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ABSTRACT: 
This paper examines whether the value relevance of fair values varies across investor protection environments. By analysing 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. 
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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.[footnoteRef: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 et al., 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 (Dechow et al., 2010; Bowen et al., 2008). To meet certain self-interested targets, managers use discretion in goodwill impairment decisions (Beatty & Weber, 2006), estimation of stock option values (Bartov et al., 2007; Abody et al., 2006), and timely recognition of income and losses (Myers et al., 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 et al., 2003). Hence, Leuz et al. (2003) argue 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. [1:  IFRS 13 was issued in May 12, 2011 and became effective for annual periods beginning on or after 1 January 2013 (IASB, 2011).] 

Ali and Hwang (2000) show that the value relevance of accounting numbers is lower for countries with bank-oriented financial systems compared to countries with market-oriented financial systems.[footnoteRef:2] Additionally, DeFond et al. (2007), among others, find that firms located in stronger investor protection environments have more informative accounting numbers. By comparing the value relevance of U.S. and Italian banks, Laghi et al. (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 analysed 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. [2:  Continental Europe countries are classified as having bank-oriented financial systems and British-American countries are classified as having market-oriented financial systems (Ali & Hwang 2000).] 

Using a sample of 985 firm-year observations from 34 IFRS-countries, the purpose of this study is to analyse 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 analysed (e.g. Aharony et al., 2010). First, by analysing 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 to 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 sceptical 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.
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 et al., 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.[footnoteRef: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 [3:  A detailed discussion about the fair value accounting debate is provided in e.g. Laux and Leuz (2009).] 

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 U.S. the effect of the fair value standard has been studied in some content using U.S. data. First, Song et al. (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 level 1 and 2. Further, Goh et al. (2015) extend 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 level 1 and 2 fair value assets are more value relevant than level 3 fair value assets, indicating that the results of Song et al. (2010) hold over time. In addition, Goh et al. (2015) show 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.[footnoteRef: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. [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).] 

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 analyse the value relevance of fair values in an U.S. 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 Mende (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.
Value relevance and investor protection
Investor protection has been measured with several different variables depending on the study.  Houqe et al. (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 et al. (2013) uses the factor score from a principal component analysis of four variables as a proxy for investor protection. Cahan et al. (2009) approximates the investor protection with the following variables: anti-director 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, antidirector 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 analysing 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) show 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) report 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 behaviour (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 behaviour 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.  
data and research design
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 financial development report (2012) and from Kaufmann et al. (2009).
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 Equation 1 are eliminated from the sample.[footnoteRef: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.[footnoteRef:6] The sample selection process is presented in Table 1. [5:  The elimination of outliers by calculating absolute studentized residuals is done similarly as Song et al. (2010).]  [6:  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.] 

 (INSERT TABLE 1 ABOUT HERE)
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 level 1, level 2, and level 3 fair value assets per share are 35.48, 33.42, and 11.49 euro, respectively. The mean of level 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. 
 (INSERT TABLE 2 ABOUT HERE)
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 level 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.
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) argue that these six investor protection variables should be used instead of the more extensively used variables suggested by La Porta et al. (1998, 2006),[footnoteRef:7] as Spamann (2010) found substantial errors in the measurement of one of the most used variable, ‘The Antidirector Right Index’. Spamann (2010) shows that a re-examination 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).[footnoteRef:8] [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.] 

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).
 (INSERT TABLE 3 ABOUT HERE)
(INSERT TABLE 4 ABOUT HERE)
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 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 development report (2012), it is suggested that the findings in this study could be generalized.
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 (Aharnoy et al., 2010). These studies shed light on how useful the accounting numbers are to equity investors. Song et al. (2010) argue 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.
To test the value relevance of fair values, a modified Ohlson (1995)[footnoteRef: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 market 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: [9:  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). 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.] 

	(1)
Priceit is the price of a share of firm i four months[footnoteRef:10] 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 level 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) level 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. [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.] 

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 (Song et al., 2010; Goh et al., 2015).[footnoteRef: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.  [11:  Both Song et al. (2010) and Goh et al. (2015) argue 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) claim 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).] 

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 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 centres indicates that the medium investor protection cluster is equally close to the strong investor protection cluster centre as it is to the weak investor protection cluster centre. 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.
[bookmark: _Toc341769833](INSERT TABLE 5 ABOUT HERE)
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%).
Results
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 level 2 and 3 assets than for level 1 assets. All three levels of fair value liabilities 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 level 1, level 2, and level 3 fair value assets are significantly higher than the value relevance of non-fair value assets (0.136).
(INSERT TABLE 6 ABOUT HERE)
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 U.S. 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 et al., 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 analysing the pooled sample, Hypothesis 1 is rejected.
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.
(INSERT TABLE 7 ABOUT HERE)
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, FVA2, and FVA3 are 0.198, 0.247, and 0.211, respectively. Level 2 assets are significantly more value relevant than level 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 level 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 level 1 and 2 assets are significantly more value relevant than level 3 assets. The difference in coefficients for level 1 and 2 assets is not significant, indicating that level 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, non-fair value assets). The findings in Table 7 indicate that investors in firms belonging to the medium investor protection cluster are somewhat sceptical 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 (level 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, level 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 level 1 and 3 fair values. Thus, Hypothesis 2 cannot be rejected.[footnoteRef:12] [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.] 

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 et al. (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 6 months from the fiscal-year end.
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 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 level 1 and level 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 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 et al., 2011) that constrain the management’s opportunistic behaviour and thus investors find the estimates made by these firms more trustworthy than estimates made by smaller and less monitored financial firms.[footnoteRef:13]  [13:  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.] 

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, Equation 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.
(INSERT TABLE 8 ABOUT HERE)
Due to the discussion of which investor protection variables should be used when clustering countries (e.g. Spamann, 2011; LaPorta, 2006), 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 level 1, 2, and 3 fair value assets. In the medium investor protection the fair values 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 level 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. Neither the other fair values nor the 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. 
(INSERT TABLE 9 ABOUT HERE)
[bookmark: _Toc341769838]Conclusions
[bookmark: _Toc341769839]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 level 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 level 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 sceptical towards most of the book values, not only fair values. Hence, investors seem to focus on earnings when analysing 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 (level 2 and 3) instead of historical values when they believe that there is no substance in fair value estimates? Beisland (2014) argue 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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TABLES:

Table 1 Sample selection process
	Category
	 
	 
	 
	Number of observations
	 

	GICS 4010-4030 firms
	 
	1280
	 

	
	Abnormal fiscal year
	-282
	

	
	Micro firms
	
	-70
	

	
	Abnormal stocks
	
	-391
	

	 
	Insufficient data
	 
	-182
	 

	Unique observations
	 
	355
	 

	
	Time period 2012-2014
	
	1065
	

	
	Insufficient data for 2012-2014
	
	-43
	

	 
	Outliers
	 
	-37
	 

	Final sample 
	 
	 
	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.


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

	Variable
	 Mean
	 Median
	Maximum
	Minimum
	 Std. Dev.
	25th Perc.
	75th Perc.
	Non-Zero

	PRICE
	19.98
	9.93
	471.54
	1.00
	33.43
	3.50
	22.51
	100.00 %

	NFVA
	120.67
	22.56
	5140.89
	0.00
	360.72
	4.79
	108.13
	100.00 %

	FVA1
	35.48
	7.00
	2742.84
	0.00
	120.53
	0.35
	25.31
	89.85 %

	FVA2
	33.42
	1.92
	1162.19
	0.00
	103.48
	0.08
	19.74
	86.09 %

	FVA3
	11.49
	0.27
	684.81
	0.00
	56.13
	0.00
	2.69
	75.84 %

	NFVL
	147.75
	26.18
	4917.30
	0.00
	407.37
	4.40
	126.60
	99.59 %

	FVL12
	25.42
	0.30
	988.83
	0.00
	92.48
	0.00
	8.63
	71.27 %

	FVL3
	6.55
	0.00
	585.58
	0.00
	44.73
	0.00
	0.04
	33.50 %

	EPS
	1.52
	0.60
	88.87
	-21.30
	4.80
	0.15
	1.57
	100.00 %

	
	
	
	
	
	
	
	
	

	Panel B: Relative size of variables
	
	
	
	
	

	Variable
	 
	 Mean
	 Median
	Maximum
	Minimum
	 Std. Dev.
	25th Perc.
	75th Perc.

	FVA/Total Assets
	40.91 %
	34.14 %
	100.00 %
	0.00 %
	32.29 %
	11.73 %
	67.08 %

	FVA1/Total Assets
	20.55 %
	11.43 %
	100.00 %
	0.00 %
	24.22 %
	1.72 %
	29.55 %

	FVA2/Total Assets
	13.17 %
	4.37 %
	92.52 %
	0.00 %
	18.62 %
	0.38 %
	19.59 %

	FVA3/Total Assets
	7.19 %
	0.48 %
	99.91 %
	0.00 %
	19.59 %
	0.00 %
	2.63 %

	FVL/Total Liabilities
	14.81 %
	1.16 %
	99.94 %
	0.00 %
	27.43 %
	0.00 %
	13.20 %

	FVL12/Total Liabilities
	11.21 %
	0.74 %
	99.91 %
	0.00 %
	22.78 %
	0.00 %
	9.34 %

	FVL3/Total Liabilities
	3.60 %
	0.00 %
	99.38 %
	0.00 %
	15.82 %
	0.00 %
	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 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 percent of observations that do not report zero for the specific variable.











Table 3 Investor protection variables per country
	Country
	n
	Board ind.
	Law enforce-ment
	Minority protection
	Standards enforce.
	Judicial ind.
	Press
	Average

	Australia
	6
	5.61
	5.80
	5.10
	6.04
	6.00
	1.50
	5.01

	Austria
	29
	5.19
	4.67
	5.08
	5.66
	5.19
	1.46
	4.54

	Bahrain
	3
	5.01
	5.50
	5.46
	6.01
	5.07
	-1.32
	4.29

	Belgium
	23
	5.16
	5.00
	4.93
	5.56
	5.23
	1.35
	4.54

	Brazil
	28
	4.87
	5.79
	4.74
	5.11
	3.75
	0.43
	4.12

	Canada
	94
	5.52
	5.43
	5.45
	6.07
	6.30
	1.45
	5.04

	Chile
	12
	4.87
	3.87
	4.49
	5.03
	5.32
	1.04
	4.10

	Denmark
	48
	5.34
	5.37
	4.99
	5.27
	6.02
	1.69
	4.78

	Finland
	22
	5.43
	6.13
	6.06
	6.27
	6.49
	1.62
	5.33

	France
	53
	5.16
	5.10
	4.64
	5.26
	4.91
	1.22
	4.38

	Germany
	68
	5.19
	4.81
	4.94
	5.48
	6.24
	1.38
	4.67

	Ghana
	5
	4.41
	4.55
	4.44
	4.43
	4.05
	0.41
	3.72

	Greece
	9
	3.85
	3.87
	4.28
	4.39
	3.06
	0.65
	3.35

	Hungary
	9
	4.26
	4.79
	3.97
	5.08
	3.70
	0.72
	3.75

	Ireland
	6
	4.84
	4.01
	4.70
	4.63
	6.33
	1.32
	4.31

	Italy
	69
	3.80
	4.10
	3.53
	4.14
	3.77
	0.89
	3.37

	Jordan
	17
	4.23
	4.46
	4.82
	4.96
	4.39
	-0.73
	3.69

	Kenya
	12
	4.39
	4.20
	3.95
	4.42
	3.41
	-0.30
	3.35

	Kuwait
	23
	3.85
	3.82
	3.87
	4.72
	4.91
	-0.62
	3.43

	Morocco
	1
	4.77
	4.80
	4.49
	4.34
	3.50
	-0.61
	3.55

	Netherlands
	18
	5.42
	5.48
	5.36
	6.04
	6.44
	1.63
	5.06

	Norway
	20
	5.57
	5.83
	5.77
	5.93
	6.24
	1.75
	5.18

	Poland
	51
	4.39
	5.02
	3.95
	5.19
	4.25
	1.06
	3.98

	Portugal
	4
	4.19
	4.71
	4.31
	4.87
	3.87
	0.99
	3.82

	Russia
	13
	3.93
	3.40
	3.04
	3.77
	2.56
	-0.96
	2.62

	Slovakia
	3
	4.48
	3.89
	3.79
	4.35
	2.67
	0.96
	3.36

	South Africa
	25
	5.84
	6.50
	5.99
	6.57
	5.29
	0.56
	5.13

	South Korea
	23
	3.98
	3.95
	3.70
	4.45
	3.68
	0.69
	3.41

	Spain
	33
	4.18
	3.74
	4.21
	4.61
	4.01
	1.04
	3.63

	Sweden
	51
	5.55
	5.57
	5.63
	5.94
	6.21
	1.71
	5.10

	Switzerland
	63
	5.53
	5.61
	4.80
	5.54
	6.28
	1.67
	4.91

	Turkey
	14
	4.23
	5.19
	4.16
	4.68
	3.46
	-0.24
	3.58

	UAE
	27
	5.13
	5.19
	4.99
	5.40
	5.39
	-1.00
	4.18

	UK
	103
	5.25
	5.18
	5.21
	5.88
	6.19
	1.32
	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. 




Table 4 Investor protection variables	
	Panel A: Descriptive statistics
	
	
	
	
	

	Variable
	Mean
	 Median
	Maximum
	Minimum
	 Std. Dev.
	25th Perc.
	75th Perc.

	Board independence
	4.81
	4.87
	5.84
	3.80
	0.61
	4.23
	5.36

	Law enforcement
	4.86
	4.91
	6.50
	3.40
	0.77
	4.08
	5.49

	Minority protection
	4.67
	4.72
	6.06
	3.04
	0.71
	4.11
	5.13

	Standards enforcement
	5.18
	5.15
	6.57
	3.77
	0.69
	4.57
	5.89

	Judicial independence
	4.83
	4.99
	6.49
	2.56
	1.21
	3.74
	6.20

	Freedom of press
	0.73
	1.02
	1.75
	-1.32
	0.90
	0.25
	1.45

	
	
	
	
	
	
	
	

	Panel B: Correlations
	
	
	
	
	
	

	 
	 
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Board independence (1)
	1
	0,816
	0,875
	0,860
	0,774
	0,658

	
	
	
	(0,000)
	(0,000)
	(0,000)
	(0,000)
	(0,000)

	Law enforcement (2)
	0,806
	1
	0,788
	0,816
	0,576
	0,424

	
	
	(0,000)
	
	(0,000)
	(0,000)
	(0,000)
	(0,012)

	Minority protection (3)
	0,874
	0,815
	1
	0,894
	0,790
	0,494

	
	
	(0,000)
	(0,000)
	
	(0,000)
	(0,000)
	(0,003)

	Standards enforcement (4)
	0,868
	0,849
	0,906
	1
	0,787
	0,551

	
	
	(0,000)
	(0,000)
	(0,000)
	
	(0,000)
	(0,001)

	Judicial independence (5)
	0,813
	0,593
	0,795
	0,799
	1
	0,690

	
	
	(0,000)
	(0,000)
	(0,000)
	(0,000)
	
	(0,000)

	Freedom of press (6)
	0,496
	0,303
	0,374
	0,425
	0,551
	1

	 
	 
	(0,003)
	(0,081)
	(0,029)
	(0,012)
	(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.






Table 5 Cluster analysis
	Panel A: Mean values by cluster
	
	
	
	

	Variable
	 
	Strong
	 
	Medium
	 
	Weak

	Board independence
	
	5.43
	
	4.87
	
	4.19

	Law enforcement
	
	5.49
	
	4.85
	
	4.29

	Minority protection
	
	5.33
	
	4.83
	
	3.98

	Standards enforcement
	
	5.87
	
	5.2
	
	4.53

	Judicial independence
	
	6.01
	
	5.02
	
	3.64

	Freedom of press
	 
	1.47
	 
	0.14
	 
	0.33

	
	
	
	
	
	
	

	Panel B: Cluster membership of countries
	 
	 
	 

	 
	 
	Strong
	 
	Medium
	 
	Weak

	
	
	Australia
	
	Bahrain
	
	Ghana

	
	
	Austria
	
	Brazil
	
	Greece

	
	
	Belgium
	
	Chile
	
	Hungary

	
	
	Canada
	
	France
	
	Italy

	
	
	Denmark
	
	Ireland
	
	Kenya

	
	
	Finland
	
	Jordan
	
	Kuwait

	
	
	Germany
	
	UAE
	
	Morocco

	
	
	Netherlands
	
	
	
	Poland

	
	
	Norway
	
	
	
	Portugal

	
	
	South Africa
	
	
	
	Russia

	
	
	Sweden
	
	
	
	Slovakia

	
	
	Switzerland
	
	
	
	Spain

	
	
	UK
	
	
	
	South Korea

	 
	 
	 
	 
	 
	 
	Turkey

	
	
	
	
	
	
	

	Panel C: Descriptive statistics per cluster (average values)
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 

	Variable
	 
	Strong
	 
	Medium
	
	Weak

	FVA/Total Assets
	
	49.28 %
	
	31.57 %
	
	28.24 %

	FVA1/Total Assets
	
	23.72 %
	
	18.82 %
	
	14.77 %

	FVA2/Total Assets
	
	16.29 %
	
	10.50 %
	
	7.99 %

	FVA3/Total Assets
	
	9.26 %
	
	2.26 %
	
	5.48 %

	FVL/Total Liabilities
	
	18.69 %
	
	7.04 %
	
	10.81 %

	FVL12/Total Liabilities
	
	13.91 %
	
	6.45 %
	
	8.05 %

	FVL3/Total Liabilities
	 
	4.77 %
	 
	0.58 %
	 
	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.




Table 6 Value relevance of fair values	
	Whole sample

	Independent variables
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	

	
	
	
	
	
	 

	Intercept
	2.472
	1.389
	1.780
	0.075
	*

	NFVA
	0.136
	0.041
	3.332
	0.001
	***

	FVA1
	0.162
	0.043
	3.772
	0.000
	***

	FVA2
	0.216
	0.044
	4.914
	0.000
	***

	FVA3
	0.208
	0.047
	4.471
	0.000
	***

	NFVL
	-0.137
	0.043
	-3.189
	0.002
	***

	FVL12
	-0.183
	0.046
	-3.991
	0.000
	***

	FVL3
	-0.175
	0.049
	-3.596
	0.000
	***

	EPS
	3.989
	0.500
	7.984
	0.000
	***

	
	
	
	
	
	

	n
	985
	
	
	
	

	Adj. R-squared
	0.837
	
	
	
	

	Country
	Yes
	
	
	
	

	Year
	Yes
	 
	 
	 
	 

	 
	 
	Difference
	F-stat
	p-value
	 

	FVA1 = FVA2
	0.054
	10.421
	0.001
	***

	FVA1 = FVA3
	0.048
	5.838
	0.016
	**

	FVA2 = FVA3
	0.006
	0.129
	0.719
	

	FVL12 = FVL3
	0.047
	5.904
	0.015
	**

	FVA1 = NFVA
	0.030
	14.830
	0.000
	***

	FVA2 = NFVA
	0.084
	20.334
	0.000
	***

	FVA3 = NFVA
	0.078
	15.363
	0.000
	***


Table 6 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. 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.
1


Table 7 Value relevance of fair values in different investor protection environments.
	 
	Strong protection
	 
	Medium protection
	 
	Weak protection
	 

	Independent variables
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	

	
	
	
	
	
	 
	
	
	
	
	 
	
	
	
	
	 

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Intercept
	2.409
	1.354
	1.780
	0.076
	*
	6.229
	3.257
	1.913
	0.058
	*
	-0.347
	1.553
	-0.224
	0.823
	

	NFVA
	0.182
	0.057
	3.191
	0.002
	***
	0.410
	0.100
	4.098
	0.000
	***
	0.049
	0.055
	0.892
	0.373
	

	FVA1
	0.198
	0.059
	3.355
	0.001
	***
	0.428
	0.108
	3.973
	0.000
	***
	0.194
	0.075
	2.591
	0.010
	**

	FVA2
	0.247
	0.060
	4.137
	0.000
	***
	0.476
	0.117
	4.065
	0.000
	***
	0.006
	0.083
	0.077
	0.939
	

	FVA3
	0.211
	0.059
	3.546
	0.000
	***
	0.239
	0.107
	2.236
	0.027
	**
	-0.033
	0.101
	-0.323
	0.747
	

	NFVL
	-0.179
	0.059
	-3.010
	0.003
	***
	-0.448
	0.110
	-4.066
	0.000
	***
	-0.028
	0.062
	-0.452
	0.652
	

	FVL12
	-0.205
	0.062
	-3.304
	0.001
	***
	-0.461
	0.113
	-4.065
	0.000
	**
	0.106
	0.097
	1.097
	0.274
	

	FVL3
	-0.191
	0.061
	-3.136
	0.002
	***
	0.336
	0.307
	1.094
	0.276
	
	0.118
	0.097
	1.223
	0.223
	

	EPS
	3.999
	0.564
	7.096
	0.000
	***
	4.722
	1.486
	3.177
	0.002
	***
	3.790
	0.859
	4.413
	0.000
	***

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	n
	569
	
	
	
	
	146
	
	
	
	
	270
	
	
	
	

	Adj. R-squared
	0.883
	
	
	
	0.808
	
	
	
	0.679
	
	
	

	Country
	Yes
	
	
	
	
	Yes
	
	
	
	
	Yes
	
	
	
	

	Year
	Yes
	
	
	
	
	Yes
	
	
	
	
	Yes
	
	
	
	

	 
	 
	Difference
	F-stat
	p-value
	 
	 
	Difference
	F-stat
	p-value
	 
	 
	Difference
	F-stat
	p-value
	 

	FVA1 = FVA2
	0.049
	8.204
	0.004
	***
	
	0.048
	0.423
	0.517
	
	
	0.188
	4.775
	0.030
	**

	FVA1 = FVA3
	0.013
	0.532
	0.466
	
	
	0.189
	7.741
	0.001
	***
	
	0.227
	7.894
	0.005
	***

	FVA2 = FVA3
	0.036
	4.376
	0.037
	**
	
	0.238
	10.238
	0.002
	***
	
	0.039
	0.37
	0.544
	

	FVL12 = FVL3
	0.014
	0.519
	0.472
	
	
	0.797
	5.512
	0.020
	**
	
	0.012
	0.155
	0.694
	

	FVA1 = NFVA
	0.016
	3.892
	0.049
	**
	
	0.018
	1.101
	0.296
	
	
	0.146
	9.371
	0.002
	***

	FVA2 = NFVA
	0.065
	13.401
	0.000
	***
	
	0.066
	1.075
	0.302
	
	
	0.043
	0.561
	0.454
	

	FVA3 = NFVA
	0.029
	2.613
	0.107
	 
	 
	0.171
	7.093
	0.009
	***
	 
	0.082
	1.596
	0.208
	 


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 & covariance correction.

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
	1.897
	0.346
	
	5.897
	0.000
	***
	9.754
	0.048
	**
	0.495
	0.796
	

	NFVA
	0.321
	0.000
	***
	0.379
	0.000
	***
	0.681
	0.000
	***
	0.250
	0.000
	***

	FVA1
	0.387
	0.000
	***
	0.437
	0.000
	***
	0.714
	0.000
	***
	0.437
	0.000
	***

	FVA2
	0.502
	0.000
	***
	0.542
	0.000
	***
	0.776
	0.000
	***
	0.238
	0.001
	***

	FVA3
	0.466
	0.000
	***
	0.441
	0.000
	***
	0.502
	0.000
	***
	0.361
	0.000
	***

	NFVL
	-0.328
	0.000
	***
	-0.377
	0.000
	***
	-0.734
	0.000
	***
	-0.250
	0.001
	***

	FVL12
	-0.458
	0.000
	***
	-0.492
	0.000
	***
	-0.744
	0.000
	***
	-0.256
	0.000
	***

	FVL3
	-0.422
	0.000
	***
	-0.415
	0.000
	***
	0.090
	0.813
	
	-0.234
	0.007
	***

	
	
	
	
	
	
	
	
	
	
	
	
	

	n
	985
	
	
	569
	
	
	146
	
	
	270
	
	

	Adj. R-squared
	0.679
	
	
	0.719
	
	
	0.753
	
	
	0.551
	
	

	Country
	Yes
	
	
	Yes
	
	
	Yes
	
	
	Yes
	
	

	Year
	Yes
	
	
	Yes
	
	
	Yes
	
	
	Yes
	
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


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 & covariance correction.

Table 9 Alternative cluster analysis
	Panel A: Cluster membership of countries
	 
	 
	 
	
	
	
	
	
	
	
	
	

	 
	 
	Strong
	 Medium
	Weak
	
	
	
	
	
	
	
	
	

	
	
	Australia
	
	Austria
	
	Ghana
	
	
	
	
	
	
	
	
	

	
	
	Bahrain
	
	Belgium
	
	Greece
	
	
	
	
	
	
	
	
	

	
	
	Canada
	
	Brazil
	
	Hungary
	
	
	
	
	
	
	
	
	

	
	
	Denmark
	
	Chile
	
	Italy
	
	
	
	
	
	
	
	
	

	
	
	Finland
	
	France
	
	Kenya
	
	
	
	
	
	
	
	
	

	
	
	Netherlands
	
	Germany
	
	Kuwait
	
	
	
	
	
	
	
	
	

	
	
	Norway
	
	Ireland
	
	Morocco
	
	
	
	
	
	
	
	
	

	
	
	South Africa
	
	Jordan
	
	Poland
	
	
	
	
	
	
	
	
	

	
	
	Sweden
	
	UAE
	
	Portugal
	
	
	
	
	
	
	
	
	

	
	
	Switzerland
	
	
	
	Russia
	
	
	
	
	
	
	
	
	

	
	
	UK
	
	
	
	Slovakia
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	Spain
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	South Korea
	
	
	
	
	
	
	
	
	

	 
	 
	 
	 
	 
	 
	Turkey
	
	
	
	
	
	
	
	
	

	Panel B: Regression results
	
	
	
	
	
	
	
	
	
	
	
	
	

	 
	Strong protection
	 
	Medium protection
	 
	Weak protection
	 

	Independent variables
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	
	Coeff.
	Robust Std. Error
	t-stat
	p-value
	

	
	
	
	
	
	 
	
	
	
	
	 
	
	
	
	
	 

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Intercept
	2.950
	0.947
	3.116
	0.002
	***
	8.785
	2.324
	3.780
	0.000
	***
	-0.347
	1.553
	-0.224
	0.823
	

	NFVA
	0.204
	0.076
	2.666
	0.008
	***
	0.102
	0.053
	1.920
	0.056
	*
	0.049
	0.055
	0.892
	0.373
	

	FVA1
	0.227
	0.079
	2.863
	0.004
	***
	0.114
	0.058
	1.978
	0.049
	**
	0.194
	0.075
	2.591
	0.010
	**

	FVA2
	0.332
	0.086
	3.853
	0.000
	***
	0.134
	0.056
	2.400
	0.017
	**
	0.006
	0.083
	0.077
	0.939
	

	FVA3
	0.244
	0.079
	3.092
	0.002
	***
	0.099
	0.059
	1.684
	0.093
	*
	-0.033
	0.101
	-0.323
	0.747
	

	NFVL
	-0.196
	0.081
	-2.426
	0.016
	**
	-0.115
	0.055
	-2.088
	0.038
	**
	-0.028
	0.062
	-0.452
	0.652
	

	FVL12
	-0.271
	0.084
	-3.229
	0.001
	***
	-0.106
	0.058
	-1.829
	0.069
	*
	0.106
	0.097
	1.097
	0.274
	

	FVL3
	-0.191
	0.081
	-2.356
	0.019
	**
	-0.099
	0.059
	-1.679
	0.094
	*
	0.118
	0.097
	1.223
	0.223
	

	EPS
	2.993
	0.450
	6.649
	0.000
	***
	7.504
	0.789
	9.516
	0.000
	***
	3.790
	0.859
	4.413
	0.000
	***

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	n
	453
	
	
	
	
	262
	
	
	
	
	270
	
	
	
	

	Adj. R-squared
	0.919
	
	
	
	0.803
	
	
	
	0.679
	
	
	

	Country
	Yes
	
	
	
	
	Yes
	
	
	
	
	Yes
	
	
	
	

	Year
	Yes
	 
	 
	 
	 
	Yes
	 
	 
	 
	 
	Yes
	 
	 
	 
	 


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.
 
APPENDIX A
An example of IFRS 13 disclosure of Deutsche Bank AG from annual report 2013
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Source:	https://www.deutsche-bank.de/ir/en/download/Deutsche_Bank_Annual_Report_2013_entire.pdf
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Fair Value Hierarchy
‘The financial instruments carried at fair value have been categorized under the three levels of the IFRS fair

value hierarchy as folows:

Level 1 - Instruments valued using quoted prices in active markets are instruments where the fair value can be
determined directly from prices which are quoted in active, iquid markets and where the instrument observed
inthe market is representative of that being priced in the Group's inventory.

These include: high-liquidity treasuries and derivative, equity and cash products traded on high-iquidity ex-
changes.

Level 2 - Instruments valued with valuation techniques using observable market data are insiruments where:
the fair value can be determined by reference to similar instruments trading in active markets, or where a tech-
nique is used to derive the valuation but where allinputs to that technique are observable.

‘These include: many OTC derivatives; many investment-grade listed credit bonds; some CDS; many colateral-
ized debt obligations (‘CDO”); and many less-liquid equitis.

Level 3 — Instruments valued using valuation techniques using market data which is not directly observable
are instruments where the fai value cannot be determined directy by reference to market-observable informa-
tion, and some other pricing technique must be employed. Instruments classified i this category have an ele-
‘ment which i unobservable and which has a significant impact on the fai value.

‘These include: more-complex OTC derivatives; distressed deb; highly-structured bonds; liquid asset-backed
securities (ABS"); iiquid CDO's (cash and synthetic), monoline exposures; some private equity placements;
‘many commercial real estate (‘CRE") loans; liquid loans; and some municipal bonds.
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(Carrying value of the financial instruments held at fair value
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