatty and Weber, 2006; Bartov et al., 2007; Abody et al.,
2006). Chong et al. (2012) argue that managers use fair value estimates (Level 3) as an
avenue to earnings management. Thus, to ensure high information quality related to fair
value accounting, external and independent control of managers is vital.
The incentives for opportunistic behaviour can be decreased with high quality auditing
(DeFond and Zhang, 2014). Hence, the independent assurance of the credibility of
accounting information given by auditors is important for stakeholders (DeFond and Zhang,
2014). In addition, Francis (2011) argues that an audit is of higher quality when the auditor
is independent and competent. Hence, as fair value accounting has increased the complexity
and estimation uncertainty in financial statements (Christensen et al., 2012), fair value
accounting has created an excessive demand for independent high quality audits. Moreover,
there is a risk that managers misuse the discretion allowed under fair value accounting of
financial assets and liabilities in order to manage earnings. Thus, it is of interest to
investigate whether higher audit quality leads to a higher information quality of fair value
estimates. The premise is that high audit quality constrains managerial opportunism related
to fair value accounting of financial assets and liabilities. By constraining incentives for
managerial misuse of accounting discretion, investors’ trust in financial statements is
expected to increase, which subsequently leads to a higher value relevance of book values.
Thus, the purpose of this paper is to test this premise, by investigating whether audit quality
affects the value relevance of fair value estimates in a wide variety of European jurisdictions.
Value relevance, as a proxy for information quality of financial statements, can be used to
measure how book values are reflected into the market value of the firms. That is, value
relevance studies indicate how well investors trust in book values and this study attempts to
investigate whether better external monitoring in the form of high audit quality affects
investors’ trust in book values. Whether investors trust in financial statements or not is of
very high importance when it comes to investors’ investment decision. More trustworthy
financial statements reduce information asymmetry related to agency theory and thus
making investment decisions less costly and more effective. In addition, the riskiness of an
investment is partially based on the use of fair value estimates. The more fair value estimates
a firm uses, the more exposed is the firm against volatile markets, increasing the demand for
trustworthy fair value estimates.
By studying financial firms from 28 European countries during the years 2013-2014, in a
post IFRS 13 era, this paper finds that firms that are more important to their audit firm
1 IFRS 13 was issued in May 12, 2011 and became effective for annual periods beginning on or after January 1,
2013 (IASB, 2011).
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disclose fair value estimates of a lower quality. Investors tend to have higher trust in fair
value estimates made by firms that are less important to their auditor in term of revenue.
The results imply that client importance may violate auditor independence in European
jurisdictions. Moreover, the results indicate that non-audit services have a positive
association with the value relevance of fair value estimates (Level 3 assets), and should
therefore be encouraged by stakeholders. Finally, appointing a Big 4 auditor does not
necessarily improve the information quality of fair value estimates, as this paper shows that
firms with Big 4 auditors have a lower value relevance of fair value estimates than firms with
a non-Big 4 auditor, but only in countries with weaker investor protection and legal
traditions. Given the main findings, this study contributes by showing that non-audit
services have a positive effect, and client importance and big 4 auditors have a negative effect
on the value relevance of fair values in countries with relatively lower investor protection and
less litigation costs (i.e. Europe). Finally, this study contributes to the research in the
intersection of audit quality and accounting quality, by showing that high audit quality and
independence increases information quality related to fair value accounting. Hence, this
study implies that by requiring independent and high quality audits, shareholders can
decrease agency costs related to information asymmetry from fair value accounting.
The remainder of the paper is structured as follows: the following section reviews the
literature on value relevance studies and research in the interface between audit quality and
financial reporting quality. Section 2.3 presents the analysed audit quality variables and their
respective hypotheses. The third section presents the sample, descriptive statistics, and the
research design. Section 4 presents the results and the final section concludes the study.
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2

BACKGROUND AND PREVIOUS RESEARCH

This section presents the theoretical background and related research in the both value
relevance of fair values and the intersection between audit quality and financial reporting
quality. Furthermore, all hypotheses tested in this study are developed and presented in this
section. The first hypothesis is related to the value relevance of fair values and the following
three hypotheses are related to the effect of audit quality on the value relevance of fair values.
2.1

IFRS 13 and the value relevance of fair values

IFRS 13 requires entities to disclose a fair value hierarchy for all assets and liabilities that
have been measured using fair value accounting. Based on the inputs used to measure fair
values, the assets and liabilities are categorized into the following hierarchical levels: Level 1
(quoted prices in active markets), Level 2 (inputs other than quoted prices that are
observable either directly or indirectly, or quoted market prices for similar assets or
liabilities), and Level 3 (unobservable inputs generated by entities) (IASB, 2011).
The existing studies on the value relevance of fair values in the fair value hierarchy are
investigating the U.S. equivalent standard (Statement of Financial Accounting Standard,
SFAS 157) and U.S. data. Song et al. (2010) find that all fair values in the fair value hierarchy
under SFAS 157 are value relevant to investors. All fair values are reflected in the market
price of equity. Moreover, Song et al. (2010) show that investors place less weight on Level 3
fair value assets relative to Level 1 and Level 2 assets. By investigating a longer time period,
Goh et al. (2015) find similar results to Song et al. (2010). In addition, Goh et al. (2015) show
that the difference in value relevance between Level 1 and Level 3 decreases with time and
the difference was most pronounced during the recent financial crisis. Finally, Kolev (2009),
and Lu and Mande (2014) document similar results, insomuch as the value relevance of fair
values decreases when descending in the fair value hierarchy from Level 1 to Level 3.
All observable value relevance studies of fair values under SFAS 157 find that the information
in the fair value hierarchy is value relevant and that the value relevance decreases when
descending in the hierarchy. Considering IFRS 13 is a joint project with the Financial
Accounting Standards Board (FASB) and the standard is similar to SFAS 157, the results are
assumed to hold in a European setting. However, the results are not believed to be exactly
similar, as the value relevance of accounting numbers varies across jurisdictions (e.g.
DeFond et al., 2007). Khurana and Raman (2004) suggest that U.S. firms have a higher
information quality than their International peers due to the severe difference in litigation
risk.2 Thus, they imply that the reason for higher information quality in the U.S. can partly
be explained by the substantial higher litigation costs in the U.S. compared to other
countries. Thus, the legal environment in the U.S. leads to a unique level of earnings quality
and accounting conservatism relative to other countries (Francis and Wang, 2008). In
addition, according to Barth et al. (2012) one major difference between the U.S. and the
European settings is that the IASB’s approach relies on principles (more discretion), whereas
the FASB’s approach relies more on rules (less discretion). Hence, the increased discretion
related to fair value accounting of financial assets and liabilities might be more familiar for
European investors than for U.S. investors. Even though some judicial differences between
the U.S. and Europe exist, the U.S. findings are assumed to hold in a European setting, due
to the similarity of the two accounting standards. Given the findings of Song et al. (2010) and
Goh et al. (2015), the first hypothesis is as follows:
According to the Wingate (1997) litigation risk index, the U.S. has an index of 15, while the average of the
European countries included in the study is 5.18. This indicates that the litigation risk is substantially higher in
the U.S compared to European countries.
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H1: The value relevance of fair values decreases when descending in the fair value hierarchy
from Level 1 to Level 3.
2.2

Audit quality and financial reporting quality

The independent assurance of the credibility of accounting information given by auditors is
important for stakeholders’ decisions making (DeFond and Zhang, 2014). Given high audit
quality, stakeholders can use financial reports as decision support. Respectively, low audit
quality leads to higher information risk due to the lower credibility of accounting
information. Hence, the increased complexity of accounting information and accounting
standards increases the potential upside of auditing (DeFond and Zhang, 2014). Fair value
accounting and related management discretion under IFRS 13 has led to a higher complexity
of business transactions, thus increasing the requirements and burden on auditors
(Christensen et al., 2012). In addition, DeFond and Zhang (2014) argue that high audit
quality is suggested to constrain managerial opportunism. As discussed earlier, fair value
accounting has increased discretion among managers, which increases the information risks
related to subjectivity in financial reporting. Without internal and external monitoring, there
are substantial incentives for managerial opportunism related to fair value accounting.
Hence, the shift of focus towards fair value accounting has made high audit quality even
more important in order to assure high quality financial reporting.
The widely used definition of audit quality is that audit quality is the market assessed joint
probability that a given auditor will both discover a breach in a client’s accounting system,
and report the breach (DeAngelo, 1981). Audit quality is commonly approximated by the
auditor’s propensity to issue a going-concern report (e.g. Hope and Langli, 2010),
restatements (e.g. Dao et al., 2012), issuance of a modified audit opinion (e.g. Chen et al.,
2010), the level of discretionary accruals (e.g. Krishnan et al., 2011), audit fees (e.g. Zaman et
al., 2011), non-audit services (e.g. Habib, 2012), and with a Big-N dummy (e.g. Chen et al.,
2011). All these proxies have their strengths and weaknesses. There is no consensus about
which proxy is the best, and thus DeFond and Zhang (2014) recommend researchers to test
more than one audit quality proxy. Empirical studies show that audit quality has a positive
association with financial reporting quality, as a high audit quality increases the credibility of
financial reports (e.g. DeFond and Zhang, 2014). Thus, the quality of financial reporting is
expected to increase with the quality of the audit. A high audit quality is related to a higher
forecast accuracy of analysts (Behn et al., 2008), lower earnings management (Van Tendeloo
and Vanstraelen, 2008; Rusmin, 2010; Chen et al., 2005), a greater association between
accruals quality and stock returns (Krishnan, 2003), and a lower cost of equity for non-state
owned firms (Chen et al., 2011). Given the empirical findings, it appears that all rational
stakeholders demand independent high audit quality.
2.3

Audit quality variables

The used audit quality proxies and the related hypotheses are presented in this section.
Francis (2011) points out that audit quality is a complex concept which is difficult to define.
Hence, audit quality is approximated, based on audit inputs, the audit process, audit firms,
and institutional variables, among others (Francis, 2011). In this study, audit quality is
approximated with three separate variables. The three audit quality proxies are chosen based
on previous studies in the interface between audit quality and financial reporting quality (see
DeFond and Zhang, 2014). High audit quality and high auditor independence are expected to
increase financial reporting quality, thereby decreasing information asymmetry between
managers and shareholders. The decrease in information asymmetry is expected to increase
investors’ trust in financial statements, which should ultimately increase the value relevance
of financial statements. Hence, the premise is that high audit quality and high auditor
independence are expected to increase the value relevance of fair values.
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This study focuses on disaggregated audit quality variables in order to discover which
specific variables affect the value relevance of fair values. The first and the third audit quality
variables (BIG 4 and NON-AUDIT) are pure proxies of audit quality, and the second variable
(CLIENTIMPORTANCE) is a measure of auditor independence as a proxy for audit quality.
By studying disaggregated audit quality variables, this study presents, in a thorough manner,
which separate audit quality measures are affecting the value relevance of fair values.
Moreover, as discussed in the previous section, it is important to study more than one proxy
for audit quality, because there is no consensus in the literature on how audit quality should
be measured. Also, by studying three non-correlated audit quality measures, this study will
shed light on how audit quality affects the value relevance of fair values in an extensive way. 3
Finally, the hypotheses presented in this section predict an association between the audit
variables and the value relevance of fair value estimates. The hypotheses focus on fair value
estimates, as Level 3 fair values have higher subjectivity and discretion compared to the
other fair values in the fair value hierarchy. Due to almost no discretion related to Level 1 fair
values and very little discretion related to Level 2 fair values, it is assumed that the control
mechanisms of external audit is not significantly affecting the value relevance of these two
levels of fair values.
BIG 4 is a dummy variable that equals 1 if the firm is audited by a Big 4 auditor and zero
otherwise. The consensus in audit literature is that the audit quality of Big 4 auditors is
superior to that of non-Big 4 auditors (Lawrence et al., 2011).4 According to Francis et al.
(1999), Big 4 auditors constrain opportunistic behaviour and aggressive reporting. In
addition, as large audit firms (i.e. Big 4) are more concerned about protecting their
reputation, they have more incentive to provide high audit quality (Behn et al., 2008).
Furthermore, Lawrence et al. (2011) claim that Big 4 audit firms provide superior audit
quality as they can support more robust training programmes and use standardized audit
methodologies. Due to investment in internal and external training, it can be argued that Big
4 audit firms have more in-house knowledge than non-Big 4 firms. However, all these
positive effects are documented on U.S. samples. The Big 4 effect on audit quality is not as
excessive in European countries. For example, Maijoor and Vanstraelen (2006) do not find a
Big 4 audit quality effect in Europe. Instead, they (Maijoor and Vanstraelen, 2006) show that
the Big 4 audit quality effect is positively related to investor protection, as litigation risks are
positively associated with investor protection. Furthermore, Francis and Wang (2008) find
that Big 4 auditors have no effect on earnings quality if the investor protection environment
is weak. In addition, Khurana and Raman (2004) show that litigation risk rather than name
reputation protection drives the Big 4 effect. Hence, the effect from the Big 4 audit firms on
audit quality is assumed to be highest in the U.S., while decreasing in other with the level of
investor protection and litigation risk. As this paper studies European jurisdictions with
lower litigation risks than in the U.S., it can be argued that the positive Big 4 audit quality
effect is not as significant as in studies analysing U.S. firms.
Empirical studies on U.S. data show that Big 4 clients have lower discretionary accruals (e.g.
Francis et al., 1999), a lower cost of capital (Khurana and Raman, 2004), higher analysts’
forecast accuracy (Behn et al., 2008), and higher earnings quality (Francis and Wang, 2008)
than non-Big 4 clients. However, studies on European countries with relatively lower
investor protection and litigation risk fail to find these positive effects of Big 4 audit firms.
For example, Gul et al. (2013), Maijoor and Vanstraelen (2006), and Francis and Wang
(2008) do not find a significant association between accounting quality and Big 4 auditors in
countries with weaker investor protection environments. Hence, as investor protection and
litigation risk varies across countries in the sample,5 the Big 4 may have a positive effect in
See Table 4 in Section 2.3. The three chosen audit quality variables are not significantly correlating with each
other.
4 Starting from here Big 4 is used for all Big N combinations (e.g. Big 5, Big 6, and Big 8).
5 The Wingate (1997) litigation risk index varies between 1.65 and 10.0. Where eastern European countries have
the lowest index values and the U.K. is the country with the highest index value.
3
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some countries while a negative effect in others, making it difficult to predict the sign of the
Big 4 audit quality effect. However, theoretically, Big 4 auditors should increase accounting
quality, as Big 4 auditors are expected to have more in-house knowledge about complex
financial reporting, such as fair values of financial assets and liabilities. Hence, Hypothesis
2a is stated as follows:
H2a: Big 4 auditor is positively associated with the value relevance of fair value estimates.
CLIENTIMPORTANCE is measured as the client’s total audit fee divided by the audit firm’s
revenue. Hence, a higher value indicates a more important and influential client. Client
importance is suggested to be a measure of auditor independence as a proxy for audit
quality. DeAngelo (1981) defines auditor independence as the probability that an auditor will
report a discovered breach. Thereby auditor independence can be regarded as one of the two
parts in the classic audit quality definition by DeAngelo (1981), discussed in Section 2.2, and
should thus be a functional proxy for audit quality. As failure to report faults in the financial
statements affects shareholders’ value negatively, auditor independence is important for
investors. Thus client importance should also be of high significance for investors. Prior
research argues that auditors report favourably in order to retain important clients (Francis
and Yu, 2009). That is, if a certain client is very important to the auditor firm, they might
compromise the required auditor independence in order to keep that certain client. This
auditor behaviour is known as economic bonding (DeAngelo, 1981). Due to potential
impairment of auditor independence, economic bonding is expected to decrease the audit
quality. However, Reynolds and Francis (2000) claim that the auditor’s incentive to avoid
litigation costs from misreporting is stronger than the economic bonding incentive. Thereby,
client importance is suggested to not impair auditor independence in jurisdictions with
severe litigation risks. However, as European countries are characterized as countries with
lower levels of litigation risks compared to the U.S. (e.g. Francis and Wang, 2008), it can be
argued that economic bonding is stronger than litigation risks in European countries.
In an empirical study, Chen et al. (2010) find that client importance is positively associated
with the probability of receiving a modified audit opinion, given harsh regulations regarding
audit failure. They (Chen et al., 2010) argue that auditors are more likely to compromise
audit quality for economically important clients when the investor protection environment is
weak. That is, client importance leads to lower audit quality in countries with less severe
litigation risk. This empirical finding strengthens the assumption above; that the association
between client importance and auditor independence is affected by litigation risk related to
audit failure. Therefore, the association is expected to be negative in environments with less
litigation risk (e.g. Continental European countries). In addition, Sharma et al. (2011)
document a positive association between client importance and earnings management. They
(Sharma et al., 2011) show that firms that are more influential over their audit firm tend to
use more income-increasing earnings management than less influential clients. Investor
seem to find client importance to be negative for information quality, as Khurana and
Raman (2006) find that economic dependence increases the cost of equity of the client. The
client importance literature seems to assume that client importance impairs auditor
independence, thereby decreasing both audit and information quality, given lower litigation
risks. Thus, Hypothesis 2b is stated as follows:
H2b: Client importance is negatively associated with the value relevance of fair value
estimates.
NON-AUDIT is measured as the sum of all non-audit services related to the auditing, paid
both to the engaged audit partner’s audit firm and to other audit firms. Still, financial firms
do not tend to appoint other than the engaged audit firms for non-audit services, meaning
that NON-AUDIT is the non-audit services fee paid to the engaged audit firm in most of the
cases. However, as separated data is difficult to obtain, this study uses the sum of all nonaudit services as the proxy of non-audit fees. Examples of audit-related services are:
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accounting consultation, support of mergers and acquisitions, internal control review, and
other similar services. Hence, tax-related consulting is not included in non-audit services.
The non-audit fees are scaled with the total audit fee in order to reduce the impact of firm
size, as it can be argued that larger firms have higher non-audit fees (e.g. Antle et al., 2006).
Studies on non-audit services document a knowledge spillover effect, meaning that insights
learned from performing an audit can enhance the quality of non-audit services, and vice
versa (Krishnan and Yu, 2011). The knowledge spillover indicates that the audit and nonaudit services supplier becomes familiar with the client and the client’s industry, thus
generating a higher audit quality. This ultimately leads to higher information quality.
Moreover, firms can appoint other audit firms than the engaged audit firm to assist in the
valuation of fair value estimates (Level 3).6 The more the audit firms assist in the valuation of
fair values, the higher the non-audit fees. Hence, non-audit services are suggested to increase
the information quality of fair value estimates.
Empirical studies show that non-audit services decrease abnormal accruals, thereby
increasing accounting quality (Antle et al., 2006; Lim and Tan, 2008). Moreover, non-audit
services reduce information risk of investments, by increasing predictability of future cash
flows and decreasing cost of capital and the bid-ask spread (Nam and Ronen, 2012). In
addition, Koh et al. (2013) show that firms that request more non-audit services have higher
earnings quality. The consensus in these empirical studies is that non-audit services are
positively related with financial reporting quality, and should thus be beneficial for
stakeholders. Even though early audit literature starting from DeAngelo (1981) argues that
non-audit services weaken auditor independence, more recent research has shown that there
is no substantial relation between auditor independence and non-audit services (e.g. DeFond
et al., 2002; Ghosh et al., 2009). This is especially evident in environments characterized by
low litigation risk (Hope et al., 2010). Hence, it is argued that non-audit services do not
affect auditor independence in the same way as client importance, at least in a European
setting.7 Given the positive effects from knowledge spillover and that non-audit services are
used to increase the validity of fair value estimates, it can be expected that non-audit services
have a positive effect on the value relevance of fair value estimates. Hence, Hypothesis 2c is
stated as follows:
H2c: Non-audit services fee is positively associated with the value relevance of fair value
estimates.

According to an EU directive, firms cannot buy non-audit services related to the valuation of assets and
liabilities from the audit firm that is responsible for the statutory audit (European Union, 2014). However, firms
can appoint other audit firms or non-audit firms to consult in the valuation of fair values. Hence, the more
services related to valuation a firm requires, the higher valued their non-audit services become, without affecting
auditor independence.
7 Khurana and Raman (2004) argue that the litigation risk is substantially lower in other countries than in the
U.S.
6
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3

DATA AND RESEARCH DESIGN

3.1

Sample

The data used in this study has been collected from annual reports, Thomson databases, and
the Orbis database in order to create a unique data set suitable for this study. The fair values
per level in the fair value hierarchy as well as total assets and total liabilities are handcollected from firms’ annual reports of 2013 and 2014. The sample is limited to 2013 and
2014 as IFRS 13, the standard that stipulates the use of the fair value hierarchy, was adopted
in 2013. Firm-specific data such as earnings per share, share prices, auditor, audit fees, and
non-audit fees are collected from Thomson databases. Finally, the audit firm revenue is
collected from the Orbis database.
The starting sample consists of listed financial firms from all 29 EU countries as well as
listed financial firms from Switzerland, Norway, Iceland, and Liechtenstein. 8 Following prior
research (Song et al., 2010; Kolev, 2009; Goh et al., 2015,) financial firms are chosen (GICS
40XX) because firms in the financial industry have significant amounts of fair value assets
and liabilities. An analysis of other industries would have limited interested, as the primary
product of other firms is not financial instruments and hence firms from other industries
should not have substantial amounts of financial assets and liabilities measured at fair value.
Given low levels of fair values in other industries, the cross-sectional variation in the sample
would be limited. Similarly to Kolev (2009), real estate firms are excluded from the financial
firms. Firms with an abnormal fiscal year-end are also excluded. Likewise, banking,
financial, and insurance firms with total assets below 5 million euros as well as stocks valued
less than 0.10 euro (by April 30th) are excluded from the sample. Furthermore, illiquid
stocks, traded less than 25 % of the trading days, are excluded. Micro firms and firms with
abnormal stocks are also excluded as the substantial noise related to abnormal and illiquid
stocks would bias the results of the study. Moreover, firms not disclosing sufficient data of
the fair value hierarchy are excluded from the sample. Finally, to avoid the effect from
extreme outliers, all 28 observations with an absolute studentized residual greater than 2
when estimating Equation 1 are eliminated from the sample.9 The final sample used to test
Hypothesis 1 consists of 546 firm-year observations from years 2013 and 2014.10 Later, when
testing Hypothesis 2, the sample size is reduced due to the lack of complete data for the audit
quality proxies.

8 The members of the European Economic Area (Norway, Iceland, and Liechtenstein) are included in the sample
because they are European countries and they adopted IFRS at the same time as the EU countries in 2005. The
vast majority of financial firms in Switzerland follow IFRS or US GAAP.
9 The elimination of outliers by calculating absolute studentized residuals is done similarly as Song et al. (2010).
10 The distribution of the sample according to their home country is presented in Table 2. Estonia, Czech
Republic, Latvia, and Iceland are excluded due to the lack of observations.
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Table 1 Sample selection process
Number of
observations

Category
GICS 40XX firms in the EU, EAA, and Switzerland

848

Real estate firms (GICS 4040)

219

GICS 4010-4030 firms

629

Abnormal fiscal year

112

Micro firms

17

Abnormal stocks

64

Insufficient data

129

Unique observations

307

Observations for 2013-2014

614

Missing data

40

Outliers

28

Final sample for hypotheses 1

546

Insufficient audit data

36-252

Final sample for hypotheses 2
294-410
Table 1 presents the sample selection process. Abnormal fiscal year is non-December fiscal year end,
Micro firms are firms with total assets below 5 million euro, Abnormal stocks are stocks below 0.10
euro and illiquid stocks traded less than 25% of the trading days, Insufficient data are observations
with insufficient fair value disclosures, and Outliers are observations with absolute studentized
residuals above 2.
Table 2 Distribution of observations
Country

Observations

Country

Observations

Austria

20

Hungary

8

Poland

41

Belgium

14

Ireland

7

Portugal

3

Bulgaria

8

Italy

55

Romania

3

Croatia

4

Liechtenstein

2

Slovakia

2

Cyprus

4

Lithuania

4

Slovenia

7

Denmark

33

Luxembourg

4

Spain

24

Finland

15

Malta

5

Sweden

36

France

33

Netherlands

14

Switzerland

43

Germany

Norway

Country

Observations

United Kingdom

48
17
80
Greece
12
Table 2 presents the distribution of observations. The final sample of 546 observations is distributed
across 28 European countries.

3.2

Descriptive statistics

Table 3 provides descriptive statistics of the variables used to test the value relevance of fair
values. The mean share price is 18.33 euro, the mean of Level 1, Level 2, and Level 3 assets
per share are 37.43, 36.18, and 12.79 euro, respectively. The mean of the combination of
Level 1 and Level 2 liabilities, and Level 3 liabilities per share are 32.99 and 5.74 euro,
respectively. Moreover, the mean of earnings per share excluding extraordinary items (EPS)
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is 1.29 euro. Finally, the sample consists of relatively large financial firms, as the average
(median) total assets is 127.47 (6.14) billion euro and the average (median) of total liabilities
is 116.06 (5.60) billion euro (not tabulated).
Table 3 Panel A: Test variables (per share)
Variable

Mean

Median

Maximum

Minimum

Std. Dev.

25th
Perc.

75th
Perc.

NonZero

PRICE

18.33

9.07

206.50

0.11

26.53

2.48

22.68

100.00 %

NFVA

103.94

18.03

3893.67

0.00

280.88

3.26

91.77

100.00 %

FVA1

37.43

7.46

2742.84

0.00

140.82

0.18

28.04

88.83 %

FVA2

36.18

1.31

1400.15

0.00

126.56

0.02

17.43

80.40 %

FVA3

12.79

0.28

684.81

0.00

60.94

0.00

2.55

79.67 %

NFVL

131.58

21.55

3834.79

0.00

347.99

2.75

110.77

99.63 %

FVL12

32.99

0.23

1458.36

0.00

126.49

0.00

10.42

70.15 %

FVL3

5.74

0.00

574.73

0.00

42.20

0.00

0.04

34.07 %

EPS

1.29

0.51

20.60

-12.41

2.87

0.05

1.45

100.00 %

Mean

Median

Maximum

Minimum

Std. Dev.

25th
Perc.

75th
Perc.

FVA/Total Assets

42.68 %

36.76 %

100.00 %

0.00 %

33.01 %

12.57 %

72.23 %

FVA1/Total Assets

22.56 %

13.28 %

100.00 %

0.00 %

25.42 %

1.98 %

38.25 %

FVA2/Total Assets

12.34 %

3.45 %

90.03 %

0.00 %

18.54 %

0.10 %

17.12 %

FVA3/Total Assets

7.78 %

0.52 %

99.95 %

0.00 %

19.15 %

0.02 %

3.17 %

FVL/Total Liabilities

16.03 %

1.56 %

100.00 %

0.00 %

28.61 %

0.00 %

14.84 %

FVL12/Total Liabilities

12.57 %

0.95 %

99.93 %

0.00 %

24.58 %

0.00 %

10.77 %

FVL3/Total Liabilities

3.46 %

0.00 %

100.00 %

0.00 %

15.41 %

0.00 %

0.09 %

Panel B: Relative size of variables
Variable

Panel A of Table 3 presents descriptive statistics of the test variables. The number of observations is

546. Panel B of Table 3 presents the relative size of the test variables. PRICE is the closing share price
of April 30th. NFVA is the non-fair value assets per share. FVA1, FVA2, and FVA3 are fair values of
assets per share for every single level of the fair value hierarchy. NFVL is the non-fair liabilities per
share. FVL12 is Level 1 and 2 liabilities per share combined into one variable. FVL3 is the Level 3
liabilities per share. FVA (FVL) is all fair values assets (liabilities) combined into one variable. EPS is
the earnings per share excluding extraordinary items. Non-Zero indicates the percentage of
observations that do not report zero for the specific variable.

The Non-Zero column in Table 3 presents the percentage of observations that disclose above
zero values of the specific variable. As high as 88.83 % disclose Level 1 fair value assets.
80.40 % disclose Level 2 assets and 79.67 % disclose Level 3 assets. Panel B of Table 3
presents the relative size of the fair value variables. The average amount of fair values to total
assets is 42.68 %. On average, 7.78 % of the total assets are classified as Level 3 fair value
assets.11 These numbers indicate that fair values are widely used by financial firms in Europe.
The statistics indicate that a significant amount of total assets do not have an observable
market price (Level 3). The value of 7.78 % of total assets is estimated in-house. The
extensive use of fair values among financial firms increases the estimation uncertainty
discussed in Christensen et al. (2012), making it important to investors that these fair values
represent relevant and reliable values.

11

Chong et al. (2012) document that U.S. banks value 6.41 % of their total assets as Level 3 assets.
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The percentage of observations with above zero Level 1 and Level 2 liabilities is 70.15 %,
while Level 3 fair value liabilities accounts for 34.07 %. That is, about every third financial
firm in the sample disclose Level 3 liabilities in their balance sheet. Around 16.03 % of the
total liabilities are disclosed as fair values and 3.46 % of the total liabilities are disclosed as
Level 3 fair value liabilities. Compared to fair values assets, which count for 42.68 % of the
total assets, the use of fair value liabilities seems to be less common. Hence, this paper will
focus on the how audit quality affects the value relevance of fair value assets.
Descriptive statistics about the audit variables are presented in Table 4. The vast majority of
the sample firms (86 %) engage auditors from Big 4 audit firms. The mean client importance
is 1.68 %, indicating that, on average, the total audit fee paid to the auditor firm represents
1.68 % of the audit firm’s revenue. The median of 0.25 % indicates that a large amount of
firms in the sample are small non-influential clients to their respective audit firms. The
maximum client importance of 28.55 % indicates that in the sample there are firms that are
important to the audit firms. The average of non-audit fees is 1.78 million euro and the
median fee for non-audit services is 0.22 million euro. A correlation analysis presented in
Panel B of Table 4 indicates that firms with a Big 4 auditor tend to be more important to the
audit firm and request less non-audit services. Furthermore, more important clients tend to
request more non-audit services. However, none of the correlations are significant.
Table 4 Descriptive statistics of audit variables
Panel A: Descriptive statistics

Variable
BIG 4

Mean

Median

Maximum

Minimum

Std.
Dev.

Observations

0.86

1.00

1.00

0.00

0.34

510

CLIENTIMPORTANCE

1.68 %

0.25 %

28.55 %

0.00 %

3.94 %

393

NON-AUDIT

1.78

0.22

42.02

0.00

5.23

294

BIG 4

Client importance

Panel B: Correlations

BIG 4

NON-AUDIT

1

CLIENTIMPORTANCE

0.058

1

(0.274)
NON-AUDIT

-0.060

0.076

(0.324)

(0.221)

1

Table 4 presents descriptive statistics about the audit variables. BIG 4 is a dummy variable that equals
1 if the firm has a Big 4 auditor and 0 otherwise. CLIENTIMPORTANCE is measured as total audit fee
relative to the revenue of the audit firm. NON-AUDIT is measured in million euros. Panel B provides a
Pearson’s correlation matrix of the board variables. The numbers in bold and in parentheses are pvalues.

3.3

Research design

Before testing whether audit quality affects the value relevance of fair values, this paper
analyses the overall value relevance of fair values. This is done in order to compare the initial
findings of this paper with earlier research on the value relevance of fair values. To test the
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value relevance of fair values, a modified Ohlson (1995)12 model, as suggested by Song et al.
(2010) and Goh et al. (2015), is estimated with an OLS-regression. In order to reduce scale
effects, all variables have been share-scaled as proposed by Barth and Clinch (2009). The
model used to test Hypothesis 1 is as follows:
ܲ݁ܿ݅ݎ௧ ൌ  ߚ  ߚଵ ܰܣܸܨ௧  ߚଶ ͳܣܸܨ௧  ߚଷ ʹܣܸܨ௧  ߚସ ͵ܣܸܨ௧  ߚହ ܰܮܸܨ௧  ߚ ʹͳܮܸܨ௧ 
ߚ ͵ܮܸܨ௧  ߚ଼ ܵܲܧ௧  ߝ௧ (1)
Priceit is the price of one share of firm i four months13 after the end of the fiscal year t (i.e.
April 30). NFVAit (NFVLit) is the non-fair value of assets (liabilities) per share of firm i at the
end of the fiscal year t. FVAit (FVLit) is the fair value of assets (liabilities) per share of firm i
related to Level 1, Level 2, or Level 3 of the fair value hierarchy at the end of the fiscal period
t. Similarly to Song et al. (2010) and Goh et al. (2015) Level 1 and Level 2 liabilities are added
together into one variable (FVL12). EPSit is the earnings per share excluding extraordinary
items of firm i at the end of the fiscal period t.
When testing Hypothesis 1, Equation 1 is estimated with the sample consisting of 546 firmyear observations from 2013 and 2014. Equally to Song et al. (2010) and Goh et al. (2015),
the levels of fair value assets (liabilities) are considered value relevant if their coefficients are
positive (negative) and significantly different from the value of zero.
To test Hypotheses 2a-2c, every audit variable is tested with separate but similar regression
analyses. The AUDIT variable in Equation 2 represents the specific audit quality variable:
Big 4, client importance, or non-audit fees. Following Song et al. (2010), AUDIT is included
in Equation 1 as an interaction variable and as a separate independent variable.
Furthermore, following Song et al. (2010), the effect of an external audit is only tested on the
three levels of fair value assets (FVA1, FVA2, and FVA3), because the frequency and amount
of fair value assets exceed those of fair value liabilities. Coefficients ߚହ ǡ ߚ ǡand ߚ in Equation
2, indicate how the valuation coefficients for FVA1, FVA2, and FVA3 are affected by the
specific audit variable. To make the interaction coefficients more intuitive, the firms are
sorted into rank deciles from 0 to 9 and then scaled by 9, with an exception of Big 4 which is
a dummy-variable.14 The regression analysis used to test Hypotheses 2a-2c is as follows:
ܲ݁ܿ݅ݎ ൌ  ߚ  ߚଵ ܰܣܸܨ  ߚଶ ͳܣܸܨ  ߚଷ ʹܣܸܨ  ߚସ ͵ܣܸܨ  ߚହ ͳܣܸܨ ܶܫܦܷܣ כ  ߚ ʹܣܸܨ כ
ܶܫܦܷܣ  ߚ ͵ܣܸܨ ܶܫܦܷܣ כ  ߚ଼ ܰܮܸܨ  ߚଽ ʹͳܮܸܨ  ߚଵ ͵ܮܸܨ  ߚଵଵ ܵܲܧ  ߚଵଶ ܶܫܦܷܣ  ߝ
(2)

The fundamental Ohlson (1995) model is as follows: MVE = α + β1*BVE + β2*NI + ε. The market value of
equity (MVE) is regressed on the firms’ book value of equity (BVE) and net income (NI). This fundamental model
has been used extensively in prior value relevance studies (e.g. Barth et al., 2008).
13 Following Barth et al., (2014), the price at four months after the fiscal year-end is used to ensure that the
accounting information in year-end financial statements has been absorbed by investors.
14 The client importance and non-audit fees variables are first ranked, then divided into deciles from 0 to 9 (where
0 indicates that the firm belongs to the bottom decile and 9 indicates that the firm belongs to the top decile), and
finally the deciles are scaled with 9. This decile ranking system means that the 10 percent of the lowest ranked
firms get an AUDIT-value of 0 and the 10 percent of the highest ranked firms get an AUDIT-value of 1. The decile
ranking process is made separately for client importance and non-audit fees, meaning that firms receive separate
AUDIT-values for client importance and non-audit services. The decile ranking approach follows Song et al.
(2010).
12
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4

RESULTS

4.1

Value relevance of fair values

Before analysing whether the value relevance of fair values are affected by external audit
variables, the overall value relevance of fair values is presented. Table 5 presents the results
from estimating Equation 1 with the sample of 546 firm-year observations. The adjusted Rsquared of 0.846 indicates that book values of assets and liabilities, and earnings seem to
affect the market price severely.15 The coefficients for Level 1, Level 2 and Level 3 fair value
assets are 0.329, 0.341, and 0.349, respectively. However, the coefficients are quite small
compared to the coefficients in the U.S. studies. Song et al. (2010) report coefficients
between 0.683 and 0.968, and Goh et al. (2015) report coefficients between 0.87 and 1.02.
As this study is the first to conduct a similar study on European data, no comparable
numbers are observable in the literature. The lower coefficients could be explained by the
fact that the value relevance of accounting numbers varies across jurisdictions (e.g. DeFond
et al., 2007). The value relevance of fair values is also positively related to the investor
protection environment (Siekkinen, 2015), indicating that U.S. firms should have higher
value relevance of fair values than European firms. A second potential explanation to the
severe difference is litigation risk (Khurana and Raman, 2004). U.S. firms have higher
information quality due to the substantial higher litigation costs in the U.S. compared to
European countries. A third potential explanation could be that investors in European
financial firms have lower trust in fair value accounting than investors in U.S. financial
firms. Moreover, the fair value coefficients vary across the 28 European countries included in
the sample.16
The differences in these valuation coefficients are not significant, indicating that all fair value
assets are valued equally in a European setting. Hence, investors are willing to pay equally
much for assets valued at market prices (Level 1) and assets valued according to estimates by
the firms themselves (Level 3). These findings are quite interesting, as U.S. studies (e.g. Song
et al., 2010) document that the value relevance of fair values decreases when descending in
the fair value hierarchy. However, Goh et al. (2015) find by analysing a time period from
2008 to 2011 that the differences in the valuation coefficients decrease over time. In fact,
Goh et al. (2015) document no significant differences in the value relevance between Level 1,
Level 2 and Level 3 assets in the final year of their study (i.e. 2011). Given the finding in Goh
et al. (2015), one potential explanation to the findings in Table 5 could be that investors
become used to the fair value hierarchy and focus less on the different levels in the hierarchy.
Another explanation could be that the differences in the value relevance of the fair value
assets are only observable during the recent financial crisis. Song et al. (2010) find
significant differences during the fiscal year of 2008 and Goh et al. (2015) find strong
significant differences only during the fiscal years of 2008 and 2009.

15 The adjusted R-squared (0.846) is fairly high for a value relevance study. However, e.g. Goh et al. (2015) report
an adjusted R-squared of 0.74, when estimating Equation 1 on a U.S. data set.
16 There are differences across the sample countries, which introduce heterogeneity in the sample. Some of the
countries have lower valuation coefficients while others have higher valuation coefficients. For example, a sample
consisting of only U.K. (German) financial firms yields Level 1, Level 2 and Level 3 coefficients of 1.00 (0.20),
0.81 (0.18), and 0.57 (0.18), respectively. By comparing U.K. with German financial firms, it is clear that the
valuation coefficients vary across countries. However, due to few observations in some countries, a pooled sample
is used in the analysis. Country fixed effects are used to mitigate heterogeneity.
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Table 5 Value relevance of fair values
Whole sample
Independent
variables

Coeff.

Robust Std.
Error

t-stat

Intercept
NFVA

4.084

1.172

3.483

0.001

***

0.315

0.061

5.164

0.000

***

FVA1

0.329

0.061

5.368

0.000

***

FVA2

0.341

0.061

5.602

0.000

***

FVA3

0.349

0.062

5.646

0.000

***

NFVL

-0.323

0.062

-5.245

0.000

***

FVL12

-0.324

0.063

-5.115

0.000

***

FVL3

-0.345

0.063

-5.495

0.000

***

EPS

4.733

0.654

7.236

0.000

***

Difference

F-stat

p-value

FVA1 = FVA2

0.012

0.906

0.342

FVA1 = FVA3

0.020

2.051

0.153

FVA2 = FVA3

0.008

0.619

0.432

n
Adj. R-squared

p-value

546
0.846

Country

Yes

Year

Yes

FVA1=NFVA

0.014

3.679

0.056

*

FVA2=NFVA

0.026

3.906

0.049

**

FVA3=NFVA
0.035
5.749
0.017 **
Table 5 presents the results of the regression analysis. *, **, *** indicate statistical significance at the
0.10, 0.05, and 0.01 levels. The dependent variable is PRICE. NFVA is the non-fair value assets per
share. FVA1, FVA2, and FVA3 are fair values of assets per share for every single level of the fair value
hierarchy. NFVL is the non-fair liabilities per share. FVL12 is Level 1 and 2 liabilities per share
combined into one variable. FVL3 is the Level 3 liabilities per share. EPS is the earnings per share
excluding extraordinary items. Country and Year indicate that country and year fixed effects have
been used. The within model differences in coefficients are tested with Wald’s test. The standard
errors are adjusted using White cross-section standard errors and covariance correction.

In addition, the results in Table 5 show that the difference between the fair value coefficients
and the non-fair value coefficient is significant. That is, investors are willing to pay more for
fair value assets than they are for non-fair value assets. Moreover, the coefficient for the
combination of Level 1 and Level 2 liabilities (-0.324) is not significantly different from the
Level 3 liabilities coefficient (-0.345). Thus, investors do not value fair value liabilities
differently, depending on the level in the fair value hierarchy. Finally, the results indicate
that earnings (EPS) are strongly associated with the market price. Even though Table 5
presents that all fair values are value relevant, the value relevance of fair values is not
monotonically decreasing when descending from Level 1 to Level 3. Thus, this paper finds no
support for Hypothesis 1.
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4.2

Audit quality and the value relevance of fair values

All of the three audit variables are tested separately. Table 6 presents the results from
estimating Equation 2, with three different audit variables. For each regression, AUDIT is
replaced with the tested audit quality variable.
For the first variable, Big 4, the coefficient for FVA3*AUDIT (-0.395) is quite surprisingly
negative.17 This finding indicates that investors have lower trust in fair value estimates made
by firms with a non-Big 4 auditor than in estimates made by firms with a Big 4 auditor. In
contradiction to the theoretical assumption that Big 4 auditors are associated with higher
audit quality, it appears that the information quality of fair value estimates is lower for firms
with a Big 4 auditor. One potential explanation (which is discussed more thoroughly in
Sections 2.3 and 4.3) could be that firms with Big 4 auditors are obtaining a positive effect on
information quality only if the firm’s home country has a strong investor protection
environment (e.g. the U.S.). Maijoor and Vanstraelen (2006), among others, show that the
Big 4 audit quality effect is positively related to investor protection. The argument is that
countries with stronger investor protection have higher litigation risks for audit firms,
meaning that Big 4 auditors have more to lose from low audit quality in countries with
stronger investor protection. Hence, the Big 4 audit quality effect is not necessarily
observable in countries with weaker investor protection. The finding of a negative coefficient
for the Level 3 interaction variable implies that the sample of this study represents countries
with overall low investor protection. This could explain why the regression analysis is not
yielding a positive coefficient for the interaction variable FVA3*AUDIT.
Moreover, it appears that having a Big 4 auditor increases the value relevance of market
values (Level 1). One possible explanation is that Big 4 auditors require higher accounting
conservatism (Francis and Wang, 2008) which decreases the value of Level 1 assets in the
balance sheet, thus increasing the coefficient for Level 1 assets.18 When the results are taken
together, as Big 4 auditors do not affect the value relevance of fair value estimates positively,
Hypothesis 2a is rejected.19

The finding indicates that the coefficient for Level 3 assets is 0.787 for firms with a non-Big 4 auditor and 0.392
for firms with a Big 4 auditor. The difference in these two coefficients is strongly significant.
18 This also holds for non-fair value assets. Non-tabulated analysis shows that firms with a Big 4 auditor report
higher value relevance of non-fair value assets.
19 Due to the discussion that audit quality seems to vary across Big 4 audit offices depending on the size of the
firm (e.g. Francis & Yu, 2009), an additional analysis tests whether the value relevance of fair values is affected by
the size of the national audit firm. The additional non-tabulated finding indicates that the size of the national
audit firm is not significantly affecting the value relevance of fair value estimates.
17

-0.395

-0.377

-0.373

-0.387

4.470

0.859

FVA3*AUDIT

NFVL

FVL12

FVL3

EPS

AUDIT

510

Yes

0.835

10.061

-8.193

-7.897

-7.907

-2.787

-0.357

1.812

6.764

2.448

1.677

8.018

2.945

t-stat

***

***

***

***

***

*

***

**

*

***

***

4.185

5.055

-0.334

-0.250

-0.256

-0.137

0.010

-0.008

0.418

0.254

0.268

0.252

-1.328

Coeff.

393
Yes

0.878

2.504

7.611

-5.239

-4.067

-4.225

-1.889

0.343

-0.438

5.110

3.564

4.296

4.127

-0.933

t-stat

CLIENTIMPORTANCE

**

***

***

***

***

*

***

***

***

***

Yes

0.847

294

-2.148

4.572

-0.433

-0.319

-0.327

0.079

0.008

0.015

0.388

0.321

0.335

0.333

0.793

Coeff.

-1.108

6.070

-5.202

-3.648

-3.679

1.851

0.341

0.288

4.758

3.709

3.637

3.807

0.461

t-stat

NON-AUDIT

***

***

***

***

*

***

***

***

***

Year
Yes
Yes
Yes
Table 6 presents the results of three regression analyses which include specific audit variables. *, **, *** indicate statistical significance at the 0.10, 0.05, and
0.01 levels. The independent variables are similar to the ones in Table 5. In addition, AUDIT which is the specific audit variable for every specific regression is
included as an interaction variable. BIG 4 is a dummy variable that equals 1 if the firm has a Big 4 audit firm and 0 otherwise. CLIENTIMPORTANCE is the
total audit fee divided with the audit firm’s revenue. NON-AUDIT is the auditor fee not related to audit divided by the total audit fee. Country and Year
indicate that country and year fixed effects have been used. The standard errors have been corrected using White cross-section standard errors and covariance
correction.

Country

Adj. R-squared

0.899

-0.066

FVA2*AUDIT

n

0.787

FVA2

0.188

0.450

FVA1

FVA1*AUDIT

0.197

NFVA

FVA3

3.353

0.370

Intercept

Coeff.

Independent
variables

BIG 4

Table 6 Audit quality and the value relevance of fair values
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For the third variable, non-audit fees, this study finds that non-audit fees have a positive and
significant association with the value relevance of fair value estimates (FVA3*AUDIT =
0.079). The larger the ratio between non-audit fees and total fees to the audit firms, the
higher the value relevance of Level 3 assets. Thus, consulting and other services included in
non-audit services increase the information quality, thereby decreasing the information risk
of fair value estimates. Investors trust fair value estimates made by firms requiring more
non-audit services. This result is in line with the knowledge spillover theory, meaning that
the auditor providing the audit and non-audit services becomes familiar with the client and
the client’s industry and can thus generate higher audit quality, which ultimately leads to
higher information quality. Aligned with the findings in Koh et al. (2013), these findings
indicate that non-audit services offered by audit firms are associated with improved audit
and financial reporting quality in client firms via auditors’ synergies and knowledge transfer.
Moreover, it can be argued that audit firms have more knowledge in fair value accounting
than other firms, and thus assist financial firms in the valuation of exotic financial assets and
liabilities. The knowledge spillover and consulting services included in the non-audit services
could explain why firms with more non-audit services disclose fair value estimates (Level 3)
of a higher information quality.
Even though early literature (e.g. DeAngelo, 1981) argues than non-audit services impair the
independence between the client and auditor, the findings in this study are in line with
current literature suggesting that non-audit services do not affect auditor independence (e.g.
DeFond et al., 2002; Ghosh et al., 2009). As non-audit services increase the value relevance
of fair value estimates, it can be argued that the market does not perceive non-audit services
as an impairment of auditor independence. Furthermore, as the correlation analysis
presented in Table 4 shows that non-audit services are not correlated with client importance,
it can be assumed that non-audit services do not affect auditor independence significantly.
Hence, from an investor’s point of view, the beneficial increase in financial reporting quality
is higher than the cost occurring from the potential decrease in auditor independence. Due to
the positive and significant association between non-audit fees and the value relevance of
fair value estimates, Hypothesis 2c cannot be rejected.
To summarize the main findings, non-audit services have a positive effect and client
importance has a negative effect on the value relevance of fair value estimates. Investors
appear to place more trust in fair value estimates made by firms that request more non-audit
services and firms that are less important to their auditing firm than firms that may
influence auditor independence in the form of economic bonding and firms that request less
non-audit services. Hence, it can be argued that firms should request more non-audit
services related to the valuation of financial assets, from non-engaged audit firms. Non-audit
services increase value relevance and thereby investors’ trust of fair value assets. Finally, the
results indicate that having a Big 4 auditor is not necessarily positive for the information
quality of fair values in a European setting.
4.3

Additional analyses

Due to the contradictorily results for the Big 4 audit quality proxy, it is of interest to
investigate potential explanations for the findings. One possible explanation might be that
Big 4 auditor behaviour is not uniform throughout the World (Francis and Wang, 2008).
Francis and Wang (2008) show that the positive effect on information quality from
appointing a Big 4 auditor is only observable in countries with stricter investor protection
regimes. They (Francis and Wang, 2008) argue that in the absence of investor protection,
Big 4 auditors do not have the incentive to enforce high quality accounting. Hence, as an
additional analysis, the sample is split into two clusters of countries; one cluster with
stronger legal traditions and another cluster with weaker legal traditions. The difference in
investor protection in Europe can be approximated with legal traditions. For example Leuz et
al. (2003) show that countries with English, German, and Scandinavian legal origins have
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higher investor protection than countries with French and Spanish legal origins. Hence,
European countries can be divided into two different clusters depending on their
geographical location. In this additional analysis, the countries are divided into two clusters.
The first cluster includes Nordic countries (Denmark, Finland, Norway, and Sweden),
German countries (Austria, Germany, Liechtenstein, and Switzerland), Benelux countries
(Belgium, Luxembourg, and the Netherlands), and English countries (Ireland and the United
Kingdom). The remaining 15 countries are regarded as Eastern or Southern European
countries and are thus classified as countries with relatively lower investor protection.44
Table 7 Big 4 and the value relevance of fair values in different legal traditions
High
Independent
variables

Coeff.

Low
t-stat

Coeff.

t-stat

Intercept

5.253

3.441

***

0.560

1.033

NFVA

0.407

7.828

***

0.281

3.604

***

FVA1

0.210

1.904

**

0.396

3.313

***

***

-0.015

-0.053

FVA2

0.643

3.504

FVA3

-0.303

-0.527

FVA1*BIG 4

0.219

2.161

FVA2*BIG 4

-0.223

-1.165

0.278

1.017

FVA3*BIG 4

0.733

1.286

-0.359

-2.095

**

NFVL

-0.413

-7.707

***

-0.269

-3.199

***

FVL12

-0.413

-7.735

***

-0.270

-3.451

***

FVL3

-0.422

-7.521

***

-0.312

-3.818

***

EPS

3.928

7.884

***

5.435

6.672

***

BIG 4

-0.723

-0.474

2.408

4.271

***

n
Adj. R-squared

**

0.653

5.871

-0.128

-1.649

309

201

0.891

0.922

***

Year
Yes
Yes
Table 7 presents results on how Big 4 auditors affect the value relevance of fair values in two different
clusters of countries. The high sample includes the Nordic countries, German countries, Benelux
countries, and English countries. The low sample includes all the other 15 countries. *, **, *** indicate
statistical significance at the 0.10, 0.05, and 0.01 levels. Stock price is used as the dependent variable.
The independent variables are similar to the ones in Table 5 and 6. The standard errors have been
corrected using White cross-section standard errors and covariance correction.

The distribution of firms with Big 4 and non-Big 4 auditors is fairly similar in both
subsamples. In the high subsample, 85.11 % of the firms are audited by a Big 4 audit firm and
in the low subsample 88.06 % of the firms are audited by a Big 4 audit firm. According to the
results in Table 7, the negative effect on the value relevance of fair value estimates is only
observable in countries with weaker investor protection and legal traditions. This study fails
to find an intuitive explanation for the negative Big 4 effect in Southern and Eastern
European countries. Previous studies suggest a neutral effect in countries with weaker
44 The classification of countries based on geographical locations in this study yields quite similar clusters of
countries as presented in Leuz et al. (2003;520). Leuz et al. (2003) do not classify all European countries, but the
consensus in their classification is that Southern and Eastern European countries have lower investor protection
than Northern and Western European countries.
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investor protection. One potential explanation could, however, be the chosen sample in this
study. The countries classified as low investor protection environments in this study can be
regarded as having even lower investor protection than the low investor protection countries
in other studies. Previous studies usually focus on more developed markets (e.g. Leuz et al.,
2003), while this study includes all countries in the European Union.
Furthermore, in the high subsample, Level 3 fair values are not significant for firms with
non-Big 4 auditors, and firms with a Big 4 auditor have a higher coefficient for Level 3 assets.
These opposite results are of interest, as they indicate that Big 4 auditors are more valued in
Western and Northern European countries. In these countries, Big 4 auditors have a positive
effect on the information quality of fair value estimates. Similarly to Francis and Wang
(2008), this additional analysis shows that the positive association between accounting
quality and Big 4 auditors is only observable in countries with stronger investor protection
environments.
As discussed in Section 2.3, the effect of client importance and non-audit services on audit
and accounting quality may be influenced by the litigation risk in a country. Even though the
countries in this study can be categorized as countries with relatively lower litigation risk,
there is some cross-sectional variation in litigation risk in the investigated sample (see
Wingate, 1997). While the Big 4 audit quality effect is mostly driven by investor protection,
the effect of client importance and non-audit services is expected to be driven more
extensively by litigation risk (e.g. Chen et al., 2010). Moreover, the substantially smaller
sample of client importance and non-audit services makes a similar split-sample analysis as
presented in Table 7 difficult. Hence, in order to control for variation in litigation risk
Equation 2 is developed by including an additional set of interaction variables. In the new
equation LIT is a dummy variable that equals 1 if the firm is from a country with a Wingate
(1997) litigation risk index that is above the median of the whole sample, and 0 otherwise.
The sample size has been reduced even more, as some of the countries do not have a Wingate
(1997) litigation risk index.
The results from regressing the developed equation is presented in Table 8. The most
interesting variables are the interaction variables in the end of the table (e.g.
FVA3*AUDIT*LIT). These interaction variables indicate whether the level of litigation risk
affects the association between the audit quality proxy and the value relevance of fair values.
When studying client importance, the significant and positive coefficient for
FVA3*AUDIT*LIT, should be interpreted as the level of litigation risk affects the association
between client importance and the value relevance of fair value estimates positively. Thus,
the findings support the premise that client importance has a positive or non-existent effect
on financial reporting quality in countries with higher litigation risks (e.g. Reynolds and
Francis, 2000) and a negative effect in countries with low litigation risk (see Table 6).
Moreover, when studying non-audit services, litigation risk does not seem to effect the
association between non-audit services and the value relevance of fair value estimates. The
coefficient for FVA3*AUDIT*LIT, is not significant. Thereby, the results in Table 8 indicate
that the association between litigation risk and the audit quality proxies is only apparent
when it comes to client importance.
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Table 8 Litigation risk, and client importance and non-audit services
Non-audit
services

Client importance
Independent
variables

Coeff.

t-stat

Coeff.

t-stat

Intercept

-4.364

-1.391

2.743

0.981

NFVA

0.344

5.835

***

0.394

3.584

***

FVA1

0.347

5.503

***

0.404

3.521

***

FVA2

0.322

4.793

***

0.399

3.679

***

FVA3

0.277

4.182

***

0.422

3.945

***

FVA1*AUDIT

0.005

0.131

0.021

0.326

FVA2*AUDIT

0.073

1.251

FVA3*AUDIT

0.111

1.787

*

0.121

1.754

0.156

1.557

*

NFVL

-0.347

-5.839

***

-0.391

-3.490

***

FVL12

-0.333

-5.630

***

-0.382

-3.485

***

FVL3

-0.355

-6.027

***

-0.474

-4.046

***

EPS

4.741

7.895

***

3.979

4.876

***

AUDIT

5.970

1.488

-7.510

-2.363

**

FVA1*AUDIT*LIT

0.005

0.130

-0.024

-0.379

FVA2*AUDIT*LIT

-0.057

-1.725

*

-0.141

-2.151

**

-0.083

-1.445

FVA3*AUDIT*LIT

0.073

1.679

AUDIT*LIT

-3.074

-0.689

LIT

6.267

1.813

n
Adj. R-squared
Country

*

8.182

2.041

-2.713

-0.737

331

259

0.882

0.868

Yes

Yes

**
**

Year
Yes
Yes
Table 8 presents results on how litigation risk affects the association between client importance and
non-audit services, and the value relevance of fair values. The variables are similar to the ones in Table
6. In addition, LIT is a dummy which equals 1 if the firm is from a country with a Wingate (1997)
litigation risk index over the median of the whole sample (5.52), and 0 otherwise. *, **, *** indicate
statistical significance at the 0.10, 0.05, and 0.01 levels. The standard errors have been corrected
using White cross-section standard errors and covariance correction.

Finally, the findings can be driven by other factors that are not controlled for in the main
regression analysis. It can be argued that larger, more profitable, and more stable firms are
more likely to appoint a Big 4 auditor, are more important to the audit firm, and buy more
non-audit services. A correlation analysis shows that firm size is positively correlated with
client importance (corr. = 0.21) and non-audit services (corr. = 0.12), but not correlated with
a Big 4 auditor. Firm profitability (i.e. return on assets) is not correlated with any of the audit
quality proxies. Further, the growth of the firm does not correlate with the audit quality
proxies. Even though larger firms tend be more important clients and request more nonaudit services, the correlation coefficients are fairly small. However, to reduce the risk that
size, profitability, and growth drives the results, an additional analysis is conducted.
Equation 2 is estimated three times with firm size, profitability, or growth instead of the
audit proxies. Three separate regressions find that firm size profitability and growth are not
significantly affecting the value relevance of fair value estimates (not tabulated). Hence, it
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can be assumed that firm characteristics such as size, profitability and growth are not driving
the major results of this study.

113

5

CONCLUSIONS

The discretion allowed under IFRS in fair value accounting has led to a new form of
information risk. Opportunistic managers can benefit from the discretion, by making
accounting policy choices that benefit their self-interests, which ultimately is expected to
hurt shareholders by destroying future shareholder value. Moreover, fair value accounting
has increased the complexity and estimation uncertainty in financial statements
(Christensen et al., 2012), creating an excessive demand to monitor managers. Corporate
governance and external monitoring mechanisms such as high audit quality are believed to
constrain any opportunistic behaviour (e.g. DeFond and Zhang, 2014; Habib and Azim,
2008). By constraining managerial opportunism, investors’ trust in book values is expected
to increase, which should ultimately lead to a higher value relevance of book values. Thus,
this study has investigated whether there is an association between audit quality and the
information quality of fair values.
By studying financial firms from 28 European countries during 2013-2014, this study
examined whether audit quality is associated with the value relevance of fair values in a
setting characterized with lower litigation risk related to auditor failure. According to the
results, firms that are more important to their audit firm disclose fair value estimates (Level
3) of lower information quality than firms that are less important to their auditor. This result
implies that investors believe that auditor independence impairment from economic bonding
increases the information risk of financial statements. Thus, investors require a risk
premium for Level 3 financial assets due to the increased information risk, which ultimately
leads to a lower value relevance of book values. Therefore, the findings indicate that
economic bonding is strong in countries with lower litigation risks. In addition, firms that
request more non-audit services have a higher value relevance of fair value estimates. Hence,
it can be assumed that investors find that non-audit services will positively affect the
information quality of fair value estimates. Financial firms may use non-audit services to
assist in the valuation of financial assets and liabilities without observable market prices in
order to increase investors’ trust in fair values. This finding indicates that non-audit services
are not impairing auditor independence, which is completely in line with the current
literature on non-audit services (e.g. Ghosh et al., 2009). Furthermore, the effect of Big 4
auditors is twofold; in countries with stronger legal traditions, the association between a Big
4 auditor and the value relevance of fair value estimates is positive but not significant, and in
countries with weaker traditions, the association is negative. This finding is in line with
research that argues that the Big 4 audit effect is positively associated with investor
protection (e.g. Maijoor and Vanstraelen, 2006). Finally, initial analysis shows that all fair
values are value relevant to the investors and that investors in European financial firms do
not value financial assets and liabilities differently depending on which level they represent
in the fair value hierarchy.
This study contributes to audit quality and fair value accounting literature by strengthening
the link between these two areas of research in the financial services industry. Further, this
paper contributes to the audit quality literature, by answering the call for more research on
auditor independence and audit quality in the financial services industry (see Tepalagul and
Lin, 2015). By examining the association between audit quality and fair value accounting in a
thorough manner, this paper shows that higher audit quality and higher auditor
independence increase the value relevance of fair value estimates in a wide variety of
jurisdictions. Thus, this paper validates the premise that high audit quality leads to a higher
information quality of financial statements also in the financial services industry. Given the
importance of high information quality in order to increase the efficiency of shareholders’
investment decisions, this study contributes by showing that firms with independent and
high quality audits disclose fair values with the lowest information risk. Hence, in order to
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reduce information risk related to investing, shareholders can allocate their investments to
firms with high audit quality.
Estimation uncertainty due to fair value accounting has increased over time and Christensen
et al. (2012) argue that increased discretion has placed an unrealistic burden on auditors.
Even though no amount of auditing can remove the underlying estimation uncertainty that is
determined by management-derived estimation models (Christensen et al., 2012), the results
in this study imply that higher audit quality and lower client importance reduce the risk for
managerial opportunistic behaviour related to the fair value accounting of financial assets
and liabilities, as suggested by DeFond and Zhang (2014). Furthermore, this study
contributes to fair value literature by extending the general findings in Song et al. (2010) and
Goh et al. (2015) into a European content. Similarly to Song et al. (2010) and Goh et al.
(2015), the results in this study indicate that fair values are value relevant to investors,
irrespective of the level in the fair value hierarchy. Moreover, this study shows that the
differences in three levels in the fair value hierarchy are not as pronounced in a European
sample as in U.S. samples studied by Song et al. (2010) and Goh et al. (2015). Finally, the
lower coefficient for fair value assets in this study, compared to the ones in the U.S. studies,
could be explained as a result of lower investor protection and less litigation risks in
European jurisdictions.
The findings are of importance to standard setters. As investors have higher trust in fair
value estimates made by firms with more non-audit services, it appears that the increased
accounting quality from non-audit services exceeds the costs from the potential violation of
auditor independence. Furthermore, the study documents that auditor independence (i.e.
client importance) is important for the information quality of fair value assets. Hence,
standards setters should take auditor independence seriously, either by setting a maximum
ratio for how much of the revenue is from one client or by increasing the litigation costs
related to audit failure. However, the results indicate that non-audit services should not be
seen as an impairment of the auditor independence. Instead, stakeholders should encourage
the use of non-audit services in order to increase accounting quality and thereby decrease the
information risk. In addition, it appears that investors and other stakeholders can use high
audit quality and high auditor independence as a defence mechanism against managerial
opportunism related to the fair value accounting of financial assets and liabilities, as audit
quality and auditor independence does affect the information quality of fair values.
This study is subject to a few caveats. First, the effect of audit quality on the value relevance
of fair values is only tested with three proxies for audit quality. Second, the sample is limited
to European financial firms. Third, due to the adoption of IFRS 13 in year 2013, the time
period of the study is only two years. Thus, future research could extend this study by
implementing a similar research design but with other audit variables, as used in prior
literature, or potentially extend this study to a global setting. Finally, future research could
investigate the negative effect of Big 4 auditors on the information in countries with very
weak investor protection traditions, as this study fails to find an intuitive explanation for the
negative Big 4 effect in these countries. Such a study would strengthen the assumption that
the Big 4 audit quality effect is not uniform around the World and also positively associated
with institutional factors, such as investor protection and litigation risks.
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Thereby, firms with smaller, more independent, and more
diverse boards disclose fair value estimates of the highest
quality.
The second essay examines whether the value relevance of fair values varies across investor protection
environments. The premise is that the better the investor
feels protected from the firm, the more likely the investor
will trust in the manager’s ability to estimate reliable and
relevant fair values. This essay finds evidence that the value
relevance of fair values is positively associated with the investor protection environment of the firm’s home country. In
countries with undeveloped investor protection traditions,
investors do not trust managers when it comes to estimating
the fair value of financial instruments.
The third essay examines whether audit quality has an
impact on the value relevance of fair values. It can be assumed that managerial opportunism is mitigated by independent high quality auditing. The results suggest that client importance affects the information quality of fair value
estimates negatively and that non-audit services have a
positive effect on the value relevance of fair values. Hence,
the results imply that higher level of information quality of
financial instruments can be achieved with independent audit of high quality.

HANKEN
SCHOOL OF ECONOMICS
HELSINKI
ARKADIANKATU 22, P.O. BOX 479
00101 HELSINKI, FINLAND
TEL +358 (0)9 431 331. FAX +358 (0)9 431 33 333
ISBN 978-952-232-308-8 (printed)
ISBN 978-952-232-309-5 (PDF)
ISSN-L 0424-7256
ISSN 0424-7256 (printed)
ISSN 2242-699X (PDF)
juvenes print, tampere

VAASA
kirjastonkatu 16, P.O. BOX 287
65101 VAASA, FINLAND
TEL +358 (0)6 3533 700. FAX +358 (0)6 3533 703
biblioteket@HANKEN.FI
HANKEN.FI/DHANKEN

Jimi Siekkinen – Within and Cross-Country Differences in the Value Relevance of Fair Values

In order to achieve well-functioning capital markets,
firms have to provide investors and other stakeholders with
relevant and reliable information. Especially, for financial
firms a large amount of assets and liabilities are measured
at fair value in accordance with International Financial Reporting Standards (IFRS). The complexity and lack of liquid
markets of certain financial instruments has made the valuation of such financial instruments complicated. Hence, fair
value accounting for financial instruments leads to some
subjective estimation of input data used in the valuation
process. This subjectivity can be misused by managers for
their own interest (i.e. opportunistic behaviour). However,
opportunistic behaviour can be reduced with efficient and
sophisticated internal and external control mechanisms.
This dissertation investigates which control mechanisms
that are suitable in monitoring managers related to fair
value accounting of financial instruments in financial firms.
In the first essay, the effect of corporate governance on the
value relevance of fair values is analysed. The assumption
is that stronger boards with an appropriate structure are
more effective in monitoring managers. The results indicate
that board independence and gender diversity have a positive effect on the information quality of fair value estimates.
In addition, the results indicate that board size is negatively
associated with the value relevance of fair value estimates.
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