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ABSTRACT 

This study examines whether the application of International Financial Reporting 

Standards (IFRS/SLFRS) is associated with higher accounting quality for Sri Lankan 

firms using a sample of 157 firms listed Colombo Stock Exchange (CSE). The companies 

listed on CSE were mandated to adopt IFRS/SLFRS in preparation of their financial 

statements with effect from 01st of January 2012.  Prior to the adoption of IFRS/ SLFRS 

Sri Lankan firms reported under Sri Lankan Accounting Standards (SLAS). Thus, this 

study compares several measures of accounting quality for Sri Lankan firms under two 

reporting regime to identify the improvement of accounting quality in post IFRS/SLFRS 

adoption. Following prior studies, this study uses eight individual measures of accounting 

quality relating to earnings smoothing, managing towards earnings targets, timely loss 

recognition and value relevance. Firms are said to have improved accounting quality if 

they display lower levels of earnings smoothing, less management towards earnings 

targets, more timely loss recognition and higher levels of value relevance. The results of 

this indicate that in general, accounting quality of SL firms improved after mandatory 

IFRS/ SLFRS adoption in terms of displaying less management towards earnings targets 

and more timeliness of loss recognition. However, there is no evidence that accounting 

quality has been improved with regards to reducing earnings smoothing and improving 

value relevance. In addition, the results of this study revealed that earning smoothing has 

increased significantly following mandatory adoption of IFRS/ SLFRS. Further, the value 

relevance of accounting numbers is very low under IFRS/ SLFRS.  

 

 

 

 

.  

 

 

 



	   vi	  

TABLE OF CONTENTS 
  Page  

Declaration of Candidate…………………………………………………………. i 

Certification………………………………………………………………………. ii 

Dedication………………………………………………………………………… iii  

Acknowledgement………………………………………………………………... iv 

Abstract…………………………………………………………………………… v 

Table of Contents………………………………………………………………….vi 

List of Figures…………………………………………………………………….. ix 

List of Tables………………………………………………………………………x  

List of abbreviation……………………………………………………………….. xi 

List of annexure……………………………………………………………………xii 

Chapter 1: Introduction 

1.1. Introduction……………………………………………………… 1 

1.2. Background for the Study……………………………………….. 3 

1.2.1.  Agency Theory and Information Asymmetry……………..3 

1.2.2.  Accounting Standards…………………………………….. 4 

1.3. Problem of the Study……………………………………………. 6 

1.4. Research Questions………………………………………………11 

1.5 Research Objectives……………………………………………… 11 

1.6 Significance of the Study………………………………………… 12 

1.7 Methodology…………………………………………………….. 15 

 1.7.1. Introduction……………………………………………….. 15 

 1.7.2. Population and Sample Selection………………………… 15 

 1.7.3. Data and Data Collection…………………………………. 16 

 1.7.4. Theoretical Framework and Variable Identification……… 17 

 1.7.5. Statistical Tests…………………………………………… 18 

1.8. Chapter Outline………………………………………………….. 19 

Chapter 2: Literature Review 

 2.1. Introduction……………………………………………………… 20 

 2.2. Sri Lankan Regulation and Enforcement Mechanism……………20 

 2.3. Theoretical Background…………………………………………. 22 

2.3.1. Incentives for Accounting Standards Setters to produce  



	   vii	  

 High Quality Accounting Standards………………………  24 

2.3.2. Incentives for Firms to Produce High Quality Financial 

 Reports……………………………………………………. 28 

 2.4. Previous Literatures …………………………………………….. 35 

  2.4.1. Empirical Studies relating to Voluntary Adoption of 

   IFRS………………………………………………………. 36 

  2.4.2. Empirical Studies relating to Mandatory Adoption of 

   IFRS………………………………………………………. 46 

   2.4.2.1. Studies on Earning Management and Accounting 

     Quality 46 

   2.4.2.2. Studies on Value Relevance and Accounting 

     Quality……………………………………………. 51 

 2.5 Chapter Summary………………………………………………... 57 

Chapter 3: Methodology 

 3.1. Introduction……………………………………………………… 59 

 3.2. Hypotheses Development………………………………………...60 

  3.2.1. Accounting Quality……………………………………….. 60 

   3.2.1.1. Earning Management…………………………….. 61 

   3.2.1.2. Timely Loss Recognition………………………… 63 

   3.2.1.3. Value Relevance…………………………………. 64 

 3.3. Research Setting………………………………………………… 66 

 3.4. Population and Sample………………………………………….. 66 

  3.4.1. Data……………………………………………………….. 69 

 3.5. Research Model…………………………………………………..70 

  3.5.1. Dependent Variable………………………………………..70 

  3.5.2. Independent Variables……………………………………. 70 

  3.5.3. Control Variables…………………………………………. 71 

   3.5.3.1. Size. ……………………………………………… 72 

   3.5.3.2. Growth……………………………………………. 72 

   3.5.3.3. Equity Issue………………………………………. 73 

   3.5.3.4. Debt Issue……………………………………….... 73 

   3.5.3.5. Turnover…………………………………………...73 

   3.5.3.6. Cash Flow………………………………………… 74 

   3.5.3.7. Auditor……………………………………………. 74 



	   viii	  

   3.5.3.8. Closely Held Shares……………………………… 74 

 3.6. Accounting Quality Metrics……………………………………... 75 

  3.6.1. Earning Smoothing Metrics………………………………. 75 

  3.6.2. Managing Towards Earning Targets……………………… 79 

  3.6.3. Timely Loss Recognition Measures……………………… 80 

  3.6.4. Timely Loss Recognition Measures……………………… 81 

  3.6.6. Summary of Accounting Quality Metrics………………… 83 

 3.7. Chapter Summary……………………………………………….. 84 

Chapter 4: Data Analysis and Results 

 4.1. Introduction……………………………………………………… 86 

 4.2. Descriptive Analysis…………………………………………….  86 

  4.2.1. Relationship between Earnings and Cash Flow…………... 87 

  4.2.2. Other Accounting Measures……………………………….90 

  4.2.3. The Market Measures…………………………………….. 91 

  4.2.4. Control Variables…………………………………………. 92 

  4.2.4. Test of Normality…………………………………………. 93 

  4.2.5. Bivariate Relationship between Variables……………….. 94 

 4.3. Univariate Comparison of Test and Control Variables under 

  IFRS (SLFRS) and SLAS……………………………………….. 94 

 4.4. Multivariate Results and Hypotheses Testing…………………… 99 

  4.4.1. Overall Improvement in Accounting Quality…………….. 99 

   4.4.1.1. Earning Management…………………………….. 100 

   4.4.1.2. Timely Loss Recognition………………………… 106 

   4.4.1.3. Value Relevance………………………………….. 108 

Chapter 5: Conclusion and Recommendation 

 5.1. Introduction……………………………………………………… 115 

 5.2. Background of the Study…………………………………………115 

 5.3. Conclusion………………………………………………………. 116 

 5.4. Limitation and Problems………………………………………… 117 

 5.5 Recommendation for the Future Research……………………….. 118 

Reference:………………………………………………………………………… 121 

Appendix A: Test of Normality…………………………………………………... 135 

Appendix B: White Heteroskedasticity Test………………………………………140 

 



	   ix	  

LIST OF FIGURES 
    Page 

Figure 1.1. Conceptual Framework………………………………………………. 18 

Figure 2.1. Institutional Setting for Financial Reporting in Sri Lanka…………… 21 

Figure 3.1. Conceptual Framework………………………………………………. 60 

Figure 3.2. Transition to IFRS (SLFRS) of Companies with 31st March  

 Year-ends …………………………………………………………….. 69 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



	   x	  

LIST OF TABLES 
                                                                                         Page 

Table 2.1. Studies on Voluntary adoption of IAS/IFRS/ UK GAAP…………….. 46 

Table 2.2. Studies on Mandatory Adoption of IAS/IFRS/UK GAAP……………. 55 

Table 3.1. Sample of the Companies Available for Analysis…………………….. 68 

Table 3.2. Industry Breakdown of Companies…………………………………… 68 

Table 3.3. Definition of Control Variables……………………………………….. 72 

Table 3.4. Summary of Accounting Quality Metrics……………………………... 83 

Table 4.1. Descriptive Statistics for Test and Control Variables………………… 86 

Table 4.2. Descriptive Statistics for Test Variables by year……………………… 87 

Table 4.3. Descriptive Statistics for Control Variables ………………………….. 89 

Table 4.4. Lilliefors and Anderson-Derling Test for Normality…………………. 92 

Table 4.5. Correlation Coefficients for the Continuous Variables……………….. 94 

Table 4.6. Univariate Comparison of Test and Control Variables under 

IFRS (SLFRS) and SLAS………………………………………………95 

Table 4.7. Frequency Statistics for dichotomous Variable under IFRS (SLFRS) 

and SLAS……………………………………………………………… 97 

Table 4.8. Variability of Change in Net Income …………………………………. 99 

Table 4.9. Variability of Ratio of Change in Net Income over Change in Cash 

Flows…………………………………………………………………. 101 

Table 4.10. Correlation between OCF* and ACC*………………………………. 103 

Table 4.11. Frequency of SPOS………………………………………………….. 104 

Table 4.12. Significance of Coefficient of SPOS………………………………… 105 

Table 4.13. Frequency of LNEG…………………………………………………..106 

Table 4.14. Significance of Coefficient of LNEG………………………………...107 

Table 4.15. The Association between Share Price and Accounting Information 

under SLAS………………………………………………………….. 108 

Table 4.16. The Association between Share Price and Accounting Information 

under IFRS…………………………………………………………… 108 

Table 4.17. The Association between Earnings and Return for both Good News  

and Bad News firms under SLAS and IFRS (SLFRS)………………. 109 

Table 4.18. Summary of the Results of Accounting Quality Metrics…………….. 110 

 



	   xi	  

LIST OF ABBREVIATIONS 

 
Abbreviation  Description 

BVPS   Book Value Per Share 

CSE  Colombo Stock Exchange 

DAS  Domestics Accounting Standards 

EU  European Union 

FASB  Financial Accounting Standards Board 

FRRP  Financial Reporting Review Panel  

FSA  Financial Service Authority 

GAAP  General Accepted Accounting Principles 

IAS  International Accounting Standards 

IASB  International Accounting Standards Board 

IASC  International Accounting Standards Committee  

IASCF  International Accounting Standards Committee 

Foundation 

IFRS  International Financial Reporting Standards  

LKAS  Sri Lankan Accounting Standards  

MVPS  Market Value Per Share 

NI  Net Income 

NIPS  Net Income Per Share 

OCF  Operating Cash Flows 

ROA  Return on Assets 

SEC  Security Exchange Commission 

SL  Sri Lankan 

SLFRS  Sri Lankan Financial Reporting Standards 

UK  United Kingdom 

US  United State  

  

 

 


