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Abstract

The consequences of international accounting standards are likely to reach beyond the
impact on financial statements. This paper demonstrates one of the economic
implications of international standards. We focus on the impact of the IFRS regulation on
preference shares (IAS 32) in the Netherlands. IAS 32 causes most preference shares to
lose their classification as equity and these shares will hence be classified as liabilities.
We document that for Dutch firms with preferred stock outstanding, the reclassification
will on average increase the reported debt ratio by 35%. We find that 71% of the firms
that are affected by IAS 32 buy back their preference shares or alter the specifications of
the preference shares in such a way that the classification as equity can be maintained.
The main determinant of the decision whether to give these consequences to IAS 32 is
the magnitude of the impact of IAS 32 on a firm’s debt ratio. We conclude that IFRS
does not only lead to a decrease in the use of financial instruments that otherwise would
have added to the capital structure diversity, but also changes firms’ real capital structure.
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1. Introduction

In the process of the worldwide harmonization of accounting standards, the
European Commission has made reporting according to International Financial Reporting
Standards (IFRS) compulsory for firms that are listed on a European exchange. Although
IFRS is primarily meant to increase the transparency and comparability of European
firms® financial reports, it will also reduce the gap between US standards and most
national accounting standards in Europe. As the first annual reports with a compulsory
compliance with IFRS will appear in 2006, we expect a considerable amount of research
dealing with the impact of IFRS on the accounting figures in the reports. However, the
consequences of IFRS are likely to reach beyond the impact on financial statements. The
reason is that harmonized reporting standards are more probable than national standards
to be misaligned with the underlying environmental conditions facing the firm and its
managers, like taxation, regulation and managerial accounting figures (Choi and Levich,
1991). It is this inconsistency of international standards with national environments that
leads Tang (1994) to conclude that the introduction of international standards can have
serious economic consequences, because companies will adjust their behavior to fit the
new accounting standards. This paper documents the decrease in the use of preference
shares in the Netherlands as an important economic consequence of IFRS. We will
provide evidence that the harmonization of accounting standards can lower the use of
relatively unique instruments.

The focus of this paper is on the actions of a firm’s management. So far, in the
empirical economic consequences literature the focus has been on security price reactions
to accounting changes (Watts and Zimmerman, 1990: 138). The reason that the reactions
of firms’ management to mandatory accounting changes have not been documented
extensively is that management actions are limitedly observable. The reactions of
managers are however more interesting, because they provide direct evidence of the
economic consequences of accounting standards. As preference shares changes are
relatively easy to detect, the IFRS standard on preference shares (IAS 32) provides an
excellent opportunity to document managers’ reactions to accounting changes.



The IFRS regulation for preference shares has a considerable impact on Dutch
firms’ reported debt ratios, in comparison with the Dutch GAAP standards. For some
firms, the debt ratio will be as much as doubled due to IAS 32. Furthermore, the new
regulation can reduce reported net earnings, as the dividends on preference shares that are
classified as a liability will appear on the profit and loss statement in the same way as
interest payments do. These impacts are not cash flow related: as the tax treatment of the
dividends resulting from the preference shares under Dutch GAAP is equal to the tax
treatments of the dividends resulting from the classification as debt, there are no direct
cash flow effects. The new accounting rules on preferred stock also seem relevant for the
UK, as the UK and the Netherlands account for more than 90% of the value of preferred
stock outstanding in Europe. However, in the UK most preferred stock remains classified
as equity even with IFRS. Our country of interest is thus the Netherlands, allowing for a
unique experiment on the economic consequences of accounting standards.

We find that 71% of the listed Dutch firms that are affected by the new rules for
preference shares will either buy back their preference shares or change the
characteristics of the shares in such a way that the classification as equity can be
maintained. These changes are not the result of an ongoing trend over the preceding
years: over the last three years there was one firm per year that bought back preference
shares and there were no firms that changed the characteristics in a way comparable to
the changes made in 2005.* We find that the magnitude of the effect of I1AS 32 on firms’
debt ratios is the main determinant of firms’ decisions to alter their capital structure
specifications: for firms that make rigorous changes the difference between the debt ratio
under Dutch GAAP and IFRS is 46.5%; for firms that do not rigorously change the
specifications of their capital structure this percentage is 19.1%. We do not find evidence
that the magnitudes of the impact of IAS 32 on firms’ net earnings are a determinant of
firms’ buyback decisions. As IAS 32 has no direct effect on cash flows, we hypothesize
that the importance of the magnitude of the effect on the debt ratio can be explained by

contracting-costs arguments. We find evidence that these contracting costs are mainly

! We do not count a decrease in outstanding preferred as a buyback in case it is the result of convertible

preferred stock being converted.



related to a firm’s debt contracts. We do not find evidence that the contracts that a firm
has with the government or its managers are capable of explaining firms’ decisions to buy
back preferred shares or to alter the specifications of these shares. However, our findings
regarding contracting-costs hypotheses have to be interpreted cautiously, as these
hypotheses are normally tested with larger data samples.

The remainder of this paper is organized as follows. Section 2 outlines the
economic consequences of accounting standards. In section 3 the data is described. The
results of this study are included in section 4. Finally, the conclusions are presented in

section 5.

2. Economic consequences of accounting standards

Zeff (1978, p. 56) defines economic consequences as “the impact of accounting
reports on the decision-making behavior of business, government, unions, investors and
creditors.” The essence of the definition is that accounting reports can affect the real
decisions made by managers and others, rather than simply reflecting the results of these
decisions. Sometimes an accounting standard is meant to have economic consequences.
In most cases, however, the economic implications are unintended. Incentives for firms’
managers to change their decision-making behavior on the basis of new accounting
standards would not exist in a perfect world, as new accounting standards will normally
not have direct cash flow effects and the prospects of firms remain unaltered. However,
in the real world firms face contracting costs resulting from the contracts that firms have
with various stakeholders, like transaction costs, agency costs, information costs,
renegotiation costs and bankruptcy costs. The height of the contracting costs that a firm
faces as a result of an accounting change depends on the magnitude of the effect of the
accounting change. Studies that document the importance of this magnitude effect
include Collins et al. (1981) and Ali and Kumar (1994). In our study we have two
magnitude effects: the effect of IFRS on a firm’s debt ratio and the effect of IFRS on a
firm’s net earnings.

Beginning with Watts and Zimmerman (1978), several studies have investigated

the relationship between accounting changes and firm characteristics. There are three
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specific theories concerning firm characteristics that are most often used to explain the
decisions of managers to give economic consequences to accounting changes (Watts and
Zimmerman, 1990). These three theories deal with contracting costs that are the result of
the contracts that firms have with their managers, the government and their debt holders.
The theories can be tested with the bonus plan hypothesis, the political cost hypothesis
and the debt covenant hypothesis. The bonus plan hypothesis states that managers with
bonus plans are more likely to react to accounting developments, in order to increase
their compensation. Both Healy (1985) and Guidry et al. (1999) find evidence in favor of
this hypothesis. The second hypothesis is the political cost hypothesis. This hypothesis
predicts that large firms rather than small firms are more likely to use accounting changes
to reduce reported profits, in order to avoid laws and potential regulation. The threat of
potential regulation stems, for example, from the fact that high profits could hint at a
monopoly position. Although most evidence is consistent with the political cost
hypothesis, the results only appear to hold for the largest firms (Zmijewski and
Hagerman, 1981) and are driven by the oil and gas industry (Zimmerman, 1983). The
bonus plan hypothesis and the political costs hypothesis both refer to contracting costs
that are mostly relating to the effect of IFRS on net earnings. The debt covenant
hypothesis, on the other hand, focuses on the change in debt ratio. This hypothesis states
that managers select or change accounting methods to avoid covenant violations. The
tightness of the accounting-based debt covenants is in most studies researched by looking
at debt ratios (where higher debt ratios are associated with covenant tightness). This
proxy is however not beyond questioning. Still, both Duke and Hunt (1990) and Press
and Weintrop (1990) provide empirical support for the proxy’s use, although Duke and
Hunt argue that the debt ratio is not a good proxy for covenants dealing exclusively with
debt/equity restrictions. Bank debt is a variable that is also likely to be related to debt
covenants, as bank debt is the kind of debt that is normally specified in the contracts.
Another way of testing the debt covenant hypothesis is by looking at firms that have
actually violated their debt covenant. Sweeney (1994) examines a sample of firms that
defaulted by violating debt covenants together with a matched firm control sample. She
reports that the defaulting firms made more accounting changes in the period leading up
to default and that a higher percentage of these changes were income increasing

compared to the control group.



The empirical economic consequences literature on mandated accounting changes
has focused on security price reactions. There are however some exceptions, dealing with
the impact of specific US standards on the reactions of firms’ managers. Imhoff and
Thomas (1988), for example, study the effect on the decision-making of managers of
SFAS 13, which concerns capital lease disclosures. Another example is the research of
Mittelstaedt et al. (1995), who investigate the impact of SFAS 106 (concerning
postretirement benefits) on retiree health care benefit reductions. More recently, Carter
and Lynch (2001) research the consequences of the FASB’s 1998 proposal on accounting
for stock option repricing. All three studies find that managers respond to the accounting
changes by mitigating the standards’ effects. However, in establishing the determinants
of managers’ reactions, none of the papers test more than one of the hypotheses described
before. In this paper we follow a more integrated approach and test all of the hypotheses.

We document the impact of the IFRS regulation on preferred stock in the
Netherlands. Preferred stock is a financial instrument that has been used by many Dutch
companies. This stems from the fact that it is an instrument with various advantages. For
example, for companies facing financial distress preference shares provide the possibility
to postpone dividend payments. Other advantages of preference shares can be achieved
by strategically using the shares’ voting rights. For investors, preferred stock is an
instrument that provides relatively predictable dividend payments and provides
preferences upon liquidation (for which the investors may pay a premium). Also, in the
Netherlands investors are sometimes willing to pay a premium as preferred stock may
provide taxation benefits. These taxation benefits are the result of the Dutch
‘deelnemingsvrijstelling’, which is applicable to firms that possess more than 5 percent of
the nominal paid-up capital of another firm. For the firms with this relatively large stake,
the dividends and capital gains that flow from the other firm are tax exempt under the
Dutch fiscal law, and this will remain so under IFRS. Although the 5 percent of the
nominal paid-up capital can be obtained by buying common stock as well as preferred
stock, common shares usually trade for a much higher amount than the nominal value,
whereas preference shares do not. Buying preference shares is thus a relatively cheap way
for firms to qualify for the tax exemption, making them willing to pay a premium. It is
this environmental condition that is particularly likely to have stimulated the use of

preference shares in the Netherlands.



Our decision to focus on the Netherlands does not seem obvious at first, as we
conclude after studying the Worldscope variable “preferred stock’. With this Worldscope
variable we trace companies with outstanding preference shares in 2004 and find that 434
European firms have preference shares outstanding, divided over 10 countries.” From
these 434 firms, the majority (354 firms or 81.6%) is UK-based. This popularity of
preferred stock in the UK goes back to the first half of the 20" century, when utilities
issued them, just as their US counterparts were doing (Laurent, 2002). Later on, in the
1960s, the industrial firms followed as preference shares became popular in the merger
wave, and the UK has been the country with the largest number of preference shares in
Europe ever since. However, in the UK most preferred stock remains classified as equity
even with IFRS. This is because most UK-firms possess the discretion of determining the
dividend, which is an important prerequisite of IFRS for preference shares to be classified
as equity. The second-most important European country for preference shares is the
Netherlands, which accounts for 10.4% of European firms with preferred stock
outstanding. In the Netherlands firms normally do not possess the discretion of
determining the dividend. Consequently, Dutch firms are expected to face the strongest
effect from the IAS standard on preferred stock. As no other country accounts for more
than 3% of the total number of preference shares outstanding, we decided to solely focus
on the Netherlands.®

Interestingly, our analysis of the Worldscope data does not find Germany to be
among the countries in which preference shares are frequently used. This contradicts the
common belief that preference shares are widely present in Germany. However, Becht
and Boehmer (1999) report that the German preference shares do not contain voting

rights, making them more similar to straight debt. Apparently, Worldscope does not

2 Worldscope classifies priority shares also as ‘preferred stock’. This results in an overestimation of the
number of firms with preference shares (with voting rights).

® When we divide the number of preference shares outstanding in a particular country by the total number
of preference shares outstanding in Europe we find the following percentages: UK 81.6%, The Netherlands
10.4%, Ireland 3.0%, Germany 1.8%, Hungary 0.9%, Austria 0.5%, Czech Republic 0.5%, France 0.5%,

Spain 0.5% and Russia 0.5%.



classify these debt-like instruments as preference shares. This is also valid for non-voting
preference shares in other European countries, like the action de préférence in France
(Conac, 2005).

Under IAS 32 the popularity of preference shares may decline in the Netherlands.
The reason is that IFRS poses different conditions on an instrument to be classified as
equity than Dutch GAAP does. Under both accounting standards, an important condition
for an instrument to classify as equity is that the instrument includes no contractual
obligation to deliver cash or another financial asset to a different entity. In case an
enterprise has preference shares that pay a fixed rate of dividend and have a mandatory
redemption feature at a future date, the substance is that they are a contractual obligation
to deliver cash and, therefore, should be recognized as a liability. Although most
preference shares in the Netherlands do not have a contractual obligation to pay dividend,
they do have a conditional obligation to pay dividend when the firm earns a profit. IAS
32 and Dutch GAAP differ in the way they treat the conditional obligation. Under Dutch
GAAP the preference shares were classified as equity, because the substance of these
instruments is that they share in the firm’s results. IAS 32, however, states that an
instrument should be classified as a liability if the issuer of an instrument does not have
the unconditional right to avoid delivering cash or another financial asset. Hence, under
IAS 32 most preference shares in the Netherlands are classified as a liability.*

Firms can respond to the impact of IAS 32 in several ways. These responses
include options to change the real capital structure of the firm (as opposed to the reported
capital structure), but also contains an option concerning the contracts a firm has with its
debt holders. We will research the following potential responses of firms: (A)
renegotiating the parameters of the debt contracts affected by the reclassification of
preference shares; (B) mitigating the financial statement impact by changing the

characteristics of the preference shares in such a way that the classification as equity can

* As stated before, the reason that in the UK most preference shares maintain their classification as equity is
that most firms possess the discretion of determining the dividend on preference shares, and are thus not

obliged to pay a dividend when the firm earns a profit.



be maintained®; (C) mitigating the financial statement impact by buying back the
preference shares; or (D) doing nothing.

We must be careful not to attribute a choice of option C automatically to the
introduction of IFRS. Even though the date that IFRS became effective in the
Netherlands, being the 1% of January 2005, seems to greatly influence the use of
preference shares, there is another development that has been going on for a couple of
years. This development is the Dutch Corporate Governance Code (‘Code Tabaksblat’),
which was presented by the end of 2003 and is a code of conduct for listed firms. A
significant part of the Code Tabaksblat deals with the rights of (common) shareholders.
For outstanding preference shares, the most important paragraph of the code is paragraph
IV.1.2, which states that the voting rights of preferred stock should be in line with the
real value of the stock. The Corporate Governance Code does however not seem to be the
main driver of the buyback of the preference shares in 2005, as it was already active in
2004. More importantly, the code does not require a firm to buy back its preference
shares, but only to align its voting rights with the real value of the shares. Furthermore,
firms are not obliged to act according to the code, as long as they explain the structure of

the voting rights in their annual report.

3. Data

Our dataset consists of all 34 Dutch firms that are listed at the Euronext
Amsterdam exchange and have preferred stock outstanding at the 1% of January 2004. We
decided to include the financial institutions (5), because one of these firms bought back
its preference shares and mentioned IFRS as the reason. Financial institutions can also
provide information on our research on compensation schemes. The part of our research
that relates to debt ratios is conducted with exclusion of the financial institutions, as

financial institutions have risk-based capital ratios that are hard to compare with non-

® Firms do this by adding the discretion of determining the dividend when the firm makes a profit. In order

to change these characteristics, firms need the permission of the holders of the preference shares.



financial firms’ debt ratio and that are also not affected by IAS 32. Other than in the
financial sector, we did not find preference shares in more than three firms from a single
industry, which excludes possible large industry-effects.®

In order to research the responses of the 34 firms in our sample, we studied their
press releases on Euronext.nl and researched the news in the Dutch financial daily ‘het
Financieele Dagblad.” We also downloaded their annual reports, interim reports and
articles of association from their websites. Finally, we corresponded with their
spokesmen by e-mail and telephone. Data about firms’ assets, sales, dividends, earnings,
debt and equity are taken from the annual reports of 2004. Most Dutch firms provide
information about their remuneration policy in their annual report of 2004 or in specific
remuneration reports. Data about performance targets of managers are taken out of these
reports.

We calculated firms’ net earnings under IFRS by subtracting the dividends paid
on preference shares from the net earnings under Dutch GAAP. Firms’ debt ratios for
2004 under Dutch GAAP are calculated by dividing companies’ current and non-current
liabilities by their equity, as reported in their 2004 annual reports. The debt ratio for 2004
under IFRS is computed by determining the book value of the outstanding preferred stock
that classified as a liability under IFRS, and we changed firms’ equity and liabilities
accordingly. The book value of the outstanding preferred stock was determined by again
researching news in ‘het Financieele Dagblad’, the 2004 annual reports, the interim
reports of 2005 and press releases on Euronext.nl. The reclassification includes the
additional paid-in capital (‘agio’) related to the preference shares. Three firms withdrew
their preference shares just before 2005 (when the impact of IAS 32 on the firm’s
financial statement was highly likely to be known). For these firms, the debt ratio for
2004 under Dutch GAAP is computed as if they had not bought these shares back.

® We did however find that all three firms with preferred stock outstanding in the food industry make
rigorous changes (options B and C), just as all three firms in the machinery industry. Unfortunately, the

limited sample does not allow us to really research an industry imitation effect.
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4. Empirical evidence

In order to test the magnitude effects, the political cost hypothesis, the bonus plan
hypothesis and the debt contract hypothesis, we collected information on firms’ size,
(change in) debt ratios and net earnings, and compensation schemes. The net earnings
variable is not scaled as it is usually the absolute height of this variable that is relevant for
the government (as large firms’ reported net earnings are likely to appear in the news)
and the managers’ compensation schemes (as some of the managers have net earnings
targets). As we stated in the introduction, one has to be careful putting to much emphasis
on our testing of the three contracting-costs hypotheses, as these tests are normally
conducted on larger samples. Our main contribution thus follows from establishing the
magnitude effects; the tests of the three other hypotheses can be considered as additional
tests. Table 1 shows the firm characteristics of our dataset.

[Insert Table 1 here]

The mean of the total assets and total net sales of the firms in our sample are 54.6
and 9.1 billion euro, respectively. The medians of the assets and sales of our firms are
with 1.7 and 2.1 billion euro considerably lower than these means. This difference is
mostly driven by the relatively large size of the 5 financial institutions in our sample:
without these financial institutions the mean and median of total assets will be 3.6 and 1.6
billion euro, respectively (not reported). This remaining difference is largely the result of
two large firms in our sample (Koninklijke Ahold N.V. and Unilever N.V.). The
outstanding preferred stock has on average a book value of 158 million euro, and
accounts for 18% of the total equity. The average debt ratios in 2004 with Dutch GAAP
and IFRS are on average 2.08 and 2.90, respectively. The impact of the new rules for
preference shares on these debt ratios is considerable: firms’ debt ratios increase on
average with 35%. The influence of IAS 32 on the net earnings is less in percentage
terms. Furthermore, our finding that firms’ net earnings decrease on average with 11% is
largely due to two outliers. The median is therefore more relevant, which shows that IAS

32 decreases firms’ earnings with about 4%.
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Table 1 further shows that three firms do not specify their managers’ performance
targets. Most other firms (25/31) use performance targets that are not influenced by IAS
32. These targets will generally be related to cash flows, but can also be linked with
earnings per share. The reason that IAS 32 does not generally influence a firm’s earnings
per share is that for calculating the common shareholders’ earnings per share the dividend
payments on preference shares are already subtracted from the earnings under Dutch
GAAP. This subtraction of the preference shares’ dividend does however only happen
when calculating the earnings per share, and not when calculating the net earnings.
Performance targets that are influenced by IAS 32 are therefore in most cases related to
the net earnings. Qualitative targets are non-financial goals. Examples are strategic goals
or an increase in customer satisfaction. Notice that managers can have multiple
performance targets.

The economic consequences of 1AS 32 are determined by the responses of firms
to the standard. We report these reactions in Table 2. One firm chose to buy back part of
the outstanding preference shares (book value 50 million euro) and to change the
characteristics of the remaining outstanding preference shares (book value 65 million
euro). Considering the higher book value of the latter, we decided to categorize this firm

under option B (changing characteristics).

[Insert Table 2 here]

We find that the preference shares of three firms remain classified as equity under
IFRS as these firms have the discretion of determining the dividends. None of these three
firms made any changes to their preference shares. Table 2 also shows that 52% (16/31)
of the firms is going to buy back their preference shares and 19% (6/31) will make an
amendment to the characteristics of the preference shares, which allows these shares to
classify as equity. Financial institutions are overrepresented in the group that responds by
doing nothing. The reason is that financial institutions have risk-based capital ratios, and
hence experience a lower impact of IAS 32 on the relevant debt ratios than non-financial
institutions.

The options to change the characteristics of preference shares or to buy back these

shares (options B and C) alter the current capital structure specifications: option B will
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increase the dividend rate that investors require on the preference shares (as they face the
risk of the firm deciding not to pay a dividend) and option C changes the real capital
structure. We classify these responses as rigorous changes. Options A and D can be seen
as a minor (or non-existent) response to IAS 32, and are classified as a non-rigorous
response. To determine the characteristics of firms that alter the specifications of their
capital structure, we split our sample. Table 3 shows the results.

[Insert Table 3 here]

It can be seen from table 3 that the net earnings of firms that rigorously change
behavior decrease with 12% (median: -3%), against 13% (median: -5%) for firms that do
not rigorously change behavior. However, this magnitude of the impact of IAS 32 on
firms’ net earnings is not significant. Our finding that the absolute values of the net
earnings of firms that do not rigorously change behavior are higher is largely due to two
firms: one firm that does not change behavior makes a large profit, and one firm that does
change behavior makes a considerable loss. This difference is therefore also not
significant, leading us to conclude that the magnitude of the impact of 1AS 32 on firms’
earnings does not drive the decisions of the firms in our sample.

Consequently, we do not find evidence in favor of the political costs hypothesis or
the bonus plan hypothesis, as these hypotheses are related to the magnitude effect of 1AS
32 on a firm’s net earnings. The political costs theory hypothesizes that particularly large
firms choose accounting procedures that are income reducing, as they are subjected to
greater government scrutiny. Table 3 shows that in our sample it are the larger companies
(average net sales: 10.6 billion euro) that allow 1AS 32 to reduce the earnings. However,
this size effect is largely an industry effect, as most large financial institutions do not
react rigorously to 1AS 32. Without the financial institutions, the size differences are only
marginal. Furthermore, the difference is not significant, leading us to the conclusion that
political costs do not drive the buyback decisions of Dutch firms.

Table 3 also provides information on the bonus plan hypothesis. It can be seen
that 21% (4/19) of the managers that buy back preference shares or change the
characteristics of these shares have quantitative performance targets that are influenced

by IAS 32. For managers that do not rigorously change behavior, this percentage is 11%
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(1/9). However, the impact of the quantitative performance targets on the decision of a
firm whether to make rigorous changes is again not significant. We have thus provided
evidence that neither the magnitude of the effect of IAS 32 on a firm’s net earnings or
any relating contracting costs with managers or the government is capable of explaining
firm’s decisions to change the characteristics of their capital structure.

The other effect of IAS 32 is on firms’ debt ratios. The magnitude of this effect
can be determined by looking at the changes of the debt ratios for firms with and without
rigorous changes. Table 3 shows that for firms that make rigorous changes the debt ratio
would have increased on average with 46.5%, against 19.1% for firms that do not
rigorously change the specifications of their capital structure. As this difference is
significant at the 5% level, we conclude that the magnitude effect of IAS 32 on firms’
debt ratio is an important determinant of firms’ decisions whether to change the
specifications of their capital structure.

In order to research whether the impact of the magnitude effect on debt ratios can
be explained by the debt covenant hypothesis, we first look at the static debt ratios, which
have traditionally been used to test the hypothesis. For firms that make rigorous changes,
the average debt ratio would have been 2.17 under Dutch GAAP, against a debt ratio of
1.94 for firms that do not change their behavior rigorously. The difference, however, is
not significant. Another test of the debt covenant hypothesis is conducted by looking at
the amount of static bank debt. As the amount of bank debt is on average higher for firms
that do not change their behavior (0.32 against 0.28 for firms that rigorously change
behavior), the likelihood of an important effect of the debt covenants is further decreased.
However, due to the flaws of static proxies, the influence of debt covenants can not
completely be ruled out. This is because the importance of the dynamics of these proxies:
an increase of the debt ratio is highly likely to tighten the debt covenant. Considering our
finding that the change of the debt ratio is significant, this provides evidence that the
tightness of the debt covenants might still be important in firms’ decisions whether to
rigorously change behavior.

We will further test the importance of firms’ debt covenants by looking at the
firms that actually bought back their preference shares. Concerning our finding about the
importance of the change of the debt ratio we hypothesize that firms that buy back their

preference shares would probably do this in a way that decreases their debt ratios. There
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are several ways in which the buyback can be accomplished. One of these methods is
using cash. However, cash may not always be sufficiently available. Other options are
issuing equity and issuing debt. Since issuing equity will lower the debt ratio, we expect
that most firms will buy their preferred stock back by issuing equity. To see if this
expectation is justified, we analyze the 15 firms that already bought back their shares.’
Our findings our mostly in line with our expectations: 9 firms finance their buyback by
issuing equity, 4 firms use cash and 2 firms issue debt. The characteristics of the three

groups are presented in Table 4.

[Insert Table 4 here]

The transition to 1AS 32 increased the debt ratio for firms that issue equity with
63%. For firms that use cash or debt, this increase is significantly lower: 17% and 13%,
respectively. This finding again stresses the importance of the impact on the debt ratio
and the relating debt covenants. Moreover, table 4 shows that researching the buyback
methods of firms does also provide some evidence on the importance of the static debt
proxies, as the static debt ratio of 2004 under IFRS proves to be a significant determinant
of firms’ decisions to mitigate the effect of IAS 32. Firms that use cash to buy back their
shares have on average more cash available (although not significant). Our finding that
the net earnings of the equity issuing firms in our sample decrease on average with 18%
percent is largely due to one outlier. Consequently, the magnitude of the impact of IAS
32 on firms’ earnings is again not significant.

The preference of firms to issue equity is interesting, as issuing equity can be
considered as a relatively expensive way of financing, following from e.g. transactions
costs and agency costs. According to Myers (1984), firms therefore only issue equity as a
last resort. Our finding that the decision of firms to issue equity can be the result of
accounting standards, is hence highly remarkable. Apparently, firms incorporate

" The 14 firms that are categorized under option C plus the firm that bought back one part of its preference

shares and changed the characteristics of the remaining part.
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accounting considerations to a relatively high extent in determining the optimal capital
structure.

Another interesting choice is to buy the preference shares back with debt, as this
choice will normally not decrease the debt ratio. The explanations provided by the two
firms that issue debt are that preferred stock loses its greatest advantage over debt when it
is not considered equity anymore. Both companies state that they can issue debt with a
lower interest rate than the dividend on their preferred stock (the dividend rate of the
preferred stock for the firms were 6.74% and 8.0% in 2004 while they both expect an
interest rate of about 4.0%) and stress that interest is tax deductible, whereas dividend is

not.

5. Conclusion

This paper has researched the economic consequences of IFRS, focusing on
Dutch firms’ reactions to the new regulation for preference shares. We have provided
evidence that the implication of IAS 32, whereby most preference shares in the
Netherlands qualify as a liability, is that the majority of Dutch firms with preferred stock
outstanding choose to alter the specifications of their capital structure. Firms do this
either by buying back the shares (52%), or by altering the specifications of the preference
shares in such a way that the classification as equity can be maintained (19%). Our main
contribution is that the magnitude of the impact of IAS 32 on firms’ debt ratios is a
significant determinant of firms’ reactions, while the effect of IAS 32 on firms’ net
earnings is not. Consequently, when running additional tests on contracting-costs
hypotheses, we do not find evidence in favor of the bonus plan hypothesis and the
political costs hypothesis, as these hypotheses mainly deal with the earnings effect.
Overall, the importance of IAS 32 on firms’ debt ratios cannot be explained by looking at
static debt ratios as a proxy for the tightness of debt covenants. However, as the impact
on the debt ratio interacts with the tightness of debt covenants, we consider our evidence
to be consistent with debt covenants playing a role in the buyback decisions of firms.
Still, our tests regarding the contracting costs hypotheses have to be interpreted

cautiously, as a more extensive dataset is normally required to run these tests.
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As this study establishes the importance of the magnitude effect of an accounting
standard on firms’ debt ratios, it is likely that other standards with a considerable impact
on either the reported debt or equity will also change firms’ behavior. IFRS standards that
have the potential to considerably change the amount of reported equity (and thus the
debt ratio) are the standards on goodwill (IFRS 3) and pension plans (IAS 19). This
makes the economic consequences of these standards a particularly interesting research
topic.

The buyback of preference shares makes us to conclude that IFRS leads to a
decrease in the use of financial instruments that otherwise would have added to the
capital structure diversity. Under IFRS, most advantages of preferred stock that form the
initial reason to issue the shares remain valid: for investors, preferred stock remains an
instrument that provides relatively predictable dividend payments, gives preferences upon
liquidation and provides possible taxation benefits (deelnemingsvrijstelling). This will
still lead investors to pay a premium. Other advantages of preference shares to
companies, such as the option to postpone dividend payments and to strategically use the
shares’ voting rights, also remain valid. With the buyback of the preference shares as a
reaction to IFRS, these advantages of the shares to companies and investors are
sacrificed.

Considering our finding that the withdrawal of preference shares is in most cases
combined with the issuing of equity, we further conclude that IAS 32 causes a shift
towards a more equity-based capital structure in the Netherlands. We herewith provide
evidence that accounting regulations are a determinant of firms’ real capital structure,

even if these regulations have no direct cash flow effects.
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Table 1: Firm characteristics of our dataset

This table reports some characteristics of the firms in our dataset. The net earnings and debt ratios with
IFRS only refer to the impact of the rules on the classification of preference shares; other influences of
IFRS are not taken into account. Banks and insurance companies (5) are for some variables excluded from
the dataset, as for example their debt ratios cannot be compared with those of non-financial institutions. For
the performance targets that determine the variable (bonus) remuneration of a firms’ management, there are
3 firms excluded. This is because these firms do not disclose specific information about their managers’
performance targets. Bank debt is the amount of debt that is related to (subordinated) bank loans or loans
from other credit institutions. The debt ratio change can be computed by dividing the difference between
the debt ratio with IFRS and Dutch GAAP by the debt ratio with Dutch GAAP. The net earnings change
can be computed by dividing the difference between the net earnings with IFRS and Dutch GAAP by the
net earnings with Dutch GAAP. The figures for assets, net sales, preferred stock, dividends, equity and debt
are for 2004 and with Dutch GAAP. The figures for assets, net sales, preferred stock, dividends and net
earnings are in millions of euros.

Mean Median Minimum Maximum N
Total assets 54613 1735 43 866201 34
Total net sales 9073 2059 96 82465 34
Preferred stock 158 63 0.0 1502 34
Dividends on preferred stock 8.7 3.9 0.0 44 34
Long-term debt/assets 0.21 0.21 0.00 0.58 29
Short-term debt/assets 0.38 0.38 0.13 0.75 29
Bank debt/assets 0.29 0.27 0.02 0.77 29
Total debt/assets 0.59 0.60 0.31 0.86 29
Total equity/assets 0.35 0.34 0.12 0.69 29
Preferred stock/equity 0.18 0.14 0.00 0.82 29
Dividend preferred stock/preferred stock 0.09 0.06 0.00 0.68 34
Debt ratio 2004 Dutch GAAP 2.08 1.82 0.39 6.89 29
Debt ratio 2004 IFRS 2.90 2.30 0.39 10.42 29
Percentage change of debt ratio 0.35 0.28 0.00 1.17 29
Net earnings 2004 Dutch GAAP 436 57 -436 5968 34
Net earnings 2004 IFRS 427 42 -480 5954 34
Percentage change of net earnings -0.11 -0.04 -0.79 0 34

N Total

Firms with quantitative performance targets influenced by IAS 32 6 31
Firms with quantitative performance targets not influenced by 1AS 32 25 31
Firms with qualitative performance targets 7 31
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Table 2: Firms’ reactions to IAS 32

This table describes the distribution of the firms in our sample over response options A, B, C and D. One
firm chose to buy back part of the outstanding preference shares (book value 50 million euro) and to
change the characteristics of the remaining outstanding preference shares (book value 65 million euro).
Considering the higher book value of the latter, we decided to categorize this firm under option B
(changing characteristics).

Finished Going to Total number

A Renegotiation of debt contract 3 0 3
B Change the preference shares’ characteristics 3 3 6
C  Buy back preference shares 14 2 16
D Do nothing 6 0 6
Firms’ preference shares that are affected by IAS 32 31
Firms’ preference shares that remain classified as equity under IAS 32 3

34
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Table 3: Differences of firm characteristics for firms that rigorously change their
behavior and firms that do not rigorously change their behavior

In this table we split our sample in firms that change the characteristics of their capital structure and firms
that do not. The net earnings and debt ratios with IFRS only refer to the impact of the rules on the
classification of preference shares; other influences of IFRS are not taken into account. Banks and
insurance companies (5) are for some variables excluded from the dataset, as for example their debt ratios
cannot be compared with those of non-financial institutions. The short-term remuneration policies of three
firms could not be reported as these firms do not disclose specific information about their managers’
performance targets. The three firms for which the preferred stock would remain classified as equity under
IFRS are also excluded; notice that one of these firms is a financial institution. Bank debt is the amount of
debt that is related to (subordinated) bank loans or loans from other credit institutions. The debt ratio
change can be computed by dividing the difference between the debt ratio with Dutch GAAP and IFRS by
the debt ratio with Dutch GAAP. The net earnings change can be computed by dividing the difference
between the net earnings with IFRS and Dutch GAAP by the net earnings with Dutch GAAP. The figures
for assets, net sales, equity, debt and dividends are for 2004 and with Dutch GAAP. Figures for assets, net
sales and net earnings are in millions of euros. The t-test statistics are computed with equal variances
assumed. Taking the t-statistics with equal variances not assumed will not change the range of significance
of the variables. The range of significance of the compensations schemes are computed with the Pearson
Chi-square statistic with continuity correction. *: sign. at 10% level, **: sign. at 5% level, ***: sign. at 1%
level.

Firms without Firms with rigorous
rigorous changes changes
N Mean N Mean T-test
statistic
Total assets 9 99311 22 32304 0.91
Total net sales 9 10606 22 8085 0.34
Long-term debt/assets 7 0.24 20 0.19 1.03
Short-term debt/assets 7 0.33 20 0.42 -1.64
Bank debt/assets 7 0.32 20 0.28 0.77
Total debt/assets 7 0.56 20 0.61 -0.93
Total equity/assets 7 0.39 20 0.33 1.12
Preferred stock/equity 7 0.10 20 0.24 -2.42%*
Dividends preferred stock/preferred stock 9 0.05 22 0.11 -1.06
Debt ratio 2004 Dutch GAAP 7 1.94 20 2.17 -0.43
Debt ratio 2004 IFRS 7 2.47 20 3.21 -0.89
Percentage change of debt ratio 7 0.19 20 0.47 -2.37**
Net earnings 2004 Dutch GAAP 9 729 22 299 0.83
Net earnings 2004 IFRS 9 724 22 288 0.84
Percentage change of net earnings 9 -0.13 22 -0.12 -0.15
N N *-
statistic
Quantitative and influenced by IAS 32 9 1 19 4 0.013
Quantitative and not influenced by IAS 32 9 8 19 16 0.000
Qualitative 9 3 19 2 0.890
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Table 4: Firm characteristics for three different methods to buy back preferred
stock

Characteristics of the three groups in which we divided the firms that buy back their preference shares,
namely: by increasing equity, by increasing debt or by using cash. The net earnings and debt ratios with
IFRS only refer to the impact of the rules on the classification of preference shares; other influences of
IFRS are not taken into account. Although there are 9 firms that use equity, one of the firms is a bank. As
banks have capital structures that cannot be easily compared with the ratios of non-financial firms, we
calculated the debt and cash ratios by using the 8 non-financial firms. The debt ratio change can be
computed by dividing the difference between the debt ratio with IFRS and with Dutch GAAP by the debt
ratio of 2004 with Dutch GAAP. The net earnings change can be computed by dividing the difference
between the net earnings with IFRS and Dutch GAAP by the net earnings with Dutch GAAP. The figures
for assets are for 2004, with Dutch GAAP and in millions of euros. If a firm used a combination of methods
(equity, cash and/or debt) to buy back preference shares, we categorize the firm under the buyback method
that represented the highest value. The F-test statistics are computed with ANOVA. *: sign. at 10% level,
**:sign. at 5% level, ***: sign. at 1% level.

Equity Cash Debt
N mean N mean N mean F
(Anova)
Assets 9 8819 4 3601 2 1971 0.67
Debt ratio 2004 Dutch GAAP 8 2.60 4 1.22 2 2.00 2.45
Debt ratio 2004 IFRS 8 4.16 4 1.49 2 2.28 4.10**
Percentage change of debt ratio 8 0.63 4 0.17 2 0.13 3.38*
Net earnings 2004 Dutch GAAP 9 188 4 160 2 -42 0.15
Net earnings 2004 IFRS 9 171 4 152 2 -45 0.14
Percentage change of net earnings 9 -0.18 4 -0.05 2 -0.03 1.70
Cash/assets 8 0.10 4 0.14 2 0.04 0.91
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