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1. Introduction
1.1 General Introduction

Representing one of the main changes in last years, the local General Accepted Accounting Principles (GAAP) of all European Union countries have been officially replaced by International Financial Reporting Standards (IFRS). All EU companies listed on the exchange list are required to apply IFRS to their financial reports (Commission of the European Communities, 2002). Nevertheless, prior to mandatory adoption in 2005, several firms have voluntarily implemented these reporting standards. Prior to the implementation of IFRS, accounting standards differed across countries possibly reducing the quality and relevance of accounting (Kinsey et al. 2008). IFRS was introduced based on the idea that a worldwide standard could improve the level of comparability and quality in financial reporting, making it easier for investors to raise capital outside the border and thus reduce cost of capital (Cox, 2008). Lambert et al. (2006) state that there’s a direct link between the quality of a firm’s disclosure, accounting policies and the firm’s cost of capital. Therefore, the questions arise whether adoption of IFRS truly led to greater comparability and quality in financial reporting and an association can be detected between the mandatory adoption and firms cost of capital. This study will only focus on the second question.
Prior research (Easley and O’Hara, 2004; Francis et al., 2005; Leuz and Hail, 2007; Daske et al., 2007a and 2007b; Armstrong et al. 2007; Kinsey et al. 2008) has addressed this question by analyzing the capital market consequences and more specifically the relation between cost of capital and the introduction of IFRS. Based on these researches, each analyzed out of different perspectives, mixed conclusions
 have been drawn; some stating that the introduction of IFRS led to significant capital market effects, while others find minor to insignificant effects. According to Hail and Leuz (2007) the effects of IFRS in the EU are likely to be modest over the long-term and short-term adoptions. However, evidence is found that firms reporting according to IFRS since 2005 experienced a lower cost of capital than those that did not. Francis et al. (2005) state that alternative legal systems can influence the effectiveness of disclosures. Based on the latter, Kinsey et al. (2008) assess the impact of legal systems, shareholders rights, and enforcement on the mandatory adoption of IFRS as measured by market consequences within countries in the EU. Based on their research they come to the conclusion that market consequences differ for companies in code law countries and common law countries after the adoption of IFRS.  Even though both experience a significant decrease in cost of capital, code law countries experience a more significant decrease to the mandatory adoption. Kinsey et al. (2008) conclude that this is because the local standards of common law countries were more similar to IFRS whereas code law countries differed more from IFRS. Therefore, code law countries had to make more amendments to their local GAAPs. Beside the research of Kinsey et al. (2008), prior research (Lang et al., 2006; Leuz, 2006) has shown that financial reporting practices of firms are influenced by legal institutions where these firms are domiciled. These findings are strengthened by the research of Ernst & Young (2006) on 65 European firms, concluding that IFRS financial statements retain a strong national identity. This research will extend these researches by examining the cost of capital effects of the mandatory transition from the Dutch GAAP to IFRS. As the Netherlands is well-known to take a unique position within the EU, neither being a common-law nor a code-law country, it is questionable how the adoption of IFRS affected the Dutch capital market. Finally, it is also questionable if and how the Dutch legal institutions and regulations might have led to heterogeneity in cost of capital effect with other European Union countries.  Therefore, the cost of capital effects due to the mandatory transition to IFRS will be compared to a common and a code law country. For this study France (Code law) and the United Kingdom (Common Law) are chosen, as they are greatly represented in prior research (e.g. Hail and Leuz, 2007), resulting in a bigger sample, making the study more significant. Germany is also greatly represented in prior research. However, in 1998 voluntary adoption of IFRS was made possible in Germany. This results in a decrease of comparability between the European countries. Based on the latter the following research question arises:
‘Did the mandatory adoption of IFRS in the Netherlands, the United Kingdom and France lead to a (heterogeneous) change  in cost of equity capital in publicly traded firms, and was this change influenced by the legal system, shareholder rights and securities regulations of these countries?’
In order to answer this research question the following sub questions should be addressed:

· What are the objectives of the International Financial Reporting Standards and how was it introduced in the Netherlands and the European Union?
· What are the main differences between the local GAAPs and the IFRS?

· What is cost of capital, how is it measured and how is it related to disclosure?

The following three sub questions will be answered by using prior research;
· Do Dutch and EU publicly held companies experience a reduction of cost of capital after the mandatory introduction of the International Financial Reporting Standards? 

· What are the differences between Common Law and Code Law countries and how is the Netherlands associated to these legal systems?

· How are legal systems, shareholder rights and security regulation linked to cost of capital?
The following two sub questions are related to the research done in this study;

· What is a proper research design for this study taking prior research into consideration?
· What are the interpretations of the results of the empirical research vis-à-vis prior research?  

1.2 Structure

The second chapter of this study will be addressing the objectives of the International Financial Reporting Standards (IFRS). Furthermore attention will be paid to the introduction of IFRS in the Netherlands, the UK and France. In particular two countries in the EU, one common law (the United Kingdom) and one code law country (France) are chosen and thoroughly analyzed, as these countries will be compared to the Netherlands later on. Taking the conclusion of Daske (2007b), that the effects of mandatory adoption of IFRS are weaker when the local GAAP is more comparable to IFRS, into account; it’s also important to make a comparison of the Dutch, French and UK GAAP with IFRS. Finally chapter two will pay attention to mandatory disclosure, its advantages and disadvantages in general.  By addressing the latter an answer will be given to the first and second sub questions.
Chapter three will pay attention to cost of capital and more specifically to cost of equity capital, how it can be measured and how it is related to disclosure. This chapter will be finalized by analyzing prior research regarding the matter. Based on the latter a temporary conclusion will be made on the link between the mandatory adoption of IFRS and cost of equity capital. Furthermore, a conclusion will be drawn on which matters presented in prior research regarding the link between cost of capital and disclosure are relevant when developing a proper research design. Chapter three will be answer sub questions three and four.
Chapter four will start by analyzing code and common law legal systems in general.  Subsequently the Dutch legal system will be compared to the characteristics of these systems. Afterward, the link between legal institutions and cost of capital will be addressed. Finalizing this chapter, prior research regarding the link between the mandatory adoption of IFRS, cost of capital and legal systems, shareholders rights and securities regulations will be addressed through prior research. This will result in answering sub question five and six. 

In chapter five the empirical design of this study will be presented (sub question seven), followed by chapter six were the empirical research will take place (sub question eight). Chapter seven will be the analyzing and concluding chapter.

1.3 Methodology
The research done in this study can be divided in three chapters. First of all the cost of equity capital in the Netherlands, France and the UK will be estimated to investigate whether it has significantly increased or decreased in these countries. Secondly, the cost of equity capital of these countries will be compared. This part of the research should be done to analyze if heterogeneity exists in the changes in cost of equity capital due to the mandatory introduction of IFRS in the three countries. The cost of equity capital for the three countries will be measured separately and subsequently, the period prior (2002-2004) and after (2005-2006) the mandatory adoption of IFRS will be compared to see if significant differences exist. Cost of capital will be approximated by using cost of equity capital. As cost of equity capital can not be directly observed it will have to be estimated with a model. The model used is a dividend growth model well-known as the Price Earnings Growth Ratio Method created by Easton (2004). According to Botosan and Plumlee (2005) this method estimates cost of equity capital in a steady way compared to the other models. As, based on prior research, it is expected that heterogeneity exists in the countries’ cost of equity capital, a second research is needed to come to a conclusion as to whether legal systems, shareholders rights and regulations are part of the explanation for this difference. This section of the study will be computed similarly to the research of Kingsey (2008) and Hail and Leuz (2006) where a regression analysis will be used to determine if the factors legal origin, shareholder rights, and security regulation explain the expected heterogeneity. Nevertheless, Kinsey et al. (2008) investigate capital market effects in general, and this study will be mainly focused on the cost of equity capital.

Several of the variables used will be diverted from the study of La Porta et al. (1997, 1998, 2000). In these studies La Porta et al. created a sequence of quantitative metrics that capture the status of rules and regulations based on an extensive questionnaire in 49 countries. As the three countries being used in this research namely; The Netherlands, the UK and France have been part of this research these metrics will be used for this research. In the executed regression it is taken into consideration that factors such as firm size and country’s inflation can also influence the effect on cost of capital. The country’s inflation will be measured by using the consumer price indices.
1.4 Relevancy
This paper will be examining the effects on cost of capital due the mandatory adoption of IFRS in the Netherlands. Existing research has been mainly focused on the voluntary introduction of IFRS and the use of voluntary disclosure. Furthermore, prior research on the mandatory adoption has mainly focused on Europe as a continent. Nevertheless, as stated in the introduction the adoption effects remain a strong country-specific issue. Moreover, opponents of the mandatory adoption of IFRS state that the strategy of implementing one general accounting standard for all countries might not fit the economical and political dissimilarities between different countries. Consequently, seen the institutional differences between the countries of the European Union it is uncertain whether the effects of the mandatory adoption will be unambiguously the same for every country. Therefore, country-specific studies are relevant. Currently there is only one research (Bevers, 2009) that has investigated the effects of the mandatory adoption on cost of equity capital within the Netherlands. This paper will be giving a contribution to the existing literature in the Netherlands by trying to eliminate the limitations of Bevers (2009). First of all, Bevers (2009) states that one of the limitations of his research is that there might be more variables that influence cost of equity. As this research will give insight into how the legal system, shareholder rights and security regulations of a country can influence the cost of equity capital, more knowledge is gained about additional variables. Furthermore, Bevers (2009) states that no distinction is made between the industries where the firms belong to. This limitation will be removed by using the industry classification in Campbell (1996). Moreover, Bevers (2009) indicate that another limitation of his research is that the study is only applicable for the Netherlands. In this research three countries in the European Union are being compared, making the results more relevant. The results of this study should be relevant and interesting to regulators and policy makers around the world. Especially, countries that are considering making the switch to IFRS (e.g. Brazil, Canada, Chile, India, Japan and Korea) can get an idea of what the effects of a mandatory adoption will be depending on their country-specific characteristics. As this study examines the effects of the additional variables legal system, shareholder rights and securities regulations, more knowledge is gained about the sole effect of the mandatory adoption and what other variables might have an influence on the effects.

1.5 Demarcations
The research done in this paper will exclude the financial sector as other regulation and accounting standards are used for this sector. As the use of different regulation and standards might have an impact on the cost of equity capital and the outcome, it is best not to include this sector in research. Furthermore, this research will face a limitation concerning the model used to estimate cost of equity capital. Several researches have shown that cost of capital proxies deal with a great amount of measurement errors. Nevertheless, Botosan (2006) states that the Price-Earnings Growth (PEG) Ratio has proven to be one of the most valuable methods, when analyzing the association between disclosure and cost of capital.
2. International Financial Reporting Standards
2.1 Introduction
The adoption of International Financial Reporting Standards for publicly held companies around the world has been one of the most important amendments in the accounting’s past. This chapter will give insight into the objectives of IFRS in general, the reasons for the introduction in the European Union and the aim of the European parliament. Finally, a comparison will be made between IFRS, the Dutch GAAP, the UK GAAP and the French GAAP. Consequently, this will result in answering sub questions one and two.
2.2 Objectives of International Financial Reporting Standards

World-wide there have been numerous countries that have introduced or are in the process of introducing IFRS as their accounting standard or have based their local general accepted accounting standards on it. Since 2001, more than 100 countries made it possible or mandated to report according to IFRS. While in 2005 almost 7000 publicly held companies in 25 countries made the switch to IFRS (www.iasb.org). 

International Financial Reporting Standards are standards issued by the International Accounting Standards Board. The International Accounting Standards Board (IASB) was founded in 2001 as an independent standard-setting board. The IASB is the successor of the International Accounting Standard Committee (IASC). The objectives of the IASB are based on the provision of a common language for financial reporting to the integrating capital markets. The IASB tries to pursuit this goal by developing a single set of high quality international financial reporting standards that require transparent and comparable information in general financial statements. According to Cox (2008), chairman of the Securities and Exchange Commission, the world has been searching a long time for such a single set of high quality accounting standards because it comes with major benefits. A single set of high quality accounting standard of disclosure and transparency would significantly enhance shareholders confidence and improve the easiness with which investors could compare financial reports despite the company’s country or jurisdiction (Cox, 2008). IFRS concerns general purpose financial statements and other financial reporting by profit-oriented companies in the commercial, industrial and financial sector despite their legal form (Deloitte, 2002). Nevertheless, non profit-oriented companies are also able to use IFRS. With general purpose financial statement, the IASB means financial statements that are meant to inform shareholders, creditors, employees and others about the company’s financial situation. IFRS is related to disclosure as it is primarily aimed at providing information for the efficient functioning of the capital market (Kinsey et al., 2008).
2.3 Adoption of IFRS in the Netherlands and EU

The origin of the European adoption of International Financial Reporting Standards goes back to the agreements made at the Lisbon pact. In this pact European political leaders made agreements on the creation of one powerful European capital market. To make this possible they agreed that comparable, transparent financial reporting was necessary. Furthermore, the comprehension rose that the old accounting standards gave insufficient understanding on the current financial position of companies. This was partly because of the accounting scandals that occurred at the time (e.g. Ahold and Parmalat). As a consequence, the search to a new accounting system which would satisfy the new needs of the market started. Even though the US-GAAP (General Accepted Accounting Standards) was an option, Europe preferred its own standards which would be considered similar to the US GAAP. This, keeping in mind that European companies could participate on the US capital market without applying the US GAAP. Seen the fact that a completely new system would be very costly and time consuming Europe decided to choose to further develop the IASB. In 2002 this led to a European regulation, mandating all publicly traded companies to report their consolidated financial statements according to the IFRS principles, starting from the first of January in 2005. Even though European publicly held companies had to apply IFRS since 2005, numerous companies decided in advance to voluntarily adopt these reporting standards.  In 1998, Germany, Finland, Luxembourg, France, Belgium, Austria and Italy made it conditionally possible for companies to adopt IFRS for their consolidated financial statements
. Nevertheless, this ruling was by no means adopted in Italy and France.
Regarding the mandatory adoption in 2005, two temporarily exceptions were made for companies in the EU until 2007. The companies temporarily exempted were companies that were listed in the EU and on a non-EU exchange and that currently use US GAAP as their primary accounting standards, and companies that have only publicly traded debt securities (Deloitte, 2005).

According to the legislative act of the European parliament (Brussels, 27 May 2002) the aim of the regulation regarding IASB was to:

· Contribute to the efficiency and cost-efficiency functioning of the capital market
· Protect investors and maintain the confidence on the financial capital market
· Reinforce the freedom of movement of capital in the internal market

· Enable European community companies to compete on equal footing for financial 

resources in the European community capital markets and world wide

This study will be analyzing these objectives of the European parliament as they might have influenced cost of capital directly or indirectly. In this research it will be analyzed if the European Parliament has succeeded by comparing the cost of capital prior to and after the introduction of IFRS. A reduction in cost of capital should be a sign that IFRS has (partly) accomplished the goals of the regulation. The answer to this question will be addressed in chapter three. Before moving on to this question it is however, relevant to analyze the differences between the three local GAAPs and the IFRS. Even though, all three countries might experience a decrease/increase in cost of capital, it is possible that heterogeneity exists between the degrees of decrease/increase. The difference in reaction can be addressed among others to dissimilarities between the GAAPs and IFRS. Therefore, the following paragraph will be addressing the differences between the local GAAPs and IFRS.
2.4 Domestic Accounting Standards in comparison to IAS

After and prior to the mandatory adoption of IFRS there have been several researches analyzing the differences between national GAAP and IAS. The most recent research by Ding et al. (2007), analyzed the differences between IAS and the national GAAP in 30 countries. Ding et al. (2007) observed the situation in 2001, as this year can be considered one of the last points in time were no major changes in accounting standards have yet occurred due to the mandatory adoption of IFRS. Ding et al. (2007) distinguish two types of differences, namely absence and divergence. Absence is defined as the degree to which the regulations concerning some accounting matters are described in IAS and are missing in the national GAAP. Divergence is seen as those accounting matters that are being covered by different rules in the national GAAP than in IFRS. According to Ding et al. (2007) these differences are being determined by five factors (legal origin, ownership concentration, economic development, importance of the accounting profession, and importance of equity markets). Later on in this study (Chapter 4) it will be seen that these are also the factors determining the differences in legal systems. Based on the research of Ding et al. (2007) it can be concluded that there are 25 differences between the Dutch GAAP and IAS, while 10 accounting matters covered in IAS are missing in the Dutch GAAP. Regarding the UK, 35 differences exist with the IAS and no matters covered in IAS are missing in the domestic accounting standards. Finally, France experienced 34 differences and 21 accounting matters are not covered in the domestic accounting standards.
Another research on the matter, done by Street (2002) analyzed the differences between the national GAAP of 62 countries and IAS based on 80 accounting measures and disclosures. The results of this study are based on the information gathered through country surveys to partners of the seven largest accounting firms. Street (2002) finds that there are 30, 15 and 11 differences respectively for France, the UK and the Netherlands with their national GAAP. However, Street (2002) states that these numbers are only an indication of the amount of differences between the national GAAP and IAS and do not say anything about the significance of the differences. 
Based on the latter, Street (2002) made a distinction between six groups as to their position compared to IAS. A distinction was made between countries with:

· No differences with IAS

· Minimal differences with IAS

· No differences with IAS following implementation of an EU regulation that proposes to 

require all listed companies to use IAS for consolidated statements from 2005

· Responding to differences with an active agenda

· Major differences with IAS and little if any commitment to convergence

As the three countries were all required to implement IFRS in 2005 due to the regulations in the EU, they were categorized in the third group. Yet, all EU countries choose a different approach regarding the convergence with IAS. While, the Netherlands was committed to timely converge the Dutch GAAP with IAS, the UK and France made part of the IASB and was actively participating in the changes regarding IAS. In corporation with Canada, Germany, Japan and the U.S. these two European countries were working with the IASB to come to one set of high quality global standards. Nevertheless, there could have been several outcomes of the partnership. The countries could have converged to the IAS, another accounting standard could have been developed by the partners, or the partners could have converged to the accounting standards of one of the partners. Based on this partnership, France still did not apply any changes to its national standards and still experienced major differences with the IAS.
Based on the overall observations of Ding et al. (2007) and Street (2002) it can be concluded that out of the three countries, France had the most dissimilar domestic accounting standards compared to IFRS. Even though the UK managed to cover all the accounting matters covered in IFRS, more differences could be discovered than in the other countries. The Netherlands on the other hand takes an intermediate position as it had the least differences with IFRS, but still did not cover all accounting matters. Based on the latter it can be assumed that after the jurisdictions concerning IFRS, France experienced the highest degree of increase in disclosure. This while the Netherlands also experienced some degree of increasing disclosure, and the UK not necessarily experienced more disclosure but surely had to amend many of its domestic accounting standards. The way this conclusion is linked to the legal system and origin of these countries will be drawn in chapter 4. Yet, according to Street (2002), a specific list of the differences between the national GAAP of countries and IAS is necessary prior to taking any conclusions regarding the significance of the amount of differences. Therefore, he presents a list of the most detected differences (see table 1).
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With regard to the UK, PriceWaterhouseCoopers (PWC) published an overview of the main differences between the UK GAAP and IFRS. In this overview a distinction is made between content of the UK GAAP that is similar but has minor differences, content that has some differences and content that has significant differences. According to PWC there are 16 significant differences between these accounting standards. This is almost equal to the 15 differences discovered by Street (2002). In appendix 1 the list of contents with some, minor and significant differences between the UK GAAP and IFRS can be found.
One of the most significant differences experienced in the three countries was the recognition and measurement of financial assets and derivative financial instruments (IAS 39). While prior to the adoption of IFRS, the Dutch, UK, and French GAAP historical based accounting was mainly used, fair value was introduced in line with IFRS to measure assets and liabilities. According to the IASB, Fair value is defined as: ‘The amount for which an asset could be exchanged, a liability settled or an equity instrument granted could be exchanged, between knowledgeable, willing parties in an arm’s length transaction’ (Cairns, 2006). Using fair value in financial statements is mandatory or optional in four situations (Cairns, 2006):

· For the measurement of transactions at initial recognition in the financial statements

· For the allocation of the initial amount at which a transaction is recognized among its 

constituent parts

· For the subsequent measurement of assets and liabilities

· In the determination of the recoverable amount of assets

It is important to take notice that in situation one, two and four, fair value can be used even when financial statements are prepared according to historical costs.
2.5 Conclusion

As accounting standards determine the quality of financial reporting for a great deal, the International Accounting Standard Board strives to develop a single set of high quality international financial reporting standards. In line with the latter and the goal of developing a powerful European market, the European parliament decided to introduce IFRS in the EU. As each country had their own general accepted accounting rules, they all had their differences with IFRS and chose a different strategy for the convergence with the new standards. According to Ding et al. (2007) two kinds of dissimilarities exist between the domestic accounting standards and IFRS; absence and divergence. Out of the three countries (the UK, the Netherlands and France), France had the most absences in their domestic accounting standards (missing accounting matters covered in IFRS) compared to IFRS and followed by the Netherlands and finally the UK with no absences. In contrast to the absences, the UK had the most divergences (differences in accounting standards) compared to IFRS, followed by France and finally the Netherlands with remarkably less divergences. Based on these differences it can be concluded that the domestic accounting standards of France had the most differences with IFRS, followed by the Netherlands and UK. Nonetheless, based on the amount of absences with IFRS it can assumed that France experience the highest increase of disclosure, followed by the Netherlands. Furthermore, it can be concluded that the UK not necessarily experienced more disclosure but certainly had to adopt a great amount of domestic accounting standards. 
3. Corporate Disclosure and Cost of Capital

3.1 Introduction

Even though IASB regulators state that IFRS comes with several benefits it is important to realize that the effects of the introduction of IFRS can differ when a voluntary or mandatory adoption takes place. Therefore, this chapter will make a distinction between voluntary and mandatory disclosure. As this study is focused on the mandatory aspect, the voluntary element will not be analyzed in further extend. Furthermore, this chapter will analyze the pros and cons of mandating accounting standards. Finally, the link between corporate disclosure and cost of capital will be set and the phenomena cost of capital will be analyzed thoroughly.
3.2 Pros and cons of Mandatory Accounting Standards of disclosure

The presence of corporate disclosure is fundamental for an efficiently functioning capital market (Healy and Palepu, 2001). Dye (2001) states that in corporate disclosure literature a division can be made in mandatory and voluntary disclosure. According to Ibbotson (1975) mandatory disclosure is the exposure of required information by accounting standards and regulations (e.g. financial statements and footnotes), where its main purpose is to protect stakeholders. Conversely, voluntary disclosure reveals additional information based on the incentives of managers (Baron, 1982) (e.g. voluntary communication and corporate social responsibility reports). Nonetheless, effective disclosure systems consist of mandatory disclosure and voluntary disclosure, where a conversion of the boundaries between mandatory and voluntary disclosures is possible. The mandatory adoption of IFRS for example was the cause of such a conversion, as mandatory disclosure increased, while voluntary disclosure decreased. Wang (2008) states that mandatory disclosure is considered as the basic demand of the market, while voluntary disclosures are considered as the extended market demand. As said earlier, this study will only be focusing on mandatory disclosure.

Mandatory accounting standards of disclosure can result in significant costs and benefits for firms and especially to firms that are obligated to adopt their disclosure regulations. The statement that additional mandatory disclosure is necessary has been opposed and proponed by many researches analyzing these costs and benefits. 

Proponents argue that disclosure plays an important role in the market as more financial information of firms can lead to more efficient investment decisions. The proponents (among others Beaver, 1977, 1981; Gonedes and Dopuch, 1974) of the statement generally rationalize mandatory disclosure by arguing that it serves as commitment device, leads to externalities and is cost saving. According to Verrecchia (2001) firms will not be committed to provide all the desirable information in the market and incentives may arise to manipulate information. Mandatory disclosure obligates firms to expose information both when they are performing well as when they are performing badly. In addition Diamond (1985) argues based on his analysis that disclosure of information is important even though investors will only use the information available to amend their investments. Furthermore, more disclosed information will withhold investors too seek information privately and less-informed investors will be protected by the disclosure of information (externalities). These externalities take place when the social and private value of information is not the same and the amount of information that is socially desirable is not being disclosed (Bushee and Leuz, 2006). Hail and Leuz (2007) conclude that mandatory disclosure can control for under or over disclosure of information, however it is very difficult to state when the capital market is experiencing under or over disclosure of information. 

Opponents (among others Hirshleifer, 1971; Demski, 1973) argue that even without mandatory accounting standards firms will have incentives to disclose the appropriate amount of information, as managers running the businesses want to distinguish themselves from firms not performing that well; resulting in a waste of corporate resources. Fishman and Hagerty (1989) also argue that firms have the motivation to disclose an excess of information and using mandatory disclosure makes the situation even worse. Moreover they state that although more information increases price efficiency, the benefits of the adoption does not justify the costs. Beside the costs named, mandatory disclosure induces costs to prepare, certify and disseminate accounting reports (Hail and Leuz, 2007). Furthermore, proprietary costs arise which are costs that arise because information disclosed by firms can possibly be used against them by other participants in the market (e.g. competing firms). 

This study will not take a position in the discussion as to whether mandatory disclosure has more benefits than costs or more specifically if the mandatory adoption of IFRS has more benefits than cost, as this is not the goal of this research. Nevertheless, it is important to analyze which possible costs and benefits come paired with mandatory disclosure and possibly with the adoption of IFRS as these costs and benefits can influence the capital market and therefore cost of capital.

3.3 The link between disclosure and cost of capital

There is a well developed link by prior research (Lambert et al. 2007a; Easley and O’hara, 2004; Verrecchia, 2001) between corporate disclosure and capital market effects and more specifically with cost of capital. An overview table of the studies analyzing this link can be found in chapter 10. This link between corporate disclosure and cost of capital will play a major role in this paper as changes in cost of capital should be seen as changes in the quality of financial reports and thus as improvement/deterioration because of the mandatory adoption of IFRS. Hence, it’s essential to analyze the link between these two variables in general prior to doing research on the effects of the mandatory adoption of IFRS. In this paper cost of capital will be defined as the expected return on a firm’s stock. When analyzing a link between the corporate disclosure and cost of capital a distinction should be made between two relations. First of all there is an indirect link between corporate disclosure and cost of capital through liquidity and finally there is a direct link between corporate disclosure and cost of capital. As one of the links is through liquidity it is important to define what is meant by liquidity and to address the link between corporate disclosure and liquidity in advance.

Black (1971) defines a liquid market as: ‘a continuous market, in the sense that almost any amount of stock can be bought/sold immediately, and that small amounts of stock can always be bought or sold over a long period of time at prices that, on average, are very near the current market price’. Simple said market liquidity is the easiness with which stocks can be bought or sold without interruption and impact on prices (Levy and Post, 2005).
The link between disclosure and liquidity has been thoroughly analyzed by among others Verrecchia (2001). Verrecchia (2001) analyzes disclosure models that have been used in prior accounting literature and makes a distinction between three types of models; association-based disclosure models, discretionary-based disclosure models and efficiency-based disclosure models. Association based disclosure models relate to the effect of disclosing information on the choices of investors. This is being examined through stock prices and volumes. Discretionary-based disclosure models are related to the choices of managers to disclose known information. Efficiency-based disclosure models relates to the preference of disclosure methods when there is no prior knowledge on the information. As only association-based disclosure models relate to the link between liquidity and disclosure, only these models will be addressed.

In contrast to the other models analyzed by Verrecchia (2001), the association-based disclosure models result in a mathematical link between disclosure and price or volume. This model is based on the insight of Kyle (1985) and Glosten and Milgrom (1985) that market liquidity is negatively related to the intensity of adverse selection. The latter is concluded based on the approach that information asymmetries among traders lead to adverse selection into the share market. Consequently, uninformed/less informed traders will be concerned when trading with other traders, possibly better or privately informed. Concerned with the possibility of selling/buying at the market price while the shares are over- or undervalued and trying to protect themselves against losses, the uninformed traders will lower/ increase the price at which they are willing to buy/sell shares according to the risk of loss. The latter results in a bid-ask spread. As information asymmetry exists the uninformed traders are also willing to sell/buy fewer shares. The market becomes less liquid as the possibility increases that investors in the market have an informational advantage on other investors (Glosten and Milgrom, 1985). According to Verrecchia (2001) this issue can be diminished by more corporate disclosure. More disclosure will result in more public information which reduces information asymmetry and the possibility for investors to be trading with a more or privately informed investor. Besides, more information increases the certainty about regarding firm value. Consequently, less incentive exists for investors to protect themselves by increasing/decreasing share prices thus increasing market liquidity. 
The indirect relation between disclosure and cost of capital through liquidity has been analyzed by among others Diamond and Verrecchia (1991). Their model is based on those used by Kyle (1985); Glosten and Milgrom (1985). Diamond and Verrecchia (1991) examine the causes and consequences of (future) liquidity on the expected rate of return, thus on cost of capital. According to Diamond and Verrecchia (1991) more disclosed information leads to a reduction of risk that the traders bear in providing liquidity and consequently lowers the cost of capital while less disclosure leads to a higher cost of capital (Diamond and Verrecchia, 1991; Easley and O’Hara, 2004). Since traders in the market want to protect themselves against information asymmetry and therefore increase/decrease the price of their shares, lower liquidity and the accompanying bid-ask spreads lead to transaction costs. Given that traders are not willing to bear these costs and want to be compensated for them, the required rate of return per share (cost of capital) are enhanced (Hail and Leuz, 2007). Gârleaunu and Peterson (2004) state that even though a bid-ask spread emerges because of adverse selection, bid-ask spreads can not be seen as a cost and therefore  does not have a direct influence on the required rate of return. Nevertheless, adverse selection still affects cost of capital as it contributes to trading-decision distortions, which implies allocation costs. Gârleaunu and Peterson (2004) show that investors want to be compensated for these costs, which in turn increase the required rate of return. 

In accordance with Amihud and Mendelson (1986, 1988) the price of assets are reduced by the present value of the transaction costs related to the trade. Therefore, the trading and adverse selection costs will be subtracted from the price of the asset. As investors expect the assets’ price to be lower due to transaction costs, and the possibility exists that they will also face this situation when selling these assets, they will lower the prices at which they are willing to buy these assets. As a result, firms have to issue more shares to raise the same amount of assets, resulting in a higher cost of capital (Hail and Leuz, 2007). According to Lambert et al. (2007a) researches analyzing the indirect link between disclosure and cost of capital, analyze firms in a situation where cash flow within firms are not correlated. Therefore Lambert et al. (2007a) are unsure whether these researches endure diversification and multi-security settings. 

The direct link between corporate disclosure and cost of capital is established through two approaches. The first approach is based on risk-sharing, while the second approach is based on risk-estimation. The risk-sharing approach can be derived from Merton’s model (1987), where investors do not possess complete information and are not conscious about all firms in the economy. As a consequence Merton (1987) states that risk-sharing is incomplete and inefficient. Disclosing information by firms that are not (well) known by investors can enhance awareness among investors and possibly increase the amount of investors for those firms. Consequently, an improvement in risk-sharing will take place, diminishing cost of capital. In line with Hail and Leuz (2007), the same can take place in an international perspective. As it is doubtful that investors will invest in firms in unfamiliar countries without comprehension of the financial reporting standards, adoption of international general accepted accounting standards will improve risk-sharing, the investors base and thus diminish cost of capital. Based on this statement of Hail and Leuz (2007) it should be expected that the mandatory adoption of IFRS will lead to a reduction in cost of capital.
The risk-estimation approach has been analyzed by a stream of prior research. Within this stream of researches a distinction can be made between a stream examining (Barry and Brown, 1984, 1985; Coles et al., 1988, 1998) and a stream re-examining the link (Lambert et al. 2007a, 2007b; Hughes et al., 2005). In the risk-estimation literature information arise from historical time-series of returns. In the first stream two environments are compared were in the first environment all firms provide equal amounts of information, while in the second environment some firms provide more information than others. In these studies the parameters of the two environments are compared and the role of information is defined. In contrast to the first stream the second stream is not based on historical-times series of returns. 
Lambert et al. (2007a) examined how accounting information is incorporated in the cost of capitals in firm taking diversification into consideration. In their research Lambert et al. (2007a) define cost of capital as the expected return on firm’s stock. They create a model based on the Capital Asset Pricing Model (CAPM) but which allows multiple securities with correlated cash flows. The CAPM is transformed and used to add an information structure to show the effect of information quality on firms expected return. In contrast to prior research (e.g. Easley and O’Hara, 2004) this research is done based on the association of accounting information and cost of capital without referring to liquidity. Based on their research Lambert et al. (2007a) conclude that accounting information quality affects the cost of capital of firms directly and indirectly. The direct association is related to the effect of accounting information on the perception of investors on the allocation of cash flow and the indirect association is related to the effect on real decisions that change the allocation of cash flow. Lambert et al. (2007a) make a comparison between their model and the model used by Hughes et al. (2005). These two models provide mixed results. According to Lambert et al. (2007a) this is due to the difference in definition of cost of capital and the fact that Hughes et al. (2005) only analyze the direct association of accounting information and cost of capital. Furthermore, they analyze the effects of mandatory regulation on cost of capital. Based on this evaluation they state that researchers wanting to investigate this association must look beyond the beta coefficient and analyze measures such as average cost of capital or market risk premium. Finally, Lambert et al. (2007a) conclude that accounting information is negatively related to the cost of capital.

The direct an indirect relation between disclosure and cost of capital are based on the assumption that a negative relation exist between disclosure and cost of capital. Thus, an increase in disclosure will lead to a decrease in cost of capital. Based on the assumption that the mandatory adoption of IFRS leads to an increase in disclosure in the Netherlands, UK and France, it can be expected that the adoption leads to a decrease in cost of capital.
3.4 Measuring Cost of Capital
Firms use equity and debt to finance their investment. As a result cost of capital can be divided in cost of equity capital and cost of debt. Cost of equity capital can be defined as the return that equity investors require on their return investment in the firm; while cost of debt can be defined as the return that lenders require on the firm’s debt (Ross et al., 2003). Cost of equity capital (r) consists of a risk free rate of interest (rf) and a non-diversifiable risk premium (rprem): r = r f  +  r prem.
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2001 is required to truly appreciate the significance of these differences. Although the totals in
Table 1 provide only an indication of the extent of differences with IAS and not the significance
of these differences, Table 1 indicates that a considerable number of countries exhibit many
differences from IAS.

4.2. Type of differences

As reflected in Table 2, the differences noted most frequently in GAAP 2001 indeed rep-
resent important departures of written national GAAP from IAS. Most of the differences

Table 2
Major areas of divergence between the written national GAAP in 62 countries and IAS as identified in GAAP 2001

Recognition and measurement of
Financial assets and derivitive financial instruments (IAS 39)
Impairment losses (IAS 36)
Provisions (IAS 37)
Employee benefit liabilities (IAS 19)
Income taxes (IAS 12)

Accounting for business combinations (IAS 22)

Disclosure of
Related party transactions (IAS 24)
Segment information (IAS 14)
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In addition to the prior description, cost of equity capital is also defined as the risk-adjusted discount rate that investors apply to the expected future cash flows to derive the current stock price (Botosan, 2006). The latter can be drawn from the dividend discount formula:
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Where:

CECpec= ex ante cost of equity capital,

PEG = price earnings growth model (see Ohlson and Juettner-Nauroth (2005),

P2 = two year ahead mean analysts’ forecast of earnings per share,

eps, s :
PStl = one year ahead mean analysts’ forecast of earnings per share,

(. the fiscal year-end price per share



Pt =  ∑ 
Pt  
= current stock price at date t
Et 
= expected current cash flow at date t
r 
= discount rate
dt
= net dividends paid 

In contrast to cost of debt, there is no direct way to observe firms’ cost of equity; as cost of debt is the interest rate that lenders are paid on debt. Hence, the required return from equity investors should be estimated. Well-known approaches that have been used for this matter are:
The Capital Asset Pricing Model (CAPM)
Capital Asset pricing models use the predetermined priced risk factors to yield explicit estimates of cost of equity capital. The asset pricing theory was initiated by Share (1964) and Lintner (1965). Nevertheless, several adjusted versions of the CAPM have been developed afterwards. The CAPM is based on the portfolio model of Markowitz (1959). This model is based on the assumption that investors are risk averse and are only concerned with the mean and variance of their one-period investment return when choosing portfolios. Furthermore, it is assumed that investors try to keep variances of portfolios to a minimum in comparison to the expected return and try to take the expected returns to a maximum in comparison to variances (Fama and French, 2004). The CAPM adds a twist to the portfolio model of Markowitz (1959) as it turns the last statement into a forecast that is testable. Besides, Share (1964) and Lintner (1965) added two assumptions to the model. First of all, investors are assumed to completely agree on the joint distribution asset returns from t-1 to t. Secondly, it is assumed that there is borrowing and lending at a risk-free rate. 
This results in the following Sharpe-Lintner CAPM:
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E (Ri) = Rf  + [E(RM) – Rf] ßiM, i = 1,…., N

ßiM  = 
E(Ri) = the expected return on asset i
Rf  = the risk-free interest rate (the expected return on assets)

ßiM = risk premium

E(RM) – Rf  = premium per unit of beta risk

As the assumption that risk-free borrowing and lending is unrealistic, Black (1972) developed a variance of the CAPM excluding this assumption. Besides, Black (1972) demonstrates that the assumption that investors try to keep variances of portfolios to a minimum in comparison to the expected return and try to take the expected returns to a maximum in comparison to variances, can also be attained by making unrestricted short sales of risky assets. No significant differences exist between the link of expected return and market risk (beta) in the Sharpe-Lintner CAPM and the Black CAPM (Fama and French, 2004). The difference is incorporated in what they say about the expected return on assets that have market betas equal to zero. Furthermore, Fama and French (2004) state unrestricted short sales is also an unrealistic equation. These unrealistic assumptions make the validity of the CAPM questionable. The expected return regarding disclosure in this model is only related to the market beta (risk factor). Thus if the market beta is not related to expected return the CAPM will not be able to estimate cost of equity capital.
The Dividend Growth model approach 

Dividend growth models estimate cost of equity capital by using the dividend discount formula previously presented. In this formula current stock price is given, while a proxy is used for the expected current cash flow. As price reflects an infinite series of expected future cash flow, a terminal value is used to capture cash flows beyond the forecasted horizon (Botosan, 2006). All the proposed dividend growth models deal differently with the terminal value, resulting in differences when deducting cost of equity capital. Well known dividend growth models are:
· Target Price Method
The Target price method was initiated by Botosan and Plumlee (2002) as a short-horizon variety to the dividend discount formula. This method is based on the assumption that dividends per share during, and stock price towards the end of the forecast horizon capture the market’s expectations of the terminal value (Botosan, 2006). Furthermore, it is assumed that analysts anticipate dividends and target prices in line with market participants. Violation of this assumption leads to a weaken estimation of cost of equity capital.

 The target price method is presented in the following formula:
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CECpec= ex ante cost of equity capital,

PEG = price earnings growth model (see Ohlson and Juettner-Nauroth (2005),

P2 = two year ahead mean analysts’ forecast of earnings per share,

eps, s :
PStl = one year ahead mean analysts’ forecast of earnings per share,

(. the fiscal year-end price per share
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One Share-One Vote

Company Law or
Commercial Code

Equals one if the Company Law or Commercial Code of the country requires that
ordinary shares carry one vote per share, and 0 otherwise. Equivalently, this variable
equals one when the law prohibits the existence of both multiple-voting and non-voting
ordinary shares and does not allow firms to set a maximum number of votes per
shareholder irrespective of the number of shares she owns, and 0 otherwise.

Equals one if the Company Law or Commercial Code allows shareholders to mail their Company Law or
proxy vote, and 0 otherwise. Commercial Code
Shares blocked before Equals one if the Company Law or Commercial Code allows firms to require that Company Law or
meeting shareholders deposit their shares prior to a General Sharcholders Meeting thus Commercial Code
preventing them from selling those shares for a number of days, and 0 otherwise.
Cumulative voting Equals one if the Company Law or Commercial Code allows shareholders to cast all of Company Law or

their votes for one candidate standing for election to the board of directors, and 0 Commercial Code

otherwise.

Equals one if the Company Law or Commercial Code grants minerity shareholders
either a judicial venue to challenge the management decisions or the right to step out of
the company by requiring the company to purchase their shares when they object to
certain fundamental changes, such as mergers, assets dispositions and changes in the
articles of incorporation. The variable equals 0 otherwise.

Company Law or
Commercial Code

Oppressed minorities
mechanism

Percentage of Share It is the minimum percentage of ownership of share capital that entitles a shareholder to Company Law or
Capital to Call an call for an Extraordinary Shareholders’ Meeting. It ranges from one to 33 percent. Commercial Code
Extraordinary

Shareholders’ Meeting

Company Law or
Commercial Code

Antidirectors Rights An index aggregating the shareholder rights which we labeled as “anti-director rights.”
The index is formed by adding 1 when: (1) the country allows shareholders to mail their
proxy vote; (2) shareholders are not required to deposit their shares prior to the General
Shareholders’ Mecting; (3) cumulative voting is allowed; (4) an oppressed minorities
mechanism is in place; or (5) when the minimum percentage of share capital that entitles
a shareholder to call for an Extraordinary Shareholders’ Meeting is less than or equal to
10% (the sample median). The index ranges from 0 to 5.




Pt = ∑ (1 + r)   Et [dt + τ] + (1 + r)   P4
Pt 
   = price at date t

r        = the expected cost of equity capital
Et (o) = the expectations operator

dt 
   = dividends per share for year t
· Industry Method
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Short-Horizon

Terminal Value

Value Line Forecasts

Yes

Yes

Yes

Yes

Yes

@ During the forecast horizon,
analysts’ forecasts of dividends
equal the market’s expectation.

@ During the forecast horizon with
analyst forecasts, analysts’
forecasts of eamings and book
value equal the market’s
expectation.

@ During the forecast horizon
without analyst forecasts, firm
ROE fades linearly to industry
ROE.

 During the forecast horizon,
analysts’ forecasts of dividends
equal the market's expectation.

© Analysts’ forecasts of camings in
years 1 and 2 and analysts’
forecasts of dividends in year |
equal the market's expectation.

® Year 1 camings and year 2
“abnormal carnings ” defined as
Xeps, + rdps, — R eps,) are
positve.

® Analysts’ forecasts of eaming
years 1 and 2 equal the market's
‘expectation.

 Zero dividends in year 1.

© Year | camings and year 2
“abnormal eamings” defined as
eps, — R eps,) are positive.

@ Beyond the forccast horizon
analysts” forecasts of stock price
equal the market's expectation.

‘@ Beyond the forecast horizon, firms
ean their industry ROE in
perpetuity.

@ Beyond the forecast horizon, firms
have a 100% dividend payout
rato.

® Beyond the forecast horizon, each
firm's ROE equals its cost of
equity captal.

© Growth in “abnormal earnings”™
defined as r-(eps,., + rdps, — R
eps) oceurs at a constant rate for
all 1

 Estimated constant rate of growth
in abnormal earnings equals the
market's expectation.

® Constant rate of growth is less
than the cost of equity and greater
than zero,

‘@ Beyond the forecast horizon zero
‘growth in “abormal earnings.”

ividends per share; current year,

one year ahead, and long range

® Long-range minimum and
maximum target price

@ Eamings per share; current year,
one year ahead, and long range

Dividends per share; one year

ahead and long range

Book value per share; current

year, one-year ahead, and long

range

‘@ Dividends per share; current year,
‘one-year ahead, and long range

‘@ Eamiings per share; long range

‘@ Dividends per share; current year

‘® Eamings per share; one year ahead
and long range

® Eamings per share; one-year ahead
and long range

above are stated in general terms and underle the theoretical form of each model. For empirical purposes, additional assumptions are imposed
regarding the length of the forecast horizon. These assumptions are noted i the text of the paper.

S = Clean Surplus.
“ME = Market Effciency.




This method was developed by Gebhardt et al (2001). The industry method is presented as following:
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Description

Widely Held

Equals one if the there is no controlling shareholder. To measure control we combine a shareholder’s direct (i.e,
through shares registered in her name) and indirect (i, through shares held by entities that, in turn, she
controls) voting rights in the firm. A shareholder has an x percent indirect control over firm A if: (1) it controls
directly firm B which, in tum, directly controls x percent of the votes in firm A; or (2) it controls directly firm
C which in turn controls firm B (or a sequence of firms leading to firm B each of which has control over the next
one, i.e. they form a control chain) which, in turn, directly controls x percent of the votes in firm A. A group
of n companies form a chain of control if each firm 1 through n-1 controls the consecutive firm. Therefore, a
firm in our sample has a controlling shareholder if the sum of her direct and indirect voting rights exceeds an
arbitrary cutoff value, which, alteratively, is 20 percent or 10 percent. When two or more shareholders meet
our criteria for control, we assign control to the shareholder with the largest (direct plus indirect) voting stake.

Family

Equals one if a person is the controlling shareholder, and zero otherwise

State

Equals one if the (domestic o foreign) state is the controlling shareholder, and zero otherwise

Widely Held
Financial

Equals one if a widely held financial company is the controlling shareholder and zero otherwise.

Widely Held
Corporation

Equals one if a widely held non-financial company is the controlling shareholder, and zero otherwise.
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P0 = b0 + ∑ (1 + r GLS)   ((ROEt – rGLS) b    ) + (rGLS (1 + rGLS) ¹¹)    ((ROE12 – rGLS)b11)
   ROEt = return on equity for period t = 

   epst    = forecasted earnings per share, year t
   bt      = book value per share, year t
   rGLS      = estimated cost of equity capital

The industry method is based on the assumption that analysts’ forecasts earnings per share and book value per share equal the market expectation for the first three years and that the return on equity fades linearly to the industry median in the following 9 years. In this model forecasted earnings per share are assumed to be equal to dividends. Thus this method is based on a twelve year forecast horizon.

· Finite Horizon Method
The finite horizon method, which is based on the model presented in Lee et al. (1999), was developed by Gordon (1997).This method is based on two essential assumption. Namely, that the ROE of firms regresses back to the firms cost of equity capital and that analysts’ forecasts of short horizon dividends and long-run earnings per share capture the market expectations (Botosan and Plumlee, 2005). This method is presented in the following formula:

P0 = ∑ (1 + rGOR)   (dpst) + (rGOR(1 + rGOR)    )   (eps5)
rGOR = estimated cost of capital

      epst  = forecasted earnings per share, year t

· Economy-Wide Growth
This model is taken from Ohlson and Juettner-Nauroth (2003) and is also derived from the dividend discount formula. Just like the target price method, this model is based on the assumption that during the forecast horizon, analysts anticipate the dividends equal to market participants. Furthermore, this method is based on the assumption that after the forecast horizon, every company’s return on equity is equal to it cost of equity capital (Botosan an Plumlee, 2005). Ohlson and Juettner-Nauroth estimate cost of equity capital through the following model:
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Where A is : 

rOJN         =  cost of equity capital
eps      =  earnings per share

(γ – 1) = 1 + (rf ​ - 3%) (economy-wide growth)
P0
     = price per share at date t = 0
This model makes use of forecasts of one year ahead and dividends per share in addition of forecasts of short-term and long-term abnormal earnings growth (Hail and Leuz, 2007). Just like the industry model, dividends are set equal to a constant fraction of forecasted earnings in this model.
· Price Earnings Growth Ratio Method (PEG Ratio Method)
This model was introduced by Easton (2004). The PEG ratio method is based on the same equation as the Economy Wide Growth model is derived from. However, the PEG Ratio method is based on two extra assumptions. Namely, that dps1 = 0 (dividend per share) and γ = 1. These additional assumptions result in the following formula:
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rPEG = cost of equity capital
The resting variables are equal to the variables previously described.

In the formula it can be seen that the model uses the forecasts of the upcoming year and the second upcoming year earnings per share and expected dividends per share in period t+1 to obtain a measure of abnormal earnings growth.
An overview of the assumptions and data requirements for the different models can be found in Appendix 2. The dividend discount methods mentioned above were assessed by their empirical reliability by Botosan and Plumlee (2005). According to Botosan and Plumlee (2005) these models differ mainly regarding the assumptions, they are based on. Furthermore, if these assumptions coincide with the market’s expectation, all this methods should estimate cost of equity capital reliably. Botosan and Plumlee (2005) examine the reliability of these models by analyzing the link between the estimates of each proxy with firm-specific risk. The proxies leverage, firm size, market risk, leverage, information risk and growth are being used as theoretical predictions exist with regard to the link with cost of equity capital. Based on this analysis, Botosan and Plumlee (2005) come to the conclusion that the target price method and the price earnings growth ratio method’s estimations accord with prior theoretical predictions and estimate cost of equity capital in a steady way compared to the other three methods. Contrary to these models the estimations according to the Industry method, finite horizon method and the economy-wide model contradict the theory and are unstable.

According to Botosan (2006) these models have been more useful to researchers than other methods used in the cost of capital in relation to disclosure literature. Furthermore, these models are very useful to researchers as the estimates made are not a function of a predetermined set of priced risk factors; making it practical to assess if a certain risk is priced (Botosan, 2006).
The choice of which model is the most proper for this study will be done in chapter five.

3.5 Mandatory adoption of IFRS and cost of equity capital
After the mandatory adoption of IFRS there has been little research on the effects of the introduction on cost of capital. The majority of research addressing the effects of IFRS on cost of capital is conducted on the voluntary adoption of IFRS. Besides, many researches done are still in working paper format. Therefore, there is still little consensus regarding the effects of the mandatory IFRS effects on cost of capital and more specifically cost of equity capital. An overview table of the studies analyzing the link between the mandatory adoption of IFRS and cost of equity capital can be found in chapter 11.
Daske et al. (2007b) examined the economic consequences of the mandatory adoption of IFRS for 26 countries around the world from 2001 to 2005. This research analyzed the effects of the adoption on among others liquidity, cost of equity capital and the Tobin’s q. In this study cost of equity capital should indicate the change in quality of financial reports and the possible improvements associated with the adoption of IFRS. Daske et al. (2007b) used four discount dividend models to calculate cost of equity capital (Claus and Thomas, 2001; Gebhardt, 2001; Easton, 2004; Ohlson and Juettner-Nauroth, 2005). As each model is based on different assumptions and each model comes with different possibilities of measurement errors, an average of these models is used to attain one estimate of cost of equity capital per firm year observation. To investigate if the capital market changes are due to the mandatory adoption of IFRS, Daske et al. (2007b) use a regression analysis. As this regression analysis is based on the joint combination of market liquidity, cost of equity capital and the Tobin’s q it will not be useful for this study. Nevertheless, the control variables used for this analysis might be relevant for this research. Daske et al. (2007b) use firm size, financial leverage, the risk-free rate, return variability and forecast bias as control variables. Furthermore, industry controls are used by Daske et al. (2007b) to control for effects on among others the implied cost of equity capital in a certain year or industry. Based on their research Daske et al. (2007b) indicate that the cost of equity capital increases in the year when IFRS becomes mandatory, while it has decreased significantly prior to the introduction. In addition they come to an agreement with the statement of Ball (2006), that the IFRS implementation and effects are probably different across countries. Moreover, they indicate that the effects are smaller in countries that have fewer differences between domestic accounting standards and IFRS and have been constantly working towards a harmonization with IFRS. In contrast to the latter, are the countries with large differences between their domestic accounting standards and IFRS which in addition have strong legal regimes. Furthermore Daske et al. (2007b) indicate that the countries of the European Union experience stronger mandatory adoption effects than the rest of the world. A limitation of this study is that the effects on among other cost of equity capital might not only be due to the mandatory adoption of IFRS but also other factors, such as the efforts of countries to enforce their corporate governance. As a result the effects on cost of equity capital might be the joint effects of these happenings.
Hail and Leuz (2007) have investigated the capital market effects around the mandatory adoption of IFRS in the European Union. Their research draws on the research done in the working paper by Daske et al. (2007b). Nonetheless, Hail and Leuz (2007) restrict their research to the effects of the implementation of IFRS in the EU. Their mission is to investigate whether a change in cost of equity capital and liquidity can be observed after the mandatory adoption of IFRS, and if this change can be addressed to the change in financial reporting standards. Their research is done from the years 2001-2005, where the year 2001-2004 prior to the mandatory introduction are compared to the year 2005. Just like Daske et al. (2007b) cost of equity capital is measured through four models (Claus and Thomas, 2001; Gebhardt, 2001; Easton, 2004; Ohlson and Juettner-Nauroth, 2005) and the proxy for implied cost of equity capital is the average of these models. As cost of equity capital may not only be affected by the mandatory adoption of IFRS a regression analysis is composed. Hail and Leuz regress the economic consequences (among others cost of equity capital)  of the mandatory adoption on the following independent variables:

· Mandatory IFRS: capturing the average effect of mandatory IFRS adoption incremental to all other variables included in the model. It is used as a binary indicator variable, taking the value of one for all fiscal years of EU firms ending on or after the mandated adoption date.

· Voluntary IFRS: accounts for the potentially differential effect between first-time mandatory adopters and early adopters. This variable takes the value of one for all IFRS firm-year observations from firms applying IFRS before mandated by regulation.

· Post-EFRAG: this variable is related to the years immediately leading up to the mandatory adoption date in 2005. Taking the possibility in to account that firms might adopt IFRS in anticipation of the reporting requirement. Hail and Leuz (2007) choose the endorsement date of actual IFRS by the European Financial Reporting Advisory Group (June 19, 2002). This variable indicates the voluntary adoption of IFRS after the endorsement date.

As proxies for cost of capital the authors used implied cost of equity capital and control the cost of equity capital proxy for the risk-free rate, firm size, financial leverage, return variability and forecast bias. Hail and Leuz (2007) state that as all publicly traded firms adopted IFRS mandatory during the same period; it might be possible that changes in cost of equity capital might have been due to a trend in EU firms rather than to an association with the adoption to IFRS. Therefore, they include several EU firms that did not introduce IFRS, as a benchmark in their research. Besides they add industry-year-fixed effects to the regression analyses, to capture common effects of the dependent variables used in different industries and years. Additionally, they add a market-index to each dependent variable. Based on this research Hail and Leuz (2007) come to the conclusion that the effects of IFRS adoption are likely to be modest as no indication can be found in the analyses of major structural breaks or changes in the capital-market variables. Additionally they find some evidence that cost of equity capital is lower for firms that adopted IFRS mandatory. Nevertheless, the evidence is of small extending and dependant upon the method used to estimate cost of equity capital. Just like the study of Daske et al. (2007b) no specific conclusion is drawn on specific countries in this study.
Kinsey et al. (2008) analyzed whether the financial statements of adopters in the EU are viewed by investors as more relevant and transparent than those before the adoption. Furthermore, they investigate whether the firms adopting IFRS experienced a decrease in cost of equity capital. They predict that financial reporting of IFRS adopters will be more value relevant and informative. Consequently, all countries will experience a lower cost of equity capital. Their study was based on a sample of 157 European firms during the years 2004 to 2006. Kinsey et al. (2008) compute cost of equity capital in a similar way to the Price Earnings Growth Model (Easton, 2004) and Francis (1995). Kinsey et al. (2008) use the following formula:



The result of their research is consistent with their expectations. They provide evidence that the introduction of IFRS had a positive effect on EU capital market, as the adoption is associated with an increase of information content, and a significant lower cost of equity capital than before the introduction. This implies that market participants were ready to supply capital at a low cost for companies providing IFRS disclosures. However, it is questionable if significant conclusions can be draw on this study, as only one year prior and after the adoption is taken into account. Furthermore, as seen in the second chapter some countries were introducing changes to their domestic accounting standards prior to the mandatory adoption in 2005. While some European countries already made it possible to report according to IFRS conditionally. Therefore the stage of adoption in the different countries might have differed, making it impossible to compare the companies domiciled in different countries in just the year 2004. The latter limitations on sample size and company’s heterogeneity are also recognized by Kinsey et al. (2008). After estimating cost of equity capital Kinsey et al. (2008) seeks to find what causes the difference between the cost of equity capital of different countries in the second part of their study. Therefore, they regress cost of equity capital against the following variables: firm size, legal origin, shareholder rights, debt, consumer price index (inflation) and gross domestic product.  The second part of this study was based on heterogeneity between code and common law countries and the explanation to it, but will be addressed in chapter 4 where this issue will be analyzed.
Li (2008) studies the effects of the mandatory adoption of IFRS. According to Li (2008) it can be expected that the mandatory adoption will lead to a reduction in cost of equity capital based on two assumptions. First of all prior literature indicates that an increase in disclosure will reduce cost of equity capital and it is expected that overall IFRS acquires more disclosure than the domestic accounting standards used priory. Second of all, a uniform set of standards will increase comparability across countries which will also lead to a decrease in cost of equity capital. As there is no clear empirical conclusion on the fact whether the adoption results in a reduction of cost of equity capital, Li (2008) tests the latter by using 1084 companies in 18 EU countries. Li’s sample is based on the years 1995 to 2006. Li (2008) uses four models, namely the models of Gebhard et al. (2001), Claus and Thomas (2001), Gode and Mohanram (2003), and Easton (2004). The mean of these models is taken as the proxy for cost of equity capital. Based on the estimated cost of equity capital, Li (2008) regresses the estimates on dummy variables indicating if the company adopted IFRS mandatory or voluntarily and indicating whether the period is prior or after the mandatory adoption. Furthermore the interaction between these two variables is taken into consideration and the following control variables are included: cross listed in the US, inflation rate, firm size, return variability, financial leverage, industry and country fixed effects. The regression analysis used and the measures used for the variables and control variables can be found in appendix 3. On average, Li (2008) identifies a significant reduction in cost of equity capital due to the mandatory adoption of IFRS. Yet, just like prior addressed studies, no country-specific conclusion can be drawn from this study. Furthermore, Li (2008) studies the role of legal enforcement on the mandatory effects. This part of his study will be addressed in chapter 4. 
In a research done by Ernst & Young (2006) on 65 European companies, they come to the conclusion that IFRS financial statements retain a strong national identity. According to this research, after the introduction of IFRS financial statements in the same country but in a different industry have more similarities than financial statements in the same industry but in different countries. According to Ernst & Young (2006) this is because there is no proper IFRS standard coping with the presentation of financial statements under IFRS.  Consequently, financial reporting is still being influences by national institutions. This statement is supported by the study by Leuz (2006) demonstrating that companies’ financial reporting is influenced by national country institutions. Therefore, it’s important not only to take researches as those from Hail and Leuz (2007), Daske et al. (2007b) and Kinsey et al. (2008) into account when drawing conclusions; as these researches neither specify their research on a specific country nor draw conclusions on a certain country.
Christensen et al. (2007) state that there is relatively little research done on the mandatory adoption of IFRS. Therefore, they analyze the effects of the adoption on UK firms and partly analyze the link with cost of equity capital. Cost of equity capital is being estimated with the Economy-Wide Growth model (Ohlson and Juettner-Nauroth, 2005) and the price earnings growth ratio method (Easton, 2004). In contrary to what will be examined in this study, Christensen et al. (2007) researched if companies would possibly have voluntarily adopted IFRS if it was possible prior to the introduction in 2005. They come to the conclusion that mandatory IFRS has diverse effects on the cost of equity capital depending on the company’s characteristics. As these effects are diverse, the effects on cost of equity capital are also diverse. This makes it impossible to conclude whether mandatory IFRS leads to a lower cost of equity capital.
Bevers (2009) analyzed de consequences of the mandatory adoption of IFRS on cost of equity capital in the Netherlands for the years 2003 until 2006. Bevers (2009) compared the pre-IFRS adoption period (2003-2004) with the post-IFRS adoption period (2005-2006). He assumed based on prior research that IFRS requires a higher degree of disclosure than the Dutch GAAP. As a consequence financial statements users are in possession of more information, consequently leading to less information asymmetry. Based on the latter Bevers (2009) assumes that this will lead to a decrease in cost of capital. The PEG model (Easton, 2004) was chosen to estimate cost of equity capital. As the cost of equity capital can not be derived directly with the formula given in the previous chapter, Bevers (2009) uses a derivation of the formula, namely:
r² - r (DPS1 / P0) – (EPS2 – EPS1) / P0 = 0
r 

= cost of equity capital

EPS1 and EPS2   = forecasted earnings per share in year 1 and 2
DPS1
 
= forecasted dividend per share in year 1
P0 
 
= current price per share in year 0
The variables are equal to the variables described in the previous chapter. As cost of equity capital is not only influenced by the increasing degree of disclosure due to the mandatory adoption of IFRS, Bevers (2009) performs a regression analysis. Cost of equity capital is the dependent variable in this regression analysis and IFRS is the independent variable in this case. 
This results in the following regression analysis:
r = β0 + β1 IFRS + β2 VAR + β3 LEV + β4 BMR +β5 ROA +β6 US + β7 SIZE + β8 CPI
· VAR: the variance in price per share, measured by the standard deviation of the monthly 

          earnings per share of the last twelve months
· LEV: Financial leverage

· BMR: Book-to-market-ratio

· ROA: Return on assets

· US: Publicly traded firms in the US

· SIZE: Size of an company

· CPI: Consumer Price Index

Based on the previously described research, Bevers (2009) presents significant evidence that there is a negative relation between cost of equity capital and mandatory IFRS. According to his study a significant decrease can be detected in cost of equity capital after the mandatory adoption.
Nevertheless, several limitations are indicated for this research. First of all, Bevers (2009) indicates that only Dutch companies are being analyzed, the financial sector is eliminated and the differences in sectors are not being taken into account. Secondly, this research is only applicable for publicly traded companies. Thirdly, there are limitation to the method chosen and the estimation of the variables used. Furthermore, only the years 2005 and 2006 are used for the sample after the mandatory adoption. Finally, there can be more variables that can influence cost of equity capital that were not included in the regression analyses.

Even though this study will be closely related to the research of Bevers (2009), it will try to eliminate several limitations of the research. First of all, not only Dutch companies will be analyzed, but also English and French companies. Secondly, the time spam used will be expanded with another year (2007). Third of all, the variables legal system, shareholders right and securities regulations will be analyzed as possible additional variables influencing cost of equity capital.

Based on the prior research analyzed, no clear conclusion can be drawn regarding the relation between cost of equity capital and the mandatory adoption of IFRS. According to Daske et al. (2008) cost of equity capital increases in the year when IFRS becomes mandatory, while it has decrease significantly prior to the introduction. Furthermore, they come to the conclusion that countries with greater differences between their domestic GAAP and IFRS, experience greater effects due to the adoption. Taking this statement into consideration and the analysis done in chapter two, it can be expected that the mandatory adoption will have greater effects in France with the most differences, followed by the Netherlands and than the UK. Hail and Leuz (2007) identify some evidence that cost of equity capital has decreased after the mandatory adoption of IFRS. Nevertheless, the evidence is of small extending. Moreover, Hail and Leuz (2007) do not come to any country specific conclusions.  In contrast to Daske et al. (2008) and Hail & Leuz (2007), Kinsey (2008) identifies a significant decrease in cost of equity after the mandatory adoption of IFRS. Christensen (2007) concludes that the mandatory adoption has diverse effects depending on the company. Finally Bevers (2009) provides significant evidence that a negative relation exists between the mandatory IFRS and cost of equity capital in the Netherlands. 
Analyzing the latter prior research makes it clear that no collective conclusion has been drawn on the matter. Nonetheless, a distinction should be made between different sorts of researches. The research of Daske et al. (2008) have analyzed countries all over the world. In their research Daske et al. (2008) make a distinction between the EU and the rest of the world, by indicating that European Union countries have experienced a stronger effect because of the mandatory adoption than other countries. Therefore, even though the EU has experienced a reduction in cost of equity capital, this effect might have been lost in this research as a joint conclusion is being drawn over cost of equity capital of all the countries in the research. Moreover, the conclusions drawn solely on the mandatory effects of countries in the EU are more relevant for this research than those drawn about countries all over the world.

Beside Daske et al (2008) and Hail and Leuz (2007) stating that the identified decrease in cost of equity capital might not be significant, all other researches identify a significant decrease in cost of equity capital. First of all, because IFRS requires more disclosure than previously used domestic accounting standards and more disclosure leads to a decrease in cost of equity capital. Secondly, because a uniform set of standards will increase comparability across countries leading to a decrease of cost of equity capital (Li, 2008). Based on the latter, it can be expected that the Netherlands, the UK and France will experience a decrease in cost of equity capital.
3.6 Conclusion
IFRS was made mandatory in 2005 based on the expectation that it comes with major benefits. During the years there have been several proponents and opponents of mandatory accounting standards of disclosure. Proponents arguing that mandatory disclosure serves as a commitment device, leads to externalities, and is cost saving while opponents arguing that mandatory disclosure results in a waste of corporate resources and leads to more costs than benefits.
Prior literature has defined three links between cost of capital and disclosure. Based on all of these links it can be assumed that an increase in disclosure will lead to a decrease in cost of capital. Assuming that the adoption of IFRS leads to more disclosure, results in the expectation that that cost of capital has decreased in the Netherlands, UK and France. 
Even though no consensus exists in prior research on the link between the mandatory adoption of IFRS and the effects on cost of equity capital, based on the studies on Europe and the Netherlands it can be expected that the mandatory adoption resulted in a reduction in cost of equity capital. This expectation is based on the assumption that the increase in disclosure lead to a reduction in cost of capital (Daske et al., 2007b; Kinsey et al., 2008; Li, 2008; Bevers, 2009), but also on the assumption that a uniformity in accounting standards due to IFRS led to an increase in comparability across countries (Li, 2008). 
Furthermore, an expectation regarding the degree of change in cost of equity capital can be made based on the conclusion of Daske et al. (2007b). According to Daske et al. (2007b) the adoption effects are smaller in countries that have fewer differences between domestic accounting standards and IFRS and have been constantly working towards harmonization with IFRS. The study of Ding et al. (2007) (chapter 2) has indicated that all EU countries have been working towards and harmonization with IFRS. Nonetheless, differences existed between the domestic accounting standards of the Netherlands, UK and France with IFRS. As the studies in chapter two show that France had the most differences followed by the Netherlands and UK it can be expected that the adoption effects in France were greater followed by the Netherlands and UK. Consequently, it can be expected that cost of equity capital decreased more in France followed by the Netherlands and then the UK.

Prior research analyzed in this chapter also gives an indication of the proper method to carry out this study. All the researches analyzing the mandatory adoption effects of IFRS estimate cost of equity capital by using proxies based on the dividend growth approach. After estimating cost of equity capital all these researches also regress cost of capital against dummy variables created for the introduction of IFRS. These dummy variables vary as some of the researches not only focus on mandatory adoption but also analyze the effects of voluntary adoption of IFRS (Daske et al., 2007b; Hail and Leuz, 2007, Kinsey et al., 2008 and Li, 2008). On the other hand Bevers (2009) only analyzes the effects of the mandatory adoption of IFRS and eliminates the companies which voluntarily replaced the domestic accounting standards. 

Regarding the control variables used in each study, it can be seen that the control variables mostly used are firm size, financial leverage, return variability and consumer price index. Li (2008) and Bevers (2009) also use a dummy variable for publicly held companies also held in the United States due to the high degree of disclosure of the US GAAP. Nonetheless, it appears from the study of Bevers (2009) that this variable does not have an impact on the model. Furthermore, Bevers (2009) adds to control variables, Return on Assets and book to market ratio, which seem to be significant for the regression analysis. Among others, based on these findings a proper research design will be formed in chapter five.

4. IFRS, Legal systems, Shareholder rights and Securities regulation 
4.1 Introduction

Recently, there have been several studies indicating that legal systems, shareholder rights and securities regulation have an impact on the development of financial market. More specifically to this study, researches indicate that these factors affect cost of equity capital over and above the mandatory adoption of IFRS. Therefore, this chapter will be analyzing legal systems, shareholder rights and security regulation in general and their link to the financial market and the mandatory adoption of IFRS. Based on the latter, an answer should be given to sub question five and six.
4.2 Common Law versus Code Law

Accounting regulation has a great impact on the way accounting functions. Through the years accounting has been regulated differently in different countries. A reason for this dissimilarity is the international difference in legal systems (Alexander and Nobes, 2007). A distinction can be made between two main legal systems, namely code law and common law legal systems. 

The legal system of a majority of Western European countries (code law) is based on the Roman jus civile, which was brought together in the 6th century by Justinian and modified from the 12th century by universities in Europe. Code law countries make use of commercial codes, covering several accounting instructions on financial accounting. Most of these commercial codes were founded by Napoleon, who adjusted the Roman jus civile. Code law countries are typically characterized by strong political influence on accounting (Ball et al., 2000). They have a more stakeholders and planning oriented governance model (Bartov et al., 2005). In these countries, politics will be strongly influencing accounting nationally, but also at the company level. At a national level governments create and implement domestic accounting standards through key political groups (Ball, 2000). In the company, representatives of groups linked to the organization (e.g. employees, government and investors) will be closing contracts with the company. Moreover, code law countries tend to have a concentration of shareholders in institutions, while individual owner are not likely to own much stock (Ball et al., 2003). Furthermore, in contrast to common law countries the desirable details of accounting income is mainly determined by taking the desires of the representatives into account. In code law countries, accounting asymmetry is being resolved through private communication (communication within the organization) since the stakeholders usually have access to private information (Kinsey, 2008). As information asymmetry is being resolved by private information in code law countries the probability and incentives of smoothing earnings is higher in these countries than in common law countries (Kinsey et al., 2008). France, Italy, Spain and Germany can be seen as a typical code law country. Nonetheless, as France will be used in this study, this study will only focus on the France situation.

In France a great deal of the specific elements of accounting rules can be found in accounting plans. An accounting plan consists of among others a chart of accounts, specifying the structure of account codes in detail. These account codes will be used for the double-entry bookkeeping of organizations, and consequently lead to the organization’s financial statements. Prior to the introduction of IFRS, accounting regulation was given through the ‘plan comptable general’ (PCG). This plan concerns accounting documentation being controlled by a governmental committee (Alexander and Nobes, 2007). The PCG is also used for tax matters.
The common law legal system was founded by judges in England. The law system exists from personal acts in the private sector (Ball et al, 2000). Contrary to the code law system, common law is based on a minimum quantity of statute law. In common law countries statute law is being greatly replaced by courts’ interpretations. Common law regulation strives to resolve each case separately instead of formulating a general rule that suits more cases. According to Bartov et al. (2005) common law countries have a more shareholders oriented governance model where accounting practice is mainly determined in the private sector. In this shareholder oriented governance model the board of directors is solely chosen by shareholders. Accounting regulation emerges by becoming commonly accepted (Ball et al., 2000); consequently they arise in the market and are not prescribed by the government. Furthermore, information asymmetry is likely to be resolved by public disclosure. Finally, Kinsey et al. (2008) states the demand for accounting income details in common law countries, will primarily be determined by disclosure needs of (prospective) shareholders. As shareholders are the main distributors of capital, they demand a high amount of public disclosure. Tax laws are separately established from accounting standards, while tax rules dominate accounting rules (Bartov et al., 2005). The United Kingdom (UK), United States, India and Australia are typical common law countries. Nevertheless, just like in the previous section addressing code law, more attention will be paid to the UK as it is related to the study done in this paper.
Since the 17th century the United Kingdom has known Companies Acts. Companies Acts are acts from the governments of the United Kingdom to regulate companies. Regardless of the availability of Companies Acts, no detailed information on accounting and financial reporting was included in these acts until the 1980s. Beside these Companies Acts, the UK also knows more detailed regulation incorporated in accounting standards. Formerly these accounting standards were adapted and adopted by a committee of accounting professionals. Currently, these standards are being adapted and adopted by an independent party, the Accounting Standard Board. Accounting regulation in the UK sometimes cancel out the options provided by the law or could challenge it. Therefore, legal enforcement is found through the easiness of taking others to court (Alexander and Nobes, 2007).
The differences between common and code law countries are summarized in the following table:

	Common Law Systems
	Code Law Systems

	· Shareholder oriented
	· Stakeholder oriented

	· Accountants have more influence on accounting regulation
	· Strong political influence on accounting

	· Accounting regulation emerges by being commonly accepted, arise in the market and are not implemented by the government
	· Accounting standards are implemented through key political groups

	· Disclosure on accounting information is determined by taking the demand of (future) investors into consideration
	· Disclosure on accounting information is determined by taking the desires of the board of directors into account

	· Based on limited amount of statute law
	· Based on detailed statute law

	· Solution for each case
	· General rules for cases

	· Many outsiders as shareholders
	· Core insiders as shareholders

	· Information asymmetry is being resolved through public disclosure
	· Information asymmetry is being resolved through private information

	· Tax law is established separately from accounting standards
	· Accounting information is also used for tax matters


Table 1: List of differences legal systems based on Ball et al. (2000), Bartov et al. (2005), Alexander and Nobes, (2007)
Even though code law and common law legal systems have their differences in theory it should be noted that some common characteristics will exists in reality between the two systems, as the accounting standards of no country are purely established through a market or planned system (Ball, 2000).
During the last years there has been an increase in studies implying that differences in legal systems help explain the dissimilarities in financial development. According to Beck et al. (2002) there are two theories explaining how legal systems influence financial development. First of all, the ‘political channel’ theory states that legal systems vary on the importance they attach to private property right against the rights of the government. These private property rights are one of the important aspects defining financial development (LaPorta et al., 1998). Secondly, the ‘adaptability channel’ theory contends that the capability of legal systems to change with evolving circumstances varies. According to Beck et al. (2002), legal systems that adjust efficiently to the circumstances and limit the gap among the contracting needs of the financial market and the ability of legal systems, will experience greater financial development than inflexible systems. The latter, can be a possible explanation for the differences in cost of equity capital effects after the mandatory adoption of IFRS between the Netherlands, UK and France. 
The distinction between code and common law countries in relation to the mandatory adoption of IFRS has been taken into consideration in one prior research (Kinsey et al., 2008). In their research they define heterogeneity as the difference between code and common law countries. Based on the statement of Francis et al. (2005) that the difference in legal systems may affect the effectiveness of disclosure, they investigate if alternative legal systems affect cost of equity as a consequence of the mandatory adoption of IFRS. As stakeholders in code law countries rely less on public information and more on private information, Kinsey et al. (2008) expect that the adoption of IFRS will have a more positive effect on code law countries and their capital markets. The results of Kinsey et al. (2008) coincide with their hypotheses. First of all, they find that cost of equity capital decreases in countries with both legal systems. Secondly, cost of equity capital was explained by the legal system of countries. Finally, cost of equity differs between code law and common law countries. Code law countries experience a more significant reaction than common law countries. Therefore, Kinsey et al. (2008) come to the conclusion that the accounting standards of code law countries differ more from IFRS those of common law countries. Consequently, organizations in code law countries had to adopt their financial reporting more than organizations in common law countries. The results of Kinsey et al. (2008) coincide with the results found in chapter two that the accounting standards of France (code law country) differ most from IFRS. This followed by the Netherlands with some differences and the UK (common law) with the least differences. Other researches, regarding the mandatory adoption IFRS, taking the legal system in consideration focus mainly on the distinction between legal enforcements in countries. These researches will be analyzed in the following paragraphs analyzing shareholders right and securities regulation. However, prior to this analysis it is important to evaluate the Dutch legal system and compare it to the shareholder oriented common law system and the stakeholders oriented code law system.
4.3 The Dutch Legal system
The Dutch legal system stems back to the French Commercial code written by Napoleon in the seventeenth century. This commercial code was brought to (among others) the Netherlands, by the soldiers of Napoleon. Regardless of the legal origin of the Netherlands, no unanimous conclusion exists regarding the current Dutch legal system. Analyzing prior research makes it clear that researchers differ in opinion as to whether the Netherlands is a common or code law country. LaPorta et al. (1996, 1997, and 1998) and Hollister et al. (2008) for example categorize the Netherlands as a code law country based on its French legal origin. Yet, Ball et al. (2000) and Hung (2001) consider the Netherlands as a common law country. As researchers do not agree on the legal system of the Netherlands, it is essential to discuss the characteristics of the Dutch legal system and compare this to characteristics of code and common law countries. 
As stated previously the Dutch legal system roots form the French code law. The characteristics from code law legal systems can be seen clearly in the Dutch legal system. First of all, stakeholders have a great influence on the corporate governance of organizations in the Netherlands. A clear example is the influence of labors portrayed in the Dutch ‘Polder Model’. This model is a consensus model between organizations representing labors, unions and the Dutch government. Even though agreements between these parties are not binding, they serve as guidelines for the administration of the government. Furthermore, as will be seen in the next paragraph, the Netherlands does not pertain to the countries with strong shareholders rights. The lack of regulation leads to weak shareholders protection in the Netherlands. The latter is another indication that the Netherlands does not have a shareholder’s oriented legal system, but is more likely to bend towards a stakeholders’ oriented model. This characteristic of the Dutch legal system coincides with code law countries. 
Another defining factor of legal systems is the process of accounting regulation. In the Netherlands accounting regulation goes through three phases; the Civil Code, the Enterprise Chamber and the Council of Annual Reporting (‘Raad van Jaarverslaggeving’) (Roberts et al., 2005). The Civil Code concerns statutory law, while the Enterprise Chamber gives verdicts and the Council of Annual reporting gives recommendations on accounting regulation matters. Persons having complaints about accounting regulation must direct them to the Chamber. The Council of Annual Reporting is not considered an element of the Dutch legal system, yet it is an important component of law implementation. The council represents users, prepares and auditors of financial statements. Furthermore, there is no representative on behalf of the government on the council of annual reporting. It analyzes accounting principals used in practice and provides an opinion on their acceptability within the framework of the law (Roberts et al., 2005). Their recommendations are used as guidelines for financial reporting and are not statutory requirements. Yet, these recommendations are considered essential references for auditors and courts in coming to a verdict (Roberts et al., 2005). Based on the latter it can be concluded that general accepted accounting standards in the Netherlands arise through recommendations of the so called ‘Raad van Jaarversslaggeving’ as they are being used by auditors as guidelines and by the court. Nonetheless, these standards are also based on the Civil Code (Title 9 of Book 2) which is implemented by the government. Thus, even though accountants have influence on accounting standards through the representation of the Council, these standards are still being implemented by the government. The latter indicates a mix of characteristics of the Dutch legal system in comparison with code and common law legal systems. Furthermore, the Dutch legal system also has more similarities with common law system. According to Gelauff and Broeder (1996) the main shareholders in the Netherlands are foreigners and pension funds. Furthermore, there is no concentration of shareholders and a dispersed market is present. This coincides with common law systems as companies in these countries have many outsiders as shareholder in contrary to code law countries which have core insiders as shareholder. As many organizations have outsiders as shareholders, it very unlikely that information asymmetry is resolved through private information (communication within the organization). Another characteristic of the Dutch legal system coinciding with common law systems is that accounting regulation operates independently from tax regulation.
	Common Law characteristics
	Code Law characteristics

	· Accountants have great influence on accounting standards
	· Mainly stakeholder oriented

	· Many outsiders as core shareholders (foreigners and pension funds)
	· Accounting standards are being implemented by the government

	· Information asymmetry is probably resolved through public disclosure
	· 

	· Accounting regulation operates independently from accounting regulation
	· 


Table 2: Summary of Dutch Code and Common Law characteristics
The previous analysis indicates that the Dutch legal system is tricky to categorize as code or common law country. Nonetheless, it is not important for this research to categorize it as either a code or a common law country. More relevant are the characteristics of the system, and the influence they might have on the financial market and consequently on cost of equity capital after the adoption of IFRS. Therefore, the Netherlands will not be categorized but rather positioned in the middle of the two extremes United Kingdom (common law) and France (Code law).

4.5 Shareholders Rights

The equilibrium among an organization’s shareholders and management power is dependant on governmental regulation incorporated in a country’s bylaws. The more shares a shareholder owns the more power and influence in an organization. Even though, managers might run the business in reality, shareholders also possess several rights in the organization. Therefore, shareholder rights should not be undermined.  According to Velasco (2006), shareholder rights can be divided in four categories: 
Economic Rights – Shareholders buy shares in an organization principally for the economic benefits. Shareholders can profit mainly by receiving dividends and by selling shares. Consequently, they have two economic rights: the right of receiving dividends and the right of selling shares. Nonetheless, a limit exists to the receipt of dividends, as shareholders are only entitled to receive dividends as indicated by the organization’s board of directors. The board is not obligated to pay dividends, and might choose to reinvest it instead. As shares can be seen as an individual belonging, shareholders are entitled to sell these shares with profit as they please. Nevertheless these rights may be limited according to the legal form of the organization.

Control Rights – An import distinction within an organization is the one among possession and control. Even though shareholders possess shares, they are not entitled to control or manage the organization. Nonetheless, the possession of shares comes with essential control rights. Typical control rights are, the right to vote during the election of the board of directors, and the right to vote on essential issues (e.g. mergers and acquisitions)
Information Rights – Shareholders also have the right to disclosure of information regarding the organizations activities. The organization has to disclose among others information on financial reporting.
Litigation Rights – Finally, shareholders also have the right to request legal enforcement of the three other rights. An example is when the board of directors has conflicts. In such a situation, shareholders are entitled to take legal action for the organization (Velasco, 2006).
LaPorta et al. (1996) analyze legal regulation addressing shareholder and creditor rights. As only the shareholders aspects are relevant for this study, this paper will be solely focusing on the shareholders issues. LaPorta et al. (1996), state that the dissimilarities in financial systems are partly due to the dissimilarities in shareholder protection, which is mirrored in the legal systems and the enforcement quality. Based on the latter, LaPorta et al. (1996) make a distinction between code and common law countries. Code law countries can be further divided in French, German and Scandinavian laws. LaPorta et al. (1996) select six shareholder rights that portray the easiness of shareholders exercising their rights. With these rights an anti-director index is created. It is called anti-director as the rights are in favor of the shareholders. The index can have a minimum score of zero and a maximum of five. The anti-director rights index is formed by giving a country one score when:

· The country allows shareholders to mail their proxy vote
· Shareholders are not allowed to deposit their shares prior to the General Meeting

· Cumulative voting is allowed

· An oppressed minorities mechanism is in place

· When the minimum percentage of share capital that entitles a shareholder to call for 

Extraordinary Shareholder’s Meeting is less than or equal to 10%

A more detailed explanation of each variable can be found in appendix 4. Beside the last presented variables a sixth variable is added, this right gives shareholders the right to mandatory dividends. Based on the anti-director rights index, LaPorta et al. (1996) come to the conclusion that shareholder rights are the best in common law country. Almost 40% of these countries allow shareholders to vote by mail and do not withhold shares for meetings. Furthermore, LaPorta (1996) states that they have the highest indices (92%) of regulations to protect oppressed minorities and a small number of shares are necessary for extraordinary meetings. Moreover, LaPorta et al. (1996) conclude that code law countries and principally French code law (countries) have the weakest shareholder rights. Almost none of these countries allow shareholders to vote by mail, while a great deal blocks shares for shareholder meetings. Furthermore, they have few laws defending minorities and the highest amount of shares is necessary to start an extraordinary meeting for shareholders. Finally, only French code law countries demand mandatory dividends.
As the Netherlands and UK were also part of this study, some notice can be taken of how these shareholder rights apply specifically for the three countries of interest. Regarding the UK it can be seen that shareholders are allowed to mail their proxy vote, shares are not blocked prior to a shareholder meeting, shareholders are not allowed to vote cumulatively, an oppressed minorities’ mechanism is in place and finally one share-one vote mechanism does not apply. Based on the latter, UK gets an anti-director index of four. In France, proxy vote by mail is allowed, shares are blocked prior to a shareholder meeting; shareholders are not allowed to vote cumulatively; no oppressed minorities’ mechanism is in place and the one share – one vote mechanism does not apply. France gets an anti-director index of two. In the Netherlands, proxy vote by mail is not allowed, shares are block prior to meetings, cumulative voting is allowed, no oppressed minorities’ mechanism is in place and the one share – one vote mechanism does not apply. Netherlands gets an anti-director index of two. Based on the results of LaPorta et al. (1996) it can be concluded that the French and Dutch shareholders right are weaker than those from the UK. An overview can be found in the following table:
	Country
	Proxy by mail allowed
	Shares blocked before meeting
	Cumulative voting for directors
	Oppressed Minority
	One Share – One Vote

	United Kingdom
	allowed
	Not blocked
	Not allowed
	Present
	Does not apply

	Netherlands
	Not allowed
	Blocked
	allowed
	Not present
	Does not apply

	France
	Allowed
	Blocked
	Not allowed
	Not present
	Does not apply


Table 3: Based on findings in LaPorta et al. (1996)
LaPorta et al. (1997) investigate the link between capital markets (equity and debt market) and among others shareholders rights. Their goal is to analyze the determinants of financial development. Their research is based on 49 countries around the world. LaPorta et al. (1997), state that the dissimilarities in financial systems are partly due to the dissimilarities in shareholder protection, which is mirrored in the legal systems and the enforcement quality. LaPorta et al. (1997) builds on the work done in LaPorta et al. (1996) by making use of the variables defined in this study. Using these variables they analyze among others the link between capital markets and shareholders rights. They try to measure the equity market in three ways: (1) by looking at the ratio of stock market capitalization to GNP, (2) by estimating the average fraction of equity held by insiders and (3) analyzing the amount of publicly listed companies and the initial public offerings of shares in every country in comparison to its population. Two variables are being used for the shareholder right. The ‘anti-director rights’ index is created in LaPorta et al. (1996) and the second variable is based on the requirement that one share is one vote (LaPorta et al, 1996) Based on this study LaPorta et al. (1997) come to the conclusion that shareholder rights are the stronger in common law country. These strong shareholder rights are linked to equity market that are stronger and broader.  Organizations in common law countries are given superior admission to equity finance than code law countries and principally France and the code law countries following its legal system.  As the Netherlands, UK and France are also included in this study, it can be observed that the UK scored four points at the anti-directors index and the Netherlands and France both scored two points (an overview of the results can be found in appendix 5). Thus, in the UK more shareholder rights are known than in the Netherlands and France. Thus based on the conclusion of LaPorta et al. (1997) it can be concluded that the UK has a stronger equity market. Regarding the one share = one vote variable all three countries have a zero score. Finally, LaPorta et al. (1997) conclude that code law countries and principally French code law (countries) have the weakest shareholder rights and the equity market is the least developed.
LaPorta et al. (1999) examine the ownership of shareholders in relation to their shareholder rights in 27 countries. This study analyzes the controlling power (stemming from shareholders’ control rights) that shareholders possess in organizations. This is done based on the voting rights that shareholders have in an organization. In this study, organizations are divided in two groups, widely held organizations and organizations with ultimate owners. Consequently, LaPorta et al. (1999) divide the ultimate owners in five categories:
· Families or individuals

· The State

· Widely held financial institutions such as banks or insurance companies

· Widely held corporations
· Miscellaneous ( e.g. cooperatives, voting trusts or groups with no controlling investors)

Shareholders with controlling power or ultimate owners are being defined as shareholders with direct or indirect voting rights exceeding 20% or 10% (LaPorta et al., 1999). The five categories are used as dummy variables. An overview of how these dummy variables can be found in appendix 6. This research also makes use of the anti-directors right index defined in LaPorta et al. (1996). Nonetheless, this index is based on an adapted version of LaPorta et al (1996) created in LaPorta et al. (1998). The difference between these indices is a sixth variable that is being added in LaPorta et al. (1998). This variable is another dummy variable adding one when shareholders have pre-emptive rights that can be waived only by shareholder’s votes. Based on this anti-directors right the United Kingdom gets a score of 5, while the France scores 3 and the Netherlands scores 2. Based on the research done in this study LaPorta et al. (1999) state that good shareholder protection and rights are mostly present in common law country, while the contrary is the case for code law countries. Countries with good shareholder rights and protection are being divided from countries performing poorly or average. An overview of the latter classification can be found in Appendix 7. According to these results, the UK once again pertains to the countries having good shareholder rights and protection, while France and the Netherlands do not. All companies of the UK are classified as widely held (with controlling power at 20%) while there are some concentrations of controlling shareholders in the Netherlands and France (families or state). LaPorta et al. (1999) conclude that shareholders with controlling power often have control over large organizations as they manage the organization or make use of pyramid structures. As a result issues arise among the division of control and ownership. Finally, they state that the composition of ownership and control are due to legal systems in countries were organizations are operating. In the following table an overview can be found of the concentration of control in organizations in the Netherlands, UK and France. The Widely held index equals one when there are no controlling shareholders. The Family and State index equal one when there are only controlling shareholders and zero if not. The Widely held financial index is equal to one when only widely held financial companies are controlling shareholders while the widely held corporation index is equal to one widely held nonfinancial companies have the controlling power over the company. The miscellaneous index stands for funds, trust companies and subsidiaries.
	Country
	Widely Held
	Family
	State
	Widely Held Financial
	Widely Held Corporation
	Miscellaneous

	UK
	1.00
	0.00
	0.00
	0.00
	0.00
	0.00

	France
	0.60
	0.20
	0.15
	0.05
	0.00
	0.00

	Netherlands
	0.30
	0.20
	0.05
	0.00
	0.10
	0.35


Table 4: Concentration of control with controlling power at 20% of ownership ( LaPorta et al., 1999)
As seen in this paragraph shareholder right and the power they possess to control an organization comes with several benefits. Given these benefits, controlling shareholders may not always be willing to enhance disclosed information to the market as their personal benefits could be limited. Nonetheless disclosures could come with overall benefits to the firm and possibly lower cost of capital (Hail and Leuz, 2007). As controlling shareholders could be acting in self-interest and indirectly influencing the capital market, the role they play within an organization is important for the financial market. Furthermore, disclosure information is determined based on the needs of shareholders in contrast to code law countries. Consequently, the difference between shareholder rights and shareholder’s role in the Netherlands, UK and France could be an explanation for the heterogeneity between the adoption effects of IFRS on cost of equity capital in these countries. 
Kinsey et al. (2008) analyzed among others the heterogeneity in capital market effects because of the mandatory adoption of IFRS by analyzing the impact of legal systems, shareholder rights and legal enforcement. Kinsey et al. (2008) did their research by using the anti-director index of LaPorta et al. (1999). They come to the conclusion that shareholder rights explain the heterogeneity between these countries significantly. Nonetheless, they state that caution should be taken when interpreting the latter, as the study of LaPorta et al. (1999) was done goes about nine years back and major changes have been applied to corporate governance in many countries.
4.6 Securities Regulation

Security regulation was initiated in 1933, to re-establish the trust of investors who experienced great losses because of the economic crisis. Accordingly, one of the main roles of securities regulation is to serve as commitment device. As addressed in the third chapter, information asymmetries are only reduced by disclosure if they are believable and are not intended to work in a self-convenient way (Verrecchia, 2001). Organizations may make use of the opportunity to hold back or influence information in their advantage when lacking commitment. In this situation, securities regulations serve as commitment device by binding organizations to disclose information through good and bad times. No disclosure will result in investors assuming the worst. Consequently, the organization will feel obligated to disclose the required information if the (financial) conditions of the organizations are better and the information can not be manipulated as sanctions would follow (LaPorta et al., 2006). Consequently, security regulations result in an increase of liquidity and thus, as addressed in the second chapter, in a decrease of cost of capital. On their turn, investors are not willing to pay a high price for equity when under or unprotected due to the lack of regulation. As a result, the amount of equity issued is lower (LaPorta et al., 2006). As previously stated, securities regulations could (in)directly be influencing cost of capital. Therefore, it is questionable whether dissimilarities in security regulations, requiring and enforcing disclosure are an explanation for the heterogeneity in cost of equity capital in different countries. 

LaPorta et al., (2006) have analyzed the impact of securities regulation on the financial market development in 49 countries. Their data collection is based on the answers to a questionnaire responded by attorneys in the 49 countries. Based on the collected data, LaPorta et al., (2006) derive several variables regarding security regulations that could influence financial market developments. These variables can be divided in three main groups, namely: Disclosure and liability standards, public enforcement and other variables.

Disclosure and liability standards: LaPorta et al., (2006) state that efficient security regulation systems require and motivate organizations to collect and disclose relevant information. Moreover, these organizations should be held liable when not following the regulations. Security regulations containing disclosure requirements and liability standards make the recovery of damage easier and cheaper to investors. The effectiveness of the disclosure requirements is being investigated by taking the insiders’ compensation, ownership by shareholders, contracts outside the normal course of business and the transactions with related parties into consideration. The disclosure requirements index is calculated by taking the average of these proxies. Finally, LaPorta et al., (2006) make a distinction between four liabilities standards based on the level and who the burden of proof lies. Based on the latter a liability standard index is calculated.
Public enforcement: In this study the central bank, securities commission or another supervisory body will be taking care of the public enforcement of securities market. The one in charge of public enforcement is called the Supervisor. LaPorta et al. (2006) take five characteristics into account when analyzing the effect of public enforcement on the development of financial markets: (1) Supervisor independency for organizations executives, (2) if the authority of securities’ market regulation is assigned to the Supervisor or is kept to legislature or Ministry of Finance, (3) the investigative power of the Supervisor, (4) the sanctions for noncriminal violations of securities laws and (5) the sanctions for criminal violations of securities laws.
Other variables: LaPorta et al. (2006) use seven variables for the development of financial markets in the 49 countries. These variables are: (1) the ratio of stock market capitalization to gross domestic product (GDP), the number of domestic publicly traded firms, (3) the value of initial public offerings in each country relative to its GDP, (4) the ability of new and medium-sized companies to raise equity in the stock market, (5) the premium paid for control in corporate control transactions, (6) ownership concentration among the largest firms in the country and finally, (7) stock market liquidity.
Prior to the execution of their research LaPorta et al., (2006) divide the 49 countries in common and code law countries. The division between code and common law countries is made according to the same method as in LaPorta et al. (1996). Based on their results, they state that significant dissimilarities can be found between the two legal systems regarding their measurement of disclosure, liability standards and public enforcement. According to LaPorta et al. (2006) the mandatory disclosure requirements of common law countries are more wide-spreading, and it is easier to recuperate damages than in code law countries. Moreover, they indicate that common law countries differ significantly with code law countries regarding their investigative powers, orders and criminal sanctions. These dissimilarities are less for Supervisor attributes and the power of supervisors to regulate securities markets. Regarding the variables influencing the development of financial markets, they state that public enforcements do not have a significant impact on these developments. Neither the features if the supervisor nor the power to regulate security markets affect financial market developments; only criminal sanction matter in some circumstances. Overall, they conclude that no proxy of public enforcement is significant in a consistent way; in contrast to disclosure requirements and liability standards, requiring investors to provide a low burden of proof to recover their losses. Finally, LaPorta et al., (2006) conclude that securities regulation have an impact on the development of financial markets, because they smooth the progress of private contracting in stead of enforcing public regulations. 
Hail and Leuz (2006) analyze the heterogeneity in cost of equity capital in organizations in 40 countries. Moreover, they analyze if security regulations and legal systems affect organization’s cost of equity capital beside the country-specific and risk factors. This research builds on the data acquired by LaPorta et al. (2006) on securities regulation requiring organizations to disclose information on securities. Hail and Leuz (2006) use four methods (Claus and Thomas, 2001; Gebhardt et al., 2001; Ohlson and Juettner-Nauroth, 2000; Easton, 2004) to estimate cost of equity capital. Their sample is based on 40 countries during the years 1992-2001. In their regression analysis the following control variables are used: inflation rates, firm size, beta or stock return volatility, the book-to-market ratio, industry controls and year-effects. Based on their first model, including beta as control variable, Hail and Leuz (2006) indicate that the used regression clarifies about 58% of the heterogeneity in cost of equity capital between the 40 countries. According to their study, all the control variables are highly significant. Their second model excludes beta as control variable and includes stock return volatility. The results indicate that stock return volatility has a strong significance than beta. Consequently, to analyze the role of securities regulation they add variables that might indicate the country differences in securities regulation. Based on the research of LaPorta et al. (2006) the disclosure requirements index (DISREQ) are used as variable for the level of disclosure regulation and securities regulation (SECREG) as variable for the effectiveness of a country’s securities regulation. The last variable is calculated by taking the mean of all the indices of LaPorta et al, (2006). Furthermore, Hail and Leuz (2006) use rule of law index (LAW) from LaPorta et al., (1997), indicating a legal system’s quality. Consequently, they add simultaneously the DISREQ or SECREG and the LAW variable. Based on these models they find a negative relation for all three variables. The latter indicates that security regulations and the quality of the legal system affect organization’s cost of equity capital. Finally, Hail and Leuz (2006) find a stronger link between the two variables for security regulations with the heterogeneity in cost of equity capital than with the legal system variable.
4.7 Conclusion
Regulation of accounting differs in countries due to among others the difference in legal systems. The two main legal systems are code law and common law legal systems. Contrasting common law countries which are shareholder oriented and less influenced politically, code law countries are stakeholder oriented and strongly influenced politically. Furthermore, code law legal systems are based on detailed statute law while statute law is limited in common law countries. While organizations in code law countries have core insiders as shareholders, resolving information asymmetry with private information; code law countries have many outsiders as shareholders and resolve information asymmetry through public disclosure. According to Beck (2002) these differences in legal systems influence financial market trough political and adaptability channels. Beside legal systems, shareholders rights and securities regulation also affect financial markets.

Dissimilarities in financial systems are partly due to dissimilarities in shareholders protection which are mirrored in legal systems (LaPorta et al., 1996). The anti-directors index of LaPorta et al. (1996) is a reflection of shareholders protection and easiness with which shareholders can exercise their rights. Based on the latter it can be concluded that code law countries (France) and countries with legal systems descending form the France (the Netherlands) have the weakest shareholder protection in comparison with common law countries (UK). Consequently, common law countries will have stronger equity markets (LaPorta et al., 1997). Therefore, these differences in shareholder rights can be a possible explanation for the dissimilarities in cost of equity effects due to the mandatory adoption of IFRS. The latter expectation is reinforced by the findings of Kinsey et al. (2008) that shareholders rights are an explanation for differences in cost of equity effects due to the mandatory adoption of IFRS.
The main role of securities regulation is that is serves as commitment device. LaPorta et al. (2006) detect a possible link between financial markets and securities regulation through disclosure and liabilities standards, public enforcement and other variables such as stock market liquidity. Nonetheless, it seems that only disclosure requirements and liability standards have a significant impact on the development of financial markets (LaPorta et al., 2006). LaPorta et al. (2006) also detect differences in securities regulation between code and common law countries. Regarding the disclosure and liability’s variables, LaPorta et al. (2006) state that mandatory disclosure requirements of common law countries (UK) are more wide spreading and they make it easier to recuperate damages than in code law countries (France). Consequently, securities regulation affects the development of financial markets because they smooth the progress of private contracting rather than enforce public regulation. As securities regulation has an impact on the development of financial market, differences in security regulation result in different effects on the development of financial markets. As a result security regulation may also be an explanation for the heterogeneity in cost of equity effects due to the mandatory adoption of IFRS.
As seen in chapter three, these variables influence cost of equity capital directly or indirectly. Therefore, securities regulation may have also affected cost of equity capital beside the mandatory adoption of IFRS. This expectation can be enforced by the findings of Hail and Leuz (2006) finding a negative relation between securities regulation and cost of equity capital.
5. Empirical Research Design

5.1 Introduction

In this chapter the most proper empirical research design for this study will be developed. Based on prior research, an appropriate research method including dependent, independent and control variables will be chosen. This research design should be able to analyze the changes in cost of equity after the mandatory adoption of IFRS and detect the expected heterogeneity in cost of equity changes in the Netherlands, UK and France. Finally, it should be able to detect whether legal systems, shareholder rights and securities regulation had an effect of cost of equity capital. This chapter will be giving an answer to the seventh sub question.
5.2 Research method
The research done in this study can be qualified as a country-specific research, analyzing the cost of equity capital changes in the Netherlands, the UK and France. It will be analyzed whether the mandatory adoption of IFRS led to an increase or decrease in cost of equity capital by comparing the period prior to the adoption with the period after the adoption. The estimated cost of equity capital will be regressed on the direct variables chosen and a set of control variables. Based on this research the period prior to the mandatory adoption can be compared to the period after the mandatory adoption. Based on this regression it can also be analyzed if the change in cost of equity capital is due to the adoption of IFRS. Furthermore, it will be investigated whether heterogeneity in the effects on cost of equity capital exists between the three countries. 
To perform the first part of the research, cost of equity capital should be estimated. Following prior research (Bevers, 2009) the Price Earnings Growth Ratio Method (Easton, 2004) will be used for this research. This model is greatly applied in recent research concerning the mandatory adoption of IFRS (Bevers, 2009; Kinsey et al., 2008; Daske et al, 2008; Li, 2008; Hail and Leuz, 2007; Christensen et al., 2007). Another method greatly applied in prior research is taking the average of the four proxy models (Gebhardt et al., 2001; Claus and Thomas, 2001; Gode and Mohanram, 2003; Easton, 2004) . Nonetheless, the chance of data elimination is large as data is required for four different models. Moreover, this method is used in studies also taking the companies that voluntarily introduced IFRS into account. Consequently, these studies possess a greater sample than would be the case in this study. Furthermore, (as stated in chapter three) Botosan and Plumlee (2005) state that the price earnings growth ratio method is one of the models that gives the best estimation of cost of equity capital and it has been one of the most useful methods of estimation for researchers analyzing the link between cost of equity capital and disclosure. As this is exactly what will be analyzed in this study, it seems to be the proper method to use in this study. Finally, this method does not require much data; therefore the chance of eliminations due to data limitations is small (Bevers, 2009). Easton (2004) modifies the PEG ratio by including the expected dividends in the estimates of short-term growth. The modification results in the following formula, which he continuously rewrites in the next formula presented:

· [image: image3.png]r=./(eps, +rdps, —eps,)/ P,




 

· [image: image4.png]72 = r(dps, | By)~ (eps, —eps;) | Py = 0




r 

= cost of equity capital

EPS1 and EPS2   = forecasted earnings per share in year 1 and 2
DPS1
 
= forecasted dividend per share in year 1
P0 
 
= current price per share in year 0

Prior to the application of this formula two assumptions should be made according to Easton (2004). First of all, the earnings per share for the second period should be greater than or equal to the earnings per share for the first period. This will lead to a positive and a negative solution for cost of equity capital when resolving the formula. Nevertheless, only the positive solution will be used, as the negative one is meaningless. Secondly, the forecasted earnings per share in period one and two, and forecasted dividend per share in period one are not allowed to be negatives as the formula can not be resolved in that case. To estimate cost of equity capital, the current stock price per share (P0), the expected dividends per share for the first year (dps1) and the forecasted earnings per share (eps1) and (eps2) are needed. The current stock price per share is found using the Worldscope database while eps1 and eps2 are found in the IBES database.
Hail and Leuz (2006) measure stock prices and the forecasts for earnings and dividends per share as the month when the fiscal year ends + 10. It is chosen for this approach, to make sure that the financial data is publicly available and included in the prices at the moment of estimation. Contrast to Hail and Leuz (2006), Li (2008) chooses to use the current stock price per share (P0) and expected dividends and earnings per share 7 months after the end of the fiscal year, due to data limitation at the moment of his research (September 2007). Bevers (2009) on the other hand chooses to use the mean of eps1, eps2 and dps1 for the months November and December due to a higher availability of data and to prevent more elimination.
Once cost of equity capital has been estimated, it can be seen in which country it has changed more, by comparing the estimates in the period prior and after the mandatory adoption of IFRS. These results will be used later on to analyze whether cost of equity capital has changed more in code or common law countries. Continuously, a t-test of difference in cost of equity of the three countries will be carried out. The latter is necessary to analyze whether the changes in cost of equity capital in the Netherlands, France and UK are significant. After analyzing whether the changes are significant it should be analyzed whether heterogeneity exist between the effects on cost of equity capital and how these differences can be explained. In this study heterogeneity is defined as the difference in effects on cost of equity capital after the mandatory adoption of IFRS between the Netherlands, France and the UK. Heterogeneity will be analyzed by doing a t-test between the variables that could affect cost of equity capital (prior and after the mandatory adoption of IFRS). As these variables are expected (based on prior research) to affect cost of equity capital, it can be assumed that different changes in these variables in the period prior and after the mandatory adoption in the Netherlands, France and UK will result in different effects on cost of equity capital. Consequently, different changes between the three countries in the variables are an indication of heterogeneity in the changes in cost of equity capital between the Netherlands, France and UK. To affirm the expectation that these variables affect cost of equity capital a correlation matrix will be made between cost of equity capital and the variables possibly influencing it. 

Furthermore, following prior research (Bevers, 2009; Kinsey et al., 2008; Li, 2008; Hail and Leuz, 2007) a least square regression analysis will be carried out to analyze whether these variables significantly affect cost of equity capital and are an explanation for the changes in cost of equity capital after the mandatory adoption of IFRS. In order to carry out the t-test, correlation matrix, regression analysis and analyze the effects on cost of equity capital, two steps should be carried out. First of all a set of independent variables should be defined and secondly the confounding factors influencing cost of equity capital should be identified (in prior research). The dependent variable is already defined in this case (implied cost of equity capital). Following Bevers (2009) the independent variable used in this study is the adoption of IFRS. This variable will be used as a dummy variable. The dummy variable will be equal to one if IFRS was adopted and otherwise it will be equal to zero. Later on Bevers (2009) excludes the companies that voluntarily adopted IFRS and the companies that did not adopt IFRS from the sample. This results in the same method used by Li (2008) who used three independent dummy variables (Mandatory or Voluntary adoption of IFRS; Observation in the period prior or after the mandatory adoption and the last variable measures the interaction between the first two variables.  Nevertheless, the method used by Bevers (2009) is preferred as it is more simplistic and the non-adopters and voluntary adopters are excluded from the beginning.
Beside the mandatory adoption of IFRS there might have been several factors that have influenced cost of equity capital. Therefore, several control variables are included in the regression analysis to segregate the effects of the mandatory adoption on cost of equity capital. The control variables included are: 
SIZE: Size reflects the size of organizations. The size of organizations is used as control variable in all prior research regarding the mandatory adoption of IFRS (Bevers, 2009; Li, 2008; Kinsey et al., 2008; Hail and Leuz 2006, 2007). Firm size is expected to be negatively associated to cost of equity capital in these models. It is expected that the risk of bigger organizations is smaller (Bevers, 2009). It turns out that firm size is highly significant in the models used in prior research. In these researches firm size is being measured by the log of total assets. 
CPI: Consumer Price Index reflects the inflation in a country. Consumer Price Index is included as control variable as it is greatly used in prior research (Bevers, 2009; Kinsey et al., 2008; Hail and Leuz 2006,2007) and it seem so be highly significant in these models. Hail and Leuz (2006) include the CPI as control variable as the forecasts needed to estimate cost of equity capital are expressed in nominal terms and national currency. The latter means that the estimates of cost of equity capital reflect inflation rates. To control for this macro-economic development it is necessary to include the CPI as control variable. It is expected that a positive link exists between the consumer price index and cost of equity capital as a higher inflation goes paired with a higher interest rate (Bevers, 2009). Even though the study of Bevers (2009) shows that CPI has an insignificant value as control variable, it is chosen to include it anyway, just like the remaining studies (Li, 2008; Kinsey, 2008; Hail and Leuz 2006, 2007).

LEV: LEV reflects the financial leverage of organizations. Financial Leverage is being included in the model as this control variable is also greatly used as control variable in prior research and it is highly significant. Financial Leverage reflects the ratio of total debt (short-term and long-term debts) to total assets. Bevers (2009) include financial leverage as control as it is associated with the risk that organizations bear. The higher the financial leverage, the higher the risk. It is expected that financial leverage is positively related to cost of equity capital (Bevers, 2009; Li, 2008, Kinsey et al., 2008). Hail and Leuz (2006) add financial leverage to their model, to verify whether it has any significance to their study. In contrary to the other researches it seems that it is not significant to their study. Nevertheless, it is chosen to include this variable in the model, as this study is closely related to the study of Bevers (2009), where LEV seems to be highly significant. Furthermore, it is highly significant in the majority of prior researches.
BMR: BMR reflects the book to market ratio of organization. This ratio reflects the book value of equity divided by the market value of equity.  Hail and Leuz (2006, 2007) include BMR to their model as it captures differences in the growth opportunity of organizations and differences in accounting rules. Bevers (2009) includes BMR as they expect that a higher ratio, reflects a higher risk that the organization is bearing and a higher growth opportunity to the organization. In the latter studies BMR seems to be positively related to cost of equity capital and highly significant. 
ROA: ROA reflects the Returns on Assets of organizations. This ratio is calculated by dividing earnings before interest and taxes by total assets. Bevers (2009) uses return on assets, as it is expected that a negative link exists with cost of equity capital. The higher the return of the assets used, the lower the risk that the organization is bearing. Therefore, Bevers (2009) expects that a higher ROA leads to a lower cost of equity capital. As the study of Bevers (2009) is highly comparable to this study and ROA is highly significant in this study it is chosen to incorporate it in this study. 
SRV: SRV reflects stock return volatility. Stock return volatility is also greatly used as control variable in prior research regarding the mandatory adoption of IFRS (Bevers, 2009; Kinsey et al., 2008, Hail and Leuz 2006, 2007). In these researches SRV is calculated as the annual deviation of monthly stock returns. It is expected that SRV has a positive link with cost of equity capital, as a higher variation in stock return leads to a higher risk for the organization and thus a higher cost of equity capital. 
IND: IND reflects industry controls. One of the limitations of the research done by Bevers (2009) is that no distinction is made between industries. Nevertheless, this distinction is made by Li (2008) and Hail and Leuz (2006). Both studies use the industry classification stated in Campbell (1996). Based on their study Hail and Leuz (2006) conclude that not including the industry control does not change their results. Nonetheless, this control variable will be included to prevent possible significant differences in cost of equity capital in certain industries which could affect the results of this study. In contrast to Hail and Leuz (2006) and Li (2008) using the Campbell classification, dummy variables will be used to control for the different industries. The dummy variables are assigned based on the ICB Industry classification of Thomson One Banker. An overview of the classification will be found in appendix 8.
Based on the latter, the following regression analysis is formed:

COEC = β0 + β1 IFRS + β2 SIZE + β3 CPI + β4 LEV + β5 BMR + β6 ROA + β7 SRV + β8 IND

The latter regression analysis has the most similarities with Bevers (2009). However, in addition to Bevers (2009) industry is added as control variable, and the US GAAP dummy variable is excluded. It has been decided to exclude the US GAAP control variable as the study of Li (2008) and Bevers (2009) indicate that it is insignificantly related to cost of equity capital. Furthermore, this regression analysis differs from Li (2008) as BMR and ROA are also added to the regression. The latter is also the case when comparing the chosen regression analysis with Hail and Leuz (2007) and Daske et al. (2007b). However, in comparison with Kinsey et al. (2008) this regression analysis differs greatly. Kinsey et al. (2008) choose to use SIZE, DEBT, CPI and GDP as control variables. As the method chosen in this study is more comparable to Bevers (2009) a higher similarity can be expected with the results of Bevers (2009). 
5.3 Sample selection and description
The sample includes all publicly traded companies in the Netherlands, UK and France during the years 2002 to 2007. This implies that cost of equity capital will be analyzed during three years before and three years after the mandatory adoption of IFRS. In this research it is chosen to exclude financial institutions as different rules and regulations apply, possibly affecting the results of this study. The financial sector consists of banks, insurance companies, stock exchange and security brokers, funds, investment firms and holding companies, specialty finance companies and pension funds. Furthermore, it is chosen to eliminate companies that did not adopt IFRS in 2005 and companies that did voluntarily prior to 2005. These companies are eliminated as this study focuses solely on the mandatory effects of IFRS. Finally, companies not providing or providing insufficient data about forecasted earnings, forecasted dividends and control variables are being excluded from the sample. Table five, seven and nine describe the amount of companies that will be included in the dataset and the companies eliminated based on the sample selection method.  While table six, eight and ten describe the amount of observations that will be used and the observations eliminated based on the availability of data and observations that are eliminated as a negative estimation applies. The data regarding these companies are obtained from the Worldscope database. While elimination due to eps and dps is done by using the data obtained through the IBES database.
	Elimination of Dutch companies 
	Eliminated companies
	Companies after elimination

	Dutch publicly traded companies
	
	128

	Financial institutions
	14
	112

	Did not adopt IFRS since 2005
	21
	91

	Voluntary adoption of IFRS prior to 2005
	6
	85

	Insufficient data about control variables
	12
	73

	Insufficient data about expected earnings/dividends
	12
	61

	No data about expected earnings/dividends
	12
	49

	Total companies used for the research
	
	49


Table 5: Description of Dutch publicly traded companies in dataset
	Elimination of Dutch companies 
	Eliminated observations
	Companies after elimination

	Amount of observations (49 companies * 6 years)
	
	294

	Forecasted earnings per share are negative
	11
	283

	EPS2 is not larger than EPS1
	26
	257

	Total observations used for the research
	
	257


Table 6: Description of the amount of observations in the dataset (Netherlands)
	Elimination of British companies 
	Eliminated companies
	Companies after elimination

	British publicly traded companies
	
	1158

	Financial institutions
	384
	774

	Did not adopt IFRS since 2005
	574
	200

	Voluntary adoption of IFRS prior to 2005
	3
	197

	Insufficient data about control variables
	30
	167

	Insufficient data about expected earnings/dividends
	23
	144

	No data about expected earnings/dividends
	21
	123

	Total amount of companies used for the research
	
	123


Table 7: Description of British publicly traded companies in dataset
	Elimination of British companies 
	Eliminated observations
	Companies after elimination

	Amount of observations (123 companies * 6 years)
	
	738

	Forecasted earnings per share are negative
	123
	615

	EPS2 is not larger than EPS1
	53
	562

	Total amount of observations used for the research
	
	562


Table 8: Description of the amount of observations in the dataset (United Kingdom)
	Elimination of French companies 
	Eliminated companies
	Companies after elimination

	French publicly traded companies
	
	620

	Financial institutions
	172
	448

	Did not adopt IFRS since 2005
	145
	303

	Voluntary adoption of IFRS prior to 2005
	3
	300

	Insufficient data about control variables
	56
	244

	Insufficient data about expected earnings/dividends
	83
	161

	No data about expected earnings/dividends
	58
	103

	Total amount of companies used for the research
	
	103


Table 9: Description of French publicly traded companies in dataset
	Elimination of French companies 
	Eliminated observations
	Companies after elimination

	Amount of observations (103 companies * 6 years)
	
	618

	Forecasted earnings per share are negative
	46
	572

	EPS2 is not larger than EPS1
	39
	533

	Total amount of observations used for the research
	
	533


Table 10: Description of the amount of observations in the dataset (United Kingdom)
As can be seen in the tables previously presented, 49 companies are being used for the Netherlands, 117 companies for France and 143 companies for the UK. Yet, not all the observations of these firms are being used in the definitive dataset. Observations are eliminated due to two circumstances. First of all if forecasted earnings per share is negative and secondly if the condition that EPS2 is larger than EPS1 does not hold. Based on these eliminations, there are 252 observations for the Netherlands, 622 for France and 635 for the UK.

5.4 Analysis on the role of Legal systems, Shareholder rights and securities regulation

As stated in the fourth chapter, prior research (LaPorta et al., 1996, 1997, 1999) suggests that legal systems, shareholder rights and securities regulation have an impact on the development of financial market. Therefore, the last part of the final analysis in this paper will be paying attention to the possible effect of these factors on cost of equity capital in the period prior and after the mandatory adoption of IFRS. 
The differences in legal systems will be considered by qualifying the UK as common law country; France as code law country and by positioning the Netherlands between these two. This distinction is used to analyze the effects of shareholder rights and securities regulation in relation to the legal system on cost of equity capital of the UK, Netherlands and France. This method is also used by LaPorta et al. (1996, 1997, 1999, 2006) when analyzing the link between shareholder rights and securities regulation. Furthermore, the choice of method can be sustained by the statement of LaPorta et al. (1996) that the dissimilarities in financial systems are partly due to shareholder protection which are mirrored among others in the legal system of countries. As shareholder rights and securities regulation may have an impact on the development of financial market it is essential to take these factors into consideration. These factors can be taken into consideration by analyzing whether countries’ dissimilarities in shareholder rights and securities regulation which mandate and enforce disclosures result in dissimilar cost of equity capital. 

In prior research regarding the mandatory adoption of IFRS, there has been one study (Kinsey et al., 2008) taking the effects of shareholder rights into account. Kinsey et al. (2008) use the ordinary least square regression to analyze if cost of equity capital is explained by among others shareholders rights. In their research shareholder rights are represented by the anti-directors rights as identified by LaPorta et al. (1999). Following Kinsey et al. (2008), this study will take the possible effects of dissimilarities in shareholder rights in the Netherlands, UK and France into account by using the anti-directors right index of LaPorta et al. (1999). LaPorta et al. (1999) is chosen as it gives a more recent view than LaPorta et al. (1996) does. According to the anti-director’s right index of LaPorta et al. (1999) the UK has the strongest shareholder rights with a score of five, followed by France and the Netherlands with a score of three and two respectively. In the analysis the shareholders’ right variable will be named SR.
With regard to securities regulation LaPorta et al. (2006) define several variables that could possibly have an impact on the financial market. The three main groups are disclosure and liability standards, public enforcement and other variables. Yet, based on their research they find that only the disclosure requirement index and the liability standard index, taking the average of the disclosure and liabilities standards into account, is significant for the development of financial markets in a consistent way. The proxies of public enforcement do not have a significant effect on the development of financial markets. Based on these findings they conclude that securities regulation have an impact on the development of financial markets as they smooth the progress of private contracting and not because they enforce public regulation.
Hail and Leuz (2006) who analyze the influences of legal institutions and securities regulations on cost of equity capital have taken the factors defined by LaPorta et al. (2006) into account. They use the disclosure requirements index, but also create an index capturing the effects of the disclosure requirements index with the public enforcement indices. They base their choice on the argument that regulation is not likely to be effective without proper public enforcement. Contrary to Hail and Leuz (2006) it is chosen in this study to take the disclosure requirement index and the liability standards index into account and not include the public enforcement index. This decision is taken as LaPorta et al. (2006) state that public enforcement does not have a significant effect on the development of financial markets. As LaPorta et al. (2006) conclude that securities regulation does not have an impact on financial markets because of the enforcement of public regulation; it is not considered necessary to include the public enforcement indices in this study. The indices that will be used from LaPorta et al. (2006) can be seen in the following table:

	Country
	Disclosure Requirements
Index (DISREQ)
	Liability Standard 

Index (LIASTA)

	United Kingdom
	0.83
	0.66

	Netherlands
	0.50
	0.89

	France
	0.75
	0.22


Table 11: Based on the indices of Regulation of Securities Markets in LaPorta et al. (2006)
When analyzing the role of securities regulation and shareholders’ rights, the regression analysis in section 5.2 will be extended by including SR, DISREQ and LIASTA. This will result in the following regression analysis:
Cost of Equity Capital = β0 + β1 IFRS + β2 SR + β3 DISREQ + β4 LIASTA + β5 SIZE + β6 CPI 

+ β7 LEV + β8 BMR + β9 ROA + β10 SRV + β11 IND

5.5 Hypothesis Development
This section will be developing hypotheses in order to answer the main research question in this study. These hypotheses will be developed based on prior research analyzed in previous chapters.

The main research question that has to be answered is:

‘Did the mandatory adoption of IFRS in the Netherlands, the United Kingdom and France lead to a (heterogeneous) change  in cost of equity capital in the publicly traded firms, and                  was this change influenced by the legal system, shareholder rights and securities regulations of these countries?’
The research question can be divided in three sections prior to answering it. The first part of the research question relates to the change in cost of equity capital in the Netherlands, United Kingdom and France. The second part relates to the heterogeneity between the three countries and the third part to the influence of legal systems, shareholder rights and securities regulation.

Regarding the changes in cost of equity capital because of the mandatory adoption of IFRS there is no consensus between researches. While Daske et al. (2008) and Hail and Leuz (2007) state that the identified decreases in cost of equity capital are not significant, Christensen (2007) states that the effects are dependent on the company adopting IFRS and finally researches as Bevers (2009), Li (2008), Kinsey et al. (2008) state that a significant decrease in cost of equity capital can be detected after the mandatory adoption of IFRS. Even though no consensus is reached on the matter it can be expected that the mandatory adoption of IFRS will lead to a reduction in cost of equity capital because of two arguments. First of all IFRS leads to more disclosure than previously required in domestic accounting standards, which consequently results in a reduction of cost of equity capital. Secondly, according to Li (2008) a uniform set of standards will increase comparability across countries also leading to a reduction in cost of equity capital. The latter can be sustained by the country-specific research done in the Netherlands by Bevers (2009) which indicated a significant decrease in cost of capital after the mandatory adoption. Based on the latter the following hypothesis is formed:

H1: Cost of equity capital decreased significantly in the years 2005 till 2007 in comparison with 

the years 2002-2004 IFRS in the Netherlands, United Kingdom and France

H2: The mandatory adoption of IFRS is associated with a significant reduction in cost of equity 
capital in the Netherlands, United Kingdom and France

Specifically for the situation in the Netherlands, UK and France, Ding et al. (2007) showed that the Dutch GAAP differed on 25 matters from IFRS while 10 matters were not covered in the domestic accounting standards. For the UK there were 35 differences while all matters were covered and for France there were 34 differences while 21 accounting matters were not covered. This indicates that the domestic accounting standards prior to the adoption of IFRS differed significantly from each other. This indicates that the Netherlands, UK and France experienced a different adoption process possibly resulting in different adoption effect on cost of equity capital. As can be seen in chapter 2 France’s domestic accounting standard differed the most from IFRS, followed by the Netherlands and UK. As the level of disclosure increased the most in France it can be expected that the cost of equity capital decreased more significantly in France. As some accounting matter in IFRS were not previously addressed in the Dutch GAAP it can be expected that cost of equity capital also decrease, yet a less significant decrease is expected to be detected. The UK addressed all accounting matters also addressed in IFRS; therefore the UK not necessarily has experienced more disclosure than previously. Consequently, the decrease in cost of equity capital is expected to be less significant than in the Netherlands and France. Based on the latter the following hypothesis if formed:

H3: The mandatory adoption of IFRS was associated with a heterogeneous effect on cost of 
equity capital between the Netherlands, United Kingdom and France

In prior research (Bevers, 2009; Daske et al., 2008; Li, 2008; Hail and Leuz, 2007) several factors have been identified that may possibly affect cost of equity capital. One of these factors is the difference in the countries’ legal systems. The amount of researches implying that differences in legal systems are an explanation for differences in financial developments of countries has been increasing during the years. An example comes from the study of Beck et al. (2002) which states that legal systems adjusting more efficiently to circumstances an limit the gap among the contracting needs of the financial market and the ability of legal systems, will be experiencing greater financial development than inflexible markets. Based on the differences between legal systems some researches examine the difference between adoption effects between countries with different legal systems (Kinsey et al., 2008; Li, 2008; Hail and Leuz, 2004). Kinsey et al. (2008) conclude that the adoption of IFRS will have a more positive effect on code law countries than on code law countries. Furthermore, they conclude that the domestic accounting standards from code law countries (France) differ most from IFRS. This coincides with the results of Ding et al. (2007). Based on the latter the following hypothesis if formed: 
H4: The mandatory adoption of IFRS was associated with a more significant effect on France 
(code law country) followed consequently by the Netherlands (intermediary position) and 
the United Kingdom (common Law country).
Nevertheless, less attention has been paid on the factors causing the differences between the IFRS adoption effects between countries with dissimilar legal systems. LaPorta et al. (1996, 1997, 1998, 1999, and 2006) however, have identified that factors such as shareholder rights and securities regulation can impact financial markets possibly having an impact on cost of equity capital. According to LaPorta et al. (1997) these differences in financial systems are among others because of the dissimilarities in shareholder protection, which are mirrored in legal systems. Moreover, LaPorta et al. (1999) conclude that strong shareholder rights are linked to stronger equity markets (United Kingdom), while weaker shareholder rights are linked to weaker equity markets (France). Differences in countries’ shareholders’ rights and the power they possess may influence the results of this study as; controlling shareholders may not always be willing to enhance disclosure information to the market due to personal benefits. As an increase in cost of equity capital might have otherwise led to a decrease in cost of equity capital, controlling shareholders may (in)directly be influencing the financial market. As a consequence of mandatory disclosure regulation, such as the mandatory adoption of IFRS, controlling shareholders will not possess this influence as organizations are obligated to disclose certain information. According to LaPorta et al. (1999) these controlling shareholders can be detected in the Netherlands and France, while all companies in the UK are classified as widely held. Based on the latter it can be expected that differences in countries’ shareholder rights will be an explanation for the differences in cost of equity capital after the mandatory adoption of IFRS. 
H5:  Differences in shareholder’s rights are associated with the heterogeneity in cost of equity  

capital effects in the Netherlands, United Kingdom and France due to the mandatory adoption of IFRS

Beside the shareholder rights, securities regulation can also possibly be having an impact on cost of equity capital. As addressed in section 4.6 one of the main roles of securities regulation is to serve as commitment device. In this situation securities regulation will serve as commitment device as it will obligate organizations to disclose information through good and bad times. Therefore, one of the main roles of securities regulation coincides with mandatory disclosure standards such as IFRS. Just like mandatory disclosure standards it is expected that stronger securities regulation will result in higher liquidity and as consequence lower cost of equity capital. Based on the latter the following hypothesis if formed:
H6: Differences in securities regulation are associated with the heterogeneity in cost of equity 
       capital effects in the Netherlands, United Kingdom and France due to the mandatory 

       adoption of IFRS
5.6 Limitations

Even though this study attempts to eliminate the limitations of prior research, it is still subject to various limitations. The first limitation is related to method chosen to estimate cost of equity capital. Although Botosan (2006) states that proxies price earnings growth method is one of the best models to use when studying cost of equity capital in relation to disclosure, proxies still deal with measurement errors. The second limitation of this research is that financial institutions are eliminated. Consequently, this research is not applicable for all organizations in a country. The third limitation is related to the choice to use the index by LaPorta et al. (1999) to analyze how shareholder rights is associated the effects on cost of equity capital due to the mandatory adoption of IFRS. As important changes have been made to the corporate governance of various countries in Europe (among other the Netherlands) in the last years, the results related to shareholder rights should be interpreted carefully. The fourth limitation is related to the assumptions used in this study. One of these assumptions is the one of Easton (2004) that eps2 should be larger than eps1.  The latter implies that there will only be growth. Consequently, it should be expected that cost of equity capital will decrease. Nonetheless, it is questionable whether cost of equity capital would also decrease if this assumption was not taken into consideration. The last limitation is related to the fact that a conclusion is drawn on whether cost of equity capital has changed more in code or common law countries based on the results of one code, common law and intermediary country.

6. Research Results
6.1 Introduction

After taking prior research into consideration and formulating the hypotheses expected for this study, this chapter will be giving an answer to the five hypotheses formulated. This chapter will be executed based on the research method presented in chapter five. Based on the results found in this chapter an answer should be found on the main question of this study.
6.2 Findings of the effect on cost of equity capital
The descriptive data corresponding to the dataset of the Netherlands can be seen in table 12. In this table it can be seen that estimated mean of the cost of equity capital in the Netherlands was 13.72% in 2002 (42 observations), 12.37% in 2003 (38 observations), 11.62% in 2004 (43 observations), 9.98% in 2005 (45 observations), 9.89% in 2006 (45 observations) and finally 10.52% in 2007 (44 observations).  Furthermore, the mean corresponding to the period prior to the introduction of IFRS is 12.57% (123 observations) and 10.07% (134 observations) after the adoption of IFRS. According to these results it can be said that the cost of equity capital’s mean has decreased in the Netherlands after the mandatory adoption of IFRS (2005) in comparison to the period prior to the adoption. 
	
	N
	Minimum
	Maximum
	Sum
	Mean
	Std. Deviation

	2002
	42
	.05
	.30
	5.76
	.1372
	.06752

	2003
	38
	.05
	.26
	4.70
	.1237
	.05557

	2004
	43
	.01
	.24
	5.00
	.1162
	.05176

	2005
	45
	.02
	.21
	4.49
	.0998
	.04303

	2006
	45
	.03
	.19
	4.45
	.0989
	.04005

	2007
	44
	.03
	.32
	4.63
	.1052
	.05428

	GAAP
	123
	.01
	.30
	15.46
	.1257
	.05891

	IFRS
	134
	.02
	.32
	13.57
	.1013
	.04586


Table 12: Estimated Cost of Equity Capital in the Netherlands (2002-2007)
	
	N
	5%
	10%
	25%
	50%
	75%
	90%
	95%

	2002
	42
	5.55
	6.23
	8.30
	12.29
	16.93
	25.64
	29.52

	2003
	38
	4.94
	6.91
	8.10
	10.50
	15.60
	22.57
	23.53

	2004
	42
	2.76
	5.02
	8.40
	11.68
	14.63
	18.24
	23.23

	2005
	45
	2.53
	4.46
	7.35
	9.68
	11.53
	16.58
	19.85

	2006
	45
	3.76
	5.61
	7.31
	8.53
	12.32
	16.43
	18.83

	2007
	44
	4.97
	5.69
	7.32
	9.86
	11.77
	15.92
	25.78

	GAAP
	123
	5.05
	6.06
	8.32
	11.86
	15.69
	21.45
	24.45

	IFRS
	134
	4.11
	5.33
	7.36
	9.28
	11.76
	16.00
	18.74


Table 13: Division of estimated Cost of Equity Capital in percentiles (Netherlands)
Beside looking at the mean of cost of equity capital, the division in percentiles has also been analyzed in table 13. The percentiles indicate the value of cost of equity capital below which a given percent of observations fall. The percentiles table gives insight into the division of cost of equity capital observations. Based on this table it can be seen cost of equity capital in 2005 has decreased in all percentiles compared to prior to the mandatory adoption of IFRS. Furthermore, cost of equity capital in the Netherlands is lower in the years 2006 and 2007 compared to prior to the adoption with exception of the first two percentiles and the last percentile in 2007. Nevertheless, when comparing the overall changes in cost of equity capital, a decrease can be observed in all percentiles. Moreover, the decrease in cost of equity capital increases more as the percentile-category increases. Based on the individual years and collective years prior and after the mandatory adoption of IFRS, it can be concluded that the mean of cost of equity capital has decreased in the Netherlands.
The descriptive data corresponding to the dataset of France can be seen in table 14. Table 14 indicates that the estimated cost of equity capital in France was 14.29% in 2002 (87 observations), 12.29% in 2003 (82 observations), 11.56% in 2004 (87 observations), 10.13% in 2005 (93 observations), 9.48% in 2006 (89 observations) and finally 10.91% in 2007 (95 observations). According to these results it can be concluded that the mean cost of equity capital in France has decreased after the mandatory adoption of IFRS in 2005 compared to prior years.
	 Year
	N
	Minimum
	Maximum
	Sum
	Mean
	Std. Deviation

	 2002
	87
	.02
	.45
	12.43
	.1429
	.07262

	 2003
	82
	.02
	.36
	9.98
	.1217
	.05515

	 2004
	87
	.01
	.22
	10.06
	.1156
	.04917

	 2005
	93
	.00
	.27
	9.42
	.1013
	.04447

	 2006
	89
	.00
	.21
	8.44
	.0948
	.03562

	 2007
	95
	.02
	.25
	10.36
	.1091
	.05172

	 GAAP
	256
	.02
	.45
	32.47
	.1268
	.06082

	 IFRS
	277
	.00
	.27
	28.22
	.1019
	.04482


Table 14: Estimated cost of equity capital in France (2002-2007)
	
	N
	5%
	10%
	25%
	50%
	75%
	90%
	95%

	2002
	117
	6.27
	7.62
	9.31
	12.65
	18.26
	25.72
	28.51

	2003
	92
	5.80
	6.79
	8.51
	10.90
	15.57
	19.25
	22.51

	2004
	99
	5.38
	6.21
	8.13
	10.40
	14.44
	19.79
	21.78

	2005
	105
	4.45
	5.54
	7.55
	9.04
	12.34
	16.71
	18.51

	2006
	101
	4.08
	5.61
	7.16
	9.15
	11.26
	15.08
	16.01

	2007
	108
	4.06
	5.45
	7.49
	9.15
	14.16
	19.05
	21.33

	GAAP
	308
	6.74
	6.74
	8.57
	11.14
	15.23
	21.54
	24.95

	IFRS
	314
	4.24
	5.58
	7.49
	9.04
	12.26
	16.68
	18.78


Table 15: Division of estimated Cost of Equity Capital in Percentiles (France)
Just like for the Netherlands, the percentile division of cost of equity capital has been analyzed in table 15. In 2005 and 2007 it can be seen that the estimated cost of equity capital has decreased only for four of the percentiles. Nonetheless, this is different in 2006 where cost of equity capital is only higher at 5%. Furthermore it can be seen that cost of equity capital has decreased, when comparing the period prior and after the mandatory adoption of IFRS. When comparing these periods it can be seen that overall, cost of equity capital has decreased with exception of two percentiles. Moreover it can be seen that the decrease in cost of equity capital increases the higher the percentile gets. Based on the overall observations it can be concluded that throughout (almost) the whole data set of observations cost of equity capital has been lower in the period after the mandatory adoption of IFRS.
In table 16 it can be seen that just like for the Netherlands and France, the mean of the cost of equity capital in the UK has decreased in the period after the mandatory adoption of IFRS. Table 16 indicates that the mean of cost of equity capital in the UK was 11.13% in 2002 (80 observations), 9.81% in 2003 (80 observations), 9.92% in 2004 (86 observations), 8.01% in 2005 (103 observations), 8.02% in 2006 (108 observations) and finally 9.49% in 2007 (105 observations). Based on the results on the mean of cost of equity capital, it can be concluded that the mean of cost of equity capital has decreased after the mandatory adoption of IFRS.
	
	N
	Minimum
	Maximum
	Sum
	Mean
	Std. Deviation

	 2002
	80
	.03
	.28
	8.91
	.1113
	.05154

	 2003
	80
	.01
	.25
	7.85
	.0981
	.04886

	 2004
	86
	.03
	.25
	8.54
	.0992
	.04754

	 2005
	103
	.01
	.26
	8.25
	.0801
	.04004

	 2006
	108
	.01
	.25
	8.66
	.0802
	.03756

	 2007
	105
	.01
	.23
	9.96
	.0949
	.04503

	GAAP
	246
	.01
	.28
	25.23
	.1026
	.04951

	IFRS
	316
	.01
	.26
	26.87
	.0850
	.04143


Table 16: Estimated cost of equity capital in the United Kingdom (2002-2005)
	
	N
	5%
	10%
	25%
	50%
	75%
	90%
	95%

	2002
	80
	5.06
	6.07
	7.18
	10.15
	13.50
	18.73
	21.65

	2003
	80
	2.98
	5.19
	6.83
	8.77
	11.33
	18.61
	19.89

	2004
	86
	5.04
	5.63
	6.53
	8.83
	11.27
	16.70
	21.82

	2005
	103
	1.39
	3.16
	5.65
	7.69
	10.04
	12.56
	15.52

	2006
	108
	1.88
	4.23
	6.06
	7.41
	9.93
	11.92
	16.00

	2007
	105
	1.99
	4.70
	6.64
	8.83
	11.66
	16.35
	18.41

	GAAP
	246
	4.88
	5.73
	6.86
	9.12
	12.20
	18.23
	20.92

	IFRS
	316
	2.06
	4.10
	6.15
	7.74
	10.37
	14.12
	16.45


Table 17: Division of estimated Cost of Equity Capital in Percentiles (UK)
When analyzing the percentile division of cost of equity capital in the UK, it can be seen that cost of equity capital has decreased for all percentiles in the years after the mandatory adoption of IFRS. Moreover, when comparing the years prior to and the years after the mandatory adoption, it can be seen that cost of equity capital has decreased in all categories. Moreover, just like for the Netherlands and France, the decrease in cost of equity capital increases the higher the percentile. Consequently, it can be concluded that throughout the data set observations the mean of cost of equity capital has decreased in the UK.
According to the results analyzed in this paragraph it seems that cost of equity capital has decreased for the Netherlands, France and UK. The result that cost of equity capital has decreased in the Netherlands after the mandatory adoption of IFRS is in line with Bevers (2009). The overall decrease in cost of equity capital is also in line with Kinsey et al. (2008) and Li (2008) which studied the changes in cost of equity capital after the mandatory adoption of IFRS and identified a significant reduction. The latter contradicting the findings of Hail and Leuz (2007) and Daske et al. (2007) that state that the effects are likely to be modest. Nonetheless, it still has to be tested whether the decreases identified are significant. To test the significance of the decreases in cost of equity capital a t-test of difference was carried out, comparing the period prior and after the mandatory adoption of IFRS in the Netherlands, France and the UK. Table 18 shows the results of this analysis. According to table the cost decrease in cost of equity capital for the Netherlands, France and the UK are significant at a significance level of 10%, 5% and 1%. Therefore, it can be concluded that the decreases in cost of equity capital were highly significant. Consequently, hypothesis 1 can be confirmed in line with expectations. Nevertheless, the regression analysis in the third paragraph still has to demonstrate whether this decrease is due to the mandatory adoption of IFRS in the Netherlands, France and the UK.
	
	Mean
	Std. Dev.
	Std. Error Mean
	95% Confidence Interval 
	t
	df
	Sig. (2-tailed)

	
	
	
	
	Lower
	Upper
	
	
	

	GAAP - IFRS.FRA
	.02601
	.05816
	.00381
	.01851
	.03351
	6.825
	232
	.000

	GAAP - IFRS.NL
	.03030
	.05781
	.00539
	.01963
	.04098
	5.622
	114
	.000

	GAAP - IFRS.UK
	.01943
	.04798
	.00320
	.01313
	.02574
	6.075
	224
	.000


Table 18: T-test of difference between period prior (2002-2004) and after (2005-2007) the adoption on IFRS
6.3 Findings of the regression analysis on cost of equity capital

After finding out that cost of equity capital decreased in the Netherlands, France and the United Kingdom, the regression analysis should indicate whether these decreases are due to the mandatory adoption of IFRS. Prior to carrying out the regression analysis an analysis was done on the industries of the companies that would be used and a t-test analysis was done on the variables that would be used. Table 19 indicates the division of the companies in industries. 

As can be seen in table 19 the industrial sector is the best represented in the Netherlands (42.9%), UK (43.9%) and France (27.2%). In the Netherlands and UK however this industry represents almost the half of all the companies used in this study, while in France this industry is the greatest only by a small proportion. It can be seen that while the Netherlands and UK have three industries (Industrials, Consumer Services, Oil and Gas) greatly represented in the sample, French companies are greatly divided over four almost equal industries (Industrials, Consumer Goods, Consumer Services and Technology). In the study of Kinsey et al. (2008) it can also be seen that the industrial sector has the largest share in the data set.
	
	Netherlands
	United Kingdom
	France

	    Industries
	Frequency
	Percent
	Frequency
	Percent
	Frequency
	Percent

	
	Oil and Gas
	2
	4.1
	10
	8.1
	6
	5.8

	
	Basic Material
	3
	6.1
	5
	4.1
	3
	2.9

	
	Industrials
	21
	42.9
	54
	43.9
	28
	27.2

	
	Consumer Goods
	7
	14.3
	12
	9.8
	20
	19.4

	
	Heath Care
	0
	0.0
	10
	8.1
	5
	4.9

	
	Consumer Services
	10
	20.4
	22
	17.9
	17
	16.5

	
	Utilities
	0
	0.0
	1
	0.8
	1
	1.0

	
	Telecommunications
	1
	2.0
	0
	0.0
	2
	1.9

	
	Technology
	5
	10.2
	9
	7.3
	21
	20.4

	
	Total
	49
	100.0
	123
	100.0
	117
	100


Table 19: Division of companies in Industries (Netherlands, UK and France)
As stated in chapter five the t-test analysis is necessary to indicate whether heterogeneity exists. The results of this analysis for the Netherlands, France and UK can be seen in table 20, 21 and 22. Based on this analysis it can be seen that almost all variables differed significantly for the Netherlands in the period prior and after the mandatory adoption of IFRS, with the exception of financial leverage. This may be an indication that all variables with the exception of financial leverage have contributed to the decrease in cost of equity capital seen in the previous paragraph. Consequently it can be expected that financial leverage may have had a limited influence on the cost of equity capital.
	        Prior to IFRS (2002-2004)
	IFRS (2005-2007)
	Total

	
	N
	Mean
	Std. Dev.
	N
	Mean
	Std. Dev.
	T-test

	 COEC
	123
	.1257
	.05891
	134
	.1007
	.04541
	5.656***

	 SIZE
	147
	2.8837
	.86387
	147
	3.0346
	.78093
	-8.335***

	 LEV
	147
	.6011
	.17237
	147
	.5933
	.14415
	.933

	 BMR
	147
	.6657
	.43415
	147
	.4241
	.23213
	8.170***

	 ROA
	147
	.0761
	.08654
	147
	.1084
	.08182
	-4.934***

	 SRV
	147
	28.0753
	9.94670
	147
	25.7293
	7.40585
	6.221***

	 CPI
	147
	.0223
	.00906
	147
	.0147
	.00263
	10.611***


Table 20: Descriptive statistics of variables in the Netherlands

	Prior to IFRS (2002-2004)
	IFRS (2005-2007)
	Total

	
	N
	Mean
	Std. Dev.
	N
	Mean
	Std. Dev.
	T-test

	 COEC
	256
	.1268
	.06082
	277
	.1019
	.04482
	6.825***

	 SIZE
	309
	2.9762
	.91756
	309
	3.1088
	.87276
	-13.908***

	 LEV
	309
	.6570
	.19452
	309
	.6257
	.15309
	4.188***

	 BMR
	309
	.5787
	.69545
	309
	.5135
	.25548
	1.713

	 ROA
	309
	.0501
	.09548
	309
	.0791
	.06377
	-5.234***

	 SRV
	309
	33.6105
	12.21729
	309
	29.2444
	9.62075
	15.565***

	 CPI
	309
	.0203
	.00094
	309
	.0163
	.00125
	34.641***


Table 21: Descriptive statistics of variables in France
	
	N
	Mean
	Std. Dev.
	N
	Mean
	Std. Dev.
	T-Test

	 COEC
	246
	.1026
	.04951
	246
	.0850
	.04143
	6.075***

	 SIZE
	369
	2.7079
	.83888
	369
	2.8179
	.84887
	-9.616***

	 LEV
	369
	.5483
	.22735
	369
	.5753
	.28420
	-2.119**

	 BMR
	369
	.6011
	.51425
	369
	.4473
	.39426
	5.997***

	 ROA
	369
	.0292
	.22161
	369
	.0577
	.26536
	-2.001**

	 SRV
	369
	35.4303
	12.53979
	369
	31.7944
	11.06980
	-14.508***

	 CPI
	369
	.0140
	.00082
	369
	.0230
	.00283
	-48.510***


Table 22: Descriptive statistics of variables in the United Kingdom
Contrary to the Netherlands, all variables are expected to influence cost of equity capital significantly in France in the period prior to and after the adoption of IFRS with exception of the book to market ratio. In the UK all variables are expected to influence cost of equity capital. However, it can be expected that the influence of financial leverage and return on assets on cost of equity capital in the UK are limited compared to France. As these variables in addition to the mandatory introduction of IFRS are expected to be associated with the decrease in cost of equity capital, these different changes in variables are an indication of different effects on cost of equity capital. The latter is an indication that cost of equity capital has been affected differently in these countries after the mandatory adoption of IFRS. Therefore, it can be concluded that that the mandatory adoption of IFRS was associated with a heterogeneous effect on cost of equity capital in the Netherlands, UK and France. Based on these results hypothesis three can be confirmed if the mandatory adoption of IFRS in the Netherlands, France and UK turns to be significantly related to the decrease in cost of equity capital seen in the previous paragraph. The results of this part of the study cannot be directly compared to other studies as the only study applying this method (Kinsey et al., 2008) uses only two variables (SIZE, CPI) like this study. Regarding this two variables the results are in line with the results of Kinsey et al. (2008); there is an indication that SIZE and CPI have a significant influence on cost of equity capital.
To affirm the links between the independent, dependent and controlling variables found in prior research and strengthen the results found in the t-test analysis, a correlation matrix was made.  
The correlation matrixes for the Netherlands, United Kingdom and France can be found in appendix 9, 10 and 11. In these correlation matrixes it can be seen that all variables, with the exception of Consumer Price Index for France, have the expected (positive/ negative) association with cost of equity capital. 
Furthermore, it can be seen that the dependant variable (IFRS) is significantly associated with cost of equity capital in the Netherlands, France and UK. Beside IFRS, with the exception of financial leverage in the Netherlands, all other variables are significantly related to cost of equity capital in the three countries. Based on the results of the correlation matrix it should be expected that IFRS was associated with the decrease in cost of equity capital in the Netherlands, France and UK. Moreover, it should be expected that with the exception of financial leverage in the Netherlands and France, are significantly associated with the decrease in cost of equity capital in three countries. To control these expectations a regression analysis was done.
Prior to executing the regression analysis, the dataset was controlled for outliers as the ordinary least square regression analysis is very sensitive to outliers. Outliers were eliminated when smaller than 1.5 times the interquartile range minus the first quartile and larger than 1.5 times the interquartile ranges plus the third quartile. Table 23 indicates the amount of outliers eliminated.
	
	Netherlands
	France
	United Kingdom

	SIZE
	-
	-
	-

	LEV
	5
	5
	10

	BMR
	13
	5
	18

	ROA
	11
	1
	19

	SRV
	0
	0
	0

	CPI
	-
	-
	-


Table 23: Outliers control variables
The regression analysis executed in this paragraph should indicate whether the mandatory adoption of IFRS in the Netherlands, France and UK was associated with a reduction in cost of equity capital. The results of the first regression analysis showed that the control variables consumer price index and industry had mixed effect on the reduction in cost of equity capital after the mandatory adoption if IFRS in the Netherlands, France and UK. Therefore, Consumer Price Index and the industry variable were excluded from the regression analysis based on their significance. Continuously the regression analysis was executed once again. The result of the most significant analysis can be found in table 24, 25 and 26. The regression analyses executed previously can be found in appendix 12 and further.
	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	3
	.605
	.366
	.350
	.04314

	

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	 
	Regression
	.252
	6
	.042
	22.589
	.000

	
	Residual
	.437
	235
	.002
	
	


The first regression analysis including all variables for the Netherlands resulted in an insignificant association between IFRS, BMR, CPI and a highly insignificant industry variable. The second regression analysis was executed by excluding the industry variable. This regression analysis also resulted in an insignificant relation between IFRS, BMR and CPI. The results from these regression analyses can be found in appendix 12.  However, when excluding the CPI from the variables IFRS and BMR turn to be significantly related to cost of equity capital. The results of the last regression analysis can be found in table 24. In country-specific study of Bevers (2009) CPI also turned out to be insignificantly related to cost of equity capital. Furthermore, the studies of Hail and Leuz (2007) and Kinsey et al. (2008) indicate that the industry variable does not have a significant effect on COEC. Therefore it can be concluded that the insignificant variables found in this study are in line with prior research (Hail and Leuz, 2007; Kinsey et al., 2008).
	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	
	(Constant)
	.052
	.028
	
	1.893
	.060

	
	IFRS
	-.014
	.006
	-.132
	-2.368
	.019**

	
	SIZE
	-.011
	.004
	-.154
	-2.504
	.013**

	
	LEV
	.076
	.022
	.204
	3.400
	.001***

	
	BMR
	.032
	.013
	.154
	2.411
	.017**

	
	ROA
	-.242
	.066
	-.228
	-3.679
	.000***

	
	SRV
	.002
	.000
	.374
	6.435
	.000***


Table 24: Results on regression analysis Netherlands (COEC = dependant variable)
The results of the regression analysis on cost of equity capital in the Netherlands indicate that IFRS is significantly associated to the reduction in cost of equity capital (significance of 0.019). Moreover, IFRS is negatively related to cost of equity capital. The results also indicate that the control variables chosen significantly explain the reduction in cost of equity capital as expected (negatively or positively). Furthermore, the adjusted R-square is 35%. This indicates that 35% of the reduction in cost of equity capital is explained by the model. The p-value resulting from the F-test indicates that the model chosen suits this research. The results following form the regression analysis provide sufficient evidence that IFRS and the control variables chosen influenced cost of equity capital after the adoption of IFRS. The regression function resulting from this analysis is:
COEC = 1.893 – 0.132*IFRS – 0.154*SIZE + 0.204*LEV + 0.154*BMR – 0.228*ROA + 0.374*SRV
When executing the first regression analysis, including all variables, all variables seem to be highly significant to cost of equity capital. Contrasting the Netherlands and prior studies (Hail and Leuz, 2007; Kinsey et al. 2008), even CPI and IND are highly significant. Yet the industry variable may be significant for France as there is a greater division in the different industries presented in the dataset. The latter is not the case for the Netherlands and neither for the study of Hail and Leuz, 2007). When excluding CPI and IND, just like the Netherlands, R-square diminishes and IFRS turns out to be less significance than in the first model. The results of the first regression analysis can be found in table 25, while the result of the second regression analysis can be found in appendix 13.

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.624
	.389
	.380
	.04217

	

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	.592
	8
	.074
	41.610
	.000

	
	Residual
	.928
	522
	.002
	
	

	

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.132
	.039
	
	3.409
	.001***

	
	IFRS
	-.022
	.008
	-.205
	-2.835
	.005***

	
	SIZE
	-.011
	.002
	-.174
	-4.514
	.000***

	
	LEV
	.052
	.015
	.143
	3.464
	.001***

	
	ROA
	-.165
	.042
	-.170
	-3.915
	.000***

	
	BMR
	.050
	.008
	.263
	6.540
	.000***

	
	SRV
	.002
	.000
	.384
	9.051
	.000***

	
	CPI
	-3.725
	1.664
	-.159
	-2.239
	.026**

	
	IND
	-3.518E-6
	.000
	-.181
	-4.695
	.000***


Table 25: Results on regression analysis France (COEC = dependant variable)

The results on the regression analysis in France indicate that IFRS is also significantly associated to the decrease in cost of equity capital in France (significance of .005). The results indicate that IFRS is negatively related to cost of equity capital. Furthermore, table 24 indicates that cost of equity capital is associated highly significant to the control variables used. According to the results on the regression analysis it can be seen that the given model explains cost of equity for 38,0% (adjusted R-square) in France. Moreover, the p-value on the F-test indicates that the model is highly significant. Just like in the Netherlands, the results on the regression analysis provide sufficient evidence that the mandatory adoption of IFRS is associated with the decrease in cost of equity capital. Furthermore, the results also indicate that the control variables are associated with the decrease. The regression function following from this analysis is:
COEC = 3.409 – 0.205*IFRS – 0.174*SIZE + 0.143*LEV + 0.268*BMR - 0.17*ROA + 0.384*SRV
Just like for the Netherlands, the regression analysis results in an insignificant IFRS association with cost of equity capital when including the CPI and IND variable. IFRS and CPI stay insignificant when excluding the IND variable. However, when also excluding the IND variable, IFRS seems to be significantly related to cost of equity capital. The results of the first two models can be seen in appendix 14. And the most significant model is presented in table 26.

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.560
	.313
	.306
	.03827


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	
	Regression
	.365
	6
	.061
	41.549
	.000

	
	Residual
	.800
	546
	.001
	
	

	Model

Unstandardized Coefficients

Standardized Coefficients

t

Sig.

B

Std. Error

Beta

1

(Constant)

.069

.014

4.890

.000***
IFRS

-.012

.004

-.099

-2.690

.007***
SIZE
-.013

.002

-.212

-5.423

.000***
LEV

.064

.009

.283

7.272

.000***
BMR

.029

.005

.233

5.725

.000***
ROA
-.091
.025
-.149
-3.674
.000***
SRV

.001

.000

.210

5.235

.000***
Table 26: Results on regression analysis United Kingdom (COEC = dependant variable)


Just like the results on the regression analysis in the Netherlands and France, table 25 indicates that IFRS is significantly related to the decrease in cost of equity capital observed in the second paragraph of this chapter. Similarly it can be seen that IFRS is negatively related to cost of equity capital, indicating that the mandatory adoption of IFRS was linked to a decreasing cost of equity capital since 2005. Furthermore, the control variables used in this model are also significantly related to the decrease in cost of equity capital in the UK. It can be seen in table 26 that the model used explains 30.6% of the decrease in cost of equity capital in the UK. The p-value of the F-test indicates that the model used is highly significant in proving an explanation for the decrease in cost of equity capital. The regression function following from this analysis is:
COEC = 4.890 – 0.099*IFRS – 0.212*SIZE + 0.283*LEV + 0.233*BMR – 0.149*ROA + .21*SRV

Based on the results found on the regression analyses it can be concluded that the decrease in cost of equity capital observed in paragraph 6.2 is associated with the mandatory adoption of IFRS in the Netherlands, France and UK. This conclusion can be drawn as IFRS turns to be significantly related to cost of equity capital in the three regression analyses done for the three countries. Furthermore, the control variables used are also significantly related to the decrease in cost of equity capital. Consequently, the model used for the regression analyses are highly significant in explaining the decreases in cost of equity capital. Accordingly, hypothesis one and two can be confirmed. As hypothesis two has been confirmed, hypothesis three can also be confirmed based on the results coming from the t-tests done in this paragraph.

6.4 The effects of legal systems, shareholders rights and securities regulation
As presented in chapter five, shareholders regulation and securities regulation are taken into account when considering the effects on cost of equity capital. These two variables are taken into account by using the indexes presented by LaPorta et al. (1999 and 2006).  SR (shareholder rights) is considered by using the anti-directors right index by LaPorta et al (1999); which implies the dummy variables five, three and two respectively for the UK, France and the Netherlands. While securities regulation is represented by the indexes of DISREQ (Disclosure Regulation) and LIASTA (Liability Standard) presented in table 11. 

In the first model a collective regression analysis was done for the Netherlands, France and UK. In the second model the variables SR, DISREQ and LIASTA were added to the model already used in the previous paragraph. The results on the regression analysis can be found in table 27.
	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.572a
	.328
	.325
	.04220

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	1.144
	6
	.191
	107.101
	.000

	
	Residual
	2.348
	1319
	.002
	
	

	

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	
	(Constant)
	.058
	.010
	
	5.821
	.000***

	
	IFRS
	-.016
	.003
	-.148
	-6.329
	.000***

	
	SIZE
	-.012
	.002
	-.184
	-7.310
	.000***

	
	LEV
	.075
	.007
	.254
	10.081
	.000***

	
	ROA
	-.107
	.021
	-.133
	-5.028
	.000***

	
	BMR
	.038
	.004
	.238
	9.168
	.000***

	
	SRV
	.001
	.000
	.241
	9.627
	.000***


Table 27: Collective regression analysis United Kingdom, France and Netherlands
Table 27 indicates that IFRS is also associated to a collective decrease in cost of equity capital in the Netherlands, France and UK. Furthermore it can be seen that 32.5% of the collective decrease in cost of equity capital can be explained by the model used in the previous paragraph. To analyze whether the decrease in cost of equity capital is also associated to shareholder rights and securities regulation SR, DISREQ or LIASTA were added to the second regression analysis. DISREQ or LIASTA are included simultaneously as they seem to have almost the same effect on the model. The result of the second model can be seen in table 28 and 29.

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.590a
	.348
	.344
	.04159


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	1.215
	8
	.152
	87.795
	.000a

	
	Residual
	2.278
	1317
	.002
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.085
	.013
	
	6.758
	.000

	
	IFRS
	-.011
	.003
	-.103
	-4.262
	.000

	
	SIZE
	-.012
	.002
	-.181
	-7.272
	.000

	
	LEV
	.070
	.007
	.238
	9.494
	.000

	
	ROA
	-.112
	.021
	-.139
	-5.324
	.000

	
	BMR
	.038
	.004
	.240
	9.374
	.000

	
	SRV
	.001
	.000
	.265
	10.602
	.000

	
	SR
	-.005
	.002
	-.113
	-2.536
	.011

	
	DISREQ
	-.019
	.019
	-.043
	-.982
	.326


Table 28:  Collective regression analysis including SR and DISREQ

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.590a
	.348
	.344
	.04159


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	1.215
	8
	.152
	87.795
	.000a

	
	Residual
	2.278
	1317
	.002
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.075
	.011
	
	7.070
	.000

	
	IFRS
	-.011
	.003
	-.103
	-4.262
	.000

	
	SIZE
	-.012
	.002
	-.181
	-7.272
	.000

	
	LEV
	.070
	.007
	.238
	9.494
	.000

	
	ROA
	-.112
	.021
	-.139
	-5.324
	.000

	
	BMR
	.038
	.004
	.240
	9.374
	.000

	
	SRV
	.001
	.000
	.265
	10.602
	.000

	
	SR
	-.007
	.001
	-.153
	-6.385
	.000

	
	LIASTA
	.004
	.004
	.023
	.982
	.326


Table 29: Collective regression analysis including SR and LIASTA

When comparing table 27 and 28 that the choice between DISREQ and LIASTA does not matter with regard to the adjusted R-square. However, shareholder’s rights are more significantly related to cost of equity capital when using DISREQ. Furthermore, only shareholders right is significantly related to the decrease in cost of equity capital. DISREQ or LIASTA are insignificantly related to cost of equity capital. This is an indication that contrary to expectations and prior research (Hail and Leuz, 2006) securities regulation is not significantly related to the decrease in cost of equity capital after the mandatory adoption of IFRS. This difference in outcome may be due to the difference in variable choice. While the DISREQ and LIASTA variables are used in this study, Hail and Leuz (2006) used a rule of law index (LAW) and the DISREQ or SECREG variable Nonetheless, based on the results of the collective regression analysis it can be concluded that shareholder’s rights are significantly related to the decreases observed in cost of equity capital in the Netherlands, France and UK. Therefore, hypothesis five can be confirmed while hypotheses six cannot. The results that shareholders’ right are significantly related to cost of equity capital is in line with the finding of Kinsey et al. (2008) that cost of equity capital was explained by the shareholders’ rights after the mandatory adoption of IFRS.
The only hypothesis that has not been taken into consideration yet is hypothesis four. Hypothesis four raises the question whether a code law country (France) or a common law country (UK) would have experienced a greater effect on cost of equity capital after mandatory adoption of IFRS. Furthermore, the question arises what the position is of a country such as the Netherlands; which is either a common law nor a code law country.

In Paragraph 6.1 the changes in cost of equity capital during the years 2002 till 2005 were calculated respectively for each year and for the period prior and after the mandatory adoption of IFRS. By comparing the means prior and after the mandatory adoption of IFRS in the Netherlands, France and the UK it can be seen that cost of equity capital has decreased more in France (2.49%) followed by the Netherlands (2.44%) and finally the UK(1.76%). These results are according to expectations. As France is a code law country, and the UK a common law country, it can be concluded that cost of equity capital has decreased more for code law countries than common law countries. Furthermore, countries with code and common law characteristics tend to take an intermediary position between code and common law countries. Based on these results it can be concluded that legal systems were associated with the differences in cost of equity capital effects between the Netherlands, France and UK. Nonetheless, only one code, common law and intermediary country were taken into consideration in this research. Therefore, the results following from this study should be interpreted cautiously before generalizing the results to all code, common law and intermediary countries.

7. Summary and Conclusion

In this study the association between the mandatory adoption of IFRS and a possible decrease in cost of equity capital in the Netherlands, France and UK has been examined. Furthermore, a comparison was made between the differences in changes in cost of equity capital between the three countries. Finally, it has also been examined whether securities regulation and shareholder’s right were associated with the differences in effects on cost of equity capital.

Based on prior research (Daske et al. 2007; Hail and Leuz, 2007, Kinsey et al., 2008; Li, 2008 and Bevers, 2009) it is not clear whether IFRS led to a decrease in cost of equity capital. Prior studies have shown mixed results on the matter. Furthermore, there has been limited research on the effects of shareholder’s rights and securities regulation on the effects of cost of equity capital due to the mandatory adoption of IFRS.
This analysis is based on the Price Earnings Growth Method (Easton, 2004) estimating cost of equity capital from the year 2002 till 2007. Cost of equity capital was estimated for the Netherlands, France and UK based on correspondingly 257, 562 and 533 observations. The control variables used were, SIZE, CPI, LEV, BMR, SRV and IND.
The results found in the previous chapter have given an answer to the hypotheses formulated in the fifth chapter. Based on the results it could be seen that cost of equity capital has decreased in the Netherlands, France and the United Kingdom after the mandatory adoption of IFRS. Cost of equity capital has been lower in 2005 till 2007 compared to the years 2002- 2004. The latter is in accordance with expectations and therefore confirm hypothesis 1. These results are in line with the studies of Bevers (2009), Kinsey et al., (2008) and Li (2008) indicating that the mandatory adoption of IFRS led to a significant decrease in cost of equity capital. However, they contrast the results of Hail and Leuz (2007) and Daske et al. (2007). According to Daske et al., (2007) the effects on cost of equity capital are probably different across countries and according to Hail and Leuz (2007) the effects of IFRS are likely to be modest and are dependant on the method used to estimate cost of equity capital. The difference in outcome between is study and Daske et al. (2007) could be due to the difference in sample and method used to estimated cost of equity capital. Daske et al. (2007) analyze companies around the world and use the mean of the four proxies presented in the table overview (11).  The latter is also the case for Hail and Leuz (2007). Furthermore, it could be seen that cost of equity capital has decreased more in France followed by the Netherlands and finally the UK. The latter outcome is as expected and can be justified by the disclosure differences between IFRS and the national GAAPs, the differences in legal systems, shareholder rights and the differences in control variables.
Furthermore, it was investigated whether the decrease in cost of equity capital was associated with the mandatory adoption of IFRS. When executing the regression analysis it resulted that IFRS was associated to the reduction in cost of equity capital in all three countries. All controlling variables were also significantly related to the reduction, with exception of CPI and IND in the Netherlands and UK. The result that CPI and IND are not significantly associated with cost of equity capital are also identified in the studies of Kinsey et al. (2008) and Hail and Leuz (2007) (IND) and Bevers (2009) (CPI). As the results indicate that the mandatory adoption of IFRS is significantly related to COEC in the Netherlands, France and UK; hypothesis two is confirmed.

As it was expected that changes in cost of equity capital would be associated with the variables chosen it was also expected that different changes in these variables would influence cost of equity capital differently. Therefore, a t-test analysis was carried out to figure out whether there were different changes in these variables in the Netherlands, France and the UK. It resulted that there were differences in changes in LEV, BMR and ROA between the three countries. Consequently it can be concluded that heterogeneity existed between the effects on cost of equity capital in the three countries. Consequently, hypothesis three can also be confirmed. As heterogeneity existed between the effects in the Netherlands, France and the UK it was analyzed whether this heterogeneity was associated with differences in securities regulation and shareholder’s rights. As only the research of Kinsey et al. (2008) has performed such an analysis no much comparison can be made. Moreover, because the study of Kinsey et al. (2008) have only two variables corresponding to those chosen for this study, namely CPI and SIZE.  Both of these variables seem to influence COEC significantly in both studies.
The results on the collective regression analysis for the Netherlands, France and UK indicate that differences in shareholder’s rights are significantly associated with differences in effects on cost of equity capital while securities regulation (DISREQ and LIASTA) was not. Finally, based on the differences in decreases in cost of equity capital between the Netherlands (intermediary), France (code law) and UK (common law) it can be concluded that cost of equity capital has decreased more  in code law countries than in common law countries due to the mandatory adoption of IFRS. The latter is in line with the findings of Kinsey et al. (2008). Consequently, it can be concluded that differences in legal systems were associated with different effects on cost of equity capital. Based on this conclusion hypothesis four can be confirmed.
Of the results found in this study, almost half of it is represented by the Industrials sector in the Netherlands and UK and about one third in France. One of the contributions of this study in comparison to the study of Bevers (2009) is that industries have been taken into consideration. Nonetheless, it seemed the industry variable was only of significance to the decrease in cost of equity capital in France. 
As said in the introduction, the knowledge gained in this study could be relevant for countries on the process of adopting IFRS or taking IFRS into consideration. The results of this study could be relevant to each country individually, taking the countries characters into consideration. This can be diverted from the results that neither the Netherlands, France nor UK experienced the same adoption effects. Even though all the three countries experienced a decrease in cost of equity capital, the degree of adoption effects differed between them. As the results indicate these effects were associated to the legal systems and shareholder rights of the countries. Taking among others the legal system and shareholder rights of a country into consideration the adoption effects could be anticipated prior to the introduction or countries could (in)directly influence the effects.
Even though, more specific knowledge has been gained on the effects of the mandatory adoption of IFRS in the Netherlands, France and UK, the results of this study should be interpreted cautiously as it is subject to several limitations. First of all, the method chosen to estimate cost of equity capital still deals with measurement errors. Secondly, this study is not applicable to financial institutions as they were excluded from the research. Thirdly, the index used for shareholders right was developed in 1999 by LaPorta. However, afterwards there have been several changes to corporate governance in EU countries. Finally, there are limitations to generalizing the results of this analysis to all code, common law and intermediary countries as only one country has been used for each.
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9. Appendix
Appendix 1



Appendix 2 – Assumptions and Data requirement for proxies of cost of equity capital


(Botosan and Plumlee, 2005)


Appendix 3 – Regression analysis and variables Li (2008)

[image: image5.png]Cost of equity capital = ag + a;*Dummy for Mandatory IAS adopters + o2*Dummy
for Post-mandatory adoption period + az*Dummy for Mandatory IAS adopters * Dummy
for Post-mandatory adoption period + oy*Private placement + os*OTC listing+
ag*Exchange listing + a7*Inflation + as*Log_total assets + ao*Return variability +
Industry + a,*DCountry + & (1)

Cost of equity capital: the mean of rype, (implied cost of equity capital estimates based on
modified PEG ratio by Easton (2004)), ryy, (implied cost of equity capital estimates
based on Gode and Mohanram (2003)), re (implied cost of equity capital estimates
based on Claus and Thomas (2001)), and rg; (implied cost of equity capital estimates
based on Gebhardt et al. (2001)).

Dummy for mandatory IAS adopters: a dummy variable equal to one if a firm does not
adopt IAS until 2005, and zero otherwise.

Dummy f

post-mandatory adoption period: a dummy variable equal to one if a firm-
year observation falls in 2005 or later, and zero otherwise.

Dummy

or mandatory IAS adopte

Dummy for post-mandatory adoption period: the
interaction term between the two dummy variables.

Private placement: a dummy variable equal to one if a firm has a private placement under
Rule 144A according to JP Morgan ADR Analytics.

OTC listing: a dummy variable equal to one if a firm trades its shares in the over-the-
counter markets of the U.S. according to JP Morgan ADR Analytics.

Exchange listing: a dummy variable equal to one if a firm trades its shares on the NYSE,

NASDAQ or AMEX according to JP Morgan ADR Analytic:

Inflation: the yearly median of country-specific, one-year-ahead monthly inflation rates.
Log_total assets: the natural logarithm of total assets in millions of U.S. dollars at year
end.

Return variabilit

the return variability computed as the annual standard deviation of

monthly stock retur:

t year end.

Leverage: financial leverage computed as the total liabilities divided by total

year end.
Dindustry: dummy variables indicating a firm’s industry membership based on the
industry classification in Campbell (1996).

DCountry: dummy variables for countries.




Appendix 4 – Variables used to determine the Anti-directors right of LaPorta et al. 1996


Appendix 5 – Overview of Anti-directors index by LaPorta et al., 1997


Appendix 6 - Overview of variables used in LaPorta et al., (1999)


Appendix 7 – Control of Large publicly traded firms around the world (LaPorta et al 1999)

Appendix 8 – ICB Industry (Thomson one Banker)

	Dummy
	Industry

	0001
	Oil and Gas

	1000
	Basic Material

	2000
	Industrials

	3000
	Consumer goods

	4000
	Health Care

	5000
	Consumer services

	6000
	Telecommunications

	7000
	Utilities

	8000
	Financials (excluded)

	9000
	Technology


Appendix 9 – Correlation matrix Netherlands
	

	
	COEC
	IFRS
	LOG
	LEV
	BMR
	ROA
	SRV
	CPI

	COEC
	Pearson Correlation
	1
	-.227**
	-.240**
	.086
	.247**
	-.340**
	.352**
	.212**

	
	Sig. (2-tailed)
	
	.000
	.000
	.170
	.000
	.000
	.000
	.001

	IFRS
	Pearson Correlation
	-.227**
	1
	.092
	-.080
	-.306**
	.172**
	-.133*
	-.499**

	
	Sig. (2-tailed)
	.000
	
	.117
	.177
	.000
	.004
	.023
	.000

	SIZE
	Pearson Correlation
	-.240**
	.092
	1
	.340**
	-.134*
	-.038
	-.395**
	-.061

	
	Sig. (2-tailed)
	.000
	.117
	
	.000
	.027
	.529
	.000
	.295

	LEV
	Pearson Correlation
	.086
	-.080
	.340**
	1
	-.068
	-.276**
	-.045*
	.126*

	
	Sig. (2-tailed)
	.170
	.177
	.000
	
	.267
	.000
	.444
	.032

	BMR
	Pearson Correlation
	.247**
	-.306**
	-.134*
	-.068*
	1
	-.395**
	-.067
	.253**

	
	Sig. (2-tailed)
	.000
	.000
	.027
	.267
	
	.000
	.269
	.000

	ROA
	Pearson Correlation
	-.340**
	.172**
	-.038
	-.276**
	-.395**
	1
	.009
	-.120*

	
	Sig. (2-tailed)
	.000
	.004
	.529
	.000
	.000
	
	.874
	.043

	SRV
	Pearson Correlation
	.352**
	-.133*
	-.395**
	-.045*
	-.067
	.009
	1
	.080

	
	Sig. (2-tailed)
	.000
	.023
	.000
	.444
	.269
	.874
	
	.169

	CPI
	Pearson Correlation
	.212**
	-.499**
	-.061
	.126*
	.253**
	-.120*
	.080
	1

	
	Sig. (2-tailed)
	.001
	.000
	.295
	.032
	.000
	.043
	.169
	

	**. Correlation is significant at the 0.01 level (2-tailed).

	*. Correlation is significant at the 0.05 level (2-tailed).


Appendix 10 – Correlation matrix United Kingdom
	
	COEC
	IFRS
	SIZE
	LEV
	ROA
	BMR
	SRV
	CPI

	COEC
	Pearson Correlation
	1
	-.187**
	-.279**
	.136**
	-.333**
	.303**
	.330**
	-.189**

	
	Sig. (2-tailed)
	
	.000
	.000
	.001
	.000
	.000
	.000
	.000

	IFRS
	Pearson Correlation
	-.187**
	1
	.016
	.024
	.064
	-.237**
	-.111**
	.385**

	
	Sig. (2-tailed)
	.000
	
	.663
	.521
	.082
	.000
	.003
	.000

	SIZE
	Pearson Correlation
	-.279**
	.016
	1
	.152**
	.341**
	-.116**
	-.503**
	.061

	
	Sig. (2-tailed)
	.000
	.663
	
	.000
	.000
	.002
	.000
	.100

	LEV
	Pearson Correlation
	.136**
	.024
	.152**
	1
	-.177**
	-.320**
	-.221**
	.051

	
	Sig. (2-tailed)
	.001
	.521
	.000
	
	.000
	.000
	.000
	.162

	ROA
	Pearson Correlation
	-.333**
	.064
	.341**
	-.177**
	1
	-.021
	-.324**
	.047

	
	Sig. (2-tailed)
	.000
	.082
	.000
	.000
	
	.564
	.000
	.204

	BMR
	Pearson Correlation
	.303**
	-.237**
	-.116**
	-.320**
	-.021
	1
	.076*
	-.158**

	
	Sig. (2-tailed)
	.000
	.000
	.002
	.000
	.564
	
	.038
	.000

	SRV
	Pearson Correlation
	.330**
	-.111**
	-.503**
	-.221**
	-.324**
	.076*
	1
	-.144**

	
	Sig. (2-tailed)
	.000
	.003
	.000
	.000
	.000
	.038
	
	.000

	CPI
	Pearson Correlation
	.189**
	.385**
	.061
	.051
	.047
	-.158**
	-.144**
	1

	
	Sig. (2-tailed)
	.000
	.000
	.100
	.162
	.204
	.000
	.000
	

	**. Correlation is significant at the 0.01 level (2-tailed).

	*. Correlation is significant at the 0.05 level (2-tailed).


	

	
	COEC
	IFRS
	SIZE
	LEV
	BMR
	ROA
	SRV
	CPI

	COEC
	Pearson Correlation
	1
	-.211**
	-.211**
	.245**
	.343**
	-.369**
	.402**
	.124**

	
	Sig. (2-tailed)
	
	.000
	.000
	.000
	.000
	.000
	.000
	.004

	IFRS
	Pearson Correlation
	-.211**
	1
	.074
	-.089*
	-.062
	.176**
	-.195**
	-.875**

	
	Sig. (2-tailed)
	.000
	
	.066
	.026
	.122
	.000
	.000
	.000

	SIZE
	Pearson Correlation
	-.211**
	.074
	1
	.153**
	.047
	.029
	-.356**
	-.074

	
	Sig. (2-tailed)
	.000
	.066
	
	.000
	.241
	.475
	.000
	.067

	LEV
	Pearson Correlation
	.245**
	-.089*
	.153**
	1
	-.339**
	-.398**
	.258**
	.093*

	
	Sig. (2-tailed)
	.000
	.026
	.000
	
	.000
	.000
	.000
	.021

	BMR
	Pearson Correlation
	.343**
	-.062
	.047
	-.339**
	1
	.051
	-.157**
	.008

	
	Sig. (2-tailed)
	.000
	.122
	.241
	.000
	
	.208
	.000
	.848

	ROA
	Pearson Correlation
	-.369**
	.176**
	.029
	-.398**
	.051
	1
	-.373**
	-.139**

	
	Sig. (2-tailed)
	.000
	.000
	.475
	.000
	.208
	
	.000
	.001

	SRV
	Pearson Correlation
	.402**
	-.195**
	-.356**
	.258**
	-.157**
	-.373**
	1
	.191**

	
	Sig. (2-tailed)
	.000
	.000
	.000
	.000
	.000
	.000
	
	.000

	CPI
	Pearson Correlation
	.124**
	-.875**
	-.074
	.093*
	.008
	-.139**
	.191**
	1

	
	Sig. (2-tailed)
	.004
	.000
	.067
	.021
	.848
	.001
	.000
	

	**. Correlation is significant at the 0.01 level (2-tailed).

	*. Correlation is significant at the 0.05 level (2-tailed).


Appendix 11 – Correlation matrix France
Appendix 12 – Less significant regression analyses on the Netherlands

	 Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.614
	.376
	.355
	.04296


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	.259
	8
	.032
	17.579
	.000

	
	Residual
	.430
	233
	.002
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.043
	.029
	
	1.471
	.143

	
	IFRS
	-.009
	.007
	-.083
	-1.358
	.176

	
	LOG
	-.011
	.004
	-.155
	-2.470
	.014

	
	LEV2
	.071
	.023
	.192
	3.090
	.002

	
	BMR
	.026
	.014
	.127
	1.902
	.058

	
	ROA
	-.261
	.066
	-.246
	-3.938
	.000

	
	SRV
	.002
	.000
	.363
	5.686
	.000

	
	IND
	9.618E-8
	.000
	.004
	.065
	.948

	
	CPI
	.866
	.435
	.120
	1.989
	.058


 *Regression analysis including IND and CPI
	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	    2
	.614
	.376
	.358
	.04286


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	2
	Regression
	.259
	7
	.037
	20.176
	.000

	
	Residual
	.430
	234
	.002
	
	

	

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	2
	(Constant)
	.043
	.028
	
	1.556
	.121

	
	IFRS
	-.009
	.006
	-.083
	-1.360
	.175

	
	LOG
	-.011
	.004
	-.156
	-2.540
	.012

	
	LEV2
	.071
	.022
	.191
	3.178
	.002

	
	BMR
	.026
	.014
	.126
	1.937
	.054

	
	ROA
	-.261
	.066
	-.246
	-3.947
	.000

	
	SRV
	.002
	.000
	.365
	6.299
	.000

	
	CPI
	.866
	.434
	.120
	1.995
	.057


* Regression analysis including CPI
Appendix 13 – Less significant regression analyses on France
	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	2
	.598
	.358
	.351
	.04315

	

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	2
	Regression
	.544
	6
	.091
	48.720
	.000a

	
	Residual
	.976
	524
	.002
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	2
	(Constant)
	.043
	.017
	
	2.604
	.009

	
	IFRS
	-.009
	.004
	-.079
	-2.206
	.028*

	
	SIZE
	-.011
	.002
	-.174
	-4.427
	.000**

	
	LEV
	.059
	.015
	.165
	3.920
	.000**

	
	BMR
	.056
	.008
	.298
	7.380
	.000**

	
	ROA
	-.135
	.043
	-.139
	-3.166
	.002**

	
	SRV
	.002
	.000
	.308
	7.666
	.000**


Appendix 14 – Less significant regression analyses on the UK
	  Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.565a
	.319
	.309
	.03819


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	     1
	Regression
	.371
	8
	.046
	31.820
	.000a

	
	Residual
	.793
	544
	.001
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	    1
	(Constant)
	.081
	.015
	
	5.287
	.000

	
	IFRS
	-.009
	.005
	-.071
	-1.791
	.074

	
	LOG
	-.013
	.002
	-.207
	-5.213
	.000

	
	LEV
	.062
	.009
	.274
	6.959
	.000

	
	ROA
	-.093
	.025
	-.151
	-3.667
	.000

	
	BMR
	.027
	.005
	.223
	5.410
	.000

	
	SRV
	.001
	.000
	.215
	5.135
	.000

	
	CPI
	-.658
	.358
	-.072
	-1.839
	.066

	
	IND
	-7.850E-7
	.000
	-.035
	-.891
	.373


*Regression analysis including CPI and IND
	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	      2
	.564a
	.318
	.309
	.03818


	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	     2
	Regression
	.370
	7
	.053
	36.266
	.000a

	
	Residual
	.794
	545
	.001
	
	


	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	     2
	(Constant)
	.080
	.015
	
	5.237
	.000

	
	IFRS
	-.009
	.005
	-.072
	-1.825
	.069

	
	LOG
	-.013
	.002
	-.213
	-5.461
	.000

	
	LEV
	.064
	.009
	.280
	7.207
	.000

	
	ROA
	-.088
	.025
	-.144
	-3.563
	.000

	
	BMR
	.028
	.005
	.230
	5.646
	.000

	
	SRV
	.001
	.000
	.204
	5.094
	.000

	
	CPI
	-.664
	.358
	-.072
	-1.858
	.064


*Regression analysis including CPI
10. Table overview – Prior research on the link between disclosure and cost of capital
	Author
	Title
	Object of research
	Sample and Size
	Methodology
	Results

	Diamond and Verrecchia, (1991)
	Disclosure, Liquidity, and the cost of capital
	Examine the causes and consequences of liquidity and examine the effects on cost of capital
	N/A
	A model is created based on the models of Kyle (1985), Glosten and Milgrom (1985), and Admati and Pfleiderer (1988)
	- Rules and regulation reducing information asymmetry will result in higher liquidity of a company’s securities
- The increase in liquidity results in a increase in demand from investors, which in turn results in a lower cost of capital

	Garleaunu and Peterson (2004)
	Adverse selection and the required return
	Analyze how current and future adverse selection influences the required return (cost of capital)
	N/A
	A model is build based on the work of Glosten and Milgrom (1985) and Kyle (1985)
	- The bid-ask spread stemming from adverse –selection is not a cost for traders. Consequently, the bid-ask spread does not affect cost of capital directly. Yet, it does lead to distortions in the decisions of traders, resulting in allocation costs. Therefore, it does indirectly influence cost of capital.
- Cost of capital is influenced by the allocation cost stemming from adverse selection, only when the marginal investor is less likely to be informed than better informed investors

	Easley and O’Hara (2004)
	Information and the cost of capital
	Examine the influence of accounting information (public and private) on cost of capital
	N/A
	An asset-pricing model is created in which private and public information can affect the returns of assets
	- Traders demand a higher return to hold stocks with greater private information. The latter as, private information enhances the risk to uninformed traders. Informed traders are more capable of amending their decisions based on the information sustained.
- Companies can affect their cost of capital by controlling the type and amount of information available to traders

	Lambert, Leuz and Verrecchia (2007)
	Information Asymmetry, Information Precision and the Cost of Capital
	Analyze if and how a company’s accounting information is related to cost of capital, regardless of diversification
	N/A
	A model  is created in line with the Capital Asset Pricing Model (CAPM). However, this model allows multiple companies whose cash flows are correlated.
	- The quality of accounting information affects cost of capital directly and indirectly
- Directly by influencing traders’ perceptions about the distribution of future cash flow and indirectly by influencing traders’ decisions.
- A direct link is found between a company’s cost of capital, disclosure and accounting policies.

- Accounting can lower cost of capital

	Merton (1987)
	A simple model of capital market equilibrium with incomplete information
	Analyze the link between accounting information and cost of capital when investors do not possess complete information
	N/A
	
	- Risk sharing is incomplete and not efficient as traders do no possess complete information
- Higher disclosure on companies not well-known can possibly increase the amount of investors for those firms


11. Table overview – Prior research on the mandatory IFRS and cost of equity capital
	Author
	Title
	Object of Research
	Sample & time period
	Methodology
	Results

	Daske, Hail, Leuz and Verdi (2007b)
	Mandatory IFRS Reporting Around the World: Early Evidence on the economic consequences
	Examine the economic consequences of mandatory IFRS reporting around the world by analyzing the effects on the market liquidity, cost of capital and Tobin’s q
	6500 firms in 26 companies around the world

 (2001-2005)
	Regression Analysis 

Dependable variable: Economic consequences (including liquidity, cost of equity capital and Tobin’s q)

Control Variables:  risk-free rate, firm size, financial leverage, return variability, and forecast bias.

Cost of equity capital estimation

Average of the models of Gebhardt et al. (2001), Claus and Thomas (2001), Gode and Mohanram (2003), and Easton (2004)
	· Cost of equity capital increases in the year that IFRS becomes mandatory, and decreases significantly prior to the introduction.
· IFRS implementation and effects are probably different across countries. The effects are smaller in countries with fewer differences between domestic accounting standards and IFRS and have been constantly working towards a harmonization with IFRS
· The countries of the EU experience stronger mandatory adoption effects than the rest of the world

	Hail and Leuz (2007)
	Capital Market Effects of Mandatory IFRS Reporting in EU: Empirical Evidence
	Provide a review and analysis of the effects ( cost of equity capital and liquidity) of mandatory IFRS reporting in the EU
	21656 firm-years from 5683 EU firms (2001-2005)
	Regression analysis
Dependable variable: Economic consequences (including liquidity, cost of equity capital and Tobin’s q)

Control Variables: risk-free rate, firm size, financial leverage, return variability, and forecast bias. 

Cost of equity capital estimation

Average of the models of Gebhardt et al. (2001), Claus and Thomas (2001), Gode and Mohanram (2003), and Easton (2004)
	· The effects of IFRS are likely to be modest. For the mandatory IFRS period cost of capital is lower for all firms reporting under IFRS in comparison tot non-IFRS firms. Nevertheless, the evidence is of small extending and dependant upon the method used to estimate cost of capital

	Kinsey, Jermakowicz, Vongphanith (2008)
	Capital market consequences of European Firms’ Mandatory Adoption of IFRS
	Investigate the capital market consequences of European firms’ mandatory adoption of IFRS by examining whether the value relevance of earnings and information content of earnings announcements increased, and cost of equity capital decreased after 2005
	157 European firms that implement IFRS
	Regression Analysis

Dependable variable: Implied cost of equity capital

Control variables: Size, Law, Shareholder rights, Debt, CPI and GDP

Cost of equity capital estimation:

Price Earnings Growth Model (Easton, 2004) and Francis (1995)
	· The introduction of IFRS has a positive effect on EU capital market, as the adoption is associated with an increase of information content a significant lower cost of capital than before the introduction.

· Cost of equity capital decreased for firms in code law and common law countries.

· The effects of the mandatory adoption are different for companies in code law and common law countries. Companies in code law countries have a more significant reaction to the mandatory adoption.

· Accounting standards in common law countries are more similar to IFRS

	Li (2008)
	Does Mandatory Adoption of International Accounting Standards reduce the Cost of Equity Capital?
	Examine whether the mandatory adoption of IAS in the EU results in a reduction in cost of equity capital
	1084 companies in 18 EU countries
	Regression Analysis

Dependable variable: Implied cost of equity capital

Control variables: US, CPI, SIZE, return variability, financial leverage, industry and country fixed effects

Cost of equity capital estimation:

Average of the models of Gebhardt et al. (2001), Claus and Thomas (2001), Gode and Mohanram (2003), and Easton (2004)
	· There is a significant reduction in cost of equity capital due to the mandatory adoption of IFRS.

· Mandatory IFRS reduces cost of equity capital only in countries with strong enforcement mechanisms, consistent with the quality of legal enforcement being an important factor for effective accounting changes.

· IFRS reduces cost of equity because of the increased disclosure and the enhanced comparability.

	Christensen, Lee and Walker (2007)
	Cross-chapteral variation in economic consequences of international accounting harmonization: The case of mandatory IFRS adoption in the UK
	Examine whether companies would possibly have voluntarily adopted IFRS prior to the mandatory date if it was possible
	United Kingdom and Germany
	Easton (2004), Ohlson and Juettner-Nauroth (2005)
	· Mandatory IFRS has diverse effects on cost of equity capital depending on the company’s characteristics. As these effects are diverse, the effects on cost of equity are also diverse. This makes it impossible to conclude whether mandatory IFRS leads to a lower cost of equity capital.

	Bevers (2009)
	De gevolgen van IFRS voor de cost of equity capital
	Analyze the consequences of the mandatory adoption of IFRS on the cost of equity capital in the Netherlands
	62 firms in the Netherlands 

(2003-2006)
	Regression Analysis
Dependable variable: Implied cost of equity capital

Control variables: VAR, LEV, BMR, ROA, US, SIZE, CPI

Cost of equity capital estimation: 
Price Earnings Growth Model (Easton, 2004)
	· There is a negative relation between cost of equity capital and the mandatory adoption of IFRS

· A significant decrease can be detected in cost of equity capital after the mandatory adoption of IFRS
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Table 1 (Street, 2002)
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These countries (excluding Italy and France) are not chosen for the research in this study, as a different situation emerges because of the ruling. Therefore, the comparability with the Dutch situation decreases as companies were allowed to apply IFRS much earlier.


� Significant at a significance level of: *=10%, **=5% and ***=1% 
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