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ABSTRACT

This research aimed to dlrectly evaluate the 1mpact of the accounting regulatory flexibility movement on the comparablhty of financial
reports. The country chosen for the analysis was Brazil, because it was one of the few countries in the world where a process of regulatory
change from a completely rule-based standard with a stronglink to tax accounting (Lopes, 2011) to a principle-based standard with greater
need for decision by managers who prepare the financial reports took place. To measure comparability, the accounting function similarity
model developed by DeFranco, Kothari and Verdi (2011) was used. The companies analyzed were all listed ones with full data for the = -
period concerned having, at least, a pair company within the same economic activity sector. To obtain the research results, we adopted
a panel data model where the years 2005 to 2012 were compared to the year 2004. The results obtained prove that, on average, there was

~ no significant decrease in the comparability level within country during the regulatory transition period in Brazil. On the contrary, there
was an increase in genuine comparability in the year 2012 when compared to 2004. In the model adjusted by stepwise, the years 2011 and
2012 had a significantly higher average comparability when compared to 2004. The results found corroborate other researches addressing

* the quality of accounting information (Collins, Pasewark, & Riley, 2012; Psaros & Trotman, 2004; Agoglia, Doupnik, & Tsakumis, 2011)
and prove the superiority of the principle based standard also over the comparability of financial reports. The main conclusion of this
research is that increasing managers dlscretlonary power through ﬂex1b111ty of accountlng standards does not decrease the comparablhtyA
of f1nanc1al reports. Lt 1 : J il ' :

Keywords comparablhty, regulatlon, Internatlonal Fmanaal Reportmg Standards, prmaples rules.

* Paper presented at the XXXIX National ANPAD Meeting, Belo Horizonte, Brazil, September 2014.
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1 INTRODUCTION

The corporate scandals that occurred in the begin-
ning of the last decade (e.g. Enron and WorldCom) and
the subprime crisis in the USA rekindled an old debate
between accountants on how accounting should be re-
gulated: according to rather strict and specific rules or
rather flexible and generic principles — for more details
see Merino and Coe (1978).

According to the Securities and Exchange Commis-
sion (SEC) (2003), accounting standards may be gene-
rally divided into two types: those based on rules and
those based on principles. According to the entity, those
based on principles are typically characterized by a con-
tent rather aimed at the intentions instead of the actions,
i.e. there are general guidelines, but no detailed imple-
mentation guide. In turn, the standards based on rules
have a certain level of detail concerning their implemen-
tation and greater compliance. Regarding this theme,
Collins, Pasewark and Riley (2012) claim that, according
to this characterization, for a given scenario of financial
reporting, standards based on principles require from
a professional accountant greater judgment, while tho-
se standards based on rules requiring greater expertise
in seeking legislative knowledge. Researchers claim that
most accounting standards - either the U.S. or the In-
ternational Financial Reporting Standards (IFRS) - have
an extension based on rules, i.e. they contain rules that
a certain entity must follow to report specific transac-
tions. However, they may vary in the specificity degree
(bright lines), where the more specific (smaller space for
judgment) are those based on rules and the less specific
(larger space for judgment) are those based on principles.

In the discussion between rules and principles there
are arguments for both sides. Those who support prin-
ciples claim they improve quality in the information en-
vironment and not necessarily increase variability in the
accounting outcomes (Silva, 2013; Agoglia, Doupnik, &
Tsakumis, 2011; Donelson, Mclnnis, & Mergenthaler,
2012; Jamal & Tan, 2010; Mergenthaler, 2009; Stolowy &
Ding, 2003; Psaros & Trotman, 2004; Iatridis, 2010). Tho-
se supporting rules point out the contrary: that without
the latter, there is no comparability and managers might
be susceptible to greater manipulation of outcomes (Sun-
der, 2009; Schipper, 2003; D’Arcy, 2000). As noticeable
in both arguments, the discussion revolves around the
comparability of financial reports. By adopting the IFRS
around the world, many countries (e.g. Brazil, Germany,
and China) have undergone a change from their rather
specific rule-based accounting standards, often linked
to tax issues, to principle-based standards - such as the
IFRS (Tweedie, 2007) - and perhaps the main justifica-
tion in a large part of the countries that decided to adopt
the IFRS is increasing comparability between different
countries.

Although there is a real relationship between compa-
rability and accounting regulation, little is known about

the behavior of the latter (Ball, 2006; Madsen, 2011). In
the case of adopting international standards, the gain in
comparability between companies from different coun-
tries is due to using a single standard and it is already
expected, because there is a convergence of regulation
that restricts accounting choices by managers and audi-
tors within the same spectrum. On the other hand, the
gain in comparability between companies from different
countries may have generated a decrease in comparabi-
lity between companies from the same country that had
already adopted a single accounting standard, often more
restrictive in accounting choices when compared to the
international standards. On this regard, a technical study
conducted by the Foundation Institute for Accounting,
Actuarial, and Financial Research (FIPECAFI) and Ernst
& Young (2013, p. 7) highlights, in the Brazilian context,
that “the way how some IFRS are applied has not become
a consensus among market participants, yet, something
which raises doubts about comparability of financial sta-
tements.”

In the academy there is also no consensus about the
role of regulation concerning comparability (Cole, Bran-
son, & Breesch, 2012). On the one hand, some authors
argue that the standards based on principles increase the
level of judgment and the diversity of interpretations of
accounting phenomena, thus they can decrease the con-
sistency and comparability of financial reports (Sunder,
2009; Schipper, 2003; D’Arcy, 2000). On the other hand,
certain authors argue just the opposite, i.e. an increased
level of judgment allows managers to incorporate more
properly the economic events and their various nuances
in accounting numbers, thus increasing their compara-
bility (Dye & Verrecchia, 1995; Securities and Exchan-
ge Commission, 2003; Agoglia et al., 2011). The studies
by Collins et al. (2012) and Agoglia et al. (2011) found
differences between accounting choices (and, as a con-
sequence, in the final outcome of financial reports) by
managers working under rather strict regulatory systems
when compared to those working under rather flexible
systems, although in the latter no rather scattered outco-
mes have been found. In turn, Dye and Verrecchia (1995)
argue, based on their research, that a pattern with greater
discretion is more informative than a strict pattern. Ho-
wever, such flexibility can increase opportunistic mana-
gement of outcomes by preparers of financial statements.

Although there are empirical studies that evaluated
the effects of regulatory changes on outcomes of finan-
cial reports or on the interpretive behavior of a manager
in translating economic events into accounting numbers
(Agoglia et al., 2011; Collins et al., 2012; Dye, 1985; Dye
& Verrecchia, 1995; Psaros & Trotman, 2004; Stolowy &
Ding, 2003; Ashbaugh, 2001; Ashbaugh & Pincus, 2001;
Nelson, 2003; Jamal & Tan, 2010; Donelson et al., 2012),
there is little prior evidence of the impact of regulatory
flexibility directly on the comparability of financial re-
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ports. As this information feature is linked to quality of
the information environment that, in turn, may affect
proper functioning of the economy and the relationship
between regulation and comparability has not been well
established, yet, there emerges the guiding question of
this paper: Which is the effect of regulatory flexibility on
the comparability of financial reports?

This is a critical issue both in the domain of the adop-
tion of international standards and outside it. This pa-
per, in general, may help pointing out the impact of a
standard based on rules or principles concerning compa-
rability that, according to Schipper (2003) and Kothari,
Ramanna and Skinner (2010), is the very driving force
through which accounting standards are created. In turn,
regarding the convergence process there is a need to eva-
luate to what extent a trade-off from external to inter-
nal comparability takes place, i.e. there is no use in the
foreign markets gaining an advantage in the allocation
of capital if such a gain occurs at the expense of greater
deficiency in the resource allocation process within this
economy. The question is whether the gain in external
comparability (between countries) empirically proved by
some studies (Yip & Young, 2012; DeFond, Hu, Hung &
Li 2011; Barth, Landsman, Lang & Williams, 2013) oc-
curs at the expense of decreased internal comparability
(between companies in the same country — within coun-
try) generated by regulatory flexibility. To answer these
practical questions, there is a need to examine how the
regulatory flexibility process can impact comparability.

The main challenge of this research type is identifying
a feasible window of accounting system change to iso-

2 THEORETICAL FRAMEWORK

late the effects of regulatory flexibility. Many European
countries have experienced changes in their accounting
systems with mandatory IFRS adoption in 2005. Ho-
wever, there are few countries where this process was
so clear and distributed as in Brazil. According to Car-
valho and Salotti (2013), Brazil is a rare example of a
country that has adopted the full international standard,
not only concerning consolidated financial statements,
but also individual statements. What we notice, in the
Brazilian case, is the gradual change from a completely
rule-based accounting standard, linked to tax standar-
ds and without much room for interpretation (Lopes,
2011; Lopes & Walker, 2010) to rather flexible accoun-
ting standards and based on principles, such as the IFRS
(Tweedie, 2007). According to the Foundation Institute
for Accounting, Actuarial, and Financial Research and
Ernst & Young (2013, p. 7), in Brazil there was a “change
from rule-based accounting to principle-based accoun-
ting” According to these entities, regulatory flexibility
increased the complexity of procedures for recognizing,
measuring, and disclosing accounting information, thus,
greater subjectivity and higher degree of judgment were
provided to the statements. It is also worth noticing that
this change occurred in isolation, i.e. the other variables
that could impact the outcomes of financial reports (and,
as a consequence, comparability), such as incentives to
managers, audit quality, level of enforcement, ownership
structure, and institutional features (Holthausen, 2009)
remained relatively constant within this period, making
the Brazilian regulatory case the optimal example to in-
vestigate this research question.

2.1 Concept of Comparability

The view of comparability used in this research is the
same adopted by agencies that regulate accounting: the Fi-
nancial Accounting Standards Board (FASB) and the Inter-
national Accounting Standards Board (IASB). According
to these entities:

Comparability is the qualitative feature that enables
users to identify and grasp similarities and differences
between the items. Unlike other qualitative features,
comparability is not related to a single item. Comparison
requires at least two items (Financial Accounting Stan-
dards Board, 2010; International Accounting Standards
Board, 2010).

According to Simmons (1967), with a view to make
users able to effectively compare the economic and finan-
cial performance of a company to another one or the same
company, over time, there is a need that companies sub-

ject to the same economic event and the same institutio-
nal conditions recognize and measure patrimonial facts in
a similarly way. Only disclosing numbers in the same way
does not guarantee comparability; they must also represent
the same goal. This is perhaps the main limitation of pre-
vious studies testing the comparability of financial reports.
A large part of the previous research on the theme adopted
metrics based on market concentration indices for accoun-
ting policies (Taplin, 2010). Such metrics capture only the
ex-ante dimension of comparability and they do not link
the economic event and its translation into the accounting
model of companies, i.e. they are measurements related
only to the inputs. For these models simply using the same
accounting policy in the companies was already regarded
as a measurement of comparability. Now, knowing whether
economic events were the same for such a policy is another
issue outside the scope of these metrics. This limitation en-
ded up just restricting the application of indices of the me-
asurement of accounting policies rather as a measurement
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of uniformity than actually comparability, according to
the concept of the Financial Accounting Standards Board
(2010) and the International Accounting Standards Board
(2010).

The first measurement of comparability that managed
to capture the two dimensions (ex-ante and ex-post) of the
phenomenon was recently developed by DeFranco, Kotha-

Financial Statements i

In this function, fi [ ] represents the accounting system
of a firm i. DeFranco et al. (2011) state that two compa-
nies have comparable accounting systems if, for the same
type of economic event, they produce similar accounting
outputs. This way of measuring comparability has a big
advantage, because, unlike the indices of harmonization,
which are measurements calculated having the accoun-
ting model inputs as a basis (it is needed to calculate an
index for each accounting policy), the model of similarity
is a measurement of output, i.e. its number is a final mea-
surement of comparability (DeFranco et al., 2011).

To operationalize the measurement of comparabili-
ty in the model by DeFranco et al. (2011) two pieces of
information are required: profit and return. Profit repre-
sents the final product of the accounting system, where a
large part of choices in a company is reflected concerning
the recognition and measurement of economic events to
which it is subject. In turn, the return is the proxy adop-
ted to represent the economic event. According to Beaver,
Lambert and Ryan (1987), the accounting system recogni-
zes economic events after the recognition of stock prices,
i.e. price reflects faster economic events than profit (for
empirical evidence see Aylward & Glen, 2000, and Ryan,
1995, and, in Brazil, Brugni, Favero, Flores, & Beiruth,
2015, and Favero, 2015). This representation allows us to
infer that profit (final result of the accounting translation
in the economic event) has a direct relationship with re-
turn (economic event), thus to obtain the measurement of
comparability there is a need to calculate the time series
of profit in relation to return. The linear coefficient and
the slope coeflicient of this line are the accounting func-
tion of the company.

To achieve a measurement of comparability there is
a need to calculate the accounting functions for compa-
nies on an individual basis. Then, the economic event of
a company is determined and we take advantage of func-
tions of the other entities subject to the same economic
events (e.g. companies in the same economic activity

ri and Verdi (2011) and it was named as similarity of the
accounting function. According to these authors, the rea-
soning underlying their model is grounded in the premise
that the results provided by accounting are a translation of
economic events to which an entity is subject, i.e. the ac-
counting numbers are a function of economic events, whi-
ch may be represented as follows:

= fi [Economic Events]

sector). The final measurement of comparability is the
distance between these two functions given an economic
event in common.

The model proposed by DeFranco et al. (2011) has its
rationale linked to the concept of comparability under-
lying the conceptual framework, i.e. comparability is the
feature of accounting information that allows us to iden-
tify similarities and differences between the accounting
functions of two or more companies (International Ac-
counting Standards Board, 2010; Financial Accounting
Standards Board, 2010). Thus, if two companies have the
same set of economic events, the more comparable their
accounting functions, the more similar their accounting
numbers.

2.2 Standards Based on Rules or Principles

Although there is no complete differentiation border
between standards based on rules or principles, there is
a key difference: their level of specificity. Kothari et al.
(2010) claim that, in an extreme view, under a regulatory
system based on principles, regulators define a range of
principles and allow all interested parties to apply these
principles in the specific economic contexts found. Con-
versely, in a system based on rules, regulators provide the
same parties with detailed guides on how they should re-
cognize, measure, and highlight the different economic
contexts, minimizing the requirement to exert judgment
by managers and other related parties.

Due to such aspects, a key issue for regulators is deci-
ding the optimal level of discretion to be allowed to ma-
nagers in their accounting practices. According to Kotha-
ri et al. (2010), the discretionary level of managers in the
preparation of financial reports is related to the type of
accounting standard to which they are subject. According
to the authors, the debate between regulators of costs and
benefits about allowing a greater amount of choices to de-
termine accounting numbers is the foundation of discus-
sion between standards based on rules or principles.
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Figure 1

Difterences between the spectra of accounting choices in the regulatory system based on principles compared to

the system based on rules.
Source: Kothari et al. (2010).

In Figure 1 we observe the operation of the mecha-
nics of the two types of regulatory standards regarding the
accounting choices suitable to each of them. According
to Kothari et al. (2010), the gradual border of financial
choices between regulators, boards, accountants, and au-
ditors of the motivating patrimonial event up to the oc-
casional accounting method chosen takes the shape of a
deep funnel in principle-based standards and the shape
of a shallow funnel in rule-based standards. The funnel
shape and depth, in fact, reflect the constraints of com-
panies when applying their accounting policies. Such a
limitation is a function of the autonomy degree to choose
accounting policies guaranteed by the regulatory levels.

Kothari et al. (2010) claim that the idea, in theory,
behind a principles-based system is setting broad limits
of accounting choices and allowing companies, also their
managers, auditors, and accountants to pursue accoun-
ting practices within these limits. The reasoning behind
such a regulatory strategy is that managers have specific
knowledge about the economic situation of their business,
including regulatory, contractual, fiscal, and political en-

vironments, therefore, they are able to meet more ade-
quately the requirements of various contracting parties,
as well as to take into account aspects that only providers
of such information could make available when preparing
their financial reports. In turn, in the rule-based system,
the behavior forms and accounting choices are dictated
by regulatory standards in a specific way, leaving the ma-
nager without much room for innovation, given that she/
he might have to fit her/his accounting policies in a fra-
me that does not always reflect the various nuances of the
dynamic business environment concerned (Securities and
Exchange Commission, 2003).

2.3 Previous Research Addressing Standards
Based on Rules or Principles and its Impact
on Financial Reports

Despite the discussion on flexibility versus standardi-
zation is an old issue in the accounting scenario, it has
gained an extra breath with the recent economic crises.

Accounting frauds committed by the companies Enron

and WorldCom raised an old argument about the exis-
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tence of bright lines in the accounting standards based on
rules (Kothari et al., 2010) and how the standards based
on principles could solve such problems. Anchored in this
debate, there emerged some papers seeking to analyze the
impact of each type of system in theoretical and empiri-
cal terms. The FASB in 2002 and the SEC in 2003 created
committees to examine in greater depth the difference
between standards based on rules or principles. Reports
from the two committees reached similar conclusions.
According to the Financial Accounting Standards Bo-
ard (2002), the adoption of a regulatory system based on
principles (rather than on rules) might result in a higher
level of judgment on the part of those responsible for pre-
paring financial reports. This greater subjectivity, in turn,
might lead to accounting policy choices that better reflect
the economic substance of transactions, increasing trans-
parency, comparability, responsiveness to new phenome-
na, and exchange of funds across borders. The Securities
and Exchange Commission (2003) also concluded that
the regulatory system based on principles is superior, but
the entity provided a distinction between the traditional
system based on principles and that based on goals, who-
se effectiveness, according to the entity, is even bigger.

As for empirical papers addressing the differences be-
tween regulatory systems and their effects on the quality
of accounting information or on how a manager deter-
mines her/his accounting policies, what takes advanta-
ge is also the standard based on principles. Webster and
Thornton (2004) analyzed the quality of accruals among
reports from the Canadian companies that reported ac-
cording to their local standard and the U.S. accounting
principles (U.S. generally accepted accounting principles
- USGAAP). The researchers concluded that the quality
of accruals is higher in the regulatory system based on
principles from Canada than in the system based on ru-
les from the USA. Kohlbeck and Warfield (2010) found,
in turn, features in the system based on principles rela-
ted to a higher quality of prediction by market analysts
in their assessment reports. In turn, Mergenthaler (2009)
has investigated the impact of the system based on rules
on managing outcomes and found evidence that such a
system has a significant relationship with the magnitude
of management of outcomes and the likelihood that the
manager is penalized by the market surveillance authority

3 RESEARCH DESIGN

is lower than in the principle-based system, i.e. in stricter
regulatory system companies practice more management
of outcomes and are less likely to be punished.

Another study that investigated the relationship be-
tween the two accounting standard systems was Collins
et al. (2012). The objective of this research was analyzing
variation in the classification of leasing operations in
both types of regulations. Collins et al. (2012) found ro-
bust evidence that companies subject to the USGAAP are
more likely to classify their leasing operations as opera-
tional than the companies subject to the IFRS. The rese-
archers also found evidence that the outcomes reported
according to the international standard are less dispersed
when compared with the outcomes reported according to
the USGAAP. This suggests that variability in the final ou-
tcome of financial reports is lower in the principle-based
system, something which contradicts the rationale of ru-
le-based standards a little bit.

In the line of experimental studies, the results obtained
also favor principle-based standards. Psaros and Trotman
(2004) compared the judgments of management regar-
ding the consolidation of accounting statements in two
different regulatory environments, one tighter and ano-
ther more flexible. Although both groups had the same
incentive not to consolidate (and consolidation was the
right response), the researchers were faced with a signi-
ficantly greater number of individuals who choose not to
consolidate in the regulatory system based on rules when
compared to the system based on principles. According to
the authors, their findings contradict the arguments that
inaccurate standards taking into account the substance
under the form makes them less effective to fight biases in
financial reports when compared to rule-based standards.
Corroborating the findings of Psaros and Trotman (2004),
Agoglia et al. (2011) observed in their experiments that
financial directors subject to a more flexible regulatory
system are less exposed to aggressive practices in finan-
cial reporting than financial directors in stricter systems.
Overall, based on these studies, we notice the existence of
a proven superiority of the standard based on principles
over the standard based on rules. Regulatory flexibility
may fail to reduce variability in the outcomes disclosed in
the financial reports, indeed, Collins et al. (2012) found
the exact opposite.

Methodologically, this research may be classified as
descriptive and, predominantly, quantitative. Data are se-
condary and they were collected resorting to the software
Economadtica® and the websites of the Brazilian Securities
Commission (CVM) and the Brazilian Securities, Com-

modities, and Futures Exchange (BM&FBOVESPA). The
dependent variable is the comparability of financial state-
ments and the objective of this research is examining how
such a measurement behaved in face of the regulatory fle-
xibility that took place in Brazil within a time series from
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2004 to 2012. To measure comparability, we adopted as a
metrics the model similarity of the accounting function de-
vised by DeFranco et al. (2011). To test the behavior of the
variable concerning the regulatory flexibility, we chose the
panel data statistical approach.

3.1 Comparability Measurement

The measurement of comparability used in this resear-
ch was the similarity of accounting function proposed by
DeFranco et al. (2011). As a measurement of output, the
comparability obtained by means of this model has some
advantages, such as increased robustness in statistical analy-

ROA, =« + B Return, +¢,

where:

ROA, = Quarterly net profit on the final total assets of
firm i for non-consolidated period t.

Return, = Quarterly average return of firm i for pe-
riod t, calculated having as a basis the close stock price
of those with greater presence adjusted for dividends and
splits.

The use of stocks with bigger presence aimed to avoid
distortions in the measurement of comparability that
could arise due to a potential lack of trading of some ordi-
nary shares. To select the type of share, we calculated the
average number of trading days. We selected the types of

AN

E(ROA) =&

sis, lower bias of the researcher, and higher reliability in data
collection. Moreover, it was widely used in recent studies on
the theme (DeFranco et al., 2011; DeFond et al., 2011; Bar-
th, Landsman, Lang & Williams, 2012; Brochet, Jagolinzer
& Riedl, 2013; Lang, Maffett & Owens, 2010; Fang, Li, Xin
& Zhang, 2012; Neel, 2013; Peterson, Schmardebeck & Wi-
lks, 2012; Yip & Young, 2012; Barth et al., 2013; Sohn, 2011;
Cascino & Gassen, 2012; Kim, Kraft & Ryan 2013), and this
already guarantees an external validation to it.

The first step in the composition of such a metrics was
estimating the individual accounting function of each com-
pany based on the last 12 quarters by using this equation:

share (ordinary or preferred) showing the greatest daily
average presence within the period. After this selection,
there was no exchange between the type of share from
one quarter to another. This served to avoid the effect of
such an exchange in return, as the prices of preferred and
ordinary shares are different.

After estimating the parameters of individual func-
tions, it was necessary to design the expected ROA -
E(ROA) - for each company having the regressions ob-
tained as a basis. First, it was necessary to estimate the
expected ROA specific to the company within the period
according to this function:

AN
+BReturn, 2l

i

Later, we calculated the expected ROA for the same company with the estimators of other companies in the same sec-

tor, according to this equation:

A
.
J

E(ROA), =

The idea is maintaining a steady economic event, by
using the estimators of a company in an economic event
of another one, thus the measurement of comparability is
the average distance between these two functions for each
quarter - E(ROA,) - E(ROAijt). According to DeFranco et

=_1
Compbijt =5 b'e

t-11

AN
+ B Return, 8l

al. (2011), the closer the two functions, the greater compa-
rability between companies.

To measure individual compability between pairs, we
calculated the average proximity of each function for a pe-
riod (quarter) according to this formula:

2 |E(ROA),,-E (ROA), |
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where:

Compbijt = Relative individual measurement of compa-
rability for company i based on company j.

E(ROA, ) = Return on assets expected for company i ba-
sed on the estimators of company i and the return of firm i
within the period t.

E(ROA,) = Return on assets expected for company i ba-
sed on the estimators of company j and the return of firm i

COMPM, =

where:

COMPM, = Individual measurement of comparability
for each company in relation to pairs in the sector.

Compbijt = Relative comparability measurement of
each pair of companies.

n = Number of companies in the sector (or those under
comparison).

In relation to the original model by DeFranco et al.
(2011) there were three adjustments in this study: in the
estimation period of individual functions (16 to 12 quar-
ters), in the deflator to determine the effect size (total as-
sets), and in the measurement of profit used (due to the
transition period, the measurement of operational profit
originally employed has different elements before and after
the international standards). The objective of profit in the
model of comparability is representing the set of accoun-
ting choices made by the manager in a given period. The
ideal might be using the comprehensive outcome, since
this is the measurement that represents the largest number
of possible accounting policies adopted by the manager.
However, in this case, as the study period is prior to the
IFRS adoption, this measurement did not exist, something
which prevents its use. The second accounting measure-
ment that covers more manager discretionary decisions is
net profit, which, despite the possibility of being affected
by leverage-related problems, constitutes a measurement
that may be compared throughout the period before and
after adopting the international standard. Net profit was
also employed in other studies, such as Yip and Young
(2012) and Brochet et al. (2013). Yip and Young (2012)
also used ROA in the same way as calculated in this rese-
arch. Both in this research and in other studies adopting
similar adaptations (Yip & Young, 2012; Lang et al. 2010;
Cascino & Gassen, 2012; Brochet et al., 2013) no signifi-
cant bias was noticed in relation to the original measure-
ment by DeFranco et al. (2011).

3.2 Researched Universe and Data Collection

The universe of companies used in this article was se-
lected intentionally through the software Economadtica®. The
first selection needed was the primary country of research.

within the period t.

The measurement of comparability obtained according
to the equation above is a relative measurement, i.e. it me-
asures the average distances between the functions of two
isolated companies. For obtaining a measurement of gene-
ral individual comparability with pairs in the sector there is
a need to calculate the average of these distances between
reference companies, according to this equation:

Compb,, B

n

Having in mind that the aim of this article is identifying how
regulatory flexibility impacts on comparability, we chose to
use only one country to limit the effects of institutional and
economic differences on the results obtained. Brazil was the
country chosen because a well-known process of regulatory
flexibility has taken place in it in recent years.

The second selection was made in the economic activity
sector under analysis. To choose sectors, level 2 of the North
American Classification System (NAICS) was used. Level 2
of the NAICS was used a large part of the studies investi-
gating comparability within sectors (DeFranco et al., 2011;
Yip & Young, 2012; Lang et al., 2010). The selected sectors
were those with more than a company having quarterly data
available from 2002 to 2012. The accounting function is es-
timated through quarterly data for three years before the
base period. Therefore, to calculate the year 2004 data from
early 2002 were needed.

Overall, nine sectors met this condition, excluding the
banking sector, because banks do not file their quarterly sta-
tements in accordance with the IFRS. In the end, eight eco-
nomic activity sectors were analyzed (heavy construction;
electric power companies; transport equipment industry;
metal products industry; textile industry; chemical indus-
try; steelworks; and telecommunications). Embraer S.A.
and Gerdau S.A. were excluded from the study because the
first has as its functional currency U.S. dollars and its acti-
vities are primarily concentrated abroad, something which
could distort comparability to the other companies in the
sector. The second was excluded because it has a wholly ow-
ned subsidiary in the same sector, something which could
also bias the outcomes. In the end, a total of 54 companies
with data in the time series between 2002 and 2012 were
analyzed.

After determining the companies addressed in the
analysis, it was time to collect the data needed for the stu-
dy. To obtain all information needed to conduct the re-
search we used: the software Economadtica® (for indicators
and variables related to financial and market statements),
the site of the CVM (for data related to audit companies),
and the site of the Bovespa (for information on corporate
governance).
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3.3 Data Analysis

To answer the question proposed by this research, we chose the panel data analysis technique. The theoretical model

adopted in this research may be represented as follows:

Comparability = f (D.YEAR; Controls)

The variable D.YEAR is qualitative and it was opera-
tionalized with dummies for each year representing the
period from 2005 to 2012 where the reference year was
2004. The year 2005 was chosen as the starting point, be-
cause the first rather concrete initiatives occurred in it
(such as the creation of the Brazilian Accounting State-
ments Committee (CPC) and the issuance of CPC 01 on
the impairment test) regarding the convergence of Bra-
zil to the international standard. The remaining periods
prior to the year 2010 represent the regulatory transition
period and since 2010 the period is regarded as full-IFRS.
The year 2004 was chosen as a base, because it is a relati-
vely recent period and prior to the effect of convergence
to the IFRS. As it takes three previous years of data to cal-
culate the accounting function, going back a longer time
might cause a considerable decrease of companies with
data available to analysis.

In turn, regarding the control variables, theoretically
the measure of comparability used in this research has a

very close relationship to accounting choice theories and
quality of profits. For instance, the variable Earnings per
share (EPS) is a measurement that reflects company’s per-
formance to a shareholder and it is widely used in con-
tracts with variable remuneration for managers (Ittner,
Larcker & Rajan, 1997; Young & Yang, 2011). Due to this
fact, in order to achieve a specified profitability goal, ma-
nagers may engage in accounting practices that do not re-
flect the economic reality of their business, thus affecting
the comparability of financial reports.

Dechow, Ge and Schrand (2010) distribute the deter-
minants of profit quality into six categories: (i) companies’
characteristics; (ii) financial reporting practices; (iii) go-
vernance and control mechanisms; (iv) audit; (v) capital
market incentives; and (vi) external factors. In this article,
the practical categories of financial reports and external
factors are already naturally controlled by the sectors. The
other variables, with their references, are displayed in Ta-
ble 1.

Table 1 Variables used in the model
Dependent Variables
Variable Description Operation Main References
individual bili ROA, =a;+
COMPM Average in 1V|.ua. comparability B.Return, +¢. DeFranco et al. (2011)
based on pairs in the sector. i i " i
Independent Variables of Interest and Control
Variable Description Operation Main References
g . Dummies representing the years .
YEAR Regulatory flexibility period between the period 2005 0 2012. Lopes (2011); Carvalho and

occurred in Brazil.

The base year was 2004. Salotti (2013)

EARNINGS PER SHARE for shareholders.

It serves to represent performance

Dechow et al. (2010); Doyle, Ge

(Net Profit)/(Shares in Circulation) and Mevay (2007)

Measurement of operational
performance and the company

OPERATING LEVERAGE
cost structure.

(Gross Profit)/(Gross Profit — Selling
Sohn (2011); Francis, Hanna and

Expenses and Administrative )
Vincent (1996)

Expenses)

It serves to measure company
gross indebtedness in relation to

DEBT-EQUITY RATIO
its equity.

Dhaliwal, Salamon and Smith

(Gross Indebtedness)/(Equity)
(1982); Lilien and Pastena (1981)

Increased or decreased percenta-

GROWTH

relation to the previous year.

ge in company gross revenue in

Lee, Li and Yue (2006); Dechow
etal. (2010); Mcvay, Nagar and
Tang (2006)

(Gross Revenue, — Gross Reve-
nue_)/Gross Revenue, ,

It measures business growth

PRICE BOOK RATIO

expectations for the market.

Lee, Li and Yue (2006); Dechow
et al. (2010); Mcvay, Nagar and
Tang (2006)

(Amount of Ordinary Shares x
Price)/(Equity)

Total company assets turned into

SIZE
a logarithmic base.

Watts and Zimmerman (1986);

Ln Total A
n Total Assets Doyle et al. (2007)
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Table 1

Contin.

RISK

Annual company beta (365 days).

| Beta |

Dechow et al. (2010); Watts and
Zimmerman (1986)

CAPITAL INTENSITY

It measures the level of capital

tangibility.

(Permanent Assets)/(Equity)

Himmelberg, Hubbard and Palia
(1999)

(Number of days with shares tra-

PRESENCE It measures liquidity. Watts and Zimmerman (1986)
ded)/( Total number of trading days)
It measures if the company adhe-  Dummy variable with 2 categories: Doyle et al. (2007); Ashbaugh,
GOVERNANCE red to some level of corporate it has (1) or it does not have (0) a Collins, Kinney and LaFond
governance in Bovespa. level of governance (2008)
Percentage of ordinary shares
% ordinary shares concentrated on LaFond and Roychowdhury
CONCENTRATION held by the company’s largest
the hands of the largest shareholder (2008)
shareholder.
Dummy variable with 2 categories:
Firm auditing the balance in the . Lawrence, Minutti-Meza and
BIG4 audited by a BIG4 (1) and not

given period.

Zhang (2011)
audited by a BIG4 (0)

Dichotomous variable measuring

AUDITOR CHANGE

in relation to the previous period.

if the company changed auditors

Dummy variable with 2 categories: o
Lawrence, Minutti-Meza and

changed (1) and did not change (0)
Zhang (2011)

the audit firm

SECTOR NAICS classification level 2.

Dummies representing the eight
sectors: Electric Power (Reference);
Construction; Transport Equipment

Ind.; Metal Products Ind.; Textile

Ind.; Chemical Ind.; Steelworks;

and Telecommunications

Verrecchia and Weber (2006);
Bagnoli and Watts (2010)

Obs.: For companies with negative equity, the indicators related to such data were not calculated, leaving the observation with missing value in this information. For
further development in the justification and rationale behind the choice of these control variables see the thesis by Ribeiro (2014).

Source: Prepared by the authors.

As there is no robust study addressing which are the
company characteristics able to affect the comparability
of financial reports, this research resorted to papers rela-
ted to accounting choices and profit quality to select its
control variables.

Concerning the panel model, this may be classified
as short (larger number of individuals than years) and
strongly balanced (all individuals were maintained over
the years). The technique chosen in model estimation
was pooled ordinary least square (POLS), since it has
proved to be more suitable than the model that takes into
account the existence of random effects, according to the

outcome of the Breusch-Pagan LM Test.

Before data processing, a multivariate treatment for
outliers was conducted with data. The technique em-
ployed was that proposed by Hadi (1992) and, as the
purpose of this research is checking the behavior trend
over the years measuring comparability, the existence of
outliers could affect the outcomes. Even so, for compa-
rative purposes, the results working with and without
treatment of outliers were tabulated, as recommended
by Wooldridge (2013). According to the results obtained
(not shown), there was no significant distortion in re-
gressors.

4 PRESENTATION AND ANALYSIS OF RESULTS

Table 2 Results of individual financial functions
Variable Obs. Average S. Deviation P10% Median P90%
Intercept 486 1.427 2.667 -1.112 1.500 4.295
Coefficient 486 0.014 0.063 -0.026 0.005 0.065
R2 486 0.109 0.144 0.002 0.060 0.297

Source: Prepared by the authors.
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Before analyzing the descriptive statistics of the va-
riables took into account in the survey, the outcomes of
the elements of individual accounting functions of the
companies used in this study and estimated according to
Equation 1 (Table 2) were demonstrated. DeFranco et al.
(2011), in a sample with 71,295 observations in the Uni-
ted States, found an average R? for individual functions of

0.1218, a value of 0.0026 for companies within the 10%
percentile and a value of 0.3217 for companies within the
90% percentile. What may be drawn from such an analy-
sis is that the values of individual functions of the Brazi-
lian companies adopted in this study were similar to the
values of elements of functions of the U.S. companies in
the original paper by DeFranco et al. (2011).

Table 3 Descriptive statistics of the variables
Overall Stan Standard Standard
VARIABLE N Average L Deviation Deviation Min. Max. Median
dard Deviation I
Between Within
COMPM 474 -2.6335 1.4055 0.9683 1.0522 -7.89 -0.33 -2.28
EARNINGS PER
SHARE 473 1.3383 2.2934 1.8389 1.4229 -7.18 10.1 0.79
OP LEV DEGREE 452 1.067 1.2434 1.0945 0.726 -3.7 4.83 1.2
DEBT-EQUITY 432 41.9209 44.6433 39.5346 23.4694 0 208.06 27.69
RATIO
SIZE 486 21.3838 1.6549 1.6295 0.3568 17.58 25.44 21.5
GROWTH 451 0.1006 0.1838 0.0678 0.1716 -0.51 0.69 0.1
PRESENCE 486 74.9881 30.0698 25.8319 15.7452 4.42 100 90.69
PRICE BOOK
RATIO 460 1.5664 1.3217 1.1323 0.8182 -2.76 6.2 1.31
RISK 477 0.952 0.3982 0.3805 0.1272 0.09 2.83 0.94
CAP INTENSITY 444 56.369 64.8821 53.0425 37.4792 0 295.34 33.02
CONCENTRATION 475 62.4284 25.0134 23.3737 9.1221 6.77 99.97 59.44
BIG4 486 0 1
YEAR 486 2004 2012
AUDITOR
CHANGE 486 0 !
GOVERNANCE 486 0 1

Source: Prepared by the authors.

Based on Table 3, it may be initially observed that
the variable related to time (YEAR) is invariant between
companies (standard deviation between equal to zero),
since data are shown as a strongly unbalanced panel.
Furthermore, although the variations between and wi-
thin have almost the same magnitude for the dependent
variable, the other variables (explanatory in the model
proposed) show greater variation between than within,
except for the variables GROWTH and AUDITOR
CHANGE. Thus, POLS models were estimated and con-
sidering both fixed and random effects through different
types of estimation, because while a certain variable with
higher variance within (e.g. the variable GROWTH) can
lead the model estimated through fixed effects to be the
most suitable, by considering that the terms of the in-
tercept are correlated with this variable, another variable
with greater variance between (e.g. the variable PRICE
BOOK RATIO) can lead, but not necessarily, the model

estimated through random effects to be the most suita-
ble, by considering that the terms of the intercept are not
correlated with terms of the idiosyncratic panel error. In
the end, the POLS model was more robust before the sui-
tability tests and it was shown in this research.

The results obtained in this research to measure com-
parability based on companies in the same sector (COM-
PM = -2.634) were very similar to those obtained by stu-
dies previously conducted in other countries. DeFranco
et al. (2011), Fang et al. (2012), and Sohn (2011) found
average values of -2.7, -2.03, and -1.907, respectively, in
their analysis with U.S. companies. In turn, Peterson et al.
(2012), who analyzed the European companies listed in
the U.S. stock market, found an average of -2.597. These
results demonstrate that the measurement of comparabi-
lity obtained in this study is in line with the same measu-
rements achieved at the international level, i.e. no biases
were found due to adaptations proposed in this research.
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Behavior of comparability within the period
examined in the research.
Source: Prepared by the authors.

Figure 2

Regarding the behavior of comparability within the
transition period, as observed in Figure 2, in general terms,
a slight increase was observed in average comparability be-
tween the years 2004 and 2005. This growth was followed by
a decline to the same extent during the early transition pe-
riod reversed since 2008, a period coinciding with the shar-
pest efforts (larger number of CPC statements) to adopt the
international standard in Brazil. Concerning the companies
with worse comparability measurements, we noticed a gain
in comparability after 2004, remaining stable within the
transition period and the introduction of the IFRS. In turn,
for higher comparability, their behavior showed a decrea-
se within the early years of transition and a recovery after
2008, a behavior similar to the overall average. It is inferred,
through this evaluation, that the behavior of comparability
of companies with higher measurements is different from
the behavior of companies with the worse comparability
within the transition period. Comparability measurements

focused on the 90% percentile apparently suffered greater
variation with regulatory changes during the years 2004 to
2012. This behavior was also observed in the overall avera-
ge. For measurements focused on the 10% percentile there
were no marked variations in the transition period. What
may be concluded from these results is that, in general and
without considering other factors that could influence the
relationship of comparability, there was a transient loss of
comparability during the early regulatory transition period
only for companies that have demonstrated a higher level
of comparability. For the worst companies and those with
average levels, these differences were not so clear.

It is noteworthy that the subprime crisis triggered in the
USA may have, in a way, impacted the outcomes of measu-
ring comparability (having in mind that this measurement
used market return on its composition). Although the crisis
has produced a greater shock in the years 2007 and 2008
and decrease in the level of comparability has begun on ave-
rage in the year 2006, Costa, Reis and Teixeira (2012) point
out that in the period 2007 and 2008, in Brazil, the rele-
vance of profit for the market was significantly lower when
compared to the other years without crisis. Silva (2013) also
shows in a thesis that there was a considerable increase in
the exercise of discretion by managers during two periods
in Brazil. The first period was during the crisis (2007 and
2008) and the second took place in the first year of adoption
of the international standard (2010).

It becomes clear in Figure 2 that the comparability level
was lower in the years 2007 and 2008, but not in the year
2010, even though this has been a period with much use
of discretionary accruals (Silva, 2013). This aspect allows
us to infer that perhaps there was an effect of the crisis on
the measurement of comparability that coincided with the
regulatory transition period. However, as described above,
this effect was only observed for companies with higher le-
vels of comparability. On average, it was not clear.

Table 4 Results of the multivariate model
COMPM Years Full Stepwise
Coef. t Coef. t Coef. t

2005 0.3239 2.09** 0.4079 1.86*

2006 -0.2063 -0.82 0.0467 0.14

2007 0.0001 0.00 0.4247 1.52

2008 -0.1279 -0.55 0.0068 0.03

2009 0.0135 0.06 0.4249 1.36

2010 0.2690 1.02 0.4458 1.27

2011 0.3736 1.35 0.6233 1.87* 0.4122 2.51**
2012 0.4310 1.57 0.7516 2.41%* 0.5496 3.53%**
;A_\'iELNGS PER 0.0165 0.39

OP LEV DEGREE 0.2547 4.70%** 0.2719 5.16%**
RD/E_?ITC')EQUITY 0.0035 1.23

SIZE 0.0364 0.40

GROWTH 0.0000 0.00

PRESENCE 0.0036 0.95
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Tabela 4 Contin.
PRICE BOOK RATIO -0.2166 =297 -0.1935 VA L
RISK -0.0143 -0.04
CAP INTENSITY -0.0012 -0.70
CONCENTRATION -0.0044 -1.06
AUDITOR CHANGE 0.0560 0.50
GOVERNANCE -0.0596 -0.23
BIG4 -0.1052 -0.64
CONSTRUCTION 1.4687 4.09%** 1.6426 10.24***
TRANSPORT EQ. -0.6828 -2.26** -0.4627 -2.37**
METALS 0.4928 1.29
TEXTILE -1.6001 -3.19%x -1.4203 -3.73%%
CHEMICAL -1.3407 -5.72%%x -1.2491 -6.05%**
STEELWORKS -0.4166 -1.52
TELECOMM -0.6694 -1.49
CONSTANT -2.7565 -11.54%** -3.3355 -1.54 -2.4759 -15.39%**
R? 0.0244 0.3606 0.2881
ROOT MSE 1.4002 1.0945 1.1204
F 3.57%%+ 114.06%*+ 87.19%**
N 474 350 350

Obs.: * / ** / *** denote two-tailed significance levels at 0.10/0.05/0.01, respectively. The regressions above were estimated with OLS. In the full model we used the
option with robust clustered standard errors in individuals. In the stepwise model we adopted the backward criteria with a 0.05 cutoff. The constant absorbed the
following categories for dummy variables: YEAR = 2004, AUDITOR CHANGE = No and GOVERNANCE = No, BIG4 = No, SECTOR = ELECTRIC POWER. The models
were obtained through the following equation and they vary according to the presence of controls:

COMPM, = B, + B,2005, + B,2006,, + B,2007,, + B 2008, + B,2009, + B,2010, + B 2011, + B,2012,, + B Control Variables,, +,,

Source: Prepared by the authors.

Table 4 displays the outcomes of the impact of the
regulatory transition period on the average individual
comparability (COMPM). As we can see, the full model
has an explanatory power of 0.3606. This number is simi-
lar to those obtained by studies related to this research
(DeFranco et al., 2011, found an average of 20% in their
models; DeFond et al.,, 2011, an average of 36%; and Yip
& Young, 2012, an average of 34.1%). The overall signi-
ficance of the model was also robust at a 0.01 significan-
ce level. Ramsey’s test and VIF statistics showed that the
model has no omitted variable bias (F = 1.09; Prob > F
= 0.3527), nor multicollinearity problems (Favero, 2015).
The average statistics of the variance inflation factor was
2.02 and the variable with highest VIF was Size (4.38)
and it was far below the 10 recommended for multicolli-
nearity problems (Wooldridge, 2013).

We notice, having the outputs obtained as a basis, that
there was no significant loss of comparability in any mo-
del over the period analyzed. During the regulatory tran-
sition (2005 to 2009) there were no negative significant
differences. After the IFRS adoption, in the full model and
in stepwise, significant and positive outcomes were found
for the years 2011 and, especially, 2012 (period regarded
as full-IFRS due to the fact that individual financial func-
tions have been estimated only by using data since 2010).
Concerning the control variables, the sectors, the degree
of operational leverage, and the price-to-book indicator
(PBR) were significant. The degree of operational levera-

ge measures the sensitivity level of profit variation in re-
lation to variation in the activity volume, i.e. this degree
is directly determined by company cost structure. The
greater the company ability to leverage profit, the higher
its fixed costs in relation to its variable cost. If fixed costs
are higher in relation to variable costs, manager ability to
manage these costs on an operational basis will be lower
and comparability will be higher. This relationship was
found empirically by Sohn (2011), who tested the effect
of comparability on management of outcomes. Sohn
(2011) concluded that managers of companies with hi-
gher comparability tend to manage more outcomes on an
operational basis than by using accruals. Since a higher
degree of operational leverage hinders management of
variable costs, it is expected that this indicator has a di-
rect relationship with comparability, i.e. the greater the
Operating Leverage, the greater comparability may be
observed and this was found in the research. In turn, the
indicator PBR is related to the potential company gro-
wth capacity and it showed a negative relationship with
comparability. This follows what is recommended by the
theory on management of outcomes, i.e. the higher actual
or potential growth, the worse comparability may be ob-
served. Lee, Li and Yue (2006) claim that the main pur-
pose of managers to manage outcomes is influencing the
market price of shares of their companies. The authors
add that the endogenously determined market response
to profit is more sensitive for companies with high gro-
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wth rate or potential growth. This gives managers greater
motivation to manage outcomes and it apparently affects
the comparability of their financial reports.

The last significant control variable were the econo-
mic activity sectors. The low R? obtained with the mo-
del without controls (0.02) when compared to the model
with these variables and the number of sectors with sig-
nificant differences in relation to the base sector in the
model constitutes strong evidence that the behavior of
comparability was not homogeneous within the various
economic activity sectors.

The sectors with higher average values for comparabi-
lity were heavy construction, metal industry, steelworks,
and electric power, respectively. The sectors of electric
power, heavy construction, and metal industry showed
rather concentrated values for measuring comparabili-
ty. The sectors showing the less dispersed measurements
were also those with higher levels of comparability (ex-
cept steelworks, which had a relatively low average, but a
high dispersion between quartiles). A possible reason for
the existence of significant differences between sectors is
the level of competitiveness within them. According to
Datta, Iskandar-Datta and Singh (2013), the companies
operating in more competitive sectors are more likely
to manage outcomes. Corroborating Datta et al. (2013),
Verrecchia and Weber (2006) found evidence that the le-
vel of transparency in sectors with greater competition
decreases significantly. Besides competitiveness, Bagnoli
and Watts (2010) indicate other factors related to secto-
ral characteristics which could influence the level of ma-
nagement of outcomes. The researchers found empirical
evidence in their study that companies having similar
production technologies, whose production is governed
by chemical or physical procedures (in contrast to the
services sector), and the companies operating in matu-
re markets are less prone manage outcomes. The authors
have also found that firms with a larger product portfolio
manage more their profits.

The outputs obtained in Table 4 may be associated
with discoveries by Datta et al. (2013), Verrecchia and
Weber (2006) and Bagnoli and Watts (2010). The sector
with the smallest number of companies, i.e. lowest com-
petitiveness, in this research was heavy construction (3),
and it showed the highest level of comparability. Another
sector regarded as having low competitiveness is elec-
tric power. Although it has a larger number of compa-
nies than the other sectors, the activity of generating and
distributing electric power in Brazil is highly regulated
and the companies are required to comply with market
guidelines dictated by a regulatory agency. This aspect
may decrease the level of competitiveness in the sector.

5 FINAL REMARKS

The sectors that obtained the worst average values in the
levels of comparability were the clothing industry and
the chemical industry. These economic activities, unlike
sectors such as electric power and heavy construction,
have a large portfolio of products and they allow greater
diversification of sub-activities in the same classification.
For instance, a company that manufactures clothes has a
range of options much more diversified in its production
(canvas, fabrics, clothing, etc.) than a company produ-
cing and distributing electric power. This greater diversi-
ty of products and activities may have reduced the level
of comparability between companies in such sectors.

To finish, as noticed by Silva (2013), in the years 2007,
2008, and 2010 there was a great increase in the level of
use of discretionary accruals by managers responsible for
preparing the financial reports of listed Brazilian com-
panies. The results obtained having the model of Table 4
as a basis demonstrate that, although there was a higher
level of subjectivity during the transition period (either
due to regulatory flexibility or as a result of the crisis
period), there was no significant loss of comparability.
These findings are consistent with outcomes obtained in
previous research and they show that regulatory flexibi-
lity does not have a negative impact on comparability, on
the contrary: their effect is seemingly positive. Agoglia et
al. (2011) in their experiment regarding the standard on
leasing, found a significantly lower variation between the
decisions by preparers of financial reports in an environ-
ment with less accurate accounting standards. According
to the authors, this suggests that, unlike what is advoca-
ted by some parties related to the accounting regulatory
process, applying accounting standards rather focused on
principles instead of rules does not result in lower com-
parability. In the same vein, Collins et al. (2012) found
that the dispersion of leasing classification between the
IFRS and the U.S. standard is not higher. The researchers
recommend, based on the results of their research, that
the concerns expressed by the Securities and Exchange
Commission (2003) and Sunder (2009) in relation to the
increased dispersion of accounting outcomes in face of
the use of regulations based on principles are unjustifia-
ble. Dye and Verrecchia (1995) follow the same line and
indicate that the flexibility of an accounting standard is
needed so that managers can differentiate their busines-
ses and their various nuances to investors. The concept of
comparability advocated for by the Financial Accounting
Standards Board (2010) and the International Accoun-
ting Standards Board (2010) observes these differences
and, as seen through the results of this research, the me-
asurement of comparability had a significant gain with
regulatory flexibility.

Adopting international standards in the Brazilian ac-
counting context greatly increased the need for judgment

(discretionary power) by managers in the preparation of
their financial reports. This occurred because Brazil re-
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placed a standard based on rules and having a strong link
with fiscal accounting by a standard based on principles
with an emphasis on transparency, fundamentals of the
IFRS. The main objective of this research was investiga-
ting how the regulatory flexibility process that culminated
in IFRS adoption in Brazil affected the level of compara-
bility within country in companies operating in the Bra-
zilian market.

The results obtained in the study concerning compa-
rability between various companies operating in the same
economic activity sector (COMPM) were stable during
the transition period and they increased significantly af-
ter the adoption of international standards. Although this
research has found various specific behaviors for compa-
nies with higher levels of comparability and between the
different sectors of economic activities, generally no sig-
nificant losses were observed in the level of comparability
(COMPM) during the regulatory transition period, on
the contrary: on average, there was a significant increase
in the year 2012 (regarded as full-IFRS because it addres-
ses only data after 2010) when compared to the year 2004.

The results obtained in this paper meet the research
objective of investigating how comparability reacted to
the flexibility process of accounting standards that took
place in Brazil in recent years and empirically validate the
hypothesis that increasing the discretionary power of a ma-
nager does not decrease comparability of financial reports.
This research found strong empirical evidence that incre-
ased flexibility in the accounting standards that took place
in recent years in Brazil did not affect the comparability of
financial reports of companies evaluated now. These fin-
dings are in line with Dye and Verrecchia (1995). Accor-
ding to them, when accounting principles (generally ac-
cepted accounting principles - GAAP) are strict, all firms
should apply the same accounting procedure (e.g. resear-
ch and development costs should be included in expen-
ses within the period). In contrast, when the GAAP allow
complete discretion, all economically viable procedure is
allowed. Dye and Verrecchia (1995) highlight that when
the GAAP have such a rich variety of procedures, the pro-

fits of various companies, first, should be more compara-
ble than when the accounting standard is strict. This is so
because, if each company selects an accounting procedure
suitable to its economic circumstances, one dollar in ac-
counting profit is equal to one dollar in economic gain,
resulting in accounting profits more comparable between
companies.

Just as in Collins et al. (2012) and Agoglia et al. (2011),
this research has shown that the arguments of those advo-
cating for a strict regulation to achieve comparability are
refuted. The results obtained in this research legitimized
this viewpoint and proved empirically that, with increa-
sed regulatory flexibility, comparability has not decrea-
sed, on the contrary, the increased discretionary power
of a manager derived from the transition to internatio-
nal standards in Brazil, in general, increased significantly
the comparability between financial reports of companies
analyzed in this research.

Like any scientific work, this paper also has some limi-
tations. The sample is not probabilistic, something whi-
ch prevents the generalization of results. The accounting
effects of policies that go through the comprehensive re-
sult are beyond the scope of this measurement. Although
the comprehensive result may carry the effects of accoun-
ting policies that are relevant to measure the performance
of a company, this study chose to use profit for two main
reasons. First, the empirically comprehensive result does
not reflect a measurement of performance higher than
profit for the period (Dhaliwal, Subramanyam & Treze-
vant, 1999) and second, before adopting international
standards in Brazil, this was not a measure usually adop-
ted.

Some gaps have been left for this paper to be addressed
in further research. This research has not tested if there
is a direct relationship between increasing the amount of
discretionary accruals and comparability. It also did not
evaluate which are the possible explanations for the result
obtained from auditors and sectoral differences. These is-
sues are open and they may be analyzed in further rese-
arch.
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