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IFRS AND INVESTORS’ TRADING PATTERNS:
A CONCEPTUAL FRAMEWORK
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Abstract

Research aim: The purpose of this study is to provide a conceptual model
that guides in examining the capital market effects of IFRS adoption from
the perspective of investors’ trading patterns, particularly those behaviors
that tend to defy the validity of EMH, in this context; herding behavior.
Design/ Methodology/ Approach: The study is conceptual in nature. It
relies on a review of the prior academic literature on economic and
informational consequences of IFRS adoption published in prominent
academic journals.

Research findings: The study finds that despite an enormous amount of
research thus far, in this area, substantive empirical evidence on economic
and informational consequences of IFRS adoption appears to be far from
reach. So far, many questions surrounding the capital market effect of IFRS
adoption are yet to be fully resolved. More specifically, it is noted that one of
the relatively under-researched areas in the current literature is the nexus
between IFRS and investors’ trading behaviors.

Theoretical contribution/ Originality: To the researchers” knowledge, this
study is first to explicitly explore the nexus between IFRS and investors’
herding practices, while highlighting the role of the national economic
culture.

Practitioner/ Policy implication: The results of this study are expected to be
of interest to academics, regulators, and policymakers in performing a cost-
benefit analysis of this planetary set of reporting benchmark, and to the
investing public and other market participants who trade based on market
fundamentals, treating them as principal indicators for future market
movements.

Research limitation/ Implication: The study suggests the use of national
economic culture to moderate the effect of IFRS on investors’ trading
behavior. Nonetheless, this does not imply that there are no other significant
factors or even more significant than culture but based on evidence
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documented in the prior studies there is no support for the contention that
national economic culture is inconsequential.
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1. Introduction

Since the advent of the behavioural finance paradigm in the 1980s, a
plethora of studies on finance have been devoted to the employment of
cognitive psychological theory with conventional finance to provide
explanations as to why investors make irrational investment decisions
(Hachicha, 2010; Musse & Echchabi, 2015). A significant part of these
studies has been centred on specific investors’ trading bias called herding
behaviour, a concept that, hitherto, used to be confined typically within
the realm of the rational finance paradigm (Chang & Lin, 2015; Hachicha,
2010). Academic interest in herding behaviour has been notably intense
in the aftermath of several recent financial crises (Mobarek, Mollah, &
Keasey, 2014). A number of these crises have largely been attributed to
investors' behavioural biases (Galariotis, Rong, & Spyrou, 2015b; Lee &
Lee, 2015), particularly herding behaviour (Galariotis, Krokida & Spyrou,
2015a).

Behavioural finance literature construes herding as a tendency of
investors to copy the observed actions of others, even when their private
signals suggest otherwise (Dang & Lin, 2016; Litimi, BenSaida, &
Bouraoui, 2016), on the assumption that basing their investment
decisions on the available information is likely to incur them more costs
and less benefits. The activities of this class of trader have often been seen
as the reason why market decline fuels further market declines and
market increase fuels further market increases (Lakonishok, Shleifer, &
Vishny, 1992), thus leading to excessive volatility in the market as well as
economic bubbles, and, ultimately, market crashes (Javaira & Hassan,
2015).

Although the academic finance literature has advanced several
explanations as to why investors exhibit herding behaviour in the
financial market, such behavioural pattern is usually associated with an
opaque information environment (Javaira & Hassan, 2015; Yao, Ma, &
He, 2014; Zhou & Lai, 2009), due to lax regulatory infrastructure
(Bikhchandani & Sharma, 2000), weak accounting standards (Guney,
Kallinterakis, & Komba, 2017; Prosad, Kapoor, & Sengupta, 2012), and
high information acquisition costs (Duasa & Kassim, 2009). These
arguments have featured in prominent academic literature over the last
few decades. In times of market turbulence, these discussions accentuate
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(Antoniou, Koutmos, & Pericli, 2005; Galariotis et al., 2015a). The popular
view tends to revolve around the clamour for more regulatory action to
lessen the effects of herding and the irrational exuberance of investors,
on the premise that these activities increase the fragility of the financial
market (Grosse, 2017; Guney et al., 2017).

Interestingly, this growing clamour has brought about a number of
regulatory initiatives (Ayres & Mitts, 2015; Jun, 1993), with many
countries around the world demonstrating a strong commitment to
strengthen their reporting and other securities regulatory infrastructure
in order to mitigate market anomalies and stimulate market efficiency
and stability (Cumming, Knill, & Richardson, 2015; Daske et al., 2008).
For example, in August 2000, the US Securities and Exchange
Commission (SEC) enacted the Regulation Fair Disclosure (Reg. FD) with
the aim of reducing information asymmetries and ensuring that firms’
material private information is fair and accessible to all investors (Yu &
Webb, 2017). The SEC and the advocates have further stressed that the
adoption of this new regulation would lead to a fairer market by
ensuring the immediate dissemination of information to all the market
participants simultaneously (Irani & Karamanou, 2004).

In Europe, however, the EU policymakers have also introduced a
number of ambitious initiatives aimed at protecting investors, enhancing
the quality of disclosure, and reducing financial market abuse
(Christensen, Hail, & Leuz, 2016; Palea, 2013). The Financial Services
Action Plan (COM 1999, 232, 11.5.1999) maps out the first set of
improvements to the EU legislative framework for financial markets
(Christensen, Hail, & Leuz, 2013; Christensen et al., 2016). Another of the
EU’s regulatory efforts that has received considerable accolade is the
adoption of the global reporting benchmark through legislation Reg. EC
1606/2002. The new legislation mandated all the EU member states to
adopt the International Financial Reporting Standards (IFRS) from
January 2005 (Brtiggemann, Hitz, & Sellhorn, 2013). In fact, the
acceptance and adoption of IFRS by the EU member states is arguably
one of the significant regulatory changes in the accounting history (Hail,
Leuz, & Wysocki, 2010), and a phenomenon that receives considerable
attention in the accounting network (Ding, Hope, Jeanjean, & Stolowy,
2007).

The hope behind the adoption of this planetary set of reporting
benchmarks, in Europe and elsewhere, is to help eliminate the frictional
tendency of capital inflow, reduce the cost of capital (Kim, 2013; Persakis
& latridis, 2016), improve analysts’ forecasts (Byard, Li, & Yu, 2011;
Hodgdon, Tondkar, Harless, & Adhikari, 2008), increase value relevance
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(Capkun et al., 2008; Gjerde et al., 2008), reduce information asymmetry
(Beneish, Miller, & Yohn, 2015, Dumontier & Maghraoui, 2007), and
information acquisition costs (Ball, 2006), increase firms’ liquidity, and
generally contribute towards the effective and cost-efficient functioning
of the capital markets (Barth, Landsman, & Lang, 2008; Chua, Cheong, &
Gould, 2012).

However, despite the acclaimed benefits of these regulatory changes
to curtail market anomalies and promote market efficiency and stability,
recent evidence indicates that investors’ trading biases still remain
pervasive (Jang, 2017), particularly herding behaviour (Chang & Lin,
2015), in both emerging (Javaira & Hassan, 2015; Yao et al., 2014), and
developed markets (Blasco, Corredor, & Ferreruela, 2017; Clements,
Hurn, & Shi, 2017; Galariotis et al., 2015b; Litimi et al.,, 2016). This
situation poses some interesting questions; for example, what actually
constitutes the effect of the recent financial regulatory changes on
investors’” behavioural anomalies, such as herding? Does the new
regulatory regime materially improve the investors” information set? Or
are there some potential negative consequences of these regulatory
initiatives? These, we argue, are important empirical questions for which
empirical answers are sought.

The purpose of this study, therefore, is to provide a conceptual
model that would help address these empirical questions. In doing so,
the study focuses on such significant financial regulatory change (Reg.
EC 1606/2002) that mandates all the EU member states to comply with
the IFRS reporting requirements as from January 2005. The EU financial
markets seem to provide a unique laboratory for this experiment. This is
because several EU officials, media outlets, and market participants
proclaimed that investors” herding behaviour appeared widespread and
was partly responsible for the recent EU financial crisis (Galariotis et al.,
2015a). Specifically, the EU Economic and Monetary Affairs
Commissioner (Olli Rehn) claimed during the recent agreement of the
Irish aid-package that there was plenty of investors’ behavioural
anomalies in the EU financial market, particularly, herding behaviour
(Galariotis et al., 2015a). Jose Manuel Barroso (the EU president) was also
reported to have attributed the recent EU crisis not only to budgetary
fundamentals but also to investors’ behavioural biases (Galariotis et al.,
2015b).

Examining this nexus would contribute to the growing IFRS
literature in a number of ways. For example, while earlier empirical
studies mostly focus on examining the capital market effects of IFRS
adoption from the perspective of firm’s cost of capital (Ball, 2006; Daske
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et al., 2008; Kim et al., 2014; Persakis & latridis, 2016); analysts” forecast
(Byard et al., 2011; Hodgdon et al., 2008; Tan et al., 2011); value relevance
(Capkun et al., 2008; Gjerde et al., 2008); information asymmetry (Beneish
& Yohn, 2008; Dumontier & Maghraoui, 2007; Wang & Welker, 2011);
and information acquisition costs (Ball, 2006), this study differs as it
focuses on the capital market effect from the perspective of investors’
trading behaviour. Research addressing this issue is scant. Hence, this
study is believed to be one of the limited number of studies that
explicitly explore this direct connection. In this way, the study
complements the efforts of Chau, Dosmukhambetova and Kallinterakis
(2013) who examined the effect of mandatory IFRS adoption on
investors’ noise trading behaviour in three central and eastern European
(CEE) markets. In a similar spirit, the present study finds it worthy to
deepen our current understanding by revisiting this area with possible
improvement in the methodology used, variables employed and their
measurements, timeframe, as well as the sample countries. Besides,
unlike most prior research, this study takes into account the need to
highlight the role of national economic culture in influencing the effects
of IFRS adoption in the EU. This is deemed significant given that
harmonizing financial regulations in this jurisdiction represents a
supranational move to unify the diverse institutional and cultural factors
that exist in the EU (Brtiggemann et al., 2013). This, however, raises
another concern as to whether one size fits all regulations are appropriate
or even feasible across all the EU member states. Thus, the potential
findings of this study are expected to be of interest to academics,
regulators, and policymakers in performing a cost-benefit analysis of this
planetary set of reporting benchmarks.

2. Methodology

This study is conceptual in nature. It relies on a review of the prior
literature on economic and informational consequences of IFRS adoption
published in prominent academic journals. Initially, the study only
considered scholarly articles published from the year 2005. This period
was chosen because it was a period when IFRS adoption was made
mandatory in the EU jurisdiction. However, the scope was stretched to
include selected scholarly articles published before 2005 due to their
significance to the set research objectives. Furthermore, the articles
considered are largely from the world's leading academic journals
included in the Social Science Citation Index (SSCI) database. The SSCI
receives global recognition to the extent that some countries use it to
evaluate researchers’ productivity (Lourenco, Branco, & Castelo, 2015).
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For example, in Spain, it is a legislative declaration that the bonuses and
career development of a researcher are tied to publication in this
category of journals (Parker & Guthrie, 2012). Table 1 summarizes the
relevant articles reviewed per journal and year of publication.

3. Literature Review

3.1. Economic and Informational Consequences of IFRS Adoption
Research on the effects of IFRS adoption is usually viewed in terms of its
economic and informational consequences, a concept typically used to
describe how the new planetary set of reporting benchmarks affects
accounting information quality and the capital market (Armstrong,
Barth, Jagolinzer, & Riedl, 2010; Briiggemann et al., 2013; Chau et al,,
2013; Lambertides & Mazouz, 2013). Table 2 summarizes the review of
the relevant academic literature on the economic and informational
consequences of IFRS adoption.

3.2. IFRS and Financial Reporting Quality

As evident in the above table, one of the well-explored areas in the IFRS
literature is the link between IFRS and financial reporting quality.
Financial reporting quality is a term used in relation to the precision with
which financial information informs investors about a firm’s current
operating performance and the future market movement (Callen, Khan,
& Lu, 2013; Hribar, Kravet, & Wilson, 2014). Chen, Tang, Jiang and Lin
(2010) consider financial reporting quality to be “the extent to which
financial information reflects firms" underlying economic reality.”
Another commonly cited definition is the one given by Jonas and
Blanchet (2000), who describe financial information quality as “the one
that is complete, transparent, and designed not to obscure or misinform
the users.”

Prior accounting research has shown that financial information is
said to be of quality if it has decision usefulness (Lennard, 2007). To be
useful, the information must satisfy two main qualitative characteristics -
relevance and faithful representation (Krismiaji, Aryani, Suhardjanto, &
Suhardjanto, 2016). Financial information is relevant if it is capable of
making a difference in the decisions made by users (Nobes & Stadler,
2015). While it has a perfectly faithful representation if it is complete,
neutral, and free from error (Deegan, 2013). Although perfection is hard,
if ever, attainable, one of the primary objectives of IASB is to exploit
these qualities to the extent possible.
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IFRS and Investors’ Trading Pattern: A Conceptual Framework

The term faithful representation according to Neel (2017) is usually
encapsulated by the term “reporting quality” and measured by a
number of constructs, including, but not limited to, value relevance
(Barth et al., 2008; Barth, Landsman, Lang, & Williams, 2013;), accrual
quality (Gassen & Sellhorn, 2006; Soderstrom & Sun, 2007), earnings
management (Ahmed et al., 2013; Rudra & Bhattacharjee, 2012;), earnings
predictability (Gassen & Sellhorn, 2006; Van der Meulen, Gaeremynck, &
Willekens, 2007), and timeliness (Paananen, 2008; Zeghal, Chtourou, &
Fourati, 2012). Dechow et al. (2010) also put forward an argument to
suggest that earnings quality could also be evaluated with respect to any
decision that depends on an information representation of financial
performance. Therefore, the term does not limit quality to infer decision
usefulness in the context of equity valuation decisions.

Accordingly, as a global set of reporting standards, IFRS is assumed
to improve the financial reporting quality by enhancing the
understandability and comparability of financial reports across
international boundaries. The standards are meant to attain three
objectives. Firstly, to help in standardizing the diverse accounting
policies prevailing around the globe and removing the incomparability
of financial statements within and across entities. Second, to facilitate the
presentation of high quality, transparent and comparable information in
financial statements. Third, to reduce to accounting alternatives, thereby
eliminating the element of subjectivity in financial statements
(Chakrabarty, 2011). The output of comparable financial information
under IFRS allows users to evaluate the financial information of a
reporting entity and compare it with similar information about other
entities and with similar information about the same entity (DeFond et
al., 2011). Relatedly, Platikanova and Perramon (2012a) argued that
comparable financial information can only be of value if it allows users to
identify similarities in and differences between two sets of economic
phenomena. Hence, the introduction of IFRS is expected to remove
informational externalities arising from a lack of comparability.

Similarly, the comparability benefit of IFRS is also found to reduce
the information acquisition costs and enables investors and other market
participants to make informed economic decisions (Brochet, Jagolinzer, &
Riedl, 2013). All these arguments are premised upon at least two major
assumptions. First, IFRS is expected to be of superior quality compared
to a local reporting benchmark and adopting such standards would lead
to a better-quality reporting system. The second argument is based on
the notion that the reporting benchmark is a complementary factor of the
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overall country’s institutional factors (Ball, 2006) as well as firm-specific
factors (Soderstrom & Sun, 2007).

3.3. IFRS and Capital Market

There is an intense academic debate surrounding the effect of IFRS
adoption on capital markets (Daske et al., 2013; Christenen et al., 2013).
However, so far, most research points to the direction of positive capital-
market effects of IFRS, with some real economic consequences, such as a
decrease in the cost of capital and an increase in market liquidity (Daske
et al.,, 2008; De George, Li, & Shivakumar, 2016; Kim et al., 2014). Other
effects include stimulate cross-border investment (Gordon & Porter,
2009; Naranjo, Saavedra, & Verdi, 2016), improve financial analysts’
information environment (Byard et al., 2011), and mitigate investors’
behavioural biases (Beneish et al., 2015; Beneish & Yohn, 2008; Chau et
al., 2013).

Studies on capital-market effects, as illustrated in the above table,
show that a better reporting benchmark reduces adverse securities
selection in the financial markets (Lambert, Leuz, & Verrecchia, 2007),
and enhances investment efficiency (Naranjo et al., 2016), which, in turn,
lowers the cost of raising capital (Diamond & Verrecchia, 1991; Li, 2010;
Naranjo et al., 2016). Consistently, Lambertides and Mazouz (2013) found
that the adoption of IFRS improves market efficiency, lowers stock price
volatility, and enhances the quality of information production. In the
same vein, Hodgdon et al. (2008), Cotter et al. (2012), and Wang and
Welker (2011) reported that the implementation of IFRS enhances
informational efficiency through the facilitation of cross-border
information transfer and a reduction of information asymmetry, thereby
increasing the ability of analysts to make accurate forecasts (Qu & Leung,
2006).

As IFRS is said to facilitate international capital mobility (Hamberg
et al., 2013; Soderstrom & Sun, 2007), Brown (2011) argued that market
liquidity would be expected to increase, because more investors with
money to invest and more firms seeking additional capital will be
attracted. The advocates of IFRS, however, have further justified
increased disclosure and transparency as a means of reducing the cost of
capital and increasing liquidity (De George et al., 2016). This, according
to them, can be achieved through mitigation of the adverse price effect
and investors fear of taking risks (Leuz & Verrecchia, 2000), which, in
turn, would increase the demand for assets, and, by extension the firms'
liquidity (Diamond & Verrecchia, 1991).
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To this end, while acknowledging the efforts of the existing studies
in testing the economic and informational effects of IFRS adoption, we
notice that the research on the direct effects of IFRS on investors’
behavioural patterns has not been explicit in the extant literature. This is
surprising given that the advocates of IFRS have often maintained that
the adoption of IFRS should improve the overall informational
environment, which, in turn, would attract greater participation of
sophisticated investors from both domestic and foreign markets (Chau et
al., 2013). Intuitively, to the extent that the adoption of IFRS improves
financial statement quality and transparency, the informational efficiency
of the markets is expected to increase as a result of enhanced
information-based trading. This increased transparency should also
reduce the level of irrational investment behaviour and increase the
speed at which new information is incorporated into prices. However, a
review of the IFRS literature reveals that only a handful of studies have
attempted to explore this connection. Notably, Chau et al. (2013)
investigated the effect of the mandatary adoption of IFRS on investors’
noise trading behaviour in Central and Eastern European countries.
Their findings indicate significant evidence of noise trading before
mandatory IFRS adoption, with this effect dispelling following the
adoption of IFRS. Hence, the findings suggest that the application of
IFRS presupposes that the investors” information set would be enhanced,
information-based trading would be promoted, and the market
information environment would be more efficient.

In the same vein, Hamberg et al. (2013) tested the familiarity
hypothesis of investors” equity home bias by analysing how the foreign
investment of Swedish firms changes following the mandatory adoption
of IFRS. The results reveal that there is an increase in foreign capital
inflow after IFRS adoption. However, this increase is noticed to be from
the countries that implemented IFRS, mainly from the EU jurisdiction.
They also notice that the effects appear stronger in small firms relative to
big firms. Conversely, Beneish and Yohn (2008) found conflicting
evidence for this conjecture. Specifically, the findings of the study
suggest that IFRS adoption is pretty unlikely to significantly reduce
investors” behavioural bias towards home equity and increase the extent
to which they hold foreign capital.

To the extent that, largely, the quality of IFRS disclosure is not
disputed, some researchers still remain sceptical as to whether mere
adoption of IFRS is likely to bring about a desirable information
environment (Christensen et al., 2013). This is because accounting and
reporting practice are heavily influenced by a country’s environmental
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factors (Cieslewicz, 2014; Nurunnabi, 2015a). However, not all these
factors have been fully evaluated in the prior IFRS literature (Borker,
2012, 2014; Gray, Kang, Lin, & Tang, 2015). This informs the need to
highlight the influence of country-specific factors in examining the effect
of this new regulatory regime.

3.4. The Role of the Country’s Environmental Factors Around IFRS
Adoption

An essential ingredient for effective IFRS implementation is a country’s
environmental factors. Daniel, Cieslewicz and Pourjalali (2012) stated
that institutional infrastructure plays a significant role in ensuring
quality disclosure and transparent corporate practices, through both
formal processes, such as law and regulation, and an informal
mechanism, such as norms and convention. Soderstrom and Sun (2007)
provided a comprehensive review of the economic and informational
consequences of IFRS adoption.

The authors argue that accounting standards only represent one of a
multitude of factors capable of improving the quality of the accounting
and reporting system, and that reporting incentives are as vital as the
standards, and that they can be influenced by several factors.
Nonetheless, we notice that most of the existing studies have shown
more interest in examining the role of formal institutional factors with
little attention devoted to the role of the informal institutional
counterpart, such as the national economic culture. Ho and Wong (2001)
argued that ‘the role of culture on firms” disclosure has yet to be fully
evaluated, because, it is usually presumed to be part of a wider
institutional factor (Daniel et al., 2012). Thus, the importance of national
economic factors in the development of national and international
accounting systems has not been fully appreciated (Cieslewicz, 2014).

4. Findings

From the foregoing literature review, a number of points are noted. First,
as observed by Leuz and Wysocki (2016), and Christensen et al. (2016)
the academic debate on the costs and benefits of these regulations is still
ongoing, and, so far, the empirical evidence is mixed. Second, although
investors appear to be the prime beneficiaries of these financial
regulatory changes, much less is known about how these regulatory
changes affect their trading behaviours (Chau et al., 2013). A careful
review of the extant literature indicates that the link between financial
regulatory changes and investors' trading patterns generally requires
further scrutiny (Armstrong et al., 2010; Hamberg et al., 2013).
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