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Abstract: Accounting standards that are mostly compatibléh viitternational Financial Reporting
Standards (IFRS) are required for consolidatedhfife statements of all Turkish listed firms stagti
from 2005 fiscal year end. Before that, financiaporting in Turkey was closely related to tax
reporting. Until 2003, all Turkish listed firms veepreparing their financial statements in accordanc
with the local standards issued by the Capital Maioard of Turkey. In this study, | examine the
relative and incremental value relevance of eamany the book value of equity under Capital Market
Board (CMB) Accounting Standards (2001-2002) andeuiFRS (2005-2006) for Turkish listed firms.

| compare these two periods to investigate whetiemandatory adoption of IFRS increase relevance
of earnings and book value of equity which are ptaxk as proxies of accounting quality. | find
evidence that the value relevance of earnings ao#t balue of equity has increased significantlgaft
adopting IFRS. In addition, | find that the increrted value relevance of earnings increased between
the CMB accounting standards period and the IFR®geHowever, the incremental value relevance
of book value of equity degreased in the same gerio
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1. Introduction

Since January *1 2005 EU publicly traded companies are requiredptepare
consolidated accounts on the basis of Internatiéiv@ncial Reporting Standards
(IFRS) that are developed by International AccaumtStandards Board (IASB).
Prior to that, using IAS/IFRS was voluntary in mdfyropean countries. This paper
explores the impact of transition to IFRS on actimgn quality in Turkey by
examining and comparing the value relevance ofiegsnand the book value of
equity under Capital Market Board Accounting Staddaduring 2001-2002 with
those under IFRS during 2005-2006. For this purpbsenduct my investigation
using all Turkish companies listed on the IstarfBiaick Exchange (ISE). The study
is based on the model which has also been useddnnesearch (Ohlson, 1995).
This model expresses stock price as a functionot karnings and book value of
equity. | measure value relevance in terms of thiktya of accounting measures to
explain stock prices. Particularly, | investigatéether there is a change in the
relative and incremental value relevance of eamiagd the book value of equity
during these two periods.
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I limit my investigation to Turkish companies tontml for institutional and
political factors such as legal system, taxatiamyviaers of finance, and inflation
which affect companies’ reporting and stock markgrticipants’ investing
behaviors. The other reason for choosing Turkethasfocus of this study is that
relatively little is known about its accounting ptiges although it has an attempt to
become a full member of the European Union (EU).

The Turkish economy has been an emerging one dtinedast decades. So has
been the Turkish Capital Market. Total number ahpanies listed in the ISE was
304 and the shares of the foreign or internatiamadstors represented 66, 3% as of
2005. As well, there had been hyper-inflationarwiemments since the early
1970s. For some years, the annual inflation ratd bhaen more than 100%
(Pekdemir & Turel). Having high inflation for oveBO years, the financial
statements in Turkey have been considered usede$s in decision-making. The
companies tried to benefit from the incentivestia Turkish Tax Regulation (i.e.
LIFO, accelerated depreciation) to negate the tffetinflation till the year 2003.
In recent years, this problem seems to be solvet thie legislations about the
mandatory application of inflation accounting antbsequently full IFRSs (Yilmaz
& Sarioglu, 2005). Moreover, foreign exchange rdtage been stabilized, interest
and inflation rates have declined to reasonablel$esince 2003. Therefore, | think
that Turkey offers an interesting setting becaudses a@istinctive economic context.

The aim of the accounting regulations in Turkey waprotect the interests of the
Treasury. Therefore, accounting practices for noashpanies in Turkey has been
strongly influenced by the need to produce infofarato tax authorities (Cooke &
Curuk, 1996). Besides this, there have been saaifichanges in accounting rules
in Turkey. In an attempt to become a member of&ble publicly traded companies
in Turkey have been presenting their financial repainder IFRS since 2005.
Without mentioning the level of compliance, a studported that Turkey has been
among the countries where the IFRSs have beerenimplemented since 2005
(Barth, 2007). This research is mainly motivatedthiy major revisions to Turkish
accounting rules that have been following the degwelent of new and revised IASs
and IFRSs. Many of these revisions and new stasdaftect IASB’s preference for
fair value measurement of assets and liabilitiesngK 2006). Taking into
consideration the developments in the accountiagtjmes in Turkey, | predict that
these changes are likely to affect the value relewaf earnings and book value of
equity.

The remainder of this paper is organized as folldwsection 2, a short overview of
the development of International Financial RepgrtBtandards in Turkey is given.
In section 3, prior research on the value relevasfcearnings and book value is
briefly discussed. In section 4, the research desigd the sample is described.
Section 5 presents the results while section 6lades.
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2. The Development of International Financial Reportirg Standards in
Turkey

The development of IFRS in Turkey has a long stofjle most influential
institutions affecting the development of Internatil Financial Reporting Standards
in Turkey can be cited as (1) The Expert Accourfadtssociation of Turkey
(TMUD) (2) Capital Markets Board of Turkey (CMB))(3urkish Accounting and
Auditing Standards Board (TMUDESK) (4) The Bankirgegulation and
Supervising Agency (BDDK) (5) Turkish Accountinga8tards Board (TMSK).

The first attempt was made by the TMUD that waskdished in 1942. Following
the establishment of International Federation otdmtants (IFAC) in 1977 (of
which TMUD was a founding member) the TMUD transthtll IASs and presented
them to TMUD members. Since the TMUD had not begrowerful organization

the implementation of International Accounting Stamds Committee (IASC)

standards was not very effective (Yilmaz & Sel02).

The forceful implementation of accounting standar@sie with the establishment of
CMB that was empowered by the Capital Markets L&ML), which was enacted
in 1981. CMB was based on the Securities and Exggh@ommission in the US and
has extensive powers including specifying accognsitandards for companies. The
listed companies in the Istanbul Stock ExchangeE)I®ave started to use
accounting and reporting standards that were sdéhéyBoard. In 2001, the Board
issued a communiqué on inflation accounting andewsed communiqué on
consolidation of financial statements. The firstaficial statements prepared using
these communiqués were published as of Decembe@®13. These regulations
were fully compatible with the related IASs. Moreoythe Board issued a broad set
of financial reporting standards that are mostlynpatible with IASs and IFRSs in
2003. These standards became effective for lisbetpanies from the beginning of
2005.

Another attempt was made by the TMUDESK which wstsigished in 1994. The
members of this board were appointed by Union ofarGiers of Certified
Accountants of Turkey (TURMOB) and the represeuésti of the related
institutions. From 1994 to 2001, TMUDESK has puidid 19 Turkish Accounting
Standards which were in conformity with the IASawéver, these standards could
not be applied by companies due to lack of sanction

BDDK which was established in 2000 after the bagkarisis in Turkey, was
another regulatory body that set accounting statsddor banks and financial
institutions. The standards issued by BDDK in 2@@2e compatible with IASs and
IFRSs.

TMSK was established in 2002 by a legal regulatibhis new Board has legal
power for setting Turkish Accounting Standards amndction for all companies in
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Turkey. The Board has been publishing accountirapdsrds which are fully
compatible with IASs and IFRSs.

All of the accounting standards published by thdifferent regulators were similar
in nature. However, a harmonization of accountitagn@ards was needed within the
country. For this purpose, BDDK abolished its aeting standards by issuing a
regulation in 2006. BDDK decided that banks andticial institutions will use
accounting standards published by the TMSK. In timtdito that, CMB of Turkey
abolished its accounting standards by issuing a nmomqué in 2008. The
communiqué requires listed companies in the ISEptepare their financial
statements compatible with IFRSs adopted by theofgan Union. The
communiqué specifies that companies can use adogwstandards published by the
TMSK which are compatible with the IFRSs adopted thg European Union.
Currently, TMSK became the only organization thalshed accounting standards
which are fully compatible with IASs and IFRSs. Mover, the draft of Turkish
Commerce Law requires not only public companies,alucompanies’ to prepare
their financial statements in accordance with thekiBh Accounting Standards that
are compatible with International Financial RepuytStandards (IFRS).

3. Prior Research

A large number of studies compare the accountirgityuof IFRS versus national
GAAPs after mandatory IFRS adoption. Paananen .e{28i05) found that the
accounting quality increases in Sweden after tloptioh of IFRS as the association
of book values and share prices increases signtficafter the switch. In addition,
they find an increase in the incremental valuevaatee of both measures.

Bellas et al. (2007) examine the value relevancthef2004 book values on 2004
market values and compares the value relevanckeofesstated 2004 IFRS figures
again on the 2004 market values. They find booke/aif equity to be more value
relevant under IFRS for Greek companies. Howevey tould not reach the same
result for profit after tax.

Jermakowicz et al. (2007) examine the associatéwden book values of earnings
and equity with market values for DAX-30 companiesing the period 1995-2004
to assess whether adopting IFRS or US GAAP or disiisg on the NYSE
improves or worsens the association between botkesaof earnings and stock
prices. The results confirm that adopting IFRS & GAAP or cross-listing on the
NYSE significantly increased the value relevanceeafnings relative to market
prices.

A study conducted by the Callao et al. (2007) pdidcuses on the effects of the
new standards on the value relevance of finane@bnting in Spain. They find that
there has been no improvement in the relevancmandial reporting to local stock
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market operators because the gap between book ardctvalues is wider when
IFRS are applied.

Morais & Curto (2007) investigate whether adoptlA$B standards is associated
with higher value relevance for Portuguese listiechd. They find that the value
relevance of accounting information decreases thighadoption of IASB standards.

Finally, Gjerde et al. (2008) examine the firms¢dison the Oslo Stock Exchange in
Norway. They test whether the IFRS accounting figurorrelate more strongly with
stock market values than the corresponding Norwegzenerally Accepted
Accounting Principles figures. They find little eeince of increased value-relevance
after adopting IFRS when comparing and evaluatife ttwo regimes
unconditionally.

4. Hypothesis and Research Design

As it is stated earlier, Turkey had a hyper-intlaary environment for over 30
years. Because of that fact, financial statememt3urkey had been considered
useless tools in decision-making. However, thidbfmm seems to be solved with the
mandatory application of inflation accounting amtt@unting standards enforced to
listed companies by the CMB of Turkey. These stesglaare mostly compatible
with 1ASs and IFRSs. The first financial statensemrepared using inflation
accounting was published as of December 31, 20@3tl accounting standards
enforced by the CMB became effective for listed pamies from the beginning of
2005. The application of inflation adjustment wagtieing point for the financial
statements of listed companies in Turkey (Arsoy &€énme, 2009). Therefore |
regard the period 2003-2004 as a transition peaiodi excluded from the study. |
compare the value relevance of earnings and thk baloe of equity under CMB
accounting Standards during 2001-2002 with thoskeut-RS during 2005-2006.

It is expected that the change from CMB accounstendards to IFRS should
increase the accounting quality in Turkey, defires] the relationship between
accounting measures and market values. Accordingly,research hypothesis is
stated as follows;

(H1): The Value relevance of accounting measureseases after the switch from
CMB accounting standards to IFRS.

My test of relative value relevance is based omlaation framework provided by
Ohlson (1995) where a firm's share price is a fiomcof both earnings and book
value of equity.

Pit=Bo+ B1Ei + B2BVE: + &
Where Ris the market value of the company at the end efidtal year end in year
t of company I, and Eand BVE; are earnings , and book value of stockholders’
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equity three months before fiscal year end in yeegspectively, and is the other

value relevant information of company i in yearThe regression model's’R
indicates the strength of the association betwes® respective accounting
variables(s) and stock price.

To examine the incremental explanatory power thatiags and equity book values
have for stock prices, | follow the approach addpteCollins et al. (1997) and used
by Lin& Paananen (2008). | estimate the followihgee equations over the CMB
accounting standards period and the IFR&wnperiod.

Pi=Bo+ P1Ex + B2BVE; + &1 (1)
Pi = Bo+ P1Ei + &it (2)
Pi=Bo+ B2BVE; + & (3)

The relative explanatory power of earnings is dafias model (1) — model (3), and
the relative explanatory power of book value of iggis defined as model (1) —
model (2). These tests are outlined in Table 1.

Table 1: Comparison of models to test the incremeat value relevance for
earnings and book value of equity

CMBstanparDs IFRSuaNDATORY
(2001-2002 (2005-2006
Book value of R2E+BVE - RZE R2E+BVE - RZE
equity
Earnings Revave- Rove Riersve- Rosve

5. Sample Selection

The population consists of all listed companieg #ra traded in ISE in the years
2001-2002 and 2005-2006. Financial institutions hsugs banks, insurance
companies, and investment trusts had their ownifspesccounting regulations
imposed by the Banking Regulation and Supervisingerey in the experiment
periods (2001-2002) and (2005-2006). Thereforey thee extracted from the
sample. The sample selection process yields a CM&unting Standards sample
of 382 firm-year observations for 198 companies andFRS sample of 406 firm-
year observations for 208 companies. Table 2 aslimy sample selection
procedures.
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Table 2: Sample Selection Process

CMB Accounting IFRS
Standards (2005-2006)
(2001-2002)

Firms Firm Years Firms Firm Years
ISE data base 284 543 298 580
Financial Institutions -84 -159 90 174
Excluded observations -2 -2 - -
due to missing data
Total sample 198 382 208 406

6. Results

| measure value relevance in terms of the abilitparounting measures to explain
stock prices. The Rrom the estimated regressions measures valuearatev As
shown in Table 3, my primary test of the relatiaue relevance of earnings and
book value of equity for Turkish companies repationder CMB accounting
standards and IFRS supports my prediction and shioatsvalue relevance of has
increased significantly over time. The overafldRthe regression model for each of
the time period examined was 0,27 in the CMB actingrstandards period, and
0,84 in the IFRS period. In addition, both the magie of the earnings and book
value of equity coefficients are significant. | dinthat the magnitude of earnings
coefficient has changed its direction from negatiee positive and increased
significantly. However, the magnitude of the boakue of equity coefficient has
degreased. This could be interpreted as a switthR& brings a greater reliance on
earnings as opposed to book value of equity.

| also examine whether the incremental value relegaf earnings and book value
of equity have changed over the time periods. Tdb#&hows that the incremental
value relevance of earnings increased between W@ & counting standards period
and the IFRS period. However, the incremental vaklevance of book value of

equity degreased in the same period. Both the aseren the incremental value
relevance of earnings and the decrease in bookevaluequity are statistically

significant. | interpret the increase in the incesnal value relevance of earnings
between the CMB accounting standards period andRR& period as an effect of
changes mainly related to investor behaviour test more on IFRS performance
figures. We expect an increase in the incremerghlevrelevance of BVE between
the CMB accounting standards period and the IFR®geelated to changes in IAS
16 Property, plant & equipment, IAS 38 intangiblssets, IAS 19 employee
benefits, 1AS 39 financial instruments, IAS 40 istreent property, IAS 41

agriculture, IFRS 2 share based payments, IFRSshéss combinations and IFRS
4 insurance contracts, all of which are fair vatwented. However, we could not
find any statistical evidence that confirms ourdacgon.
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Table 3: Regression results of Turkish accounting masures on share price

Pi=Bo+ BiEi + B.BVEi + it

Panel A: CMB accounting standards (2001-2002)

Variable Coefficient Std. Dev. p-value  Adj°R
Intercept 58661,22 25753,26 0,023
E
-3,55982 0,508437 1,16E-11
BVE
2,432873 0,206561 1,68E-27 0,278
Panel B: IFRS(2005-2006)
Variable
Intercept 114095,0536 29550,73 0,000
E
10,2786814 0,317645 4,1E-114
BVE 0,253959423 0,087825 0,004 0,840
Panel C: Comparison
of R%
R® CMB accounting 0,278
standards
R*IFRS 0,840
Difference -0,562

Table 4: Evaluation of the incremental value relevace for earnings and book

value of equity

Panel A: R comparison

BVE Difference
CMB Riewve -
(2001- | R% 0,262
2002) 0,278 -

0,016
IFRS Rieve -
(2005- | R% 0,003
2006) 0,840 -

0,837

E

2
R2E+ BVE -
R BVE

0,278 -

0,186

2
R E+BVE -
R BVE

0,840 -

0,426

Difference

0,092

0,414
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Panel B: Evaluation of R comparison

Incremental value 0,003 Incremental value0,414
relevance of BVE relevance of E
under IFRS under IFRS
Incremental value 0,262 Incremental value0,092
relevance of BVE relevance of E
under CMB under CMB
accounting standards accounting

standards
Net Degrease -0,232 Net Increase 0.322

7. Conclusion

Having high inflation for over 30 years, the findicstatements in Turkey had been
considered useless tools in decision-making. lenegears, this problem seems to
be solved with the legislations about the mandatapplication of inflation
accounting and subsequently full IFRSs.

| investigate whether the change from CMB accounstandards to IFRS should
increase the accounting quality in Turkey, defiresl the relationship between
accounting measures and market values. Therefommpare the value relevance of
earnings and the book value of equity under CMBoanting Standards during
2001-2002 with those under IFRS during 2005-2006.

The test of the relative value relevance of eaiagd book value of equity for
Turkish companies reporting under CMB accountimmpgards and IFRS shows that
value relevance of has increased significantly owere. This result is mainly
compatible with previous literature that shows ttiet adoption of IFRSs improves
value relevance which is accepted as a proxy obwaaing quality. In particular, |
find that the earnings coefficient has turned tsifpge and increased significantly
from the CMB accounting standards period to IFR&oge | also find that the
incremental value relevance of earnings and boblevaf equity have changed over
the time periods. The incremental value relevari@amings increased between the
CMB accounting standards period and the IFRS pefitmivever, the incremental
value relevance of book value of equity degreardtié same period. | interpret the
increase in the incremental value relevance of iegsn between the CMB
accounting standards period and the IFRS periodnasffect of changes mainly
related to investor behavior that rely more on IFFe&formance figures. We expect
an increase in the incremental value relevancev Between the CMB accounting
standards period and the IFRS period related toggwin IAS 16 Property, plant &
equipment, IAS 38 intangible assets, IAS 19 empmopenefits, IAS 39 financial
instruments, IAS 40 investment property, IAS 4liagdture, IFRS 2 share based
payments, IFRS 3 business combinations and IFRBsdrance contracts, all of
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which are fair value oriented. However, we could fiad any statistical evidence
that confirms our prediction. Taken as a whole,réslts suggest that the revisions
and new standards of IFRS improve the value relsvaf accounting measures of
Turkish listed companies.
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