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IAS/IFRS ADOPTION BY ITALIAN LISTED COMPANIES: FIRST EMPIRICAL
EVIDENCES

Alessandro Cortesi*, Elena Montani**, Patrizia Tettamanzi***

The present study concentrates on companies listed on the Milan Stock
Exchange and on their consolidated financial statements, which, starting
from the financial year 2005, have to be prepared and published according
to the international accounting standards instead of the national ones. The
research shown in the following pages is the result of a descriptive statisti-
cal analysis that can be defined as the first step of the study. The aim is to
identify the main impacts on the most important financial statement items
(Equity and Net Income) of the transition from the ltalian to the international
accounting system. The following steps will be to focus on lItalian listed
companies belonging to furniture and fashion industry sectors in order in-
vestigate the treatment of intangible assets according to IAS 38 — Intangi-
ble Assets and IAS 36 — Impairment of Assets, comparing the two sectors.

Field of research: Financial Reporting

1. Introduction

The aim of this work is to make a preliminary investigation into the adoption of the IAS/IFRS
(International Accounting Standards / International Financial Reporting Standards) by Italian
companies listed on the Milan Stock Exchange. For that purpose, the impact on Equity and
Net Income of the transition from domestic accounting rules to international standards has
been analysed.The authors’ objective is to investigate the changes in the way business op-
erations are accounted and presented due to the transition to IAS/IFRS through:

o the analysis of the main differences of treatment of key financial statements items;

o the analysis of the global impacts on both Equity and Net Income, with reference to the
sampled companies;

o the analysis of the impact of each accounting standard on Equity and Net Income.
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2. Legislature And Literature Review

Italian Civil Code, in its V° Book, regulates the standards which economic operators must
comply with in issuing financial statements and which are described in the Italian Account-
ing Principles (issued by OIC, Organismo Italiano di Contabilita). The different options al-
lowed by EU regulations and national GAAPs make the comparison of EU companies’ fi-
nancial statements difficult or anyhow not straight forward. International harmonisation acts
are needed as a consequence of company market and foreign investors expansion.
IAS/IFRS is a body of accounting standards suitable to international markets’ needs, which
are issued by IASB (International Accounting Standards Board). EU Regulation n.
1606/2002 forced EU listed companies to issue consolidated financial statements based on
international accounting standards. Italian L.D. n. 38/2005 outlines which kind of companies
must apply international accounting standards: for listed companies IFRS implementation is
mandatory from 2005 for consolidated financial statements and from 2006 for separate fi-
nancial statements.

EU Countries have adopted international accounting standards following different timeta-
bles and different effects (Tokar, 2005). Accounting theory highlights how financial report-
ing, thanks to an effective and immediate disclosure, can reduce differences in disclosure
itself. (Frankel & Li, 2004). Traditional approach to disclosures is very different from the one
applied by IAS/IFRS. Surveys on International accounting standards underlined how ac-
counting is affected by the environment (Hopwood, 1994) and that there is a clear relation-
ship between accounting quality and environment itself (Soderstrom & Sun, 2007). There
are arguments suggesting that reporting quality is influenced by firms’ reporting incentives
(Leuz, 2003). The economic consequences of mandatory IFRS reporting around the world
have been examined (Daske, Hail, Leuz & Verdi, 2008), as well as the increase in quality of
financial reporting due to the use of IFRSs (Barth, Landsman & Lang, 2008).

Several compared studies show differences between Anglo-Saxon and continental Europe
accounting systems (Nobes & Parker, 2004). This paper describes the application of inter-
national accounting standards in Italy which belongs to continental Europe. Empirical evi-
dences regarding IAS/IFRS and related effects on different EU countries have been col-
lected by empirical investigation of these new standards’ effects on financial statements re-
porting (Delvaille, Ebbers, Saccon, 2005; Haller & Eierle, 2004; Jermakovicz, 2004; Ormrod
& Taylor, 2004; Richard, 2004; Sucher & Jindrichovska, 2004; Vellam, 2004). Analysis have
been made also about management processes (Cantino and Devalle, 2005) and about the
use and importance of fair value according to IFRS for assets and liabilities measurement
(Cairns, 2006; Hitz, 2007). In the literature, many analyses have been carried out on the
main differences in the treatment of financial statements items between national and inter-
national accounting standards. The empirical part of this paper focuses on specific
IASs/IFRSs, which have been chosen because they appeared to be the most significant
ones in terms of impacts on most of the considered companies and the most cited ones in
the explanatory notes attached to the examined financial statements. Of all the standards
investigated in this work, table 1 summarises four relevant key points about different treat-
ments and subsequent impact on Equity (E) and Net Income (NI) related to the IFRS inspir-
ing principles of fair value and of the substance over form. The above mentioned effects are
due to the application of: IAS 16 — Property, Plant and Equipment; IAS 17 — Leases; IAS 36
—Impairment of Assets and IAS 38 — Intangible Assets.
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Table 1 — Analysis of the differences of treatment of key financial statements items

KEY ITEMS

IAS/IFRS

ltalian GAAP

TANGIBLE ASSETS

First evaluation is based on
purchase and production
cost, minus accumulated
depreciation and impair-
ment losses.

Fair value reassessment is
allowed.

First evaluation is based on
purchase or production cost,
minus accumulated depre-

ciation and impairment
losses.
No reassessment is al-

lowed, unless specific by-
law.

IAS 16

Art. 2426 C.C., OIC 16

LEASED ASSETS

It's possible to apply finan-
cial or operating lease crite-
rion.

Financial leasing can be
accounted by assets capi-
talization, while operating
leasing is posted as a cost
in the income statement.

Operating lease accounting
criterion is applied.
Additional Notes need to
highlight the effects of the
financial methodology on
Equity, on Net Income and
on Cash Flow.

IAS 17

Art. 2427 C.C., comma n. 22

INTANGIBLE ASSETS

Can be booked only if there
will be future economical
advantages, coming from
the business itself and ef-
fecting the company and
only if their cost can be de-
termined. If the useful life is
defined, the assets must be
amortised on a systematic
basis based on the useful
life.

Capitalization of costs of
setting up, installation and
expansion are allowed as
well as R&D and advertis-
ing.

They must be amortised
based on the useful life,
usually within five years.

INTANGIBLE
ASSETS - IMPAIRMENT
TEST

IAS 38 Art. 2426 C.C., OIC 24
An intangible asset with in-|It is required to indicate in
definite useful life (e.g.|the Notes to the Accounts

goodwill) must not be amor-
tised; but the asset value
must be reassessed in each
period or when there is a
clear impairment loss.

the effects of the impairment
test instead of the amortisa-
tion of intangible assets with
indefinite useful life.

IAS 36

Oic1
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3. Methodology And Research Design

Based on the analysis of regulations, literature and on the different treatment of financial
statements items, the following hypothesis have been stated:

1) IAS/IFRS application produces an increase of Equity and Net Income as well as an in-
crease of ROE, due to higher impacts on NI than on E.

2) Higher effects on Equity and Net Income are due to the application of the following stan-
dards: IAS 2,16,17, 18, 19, 27, 32, 36, 38, 39.

3) IAS 16: produces higher assets values.
IAS 16 allows for the adoption of fair value model for property, plant and equipment
evaluation. The effect will probably be a higher asset evaluation as well as an increase
in Equity due to increased reassessment reserves; a decrease in Net Income due to the
correspondingly increased annual depreciation rate.

4) 1AS 17: produces higher assets and liabilities values.
IAS 17 allows for the adoption of the financial leasing methodology. Such methodology
will have a modest effect with reference to both Equity and Net Income. In the balance
sheet the exceeding value of the leased good is partially covered by the financing debt
registration. In the income statement the lower cost due to the leasing removal is bal-
anced by depreciation and interest expenses accounting.

5) IAS 38/36: produces a higher value of goodwill and intangible assets with undefined use-
ful lives as well as a decrease of multi-year costs.
IAS 38 allows for the adoption of the fair value model for intangible assets evaluation.
Goodwill, brands and other intangible assets with undefined useful lives are not subject
to systematic amortisation but are liable for annual impairment tests ruled by IAS 36.
The effect in the year of transition will probably be a higher Equity value due to an in-
crease in asset values and reassessment reserves, a higher Net Income due to goodwill
amortisation removal counterbalanced by a lower Net Income due to multi-year cost
charges booking (not capitalisable any longer).

The starting point of this research were the companies listed in Milan Stock Exchange, up-
dated February, 5™ 2008, each market segment included. Official financial statements of
each sample company have been downloaded from their own websites. Companies, where
one or more financial statements or explanatory notes about IAS/IFRS transition were not
available, have been outcast. Total amount of analysed companies is 160. Table 2 shows
selection criteria.

Table 2 — Sample selection

Total number of listed companies 278

- Financial entities -42

- Further exclusions (government owned companies,

financial holdings, companies part of a group) - 58
Total number of eligible companies 178
- Companies with no financial statements or IAS/IFRS 18

prospects available
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Total number of assessed companies 160

For this analysis several descriptive statistical tools have been used, such as simple
means, percentages and graphics. IAS/IFRS impacts have been identified through the
analysis of financial statements and their attached reports related to IAS/IFRS transition.
Financial statements reference periods are:

31/12/2004 for companies required to issue their financial statements according to
IAS/IFRS starting from 2005 and, therefore, to reclassify for comparison purposes 2004
financial statements data according to the same standards;

31/12/2005 for companies required to issue their financial statements according to
IAS/IFRS starting from 2006 and, therefore, to reclassify 2005 financial statements data
according to the same standards;

other closing dates for companies closing the books in dates different from 31/12.

Global IAS/IFRS impact and impacts of each single accounting standard have been con-
sidered for the following items:

1.

2.
3. average value (percentage) of the impacts on Net Income compared with Net Income

average value of the impacts (both means of absolute values and means of +/- values)
on Equity and Net Income;
average value (percentage) of the impacts on Equity compared with Equity itself;

itself.

4. Discussion Of Findings

The tables below show the average impacts of each single relevant standard on Equity (ta-
ble 3) and on Net Income (table 4), both in terms of absolute values and percentage values,
for the sample companies.
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Table 3 — Average impacts of each accounting standard on Equity
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on E
Average impact
mean of abs. val. | mean of +/- val.
_ % %
Standard Description m€ on PN m€ on PN
IAS 38/36 Intangible Assets 22,5 5,0% 15,6 3,5%
IAS 16/36 Property, Plant & Equipment 18,3 4,1% 12,1 2,7%
IAS 27 C_onsol_ldated and Separate 152 3.4% 6.7 1,5%
Financial Statements
IAS 19 Employees benefits 10,3 2,3% (8,3) (1,9%)
IAS 32/39 Financial instruments 10,0 2,2% (7,0) (1,6%)
IAS 18 Revenue 8,9 2,0% (8,3) (1,9%)
IAS 37 I?rowsmns, Contingent Liabili- 51 1.2% 0.4 0.1%
ties & Assets
IAS 28/31 In\(estments in Associates / 51 1.2% 16 0.4%
Joint Ventures
Presentation of Financial 0 0
IAS 1 Statements (own shares) 3.8 0,8% (3.6) (0.8%)
IFRS 3 Business Combinations 2,7 0,6% (1,3) (0,3%)
IAS 2/11 Inventories 2,3 0,5% 1,6 0,4%
IAS 17 Leases 2,2 0,5% (1,6) (0,4%)
IFRS 2 Share-based Payment 0,1 0,0% 0,0 0,0%
IAS/IFRS Total impact 40,7 9,1% 7,9 2,6%
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Table 4 — Average impacts of each accounting standard on Net Income

on NI
Average Impact
mean of abs.val. | Mean of val. +/-

Standard Description m€ v m€ %
P on RN on RN
IAS 38/36 Intangible Assets 10,6 16,0% 9,9 14,9%
IAS 27 Consphda_ted and Separate 10,0 15.1% 9.2 13.9%
Financial Statements
IAS 32/39 Financial instruments 7,2 10,9% | (6,7) |(10,2%)
Provisions, Contingent Li- 0 0
IAS 37 abilities & Assets 3.7 5,6% (1.8) | (2,7%)
IAS 18 Revenue 3,3 5,1% (3,0) | (4,6%)

IAS 16/36 | Property, Plant & Equipment 3,2 4,8% 0,6 1,0%

IAS 19 Employees benefits 1,2 1,9% 0,5 0,7%
IAS 2/11 Inventories 1,2 1,8% 1,0 1,6%
IAS 17 Leases 1,0 1,4% | (0,2) | (0,4%)
IFRS 3 Business Combinations 0,9 1,3% 0,6 0,9%

Investments in Associates /

0 0,
IAS 28/31 Joint Ventures 0,5 0,7% (0,2) | (0,3%)
IFRS 2 Share-based Payment 0,2 0,3% (0,2) | (0,3%)
IAS 1 Presentation of Financial 0.1 0.1% 0.0 0.0%
Statements (own shares)
IAS/IFRS Total impact 19,5 29,4% | 10,2 | 15,4%

IAS/IFRS impacts are not negligible both on Equity and Net Income: in terms of absolute
value, global average impact on Equity is 9,1%, and on Net Income is 29,4%. Taking into
consideration +/- values it must be noticed that the impacts are still positive, but lower com-
pared to the absolute value amounts, because of the balancing effect of impacts of opposite
sign on different companies. The impact frequencies of each single standard on all the 160
companies of the sample are summarised in graphic 1 in form of histograms, in % values
both on Equity and Net Income.
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Graphic 1 — Frequency of impacts on different companies
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Accounting standards which had a relevant impact on a significant number of companies,
are the following: IAS 38, IAS 36, IAS 19 with frequency higher than 80%; IAS 16, IAS 32,
IAS 39 with frequency higher than 50%. Here below IAS 16, IAS 17, IAS 36 and IAS 38 are
investigated through the reading of financial statements explanatory notes, where the rea-
sons for the various item adjustments due to the transition to international accounting stan-
dards are reported and described. Adjustments related to the adoption of IAS 16 and IAS
36 are mainly due to following reasons:

- according to Italian GAAPs, lands pertinent to buildings were depreciated together with the
buildings themselves, while according to IAS/IFRS they must be classified separately and
cannot be depreciated any longer;

- several companies decided to use the fair value method to evaluate property, plant and
equipment, on the base of experts’ reports, as allowed by IAS/IFRS: a significant change
to the formerly used cost model;

- according to IAS/IFRS the initial value of an asset is made of its purchase cost plus all the
directly attributable costs, including costs of dismantling/removing it at the end of its life
and of restoring the site on which it is located (which were not included according to Italian
GAAPs); charges on income statement of the capitalised assets must be made all along
their useful lives through their depreciation;

- in order to fulfil the requirements of IAS 16 regarding the component approach, some as-
sets have been analysed and classified into more proper asset classes;

- Italian GAAP compliant financial statements often use half of the annual depreciation rate
for the first period of operation (in accordance with Italian tax regulations). This is not al-
lowed by IAS/IFRS standards, which allow for only a monthly based approximation;
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- several companies capitalised the improvement costs to leased third party assets, be-
cause such costs are referred to property, plant and equipment, as allowed by Interna-
tional accounting standards;

- the review of assets useful life required by IAS 16 caused a modification of the useful life
of several plants and equipments.

Adjustments caused by the application of the financial methodology requested by IAS 17 in

theory should have had a significant effect on leased property evaluation. The actual impact

though was quite modest, both on Equity and Net Income, as suggested in the hypothesis.

Adjustments to financial statements items caused by the adoption of IAS 38 and IAS 36 are

due to the following factors:

- some costs, which do not meet the IAS/IFRS requirements, have been capitalised ac-
cording to the Italian GAAPs;

- according to the international accounting standards, the goodwill has been assessed
through an impairment test and the amortisation allowed by previous accounting stan-
dards was removed;

- according to Italian GAAPSs, financial charges incurred to raise long term loans were clas-
sified among intangible assets. They were amortised on the base of the amount paid and
the residual time to the expiration of the loan. IAS 38 doesn’t allow to classify these costs
into intangible assets;

- IAS/IFRS standards require that brands and other intangible assets with an indefinite use-
ful life must not be amortised, but their value must be reassessed at least yearly.

5. Conclusion

The impacts deriving from the transition to IAS/IFRS of Italian companies on their Equity
and Net Income have been analysed and the reasons for those impacts have been investi-
gated through reading financial statements explanatory notes. Results coming from empiri-
cal evidences are in line with hypothesis stated in paragraph 3; hypothesis number 3 is only
partially verified, because it is true that there is a decrease of Net Income due to an in-
crease of the annual property, plant and equipment depreciation reassessed at fair value,
but the global impact on Net Income is positive thanks to other factors such as the compo-
nent approach required by IAS 16, which allows for the application of different depreciation
rates to different assets, with positive effects on costs when the rate is lower. There is a
high increase of ROE (Return on Equity = Net Income/Equity), due to a relevant increase of
Net Income (15,4% on average) against a modest increase of Equity (6,5% on average).
Authors intend to expand this work, as a future evolution, through an integrated approach of
empirical research, involving a survey targeted to listed companies belonging to specific in-
dustry sectors (furniture and fashion), in order to evaluate main differences and impacts
generated by the use of the following international accounting standards: IAS 38 and IAS
36, with regards to the treatment of intangible assets.
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