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Preface

In 2006, I decided to take on the challenge of combining my already existing responsibilities as a

senior manager in the audit and accounting & valuation advisory practices at PwC, as a lecturer in

external reporting at the University of Amsterdam and as a young father of a beautiful daughter,

Kayleigh, with a PhD. Unknowing of what this would exactly mean for me as a person and

professional, but convinced that I would develop myself further in an area that was ‘out of my

comfort zone’ in various aspects. In 2007, I therefore actually started with my PhD.

The last five years have been interesting and challenging with various highlights and lowlights. It

has been five years in which amongst others I became father of Dylan and was promoted to

director accounting and valuation advisory at PwC. During these five years, I have also

consistently dealt with a balancing act of combining all priorities and responsibilities. Although a

part-time PhD is very challenging in that regard, I would not have wanted to do it differently and

believe that the combination of academic research and practical professional experience is

important for ensuring that academic research is and remains relevant.

I am thankful to PwC for making this combination possible and supporting me in setting the right

priorities, specifically Michael de Ridder, Ruud Dekkers, Leandro van Dam, Alexander Spek and

Huub Wüst. I thank my supervisors, Henk Langendijk en Martin Hoogendoorn, who provided

valuable advice during the whole process and showed trust in my ability to do this even during

periods when literature research and data collection took a lot of time with limited visible output

for them. Furthermore, my dissertation benefited from the input and advice from many people,

including, but not limited to, Sanjay Bissessur, Wouter Glimmerveen, Igor Goncharov, Simon

Lok, Erik Roelofsen, Thorsten Sellhorn, Jacques de Swart, Sander van Triest, David Veenman,
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seminar participants at the University of Amsterdam, seminar participants at the 7th Workshop on

European Financial Reporting, seminar participants at the 2012 International Accounting and

Auditing Conference as well as from the Limperg financial accounting courses made possible by

among others Jan Bouwens and Peter Easton. Finally, I thank my family and close friends for their

support and the interest they have shown.

Kayleigh and Dylan, this is also for you although you are too young to understand what this is

about and may never be interested in the topic at all. I hope and trust that you will also have

ambitions during your life that you are enthusiastic and passionate about and I want to be there for

you to show my support and interest in the things that are important for you now and in the future.
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1 Introduction

A company’s financial statements must provide information about the performance of the

company. The performance of a company can be measured and reported in various different ways

and analysts, investors and other stakeholders in practice use various performance measures to

make their decisions. The reporting of alternative performance measures increased significantly

during the end of the last century and the beginning of this century and has become common

practice in many countries. This raised discussions about the reporting motives that companies

may have to either inform investors by providing relevant information or mislead them by

strategically emphasizing information that provides a more favourable picture of the company’s

results. These discussions started in the United States (US) and gained momentum in the European

Union (EU) as a result of the EU wide adoption of International Financial Reporting Standards

(IFRS) in 2005. The lack of detailed financial statement formats in IFRS compared to existing EU

requirements in this regard caused concerns about decreased comparability of financial

information and increased opportunities to use alternative performance measures to provide a

more favourable picture of the company’s performance. Limited comprehensive evidence however

exists about the use, strategic use and relevance of alternative performance measures that are

reported by EU companies. This dissertation presents empirical evidence about the reporting of

alternative performance measures in the EU based on a comprehensive manual analysis of

approximately 17,000 EU financial statements for the period 1996-2007.

Chapter 2 of this dissertation provides an overview of relevant regulation and literature. It

summarizes relevant accounting theories that explain why companies may be motivated to report

alternative performance measures and why investor decision making may be affected by the

choices that a company makes with regard to the reporting of alternative performance measures.
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Voluntary disclosure of additional alternative performance measures often only concerns the

provisioning of existing information in a different format or with a different emphasis. Based on

the efficient market hypothesis, one could argue that the presentation format of financial

information does not affect investors’ decision making when the information is already present in

another form. The Incomplete Revelation Hypothesis introduced by Bloomfield (2002) and the

Limited Attention Theory from Hirshleifer and Theo (2003) however provide a theoretical

explanation of how the provisioning of alternative performance measures in financial information

may affect investor decision making which is not necessarily in conflict with the efficient market

hypothesis.

Furthermore, in chapter 2 a comprehensive overview is given of US research into the use of

alternative performance measures, covering experimental research, capital markets based research

into the relevance of various performance measures as well as investigation of actual reporting

practices and their impact on investor decision making. The overall conclusion from both

empirical and experimental evidence is that investors are affected by the presentation of

information and the inclusion of alternative performance measures in financial reports.

Furthermore, most alternative performance measures and additional break downs of net income

that are reported by management in the US provide additional useful information to investors.

However, the empirical evidence also indicates that management strategically emphasize measures

that portray better performance. No final answer can be given yet about whether management

provide alternative performance measures to inform or to mislead. EU research in this field is

limited and this dissertation aims at filling that gap to be able to provide a more robust basis to

ongoing discussions about the use of alternative performance measures in the EU environment.
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Chapter 3 first investigates the magnitude of reporting of alternative performance measures in the

EU and the development thereof as well as the type of alternative performance measures that are

reported in the EU, focusing on performance measures that exclude depreciation and amortization

and normalized alternative performance measures. Differences in the use of alternative

performance measures in general as well as the type of measure that companies use are

investigated focusing on the historical differences between EU code law and common law

countries. Historically, accounting in code law countries has primarily been for creditors and tax

purposes whereas in common law countries accounting has historically served the information

needs of a dispersed group of outside shareholders. These differences have not only affected

recognition and measurement rules and practices in those countries, but as the results presented in

chapter 3 show also the type of alternative performance measures that are reported by companies

in their financial statements. The differences are explained by these countries’ historical

background rather than current institutional factors. Furthermore, the impact of the EU wide

introduction of IFRS is investigated and the results are not conclusive about whether the

implementation of IFRS had a significant impact on the reporting of alternative performance

measures. Overall, the empirical results presented in chapter 3 indicate that the historical

institutional origination and country setting still significantly influence the reporting of alternative

performance measures and that this is only to a limited extent affected by the alignment of

accounting policies or other harmonization efforts such as the implementation of IFRS.

Furthermore, treatment of the EU as a homogeneous group when investigating (aspects of) the

reporting of alternative performance measures is likely to result in misinterpretation of results,

even when controlling for current institutional factors.

Companies may report alternative performance measures to either inform investors by providing

information that is useful for decision making or to mislead them by providing information that
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solely serves for portraying a more positive picture of their performance. In chapter 4 and 5 both

motives are further explored. Chapter 4 investigates whether and which alternative performance

measures are used by EU companies to strategically meet important earnings benchmarks.

Differences in strategic use between code law and common law countries and the impact of the

adoption of IFRS on the strategic use of alternative performance measures are investigated in

response to concerns expressed about IFRS leaving more room for management decision making

in this regard and anecdotal and US based evidence about strategic use of this flexibility.

Strategic use of alternative performance measures however does not mean that those alternative

performance measures are irrelevant for decision making. Information that is strategically reported

to the market may be very relevant at the same time. In order to understand how strategic motives

and relevance interact, chapter 5 provides insight into the relevance of both types of alternative

performance measures and explicitly relates the relevance of the reported performance measures

to companies’ decisions to report such a measure or not. Furthermore, I investigate whether

potential strategic motives that companies may have in making their decision to report alternative

performance measures is reflected in the relevance of the measures that they report.
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The relationship between the empirical research in chapter 3, 4 and 5 can be visualized as follows:

Figure 1.1: relationship between empirical research in chapters 3, 4 and 5

Finally, chapter 6 gives a summary of the major findings of this thesis and the overall conclusion.

Historical and legal background (Ch 3)

Company Relevance
motives (Ch 5)

Strategic
motives (Ch 4)

Alternative performance measures
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2 Discussion of relevant literature

2.1 Introduction

This chapter includes a general discussion of relevant literature in the area of reporting of

alternative performance measures. Paragraph 2.2 discusses the regulation that is applicable for the

companies that are subject to this research. Paragraph 2.3 describes developments in the relevance

of income and alternative performance measures as well as the increased attention for and

criticism of the use of alternative performance measures. In paragraph 2.4 the relevant accounting

theory is described followed by an analysis of existing research in relation to alternative

performance measures in paragraph 2.5, 2.6 and 2.7. A summary is provided in paragraph 2.8 and

in paragraph 2.9 an overview is given of the contribution of my research to the literature.

2.2 Applicable regulation for EU companies

In this section, the relevant regulation for the listed EU companies that are subject to this research

is discussed. Relevant regulation regarding the financial statements includes the EU Directives and

IFRS. In addition, since the director’s report is generally an important source of information,

relevant regulation regarding this part of the annual report is also discussed. Furthermore,

guidance provided by the Committee of European Securities Regulators is relevant for financial

reporting of alternative performance measures in general.

EU Directives

Until 2004, EU companies were subject to local accounting laws and regulation. The national laws

regarding financial reporting are based on the 4th and 7th EU directives which contain detailed

formats for the presentation of the income statement. According to article 4 of the 4th EU

Directive a company must apply one of the mandatory formats for the income statement, including
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the line items as indicated (if applicable), and in the prescribed format. The two basic formats

(presentation of expenses by category or by function) contain 19 and 21 line items:

4th EU directive article 23 4th EU directive article 25

1. Net turnover 1. Net turnover.

2. Variation in stocks of finished goods and in work in

progress

2. Cost of sales (including value adjustments).

3. Work performed by the undertaking for its own

purposes and capitalized

3. Gross profit or loss.

4. Other operating income 4. Distribution costs (including value adjustments).

5. (a) Raw materials and consumables and (b)

Other external charges.

5. Administrative expenses (including value

adjustments).

6. Staff costs: (a) wages and salaries and (b) social

security costs, with a separate indication of those

relating to pensions.

6. Other operating income.

7. (a) Value adjustments in respect of formation

expenses and of tangible and intangible fixed assets

and (b) Value adjustments in respect of current

assets, to the extent that they exceed the amount of

value adjustments which are normal in the

undertaking concerned.

8. Other operating charges.

9. Income from participating interests, with a separate

indication of that derived from affiliated

undertakings.

7. Income from participating interests, with a separate

indication of that derived from affiliated

undertakings.

10. Income from other investments and loans forming

part of the fixed assets, with a separate indication of

that derived from affiliated undertakings.

8. Income from other investments and loans forming

part of the fixed assets, with a separate indication of

that derived from affiliated undertakings.

11.Other interest receivable and similar income, with a

separate indication of that derived from affiliated

undertakings.

9. Other interest receivable and similar income with a

separate indication of that derived from affiliated

undertakings.

12.Value adjustments in respect of financial assets and

of investments held as current assets.

10. Value adjustments in respect of financial assets and

of investments held as current assets.

13. Interest payable and similar charges, with a separate

indication of those concerning affiliated

undertakings.

11. Interest payable and similar charges, with a

separate indication of those concerning affiliated

undertakings.

14. Tax on profit or loss on ordinary activities. 12. Tax on profit or loss on ordinary activities.

15. Profit or loss on ordinary activities after taxation. 13. Profit or loss on ordinary activities after taxation.

16. Extraordinary income. 14. Extraordinary income.

17. Extraordinary charges. 15. Extraordinary charges.

18. Extraordinary profit or loss. 16. Extraordinary profit or loss.

19. Tax on extraordinary profit or loss. 17. Tax on extraordinary profit or loss.

20.Other taxes not shown under the above items. 18. Other taxes not shown under the above items.

21. Profit or loss for the financial year. 19. Profit or loss for the financial year.
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Subdivisions may be added, new items may be added when their contents are not covered by any

of the items prescribed by the layouts and terminology for certain items can be amended.

However, according to article 4 of the 4th EU Directive, the lay outs above must be complied with

and items must be shown in the order indicated. This limits the possibilities to present alternative

performance measures on the face of the income statement for companies that report under

national laws in the EU.

International Financial Reporting Standards (IFRS)

For the EU listed companies that have adopted IFRS in 2005, the national laws that are based on

the EU requirements are no longer applicable for their consolidated financial statements. IFRS

does not give a detailed format for the presentation of the income statement. IAS 1 (‘Presentation

of Financial Statements’), paragraph 81, only requires that the income statement contains the

following six line items:

(a) revenue

(b) finance costs

(c) share of the profit or loss of associates and joint ventures accounted for using the equity

method

(d) tax expense

(e) a single amount comprising the total of (i) the post-tax profit or loss of discontinued

operations and (ii) the post-tax gain or loss recognised on the measurement to fair value

less costs to sell or on the disposal of the assets or disposal group(s) constituting the

discontinued operation

(f) profit or loss

In addition, IAS 1, paragraph 83, states that additional line items, headings and subtotals shall be

presented on the face of the income statement when such presentation is relevant to an

understanding of the company’s financial performance. This is supplemented with two example
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formats and one restriction: a company shall not present any items of income and expense as

extraordinary items, either on the face of the income statement or in the notes. The relative

freedom under IFRS gives management the possibility to provide understandable, relevant and

reliable information to their stakeholders based on their company specific situation. However, it

also creates an opportunity to present the financial information, and additional performance

measures, in such a way that a more positive picture is drawn of the company’s performance than

would be appropriate under the circumstances.

Director’s report

A large portion of the financial information that is communicated to the market through the

financial statements is included in parts other than the income statement itself. Generally, the

narrative review sections (like the director’s report, also referred to as Management’s Discussion

and Analysis or Operating and Financial Review, and key financial data) are used by management

to further explain the development of their results and performance and the drivers behind these

developments. Bryan (1997) analyzes the information content of the Management’s Discussion

and Analysis (MD&A) and finds that certain MD&A disclosures are relevant in explaining short-

term future performance. Clatworthy and Jones (2006) note that accounting narratives are an

increasingly important component of the annual report, are a significant indicator of financial

performance, useful for the prediction of future financial performance and shown to influence

investors’ decision making. Schleicher et al. (2007) find that for loss making companies stock

returns better anticipate next period’s earnings changes when the annual report narratives contain a

large number of earnings predictions. They do not find this relationship for profitable companies

and conclude that annual report narratives are a particularly useful source of information for loss

making companies. More generally interpreted, additional voluntary disclosures are useful for
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investors’ decision making in situations that the current year’s income are poor indicators for a

company’s future income generating potential.

Until recently, IFRS did not provide guidance with regard to these narrative review sections. In

December 2010, the IASB issued a practice statement Management Commentary (IASB, 2010).

Companies reporting under IFRS are however not required to comply with the practice statement.

The content of these narrative parts was and is therefore subject to local legislation which is

generally limited. The 4th EU Directive only requires that the narrative section gives a fair review

of the development of the company's business and of its position and an indication of any

important events that have occurred since the end of the financial year, the company's likely future

development and activities in the field of research and development. The analysis shall include

both financial and non-financial key performance indicators relevant to the particular business.

In addition, the narrative sections outside the audited financial statements are generally not subject

to audit requirements. As a result, companies have a large degree of freedom in the presentation of

their performance in these sections. Many companies report alternative performance measures in

these sections and these alternative measures seem to become increasingly important (see for

example Brouwer, 2007a).

The Committee of European Securities Regulators

The Committee of European Securities Regulators (CESR), currently known as the European

Securities and Markets Authority (ESMA), acknowledged that the implementation of IFRS would

result in greater freedom in reporting alternative performance measures. Therefore, in October

2005, CESR issued a recommendation with proposals to encourage European listed companies

which provide the financial markets with alternative performance measures to do so in a way that
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is appropriate and useful for investor’s decision making. The objective of the recommendation is

to ensure that investors are not misled through the use of alternative performance measures. CESR

recommended amongst others that alternative performance measures are clearly defined, used

consistently, reconciled to defined measures and that companies explain why alternative

performance measures are presented and how they are used internally. The recommendation does

not prescribe or forbid the use of certain performance measures.

Summary

Until 2004, EU companies generally applied local laws and local GAAP in their financial

statements. The EU Directives prescribe a mandatory format for the income statement from which

limited deviation is possible. As of 2005, EU companies prepare their consolidated financial

statements based on IFRS which provides more flexibility in the presentation of the income

statement. Companies furthermore have a large degree of freedom in the reporting of alternative

performance measures in the narrative review sections that accompany the financial statements.

2.3 Reporting performance

Central to this paragraph are the various ways in which the performance of a company can be

measured and reported. After a general discussion of the objectives of the financial statements,

this section addresses the relevance of the net income number and the relevance of non-financial

information, after which the primary subject of this research, the use of various financial

performance measures, is discussed including current developments and views on this matter.

Objectives of the financial statements

One of the objectives of general purpose financial statements is to provide information about the

performance of the company (Framework for the Preparation and Presentation of Financial
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Statements, CON 1 - Objectives of Financial Reporting by Business Enterprises). According to the

Framework (par. 17), this information is important for:

assessing potential changes in the economic resources that the entity is likely to control in

the future;

predicting the capacity of the entity to generate cash flows from its existing resource base;

and

forming judgements about the effectiveness with which the entity might employ additional

resources.

According to paragraph 19 of the Framework, information about performance is primarily

provided in the income statement1. The International Accounting Standards Board (IASB) notes

that profit is frequently used as a measure of performance or as the basis for other measures, such

as return on investment or earnings per share. The Financial Accounting Standards Board (FASB)

states in CON 1 that the primary focus of financial reporting is information about an enterprise's

performance provided by measures of earnings and its components.

Relevance of the net income number

A widely debated question is what the basis for measuring performance should be, and whether

this can be derived from the financial statements of a company at all. Many have researched the

question whether accounting income is relevant for investor decision making by investigating the

relation between income (unexpected income or income levels) and security prices or returns in

both longer interval association studies and short interval event studies. This has resulted in a

number of very important papers in accounting literature. Examples are Ball and Brown (1968);

Beaver (1968); Easton and Zmijewski (1989); Collins and Kothari (1989); Easton and Harris

1 It is noted that in 2007, in a new version of IAS 1, the IASB has introduced the statement of comprehensive income
which includes all gains and losses, including those that are recognized directly in equity.
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(1991); Easton et al. (1992); Ali and Zarowin (1992); and Beaver et al. (1997). The general

conclusion from these studies is that reported income is relevant for investor decision making.

However, the strength of the relation between income, prices and returns that has been found in

these studies is generally low, especially for shorter intervals. In addition, specific issues such as

non-linearity and weak(er) relations for loss making companies, high-growth and high-tech

companies have affected the results. Moreover, some argue that the relevance of income

information is declining. For example, Francis and Schipper (1999) find that the explanatory

power of bottom-line income has significantly decreased between 1952 and 1994. This may be

due to deficiencies in generally accepted accounting principles to give a relevant reflection of the

performance of companies in certain industries. Givoly and Hayn (2000) ascribe this finding to

increased conservatism of accounting income which they find based on data over the period 1950-

1998. Francis et al. (2002) however note that abnormal stock returns or abnormal trading volumes

around earnings announcement dates have increased overtime. Their findings provide evidence

that this increased usefulness of earnings announcements is caused by additional relevant

concurrent disclosures about components of income (full income statement information) as well as

operating information and information about nonrecurring items which are increasingly included

in the earnings announcements. This is consistent with Lundholm and Myers (2002) who find, in

both cross-sectional and time-series tests, that for companies with more informative disclosures, as

measured by AIMR (Association for Investment Management and Research) ratings, the current

returns reflect more future earnings news. The results are more pronounced for industries with

relatively long accounting recognition lags, e.g. companies that are most affected by conservatism

in accounting. In other words, the more conservative accounting income is, the more relevant

informative disclosures, and less relevant current income, are for investors to value a company’s

shares. In addition, Lang and Lundholm (1996) find that companies with more informative

disclosures have more accurate analyst forecasts, less dispersion among them and less volatility in
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forecast revisions which indicates that more informative disclosures help analysts better predicting

the company’s future performance.

Non-financial information

The findings above may also explain increased attention for non-financial information that is

reported by many companies. Amir and Lev (1996) for example investigate the value relevance of

accounting income and non-financial information in the wireless communications industry. Due to

the nature of the industry, significant expenditures are required for developing a business which

are to a large extent expensed and thus result in significantly negative results. They find that non-

financial information does a better job in explaining the valuation of these companies than

accounting income, consistent with their notion that investors are cognizant of the deficiencies in

accounting standards to capture the underlying economic performance of these companies and

therefore rely primarily on non-financial information. Hughes (2000) finds a significant relation

between air pollution data and share price valuation for electric utility companies that are expected

to be most affected (financially) by environmental legislation.

Entwistle (1999) analyses R&D disclosures and concludes that companies with relatively high

R&D expenditures significantly increase R&D disclosures, potentially to compensate for

conservatism in the accounting for R&D expenditures (“expensing bias”). Narayanan et al. (2000)

find that qualitative information regarding government approval, managerial intentions and beliefs

which is voluntarily disclosed in R&D announcements significantly affect investors’ decision

making on the stock market.

Ittner and Larcker (1998) examine the value relevance of customer satisfaction data at different

levels for different types of companies. In their analysis of customer purchase behavior for a
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telecommunications company, they find a positive relation between customer satisfaction and their

purchase behavior. In their business-unit level analysis, they find a positive relation between

customer satisfaction measures and future accounting performance for branches of a retail bank.

Finally, using company-level data, the public release of customer satisfaction data (American

Satisfaction Index), is found to be associated with excess stock market returns which provides

some evidence that such disclosures are considered relevant by investors for estimating future cash

flows. For all three tests, they identify that the relationship is not linear and threshold values apply

both at the lower end and the upper end of the range. Banker et al. (2000) also find a positive

relationship between customer satisfaction and future financial performance. In addition, they find

that inclusion of such non-financial performance measures in incentive plans improves both the

company’s non-financial and financial performance, indicating that active monitoring based on

these measures improves decision making in the long run from a financial perspective as well.

Said et al. (2003) find similar results in that companies that use a combination of financial and

nonfinancial measures have significantly higher return on assets and stock market performance.

They also conclude that the association is dependent on whether the use of nonfinancial measures

matches the company’s characteristics. Thus, active monitoring based on these alternative

measures appears to be relevant for internal management decision making. If this is the case, one

could argue that this will likely also be the case for shareholders’ decision making, thus justifying

reporting these measures externally as well.

It is noted however that, as with the disclosure of alternative performance measures which is the

subject of my research, most non-financial disclosures are not mandatory, but up to management’s

discretion. Brown and Kim (1993) investigate the impact of this discretion and find that

discretionary disclosure of non-earnings information by small companies tend to be positive news

disclosures (associated with significant stock price increases) which may indicate strategic
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disclosure behavior. As will be shown later in this thesis, this conflict between the potential of

these measures to inform the company’s shareholders and the potential to mislead them (through

strategic management reporting behavior) is a key conflict which is also the basic issue underlying

much of the pro forma literature.

Measuring financial performance

The financial performance of a company can be measured in various ways and different users may

use different measures to assess a company’s performance. The IASB and FASB do not explicitly

state how they define performance other than stating that information about performance is

primarily provided in the income statement. After publication of the reports ‘Reporting Financial

Performance: Current Developments and Future Directions’ and ‘Reporting Financial

Performance: proposals for change’ (G4+1, 1999) in 1998 and 1999, the IASB started its

‘Performance Reporting’ project in 2001 which was combined with a similar FASB project in

2004. However, this project has not yet resulted in a clear definition of performance and the

project currently mainly focuses on the presentation of the income statement which is illustrated

by the change of the name of the project into ‘Financial statement presentation’. The objective of

this joint project is to establish standards for the presentation of information in annual accounts

that improves the usefulness of that information in assessing the financial performance of a

business entity. Those standards will address what makes up a complete set of annual accounts;

whether to require presentation of comparative financial information; and how financial

information should be classified, aggregated and displayed on the face of the basic annual

accounts. The project will not address financial reporting in the director’s report and other

information.
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Currently, only in the United Kingdom (UK) a specific standard refers explicitly to the reporting

of performance in the financial statements: Financial Reporting Standard (FRS) 3 ‘Reporting

Financial Performance’ (Accounting Standards Board, (ASB), 1992). However, this standard does

not define performance either. The objective of FRS 3 as stated by the ASB is to require

companies to highlight a range of important components of financial performance to aid users in

understanding the performance achieved by a reporting entity in a period and to assist them in

forming a basis for their assessment of future results and cash flows. These presentation

requirements should aid the user of the financial statements in constructing a performance measure

that he believes is relevant for his decision making.

Barker (2004) states that ‘this lack of conceptual clarity is of growing practical importance’ since

current developments in accounting make the concept of income increasingly difficult to interpret.

Newberry (2003) attributes the current difficulties in defining and interpreting performance to

internal incoherence of the conceptual framework and political involvement in the standard-setting

process. These issues are not likely to be solved in the short term since the IASB project to

redevelop the conceptual framework is likely to take considerable time and the political

involvement in the IFRS standard-setting process has only increased over the last few years with

for example the EU-endorsement process. Dekker (2005) also notes that the lack of a clear

definition of performance causes many issues for standard setters in developing consistent and

clear standards. According to Whittington (2005) the issue of performance reporting is a very

controversial issue amongst preparers and users since there is little consensus on the changes that

are needed and one of the more urgent issues to be solved.
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Other financial performance measures

The users of financial information do in practice appear to use many measures, other than net

income, to assess the performance of a company. Jensen and Xiao (2001) point to differences

between users and their information needs and state that customization of financial reports can

help meet users’ heterogeneous information requirements. They envision three types of modules in

financial reporting: (1) the elements of the financial statements, (2) different accounting and

presentation methods, and (3) nonfinancial information items.

As part of its initial research into performance reporting, the FASB interviewed 56 analysts and

other users (2002). These users of financial statements stated amongst others that net income is

often used as a starting point for their analysis of a company’s performance but generally is not

among the top-three most important measures that they use. They assess a company’s performance

based on other metrics such as operating earnings and EBIT. De Jong and Roelofsen (2005) report

that analysts frequently asked about the impact of the conversion to IFRS on pro forma results and

ratios in analyst conference calls held by Dutch listed companies to explain their conversion,

indicating that analysts find these measures relevant. In their International Private Equity And

Venture Capital Valuation Guidelines (AFIC, BVCA and ECVA, 2006), an international group of

private/venture capital associations describe how EBIT and EBITDA based multiples are

commonly used to estimate the value of a company. They also state that in their opinion a valuer

must satisfy himself that the income measure used in the valuation represents a reasonable

estimate of maintainable income which requires adjustment for amongst others exceptional or

non-recurring items. Moody’s adjusts income for various elements including reclassification of

unusual or non-recurring items, net of tax, to a special income statement caption that is below net

profit after tax before determining credit ratings (2005).
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This shows how both investors and creditors use alternative performance measures, other than

bottom-line net income, before making their decisions based on accounting information. Either as

a response to this or for other reasons, companies currently also use a wide variety of performance

measures and the use thereof has been increasing over the past years (see the following paragraphs

for a detailed analysis of research in this area).

Criticism

Many have opposed to the use of these, so-called, non-GAAP measures. The Securities and

Exchange Commission (SEC) and the International Organization of Securities Commissions

(IOSCO) are among them. As from the end of the previous century and the start of this century,

the SEC debated this subject in many comment letters that were sent to companies using such

measures (see amongst others SEC, 2001). In May 2002, the IOSCO also cautioned issuers,

investors and other users of financial information to use care when presenting and interpreting

non-GAAP results measures (2002) and after a number of public statements and warnings, the

SEC started a first case against a company for misleading use of non-GAAP measures in 2002

(2002). In 2003, the SEC issued a final rule: “Conditions for Use of Non-GAAP Financial

Measures”.

Also in Europe the debate intensified over the past few years. Already in 2001 for example, the

Dutch Accounting Standards Board prohibited the use of EBITDA and EBITA on the face of the

income statement. Early 2004, both the Dutch Institute for Auditors (NIVRA) and the Dutch

security exchange regulator (AFM) expressed their concerns regarding the use of these measures

in financial information (Het Financieele Dagblad, 2004a and 2004b). The introduction of IFRS in

2005 further led to discussions regarding inconsistencies in the presentation of various

performance measures. Several parties have expressed their concerns that the introduction of IFRS
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will not result in the high level of transparency and comparability of financial reporting from all

publicly traded EU companies which was the primary objective of this introduction and was

considered a necessary condition for building an integrated capital market which operates

effectively, smoothly and efficiently. The IASB for example started its performance reporting

project because it regarded the increased use of alternative performance measures as increasingly

problematic, but also acknowledged that the bottom line (comprehensive) income was not

sufficiently useful for the users of the financial statements (Newberry, 2003). However, this

project did not yet yield significant results. Some argue that comparability could even decrease as

a result of the lack of detailed guidance regarding the presentation of the result of the company in

both the income statement and other parts of the financial statements (see for example CESR,

2005b and EFRAG, 2006). Hoogendoorn (2006) states that comparability under IFRS is

significantly impeded by the lack of income statement formats and considers this a step backwards

compared to the EU Directives. He believes that income statements will be prepared in a variety of

formats, using a variety of pro forma revenue, cost and profit measures which cause great

difficulty for analysts to compare financial statements. According to Barker (2004), in practice,

companies report their own versions of income because of the absence of a universal agreement on

how income should be defined. Newberry (2003) notes that preparers have used the discretion

available to them to develop and promote their own sub-components within net income. Marseille

and Vergoossen (2005) state that the lack of detailed formats under IFRS will cause an increase in

the use of alternative performance measures.

This may even be strengthened by local regulators issuing guidance under IFRS. Schipper (2005)

notes that if preparers turn to jurisdiction-specific GAAP or practices the result will be diminished

comparability and diminished convergence. Related to the subject of this research, for example in

2004 the French Conseil National de la Comptabilité (CNC), issued a recommendation to include
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a performance measure in the income statement of IFRS financial statements which presents the

company’s result excluding non-recurring items and to label this as current operating income

(2004). Results of Brouwer (2007b) indicate that this interpretation affected the presentation of

such results by the French companies that adopted IFRS. Brouwer (2007b) also reports that UK

companies still seem to be influenced by FRS 3 based presentation formats, a finding which is

shared by the UK Financial Reporting Review panel (FRRP, 2006), an operating body the

Financial Reporting Council which is the UK independent regulator responsible for promoting

confidence in corporate reporting and governance. In their preliminary report on the IFRS

implementation in the UK, the panel notes:

“Many companies used a layout for the Income Statement similar to that used previously under

UK GAAP. Items such as impairment charges, amortisation of intangibles acquired as a result of a

business combination and fair value adjustments on derivatives were often shown separately in the

IFRS financial statements. Additionally, some companies presented items in a different order to

that in IAS 1.”

Summary

Reporting the performance of a company is an important objective of the financial statements.

There is however no consensus on how performance should be measured. Both in the US and EU

concerns have risen about the increased and inconsistent use of alternative performance measures

in financial reporting, in the EU particularly in relation to the introduction of IFRS.
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2.4 Relevant accounting theory

Before the growing body of literature which has been developed over the last few years regarding

the reporting of alternative performance measures and its consequences is discussed, this section

summarizes the accounting theory which is relevant to consider in this context. These theories

include the agency theory and the efficient market hypothesis as well as relaxed forms thereof, the

Incomplete Revelation Hypothesis and Limited Attention Theory.

Agency theory

In a principal-agent relationship, the principal needs to rely on the agent performing in the

principal’s best interest. To ensure this, the principal can implement various mechanisms like

contracts that motivate the agent to operate in the desired manner. However, in order to monitor

the agent’s actual performance, the principal is to a certain extent dependent on information that is

provided by the agent to the principal. The agent generally has more or better information than the

principal and could manipulate the information flow to the principal. Both the principal and the

agent could be negatively affected by this information asymmetry problem. Adverse selection and

moral hazard are well known in theory as problems arising from information asymmetry in the

principal-agent relationship.

The principal may discount the information received to compensate for potential biases in the

information received and as a result a well performing agent may not be fully rewarded for his

performance. Good performing agents may want to signal their good performance and resolve or

reduce the information asymmetry by providing additional information to their principals. This is

known as signalling or voluntary disclosure. Reporting alternative performance measures can be

seen as a form of voluntary disclosure where the agent tries to signal good performance which is
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not immediately evident from the net income number. According to Narayanan et al. (2000),

voluntary disclosure may reduce information asymmetry between managers and investors when it

is (1) credible and (2) economically significant.

Efficient market hypothesis

Voluntary disclosure of additional alternative performance measures often only concerns the

provisioning of existing information in a different format or with a different emphasis. A well

known measure like Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA)

can generally be deduced from information already present in a company’s financial statements.

Based on the efficient market hypothesis, which is an underlying assumption in many researches,

one could argue that the presentation format of financial information does not affect investors’

decision making when the information is already present in another form. Not only can many

alternative performance measures be calculated by the users of the financial statements based on

the information disclosed therein, also is the net profit number still available to everyone. So if the

additional alternative performance measures do not provide relevant information to the

stakeholders of the company, they would still have the minimum information required by GAAP

to make their decisions. As will be shown however in the next few paragraphs, users of the

financial statements are affected by the presentation of information even if no new information is

revealed. This may be explained by two theories which are discussed hereafter.

Incomplete Revelation Hypothesis

Bloomfield (2002) introduces the Incomplete Revelation Hypothesis which explains that

information that is more costly to extract from public data is less completely revealed by market

prices since it is insufficiently favourable for all investors to put effort in extracting this
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information. As a result, the level of emphasis that management gives to certain information can

affect investors’ decision making. As noted by Bloomfield, this results, among others, in

incentives for managers to announce pro forma earnings and strategically emphasize performance

measures that give a better view of the company’s (manager’s) performance than other measures

and to classify ongoing expenses as non-recurring or extraordinary items while reporting unusual

gains as part of operating income.

Limited Attention Theory

Hirshleifer and Theo (2003) assume that investors have limited attention and processing power.

They argue that limited attention is not necessarily in conflict with the efficient market hypothesis

since if time and attention is costly it may be very reasonable for investors to not invest more time

in the analysis and processing of information when the expected benefits do no longer outweigh

the expected costs. This cost could for example be the opportunity cost of not being able to

analyse and process other information for the same company or for other companies in which the

investor also wants to invest. As a result of their limited attention and processing power, the

prominence and form of disclosure can affect investor perceptions and, as a result, investor

decision making, even when the different forms are informationally equivalent. As noted by

Daniel et al. (2002) “Psychological principles suggest that in providing information to investors, it

is important that relevant information be salient and easily processed. As every academic author

and teacher knows, the form as well as the content of communicated information affects how well

it is absorbed.”

This may for example explain why in practice companies are often much more concerned about

recognition on the balance sheet or in the income statement than about disclosure of the

information in the footnotes to the financial statements. On- versus off-balance sheet treatment of
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leases and recognition versus disclosure of stock option expenses are examples of elements that, in

my experience, are frequently discussed as part of the preparation or audit of a company’s

financial statements although the information still needs (or needed) to be provided in the

footnotes to the financial statements when not recognized in the primary statements.

Hirshleifer and Theo (2003) also explore the impact of their theory to the disclosure of alternative

performance measures and include both legitimate reasons and illegitimate reasons for the

disclosure of alternative performance measures in their limited attention model. When a company

excludes certain extra-ordinary items from GAAP earnings to arrive at an alternative performance

measure, this may result in more relevant information. Hirshleifer and Theo (2003) argue that such

adjustments can help investors with limited attention to better predict future cash flows. However,

management can also exploit investors’ limited attention by excluding value relevant items from

GAAP net income or not excluding non-value relevant items. The functional fixation of

inattentive investors will make them treat the pro forma earnings as if they were adjusted to be

maximally informative even when they are not.

Summary

The theories above explain why management and investors care about the form and prominence of

disclosure. Investors have limited resources available and must prioritize the time and effort they

put in analyzing a company’s performance. Therefore, companies can influence their analysis by

presenting information more prominent and easier to access. These theories however do not by

default help us concluding whether disclosures of alternative performance measures are used to

inform the investors or to mislead investors. Both situations are possible depending on the specific

situation. The question whether alternative performance measures are used to inform or to mislead
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has been further investigated in various other papers which are discussed in the following

paragraphs.

2.5 Research on the impact of presentation on investors’
decision making in experimental settings

Introduction

As indicated in the previous paragraph, the efficient market hypothesis would predict that the

simple repacking of information or presenting already available information with a different

emphasis would not affect decision making by the users of the financial statements. Based on

Bloomberg’s (2002) incomplete revelation hypothesis and Hirshleifer and Theo’s (2003) limited

attention and processing power theory, one may however expect that such presentation choices by

companies do affect decision making.

In experimental settings, various researchers provide evidence that the presentation format of

financial information does affect decision making of various groups of financial statements users.

This experimental research is discussed in this paragraph.

Experimental tests regarding the impact of presentation in general

Moriarity (1979) examines the effect of the use of multidimensional faces to describe the financial

status of a company on the interpretation of this information by unsophisticated users (students)

for making bankruptcy decisions. The study examines the differences in number of errors made in

decision making and time needed to complete a task for four presentation formats: financial

statement balances, financial ratios, faces without explanation and faces with explanation.

Moriarity finds that decision making based on the faces with explanation were more accurate and
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faster than financial statement balances which in turn were more accurate and faster than ratios.

The experiment was repeated with more experienced users (practicing accountants) with similar

results. Stock and Watson (1984) find similar results. Participants in their experiment were

assigned with the task to identify changes in bond rating based on multidimensional faces and

through financial ratios and financial statement balances. The participants using the

multidimensional faces performed better than the other group of participants that used the

financial ratios and financial statement balances. Similar to Moriarity (1979), Stock and Watson

(1984) find that their results also hold for the more experienced participants.

Bloomfield and Libby (1996) argue that the location of the disclosure of certain accounting

information affects the portion of investors that will process this information and as a result the

market reaction to this information. In an experimental setting, they find evidence for this

hypothesis. Hirst and Hopkins (1998) investigate whether different reporting formats for reporting

comprehensive income affect buy-side financial analysts’ estimates of the value of a company that

actively manages income through sales of available for sale securities. They find that reporting

comprehensive income at the face of the income statements improves the analysts valuation

judgments compared to presentation in the separate equity movement schedule. The different

reporting format appears to facilitate more effective detection of the modelled earnings

management strategy. Maines and McDaniel (2000) find similar results for non-sophisticated

investors (evening MBA students), but ascribe their results to information weighting rather than

information detection. The participants did detect and evaluate the information irrespective the

format in which it was reported, but the reporting format did affect the weight that they assigned

to the information.
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Experimental tests regarding the impact of pro forma information

Frederickson and Miller (2004) investigate the impact on investors’ decision making of the

inclusion of pro forma information in earnings announcements for both sophisticated users

(analysts) and less sophisticated users (MBA students). One group of participants received an

earnings announcement with GAAP income and another group received an earnings

announcement including both GAAP income and alternative performance measures. The

participants were asked to make an estimate of the stock price of the company based on the

available information. All participants in the experiment received sufficient information to deduct

the alternative performance measure from the earnings announcement, to ensure that all

participants had the same information and any differences in valuation judgment would be due to

the disclosure of the alternative performance measure itself and not to differences in actual

information available. The results indicate that the MBA students that make their assessment

based on the alternative performance measure announcements value the company’s share on

average 12% higher than the MBA students that only receive GAAP income. For the analysts, the

difference in valuation was less than 1%. These results show that in particular non-sophisticated

users are affected by disclosure of pro forma information. Further analysis indicates that this is

mainly caused by non-sophisticated users’ use of less well-defined valuation models. Many non-

sophisticated users use heuristic valuation models by adjusting prior stock prices based on their

evaluation of the positive or negative news in the earnings announcement. In addition,

Frederickson and Miller (2004) conclude that the non-sophisticated users that did use a multiple

based valuation model did not adjust the earnings benchmark used in their model as a result of the

pro forma disclosure, but rather adjusted the multiple that they apply to this benchmark. This

different valuation judgment appears to be caused by an unintentional cognitive process rather

than conscious decision making.
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Elliott’s (2006) experiment investigates whether investors’ perception of income are affected by

the emphasis that is given to alternative performance measures by companies that make GAAP

losses and the impact of the inclusion of a quantitative reconciliation thereon. Elliot’s findings are

mixed but the general conclusion is that unsophisticated users (MBA students) judge income

higher for companies that report alternative performance measures first and GAAP losses later in

the earnings release than when GAAP losses are reported first or when a simultaneous

reconciliation is provided. Similar to Frederickson and Miller (2004), she also ascribes these

results to an unintentional cognitive effect rather than a consciously different assessment of the

income figure emphasized by management. Experienced analysts however were affected to a

lesser extent by the emphasis placed on alternative performance measures. Actually, they judged

the performance higher for the companies that included a clear reconciliation between GAAP

losses and alternative performance measure profits consistent with a notion that such

reconciliation increases the perceived credibility of the reported information.

Dilla et al. (2006) examine how different online reporting formats for the pro-forma to GAAP

reconciliation affect judgments of undergraduate accounting students. They find that the

participants’ judgments are more significantly affected by the alternative performance measure

disclosure when the alternative performance measure to GAAP reconciliation is presented on a

separate, hyperlinked page than when they are presented on the same page as the alternative

performance measure disclosure. These results hold when participants judge fourth quarter income

and income potential, but not for their full year income or investment assessments which may be

affected by the research design.

Krische (2005) tests the empirical results found by Schrand and Walther (2000) who find that

managers strategically emphasize prior period gains and losses to lower the benchmark for current
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year’s income and influence investors’ assessment of current year’s income. They also find that

investors appear to be influenced by such strategic reporting behavior by management (also refer

to paragraph 2.7). Krische (2005) provides experimental evidence that the transparency of the

description of a transitory prior-period gain or loss affects the investors’ assessment of the current

period income. This result appears to be due to limited ability of the investors to remember the

prior-period event even when the investor did identify the event in that period as transitory. The

impact is mitigated by a clear and quantitative description of the transitory prior-period result in

the current earnings announcement. Krische (2005) notes that the results also highlight the need

for consistency in reporting non-GAAP financial performance measures.

Andersson and Hellman (2007) investigate how analyst EPS forecasts are affected by pro forma

information. They find that analysts that receive pro forma information (in addition to GAAP

information) make significantly higher EPS forecasts than analysts that receive GAAP information

only suggesting that analyst forecasts can be manipulated by presenting information in an

alternative way.

Investors’ assessment of the credibility of disclosures

Based on a review of literature, Mercer (2004) identifies factors that investors consider when

assessing the credibility of management disclosures. One of these factors is the situational factor.

Mercer (2004) notes that investors are expected to be less likely to believe management

disclosures when management has high incentives to be misleading or untruthful. As a result,

investors will be more sceptical towards good news disclosures than towards bad news disclosures

and towards disclosures made by financially distressed companies versus non-distressed

companies. Applying this to alternative performance measure disclosures, one could expect that

investors are less likely to rely on the alternative performance measures reported by management
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when net income is negative or decreasing, especially in cases where pro forma adjustments

reverse these negative results into positive results. In an experiment among 244 MBA students,

Mercer (2005) however finds that forthcomingness about negative news has a positive impact on

management’s credibility only for a short time. In the long run, managers reporting positive

income news are perceived more credible by investors irrespective their reporting decisions in the

past.

Summary

In summary, these experiments provide evidence that human judgement is affected by the

presentation format of, furthermore, the same information. Improving the way information about

the performance is presented to investors could thus improve investors’ decision making. This

specifically applies to unexperienced investors and to a much lesser extent to experienced

investors and analysts.

In addition, the finding that investors’ decision making is affected by alternative performance

measure disclosures does not mean that such disclosures are to be considered undesirable. The

finding that non-sophisticated users are affected differently than sophisticated users may give

some indication that the non-sophisticated are picking up or focusing on irrelevant information

and make incorrect decisions. However, many companies may provide these disclosures in the

sincere belief that they provide useful information to the market. It is hard to distinguish between

companies that report alternative performance measures2 to provide useful additional information

and companies that try to mislead the investors through a disclosure strategy. Some researchers

2 In the literature referred to in this chapter, alternative performance measures are generally called pro-forma
measures, non-GAAP measures or street earnings. Alternative performance measures is the name that CESR uses in
its recommendation.
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have tried to answer this question empirically. Their findings are discussed in the following

paragraphs.

2.6 General literature regarding the usefulness of various
performance measures

Introduction

As mentioned in paragraph 2.3, many have investigated whether GAAP income is relevant for

investor decision making and have generally concluded positively. This does however not mean

that all relevant information is captured in one bottom-line net income number. Breaking up net

income in components with different characteristics might enhance the predictive power of models

that use these components and reporting additional performance measures separately could

enhance the decision usefulness of financial information.

Two groups of research can be identified that try to answer the question whether the provisioning

of income information beyond the net income number alone is relevant for investors’ decision

making by using data available in existing databases. The first group focuses on the information

content of different income components and the second group focuses on differences between data

reported in I/B/E/S and data reported in Compustat.

The information content of different income components

Ohlson and Penman (1992) formulate an expectation that the disaggregation of the bottom line

number into its components will add information into their valuation models since the individual

line items or components are expected to have different valuation implications. The reason is that

some line items pose greater measurement problems than others. Depreciation and tax expenses
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are mentioned as examples of line items that have greater errors than the other line items. In

addition, certain line items are more transitory than others. Based on this, one would predict a

lower earnings response coefficient for these line items than for the other line items. They evaluate

empirically how disaggregated accounting data explain returns. The results indicate that different

line items have different valuation implications over shorter periods, but that the average

coefficient associated with the various line items are approximately the same for longer intervals.

Fairfield et al. (1996) also investigate the predictive power of forecast models that systematically

disaggregate income (return on equity). They find that disaggregating income into operating

income, non-operating income and income taxes, special items, and extraordinary items and

discontinued operations improves the forecasts of one year ahead profitability significantly.

Banker and Chen (2006) find similar results for the disaggregation of income into components that

reflect variability of costs with sales revenue and stickiness in costs with sales declines.

Fields et al. (1998) investigate the usefulness of GAAP net income and funds from operations

(FFO), an alternative performance measure commonly used in the real estate investment trust

industry, by comparing adjusted R2s from regression analyses of future FFO, cash flows, net

income and current stock price on each of these two performance measures. They find that the

usefulness of each of these measures is context specific and that the results do not support the

superiority of FFO over net income.

Moehrle et al. (2001) investigate the information content of income excluding amortization,

income before extraordinary items and cash flow from operations by comparing adjusted R2s from

regressions of market-adjusted returns on the unexpected portion of each of these three measures.

They find that income before extraordinary items excluding amortization and income before



40

extraordinary items including amortization are equally informative and more informative than

cash flow from operations. However, for the business services industry, which according to

Moehrle et al., includes many “new economy companies” (high growth, loss making), cash flow

from operations is found to be more informative than the income measures. Comparing R2s from

regressions of share prices on income, Jennings et al. (2001) find that income before goodwill

amortization explains significantly more of the variation in share prices than income after

goodwill amortization.

Francis et al. (2003) further explore the impact of industry characteristics on the relevance of

various performance measures. Based on research of various information sources Francis et al.

identify certain alternative performance measures that are assumed to be preferred in certain

industries. A first set of tests examines the relative and incremental explanatory power for security

returns of income before extraordinary items, EBITDA and cash from operations in industries

where each of these measures is assumed to be superior in valuing a company’s shares during the

period 1990-2000. They find that the assumed preferred measures do add explanatory power to the

models, but that in the “alternative measures”-industries the assumed preferred measures do not

dominate income before extraordinary items in explaining security returns. Income before

extraordinary items is also in these industries found to be most relevant. A second set of tests is

conducted using other, mostly non-financial, alternative performance measures with similar

results.

Schmidt (2006) specifically focuses on one line item that often is excluded from alternative

performance measures (like EBITDA): the income tax line. Schmidt finds that changes in the tax

component of income generally persist and are relevant for predicting future income. Especially

the initial estimate of the effective tax rate which is reflected in the first quarter interim financial
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information persists in future periods, indicating that this initial estimate is largely based on long

term strategic tax planning. Revisions to the effective tax rate in later quarters appear to be less

persistent which may indicate that the tax component of income is used to meet or beat analyst

expectations. Investors however appear to underestimate the persistence of both elements of the

tax change component.

McVay (2006) examines the classification of items within the income statement and focuses on

the allocation of expenses between core expenses and special items. McVay identifies

classification shifting as a potential earnings management tool which has a low cost for

management since it does not affect a company’s future income. Similar to the (discretionary)

accrual estimation models used in the ‘traditional’ earnings management research, McVay

develops a model to estimate expected core income and, based on that, unexpected core income.

The evidence found indicates that managers use classification shifting to overstate core income, in

particular in situations where this makes the difference between missing and meeting analyst

forecasts and even more pronounced for growth companies. Investors do appear to be affected by

the inappropriate presentation of recurring expenses as special which is evidenced by the negative

returns in the subsequent year when these items, which were expected to be incidental, recur.

Using the Compustat definition of special items, Fairfield et al. (2009) test the association between

past special expenses and future profit margins for various windows. They find that on average

negative special items are not informative about future profit margins. However, this result is

attributable to companies with low core profitability. For companies with high core profitability,

negative special items are associated with lower future profit margins and should thus not be

excluded from core income when forecasting future profit margins. Frankel (2009) however,

believes that there is no theoretical sound explanation for these results.
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Compustat versus I/B/E/S

Bradshaw and Sloan (2002) compare income before extraordinary items and discontinued

operations from Compustat (GAAP income) and income as tracked by analysts, reported in

I/B/E/S (street earnings) for the period 1985-1997. They find a dramatic increase in cases where

GAAP income and street earnings differ as well an increase in the magnitude and frequency of

expenses that are excluded from street earnings resulting in street earnings generally exceeding

GAAP income. Testing long window associations between stock returns and income, they find

that street earnings are increasingly the basis for valuation by investors as opposed to GAAP

income. Based on an investigation of 200 earnings announcements from 1986-1987 and 200 press

releases from 1998-1999, Bradshaw and Sloan (2002) conclude that management plays an active

role in defining and emphasizing street earnings. In the first period approximately 83% of the

earnings announcements discussed GAAP income only and when street earnings were discussed

these were discussed after GAAP income in 63% of the cases. In the second period (1998-1999)

the percentage of GAAP-only announcements had decreased to 28% with street earnings being

discussed first in 60% of the announcements that discussed street earnings. They conclude that this

could either be an attempt to obtain higher valuation or to remove transitory components in order

to make street earnings an improved measure for determining future cash flows.

Doyle et al. (2004) use I/B/E/S data and find that companies that exclude small items of expenses

(i.e. not the companies that take a “big bath”) from their GAAP income more often just meet or

beat analyst forecasts. They conclude that this provides evidence that managers pro-actively use

alternative performance measures to meet or beat analyst forecasts.
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Brown and Sivakumar (2003) assess the value relevance of operating income disclosed in I/B/E/S

(as a proxy for operating income disclosed in earnings releases) as compared to operating income

disclosed in Compustat based on three procedures: (1) ability to predict future income; (2)

association between income levels and stock price levels; and (3) correlation between income

surprises and abnormal stock returns. Based on quarterly data from 1989 to 1997, they show that

operating income reported by managers and analysts (I/B/E/S) are more value relevant than a

measure of operating income derived from the financial statements (Compustat).

Doyle et al. (2003) however, find that the expenses that are excluded from alternative performance

measures as reported in I/B/E/S during the period 1988 to 1999 provide incremental information

about a company’s future cash flows up to three years in the future beyond the information in the

alternative performance measure itself. The results are the strongest for the ‘other exclusions’

being the exclusions not being special items. Special items are found to be generally unrelated to

future cash flows, but other exclusions, such as depreciation and amortization, do have predictive

power for future cash flows. However, the stock market does only partially respond to the

information content of items excluded from alternative performance measures and thus overvalues

these companies’ shares. As a result, stock returns for three years after the earnings

announcements are significantly negatively related to the amount of exclusions.

Using First Call data, Gu and Chen (2004) examine analysts’ inclusion and exclusion of items

from alternative performance measures. They find that items that are excluded from alternative

performance measures have lower valuation multiples than items that are included. Given that

they do not find that abnormal returns can be earned based on information about inclusions and

exclusions, they conclude that the valuation difference is supported by fundamental differences

between the quality of included and excluded items rather than the result of the exclusion of the
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item itself. Baik et al. (2009) however find that alternative performance measures are influenced

by analysts’ self interest. They find that analysts are more likely to exclude expenses from

alternative performance measures for glamour stocks (for which they have an incentive to be

optimistic) than for value stocks. They also conclude that excluded expenses are predictive for

future income for glamour stocks and not for value stocks. Christensen et al. (2011) conclude that

companies’ managers actively influence the items that analysts exclude from GAAP income to

determine alternative performance measures via the guidance that they issue.

Summary

This body of research provides mixed evidence regarding the usefulness of and manipulation with

alternative performance measures (street, or pro forma, earnings). Most researchers find that

breaking up income into components and provisioning of alternative performance measures result

in relevant information for investor decision making. However, they also find that the information

that is excluded from frequently used alternative performance measures (like income taxes and

amortization) provide as such relevant information beyond the information included in the

alternative performance measure alone. As long as this other relevant information is also provided,

these findings would support claims made by managers that alternative measures are primarily

reported to provide additional useful and value relevant information to the market. However, some

of the evidence discussed above also indicates manipulative use of alternative performance

measures to inappropriately influence the investors’ view on the performance of the company.

In addition, the evidence is based on the information included in analyst tracking services such as

I/B/E/S and/or other database information (e.g. Compustat) which does not necessarily equal the

actual information reported by management (see also Easton, 2003). It is possible that analysts

track an alternative performance measure that is not reported at all by the company and that their
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tracking and the investors’ decision making is not affected by company disclosures of

performance measures. As a result, these findings do not tell us much yet about actual reporting

behavior and the impact of actual disclosures made in practice. Furthermore, Abarbanell and

Lehavy (2007) provide evidence that results are driven by a relatively small number of cases in the

tails of the distribution where I/B/E/S earnings exceed Compustat earnings and Cohen et al.

(2007), discussed by Christensen (2007), point to the fact that results from studies that use I/B/E/S

forecast information are affected by an “errors in variables” problem caused by the mismatch

between the basis for I/B/E/S forecasts and actual GAAP income.

The next paragraph discusses a body of literature that addresses most of these concerns by

investigating actual disclosures made.

2.7 Research based on actual company disclosures

Introduction

In order to gain further insight into the question which companies report alternative performance

measures and how this affects investors’ decision making, some researchers have examined

companies that actually reported alternative performance measures. The advantage is that this

research can really focus on the properties of companies that do report alternative performance

measures and the question whether reporting an alternative performance measure or not makes a

difference whereas research based on information that is available in databases primarily focuses

on the properties of certain alternative performance measures in general. A disadvantage however

is that this research is much more time consuming and thus that sample sizes are generally much

smaller.
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General research into the reporting of alternative performance measures

Schrand and Walther (2000) examine 130 press releases in which management emphasizes a

prior-period gain or loss on the sale of property, plant & equipment (PP&E). They conclude that

managers strategically try to lower the benchmark against which the current quarter’s income will

be evaluated by emphasizing prior-period nonrecurring gains on the sale of PP&E. This strategy is

especially found in cases of negative income surprises. Their analysis of returns at the earnings

announcement date suggests that investors are actually influenced by this strategy.

Bhattacharya et al (2003) and Bhattacharya et al. (2004) provide evidence on the magnitude of pro

forma reporting based on an examination of 1,149 press releases between January 1998 and

December 2000 that contain alternative performance measures as well as the informativeness and

persistence of the reported alternative performance measures. The announcements were selected

through searches based on the key words “pro forma” and variations thereon. It is noted that this

method selects only a portion of the actual announcements containing alternative performance

measures since a wide variety of terminology is used in practice, see hereto Bradshaw (2003). The

sample shows significant growth in alternative performance measure reporting during the period

reviewed. Bhattacharya et al. (2004) find that companies that announce alternative performance

measures are relatively young and concentrated in the technology and business services industries.

These companies are more liquid (measured by the current ratio), less profitable, have higher debt

levels, P/E ratios and book to market ratios than other companies in their industries. Depreciation

and amortization was the most frequently identified adjustment category but companies were

generally not consistent over time in the expenses that they exclude from GAAP income. Based on

the behavior of certain key metrics around thresholds, Bhattacharya et al (2004) conclude that

their results support the criticism that managers generally use alternative performance measures to

try to meet or beat analysts’ expectations or to avoid (GAAP) income decreases. Bhattacharya et
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al (2003) however also conclude that alternative performance measures are more informative, in

that the model that regresses short-window abnormal returns around earnings announcements on

the alternative performance measure surprise has more explanatory power than the model that is

based on GAAP income, and more permanent, in that the analysts’ one quarter ahead income

forecasts respond more heavily on the alternative performance measure surprise than on the

GAAP income surprise. They do also find that investors are sceptical towards alternative

performance measures that meet or beat analysts’ expectations when GAAP income does not.

Such scepticism is not found with investors (but is found with analysts) when a GAAP loss is

converted into an alternative performance measure profit.

Lougee and Marquardt (2004) examine 249 alternative performance measure press releases

between 1997 and 1999 which were also selected using key word searches. Using a matched

sample design they explore what distinguishes companies that report alternative performance

measures from companies that do not. They find that alternative performance measure reporting is

predominantly identified in the press releases of companies with lower GAAP income

informativeness (or quality), measured by amongst others their earnings response coefficients,

corresponding adjusted R2s and various accounting measures. In addition, companies with

negative income surprises appear to report alternative performance measures more often than

companies that meet the income benchmarks which indicates that strategic considerations

influence managers’ decision making whether or not to disclose alternative performance measures.

The second part of their paper focuses on the information content of alternative performance

measures. Regressing abnormal stock returns around the earnings release on GAAP income and

alternative performance measures, they find that alternative performance measures have

information content in cases that GAAP income informativeness is low and income surprises are

positive. In these cases alternative performance measures also appear to marginally better predict
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future GAAP income and returns than GAAP income alone. However, when GAAP income

informativeness is high or income surprises are negative, alternative performance measures do not

seem to be considered informative by investors and do not help predicting future profitability.

Lougee and Marquardt (2004) conclude that their results provide mixed evidence on the question

whether alternative performance measures are used to inform or to mislead investors and that this

is highly context-dependent.

Johnson and Schwartz (2005) examine 433 companies that released alternative performance

measures in press releases issued between June and August 2000 which were identified using

electronic text searches. They find that alternative performance measure reporters are often in the

computer and technology industry. Using market multiples, they find some evidence that

companies that report alternative performance measures are on average overpriced. However,

stock returns during a narrow window around the earnings announcement date suggest that if there

is overpricing, this is not caused by the earnings announcement itself. Based on these combined

results, Johnson and Schwartz (2005) conclude that there is no evidence that investors were misled

by the alternative performance measures disclosure itself, but that they consider a richer set of

information when evaluating a company’s performance. Berger (2005) however comments on the

paper and states that since alternative explanations are possible no conclusions can be drawn based

on the reported findings.

Bowen et al. (2005) examine the emphasis that is placed (rather than the choice whether or not to

report) on alternative performance measures and GAAP earnings based on the quarterly press

releases of 206 companies in 2001 and 2002. They find that alternative performance measures are

more often emphasized in the press release than GAAP income and that managers strategically

emphasize the performance measures that portray better performance. They also find that GAAP
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income is less emphasized in the situations that GAAP income is expected to be less relevant

(high income variability, high-tech companies, and companies with losses) resulting in relative

more emphasis on alternative performance measures. However, this is not caused by the emphasis

placed on alternative performance measures as such; in these cases the emphasis is placed on

revenues rather than on income measures. In addition, they find that alternative performance

measures are particularly emphasized by companies with greater media coverage and more

sophisticated users. According to Bowen et al. (2005) this is in line with the notion that more

sophisticated users find alternative performance measures more relevant. It is however not

consistent with opportunistic behavior or investor deception since Elliott (2006) finds that it is the

unsophisticated user that is misled by alternative performance measures and not the sophisticated

user. Bowen et al. (2005) find that investors’ decisions are affected by the emphasis placed on

alternative performance measures; the market reacts stronger to a surprise in the alternative

performance measure when this metric is given greater emphasis in the press release.

Adhikari and Duru (2006) examine a sample of 985 quarterly press releases by 429 companies

over the period 1994-2004 for the disclosure of free cash flow information. They find a large

increase in the reporting of free cash flow information, especially during the period 1999-2002

followed by some decline after the implementation of regulation G. They match each company

that discloses free cash flow information with a company that does not disclose this information

based on industry, fiscal year and size. Disclosure of free cash flow information does not appear to

be heavily influenced by industry membership, but profitability and financial status do affect free

cash flow reporting decisions. Companies that report free cash flow information are less

profitable, have lower credit ratings and are more leveraged than their matched company in the

sample that does not report free cash flow information. In addition, companies that report free cash

flow information pay out higher dividends than their counterparts that do not report free cash flow
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information. Their free cash flow and cash flow from operations is generally higher than that of

their counterpart in the matched sample. This indicates that these companies have an incentive to

draw the users’ attention away from GAAP income and to free cash flow information which is

consistent with claims that managers use free cash flow disclosures opportunistically and

potentially to mislead investors. Adhikari and Duru (2006) also identify significant diversity in the

definition of free cash flow as well as variation in the definition over time. The definitions used by

these companies generally lead to higher free cash flow numbers than based on a standardized

definition. These findings seem to confirm concerns expressed by various regulators (also refer to

paragraph 2.2). It is however noted that Adhikari and Duru (2006) do not investigate the relevance

(predictive power) of the free cash flow information for these companies and thus a final

conclusion cannot be drawn about whether the disclosures are made to mislead, to inform or both.

Allee et al. (2007) and Bhattacharya et al. (2007) test the experimental results found by

Frederickson and Miller (2004) and Elliott (2006) using archival data. As described in paragraph

2.5, in an experimental setting, Frederickson and Miller (2004) find that primarily non-

sophisticated users are affected by disclosure of pro forma information whereas the sophisticated

users’ valuation judgments are hardly affected. Elliott (2006) reports that non-sophisticated users’

valuation judgments are affected by the emphasis placed on alternative performance measures

whereas sophisticated users appear to see through management’s strategic reporting behavior.

Allee et al. (2007) and Bhattacharya et al. (2007) use trade-size-based proxies to distinguish

between less sophisticated users (which are expected to be individual retail investors that generally

trade low volumes) and sophisticated users (institutional investors that generally trade in larger

volumes per transaction). They then compare both investor groups’ trading reactions to income

information that contains alternative performance measures and a matched sample that only

contains GAAP income. The results indicate that the less sophisticated users trade significantly
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more based on alternative performance measure information and, in contrast, more sophisticated

users trade less when an alternative performance measures is present, indicating that they are

suspicious of strategic reporting behavior by management. Price reactions are found to be higher

when alternative performance measures are reported before GAAP income, which appears to be

caused by the trading activity of less-sophisticated investors. Although Allee et al. (2007) and

Bhattacharya et al. (2007) measure slightly different aspects of the investor reaction to alternative

performance measures than Frederickson and Miller (2004) and Elliott (2006), their findings

largely confirm the experimental findings of Frederickson and Miller (2004) and Elliott (2006).

Black and Christensen (2009) investigate the extent to which different types of income

adjustments in press releases affect the difference between alternative performance measures and

GAAP income from continuing operations. They conclude that managers often exclude recurring

expenses to meet strategic targets. Companies that report alternative performance measures only

sporadically are somewhat more aggressive in using recurring adjustments to beat strategic

earnings benchmarks than companies that report alternative performance measures on a regular

basis.

D’Souza et al. (2010) conclude that line item disclosures in press releases are aligned with the

economic characteristics of companies. They find that more leveraged and capital intensive

companies are more likely to disclose EBITDA information.

Riedl and Srinivasan (2010) investigate the presentation of special items in the financial

statements as a separate line in the income statement or in the footnotes only for a sample of 500

companies over the period 1993-2002. Although they find some evidence for opportunistic

behavior (managers are more likely to separately present special items that cause them to miss an
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earnings benchmark), they conclude that managers’ reporting choices are primarily driven by

informational motives to reflect underlying company performance by highlighting on the face of

the income statements items that are more transitory than those disclosed in the footnotes only.

The impact of regulation on the reporting of alternative performance measures: the Sarbanes-
Oxley Act

As noted in the paragraph 2.2, regulation on the use of alternative performance measures has been

and is limited in the EU. In the US the Sarbanes Oxley Act (SOx) and related SEC regulation has

resulted in some regulation regarding the disclosure of alternative performance measures. A large

body of US literature, investigating the impact of this regulation exists. This literature is discussed

in this section.

Entwistle et al. (2006a and 2006b) focus on the impact of the implementation of the SOx

regulation on the disclosure of alternative performance measures. They examine US press releases

during the period 2001-2003. They find a decrease in alternative performance measure reporting

from 77% in 2001 (prior to SOx) to 54% (after implementation of regulation G) in 2003. In

addition, in 2003 alternative performance measures are used in a less biased manner, meaning that

the portion of companies reporting alternative performance measures that are higher than GAAP

income decreased as well as the magnitude of the adjustments. In addition, alternative

performance measures were presented less prominent in 2003 than in 2001. More importantly,

Entwistle et al. (2006a and 2006b) conclude that the percentage of misleading alternative

performance measure releases (mostly through the use of misleading terminology) dropped from

over 10% prior to the implementation of SOx to less than 1% after the implementation of

regulation G. This is consistent with Bowen et al. (2005) who find that less emphasis is placed on

alternative performance measures and more emphasis is placed on GAAP measures in 2002
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compared to 2001, especially by companies that are subject to greater media exposure. They

ascribe this development to the SEC’s cautionary advice issued in December 2001, credibility

concerns as stakeholders may view alternative performance measure reporting as opportunistic

behavior and a resulting decline in (perceived) benefit of reporting alternative performance

measures.

Marques (2006a) also explores the impact of regulation on the use of alternative performance

measures, or as Marques calls them, non-GAAP financial measures or earnings. Marques (2006a)

investigates the impact of the cautionary warning from the SEC in December 2001 and, similar to

Entwistle et al. (2006a and 2006b), the implementation of regulation G in January 2003 using

press releases of 361 S&P 500 companies issued during the years 2001-2003. Marques (2006a)

finds a decrease in the disclosure of non-GAAP earnings in 2003 resulting from regulation G. The

use of other non-GAAP measures had already decreased in 2001 as a result of the cautionary

warning of the SEC. In addition, Marques (2006a) finds that investors did not undervalue or

overvalue companies reporting non-GAAP earnings before regulation G, but did respond

positively to non-GAAP earnings after regulation G. This may be explained by increased

perceived credibility of the reported non-GAAP earnings which would be consistent with Elliott’s

(2006) experimental findings. In addition, Marques (2006a) finds that the market reacts much

more heavily to adjustments that are followed by analysts than to the adjustments made by

management that are not taken over by the analysts. In a related paper, Marques (2006b) builds on

the findings regarding the impact of regulation G on the disclosure of non-GAAP earnings and

adds the impact of corporate governance mechanisms. She finds the decrease in disclosure of non-

GAAP earnings as a result of regulation G is lower for companies with stronger corporate

governance mechanisms than for companies with weaker corporate governance mechanisms.

According to Marques (2006b) this implies that companies with stronger corporate governance
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mechanisms are less likely to make misleading earnings adjustments than companies with weaker

corporate governance mechanisms.

Campbell and Pitman (2009) review the year-end press releases of 100 randomly selected S&P

500 companies for the years 2002 (pre-regulation G) and 2005 (post-regulation G) in detail. They

also find a decrease in the use of alternative performance measures after the implementation of

regulation G, but smaller than found by most other researchers (16% decrease). They ascribe this

difference to their research method which does not rely on key word searches and thus captures a

larger portion of the alternative performance measure reporters. In addition, they find significant

movements between the adjustment categories that are being used by companies to calculate

alternative performance measures. This explanation is in line with prior research findings that

companies do not report alternative performance measures consistently.

Yi (2007), using hand-collected earnings releases between 2001 and 2004, examines whether the

decrease in alternative performance measure disclosures after regulation G is an intended or

unintended consequence of the regulation. Yi (2007) concludes that the decrease in alternative

performance measure disclosures as a result of regulation G is primarily found for companies with

opportunistic reporting motives whereas companies with communication motives are more likely

to disclose alternative performance measures after the implementation of regulation G. In addition,

alternative performance measures were more informative post-regulation G than pre-regulation G.

The findings appear to be consistent with the intention of the regulation.

Kolev et al. (2008) find that after the SEC interventions in 2001, exclusions from GAAP income

are of higher quality and that companies with lower quality exclusions stopped reporting
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alternative performance measures after the interventions. These results are consistent with the

intention of the regulatory actions taken. Kolev et al. (2008) however also find that special items

exclusions are of lower quality which suggests that managers have shifted more recurring

expenses into the special items category and is not consistent with the intention of the regulation.

Heflin and Hsu (2008) find that regulation G resulted in a decline in the frequency of alternative

performance measure disclosures and the magnitude of items excluded, both for special and other

item exclusions. Furthermore, they find that the probability that the disclosed performance

measure meets or beats analysts’ forecasts declined as well as the association between returns and

disclosed income forecast errors. The results of Heflin and Hsu (2008) provide mixed evidence

about whether regulation G achieved the intended results.

Marques (2010) investigates the prominence of alternative performance measures in press releases

both before and after the implementation of regulation G. She finds that among companies that

report alternative performance measures, the relative emphasis of the GAAP income number

increased between 2001 and 2003 and the emphasis on the alternative performance measure

decreased. However, managers do still emphasize alternative performance measures when this

helps them meeting or beating strategic earnings benchmarks suggesting that the relative decrease

in emphasis on alternative performance measures is primarily due to the companies with less

incentive to emphasize the alternative performance measure.

Chen (2010) however concludes that regulation G constraints the exclusion of recurring expenses

from alternative performance measures to meet or beat analyst forecasts based on the finding that

the difference between persistence of exclusions that allow companies to meet or beat analyst

forecasts and exclusions that do not declined decreased after regulation G was implemented.
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Furthermore, analysts appear to better understand the persistence of items that are excluded from

alternative performance measures, particularly those that do not allow companies to meet or beat

analyst forecasts.

Zhang and Zheng (2011) find that after regulation G, companies place less emphasis on the

alternative performance measures in press releases. They find that before the SEC warning, 87.4%

of the examined press releases emphasized pro forma earnings whereas after regulation G only

22.9% did so. In addition, they conclude that mispricing of companies reporting alternative

performance measures decreased due to the regulation G requirement to provide a clear

reconciliation between alternative performance measures and GAAP income which was followed

by many companies and resulted in an overall improvement of reconciliation quality.

Frankel et al. (2011) investigate the impact of board independence on the opportunistic exclusion

of recurring items from alternative performance measures. They conclude that board independence

has a positive effect on the quality of (exclusions from) non-GAAP earnings. The impact of board

independence on the quality of alternative performance measures however declined after the

implementation of regulation G indicating that regulation G is an alternative monitoring

mechanism playing a similar role as board independence.

Cross-country differences in the use of alternative performance measures and European
research

Entwistle et al. (2005) compare the use of alternative performance measures between the US and

Canada. They identify alternative performance measure press releases issued by US S&P 500

companies and Canadian TSX S&P 300 companies between February 2001 and January 2002

through full reading of actual earnings press releases (784 press releases in total). They find that
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during this period alternative performance measures were reported much more often in the US

than in Canada (77% versus 33%), deviate more from GAAP income in the US and are given

greater prominence in the US. In a related paper Entwistle et al. (2004) report that alternative

performance measures (per share) in their US sample were higher than GAAP income in 87% of

the cases and on average more than twice as high as GAAP income.

Entwistle et al. (2005) find some evidence for a relationship between a company’s missing of

performance thresholds, specifically between missing analysts’ expectations, and reporting

alternative performance measures, but not for all thresholds for which this relationship was

hypothesized. Based on these findings, they conclude there is some evidence that, in both

countries, alternative performance measures are used to mislead investors. Entwistle et al. (2005)

note that US and Canada are very similar and that since differences are already found between

these two countries, even greater differences may exist between other countries.

There is little research of this phenomenon in the EU and most research conducted so far is limited

to research on the individual country level. Examples are Hooghiemstra and van der Tas (2003

and 2004) for the Netherlands, Marseille and Vergoossen (2005) for the Netherlands, Koning et al.

(2010) for the Netherlands, Hirsch (2007) for Austria and Hillebrandt and Sellhorn (2002) and

Hitz (20010) for Germany.

In the UK, a larger body of research is available about reporting of alternative performance

measures by UK companies. Relevant research includes Barker (2000), Lin and Walker (2000),

Watson et al. (2002), Walker and Louvari (2003), Connolly and Hyndman (2004) and Choi et al.

(2005 and 2007).
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Barker (2000) uses participant observations and semi-structured interviews to gain insight in the

use of income information by analysts in the context of FRS 3. He concludes that, although

accounting information is not their primary information source and financial statement analysis is

not necessarily their core competence, analysts use income information with immediacy and

importance and that they use the components of FRS 3 to construct one or more normalised

income measures.

Lin and Walker (2000) examine the power of book value per share and two alternative income per

share measures (headline earnings per share and FRS3 earnings per share) to explain variations in

share prices of 689 UK companies listed on the London Stock Exchange. They conclude that book

value per share and headline earnings per share add statistically and economically to the model,

but that the explanatory value contributed by FRS3 earnings per share is negligible.

Watson et al. (2002) investigate the voluntary disclosure of accounting ratios by 313 UK

companies in the context of the agency and signalling theory. Watson et al. (2002) state that they

believe that ratio disclosures can assist financial statements users by improving the

communication functions and quality of the financial statements. They note that the agency theory

can explain ratio disclosure when these disclosures reduce agency costs by improving disclosure

quality. Signalling theory can explain ratio disclosure when these disclosures are considered

(industry) best practice and are used by management to signal favourable performance. Watson et

al. (2002) identify differences in the magnitude of ratio disclosure between industries, but the

identified trend cannot easily be explained. No clear effect of the company’ performance on the

level of ratio disclosure has been found either. Size appears to be the only factor that predictably

affects ratio disclosure. Based on these findings, Watson et al. (2002) conclude that there is little

evidence for the agency and signalling theory on ratio disclosure.
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Walker and Louvari (2003) investigate the variation in willingness of companies to disclose

additional earnings per share measures. They find that companies that generally have a high level

of disclosure are more likely to disclose additional earnings per share measures. They also find

that companies use additional earnings per share measures to present a more favourable earnings

profile, except when they are loss making. Companies appear to be hesitant to report an additional

earnings per share measure when it is negative, perhaps because managers fear that the negative

alternative measure will be interpreted as the company’s sustainable earnings figure.

Connolly and Hyndman (2004), explore reporting of performance information outside the

financial statements by British and Irish charities, an ‘industry’ in which performance information

beyond net income is likely to be very relevant for the financial statements users. They find that

British charities report more performance information than Irish charities and larger charities more

than smaller charities.

Choi et al. (2005) use hand-collected data for a sample of UK companies at three time points

arriving at 1,246 company-year observations. They find that companies report alternative

performance measures when GAAP (FRS 3) earnings are a relatively poor indicator of future

operating performance and therefore relatively less value relevant than the alternative performance

measure. Their findings are consistent with management using private information to disclose

more relevant income numbers to investors.

Using the same dataset, Choi et al. (2007) investigate differences between adjustments made by

management of UK companies and adjustments made by Thomson Datastream to arrive at a

recurring income number. They conclude that disagreements generally reflect managers’ superior
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ability to correctly classify income components. Some evidence of strategic disclosure behavior

however also emerges in that gains included by management and excluded by Thomson

Datastream on average are not value relevant.

Isidro and Marques (2008) investigate the year-end earnings press releases for a cross country

sample of 321 European companies for the fiscal years ending 2003, 2004 and 2005. They find

that the disclosure of EBIT and EBITDA is much more common in Europe than in the US and that

the disclosure of and emphasis on alternative measures depends on several company

characteristics such as country, industry, size, performance, leverage and corporate governance

practices. They also find that the transparency about the nature and amount of adjustments is low.

In a second study Isidro and Marques (2010) investigate the impact of institutional and economic

factors on the strategic reporting of alternative performance measures. They conclude that such

factors do influence both the reporting of alternative performance measures and the strategic use

of these measures. Alternative performance measures are reported more frequently in countries

where public information is more important, i.e. countries with more sophisticated financial

markets. Furthermore, strong investor protection and developed markets mitigate the strategic use

of alternative performance measures.

Summary

Although some evidence is found for alternative performance measures being reported to provide

more relevant information to investors (see for example Lougee and Marquardt, 2004), the body

of research using actual information disclosed in press releases also provides a large amount of

evidence pointing towards strategic use of such measures. The implementation of regulation G
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however improved the quality of alternative performance measures reported and the disclosures

surrounding it.

Limited evidence about the reporting of alternative performance measures in the EU is available.

Isidro and Marques (2008 and 2010) provide the first evidence of cross country differences in the

reporting of alternative measures and strategic reporting of such measures.

2.8 Summary

The literature that is discussed in this chapter provides a number of insights into the subject of this

thesis, the use of alternative performance measures in the EU. First of all, although the use of

alternative performance measures has been and is widely debated, regulation regarding this aspect

of financial reporting is limited which leaves significant room for management to make its own

judgments about which measures to report and which not. Secondly, both empirical and

experimental evidence indicate that, especially inexperienced, investors are affected by the

presentation of information and the inclusion of alternative performance measures in financial

reports. This can be explained by the incomplete revelation hypothesis and limited attention

theory.

Thirdly, empirical evidence indicates that most alternative performance measures and additional

break downs of net income that are reported by management provide additional useful information

to investors. However, the empirical evidence also indicates that management strategically

emphasize measures that portray better performance. No final answer can thus be given yet about

whether management provides this information to inform or to mislead. Finally, research into the
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impact of the Sarbanes-Oxley regulation indicates that this regulation significantly affected the use

of and emphasis placed on alternative performance measures.

Most of the research however has been performed in a US environment. In addition, although it is

a widely observed phenomenon, the studies generally do not address alternative performance

measures that exclude depreciation and amortization such as EBITDA. A third element that has

not been addressed in prior research is the use of alternative performance measures in the financial

statements (including narratives). Most research is focused either on general database information

or on the actual use in press releases. The financial statements however are the formal documents

through which management gives account for the performance of the company.

The EU environment promises to be a fruitful environment for further exploring this subject. First

of all, since concerns about the increased use of alternative performance measures in the EU due

to the implementation of IFRS have been expressed by many parties, research into the actual

behavior of EU companies in this regard is relevant for those who participate in this debate.

Secondly, results found in the US environment may not necessarily hold in the EU environment

and the EU results of this research allow for comparison with the already available US results as

well as comparison between EU countries. These results will give further insight into the impact

of various cross-country differences on (voluntary) accounting decisions made.

2.9 Contribution of this research to the literature

This study contributes to the literature by making a comprehensive manual analysis of the use of

alternative performance measures in the EU. The study covers over 17,000 company-year
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observations during the period 1995-2007 from the 15 EU countries that had joined the EU on or

before January 1, 1995.

Current debates regarding the use of alternative performance measures in Europe are very much

based on US research and anecdotal evidence. The findings in US research may however not

necessarily be relevant for decision making in the EU environment, specifically given that

companies from EU code law countries may behave differently than the companies from common

law countries that have primarily been investigated in prior research. This research contributes to

the literature by providing evidence on the use of alternative performance measures by a large

sample of EU listed companies. The research provides insight into the use of alternative

performance measures in the EU, as well as for EU common law and code law countries

separately, strategic use of alternative performance measures, relevance of reported alternative

performance measures and the relationship between strategic use and the relevance of reported

alternative performance measures.

Secondly, the results provide separate insight into the two groups of performance measures that

are widely used and debated: results excluding depreciation and/or amortisation (EBITDA and

similar measures); and results excluding certain non-recurring items. Most studies do not address

alternative performance measures that exclude depreciation and amortization such as EBITDA

(with the exception of Francis et al., 2003, and Isidro and Marques, 2010) even though it is a

widely observed phenomenon. These performance measures are covered in this study as well and

tested separately giving a more complete picture of the issue. This is particularly important in the

EU context given the dispersion in the type of alternative measures used in the various EU

countries.
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Thirdly, although many have expressed concerns about the impact of the implementation of IFRS

on the reporting of alternative performance measures, no comprehensive empirical evidence is

available on the impact of the implementation of IFRS on the use and strategic use of alternative

performance measures in the EU. In this research, I investigate the impact of the implementation

of IFRS on both the level of use of alternative performance measures and the strategic use of

alternative performance measures in the EU.

Furthermore, most research focuses on alternative performance measures in press releases whereas

this research focuses on the use thereof in financial statements. As a result of auditors involvement

and oversight on financial statements, results found for measures reported in financial statements

may differ from results related to information included in press releases.

Finally, I do not only separately investigate the strategic use and relevance of alternative

performance measures, but also the relation between reporting decisions, strategic motives to

report alternative performance measures and the relevance of the alternative performance

measures that are reported. Strategic use may be of concern for investors and regulators, but

strategic use and relevance may not be two mutually exclusive aspects of the reporting of

alternative performance measures, i.e. it is possible that also for companies that are strategically

motivated to report a specific alternative performance measure the measure itself is relevant for

the users of the financial statements. Therefore, I explicitly test the relation between strategic

motives and the relevance of reported alternative performance measures.
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3 Reporting alternative performance measures
in the European Union: the impact of
historical local background and IFRS adoption

Abstract

Based on a comprehensive manual analysis of almost 17,000 EU financial statements, this chapter

provides evidence of significant differences in the use of alternative performance measures

between code law countries where accounting is primarily for creditors and tax purposes and

common law countries in which accounting is primarily for outside shareholders, specifically with

regard to the type of measures that are used. The results are not conclusive about whether the

implementation of IFRS had a significant impact on the reporting of alternative performance

measures. Altogether, the results indicate that the historical institutional origination and country

setting still significantly influence the reporting of alternative performance measures and is only to

a limited extent affected by the alignment of accounting policies resulting from the EU wide IFRS

adoption. Given the dispersion in the type of alternative measures used in the EU, I suggest that

future research into the use of alternative performance measures in the EU make a distinction in

the type of measures in relation to the country’s origin.

3.1 Introduction and literature review

One of the objectives of general purpose financial statements is to provide information about the

performance of the company. As stated by both the IASB and the FASB this information is

primarily provided in the income statement via the company’s income and its components.

The users of financial information do in practice use many measures other than net income to

assess the performance of a company. As part of its initial research into performance reporting, the
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FASB (2002) for example interviewed 56 analysts and other users who stated that net income is

often used as a starting point for their analysis of a company’s performance but generally is not

among the top-three most important measures that they use. In their International Private Equity

And Venture Capital Valuation Guidelines (AFIC, BVCA and ECVA, 2006), an international

group of private/venture capital associations describe how EBIT and EBITDA based multiples are

commonly used to estimate the value of an company and how, for valuation purposes, GAAP

income is adjusted for exceptional or non-recurring items to arrive at a reasonable estimate of

sustainable income. Before determining credit ratings, Moody’s (2005) adjusts income for various

elements including reclassification of unusual or non-recurring items.

This shows how both investors and creditors use alternative performance measures, other than

bottom-line net income, before making their decisions based on accounting information. Either as

a response to this or for other reasons, companies currently also use a wide variety of performance

measures and the use thereof has been increasing over time. This is well documented in the US

literature. Bradshaw and Sloan (2002) find an increase in press releases that contain pro forma

earnings from 17% in 1986-1987 to 72% in 1998-1999 as well as an increase in the emphasis

placed on the pro forma earnings, Bhattacharya et al. (2003) find an increase in the number of pro

forma press releases from 181 in 1998 to 695 in 2000 and Adhikari and Duru (2006) find a large

increase in the reporting of free cash flow information, especially between 1999 and 2002. In

addition, Bradshaw and Sloan (2002) find a large increase in the number of cases where

Compustat (GAAP) earnings and I/B/E/S (pro forma) earnings differ as well an increase in the

magnitude and frequency of expenses that are excluded from the I/B/E/S earnings.

This increased use of alternative performance measures led to regulatory concerns. As from the

end of the previous century and the start of this century, the SEC commented on this subject in
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many comment letters that were sent to companies using such measures (see amongst others SEC,

2001). In May 2002, the IOSCO also cautioned issuers, investors and other users of financial

information to use care when presenting and interpreting non-GAAP result measures (IOSCO,

2002) and after a number of public statements and warnings, the SEC started a first case against a

company for misleading use of non-GAAP measures in 2002 (SEC, 2002). In 2003, the SEC

issued a final rule: “Conditions for Use of Non-GAAP Financial Measures” (SEC, 2003). The

IASB and FASB started their joint project on financial statements presentation ‘to address users’

concerns that existing requirements permit too many alternative types of presentation and that

information in financial statements is highly aggregated and inconsistently presented, making it

difficult to fully understand the relationship between the financial statements and the financial

results of an entity’ (IASB, 2008). Newberry also notes that the IASB initially started the project

because it regarded the increased use of alternative performance measures as increasingly

problematic, but also acknowledged that the bottom line (comprehensive) income was not

sufficiently useful for the users of the financial statements (Newberry, 2003).

These regulatory concerns and SEC regulation G3 following from it, led to a decrease in the

reporting of alternative performance measures in the US, as documented by Entwistle et al. (2006a

and 2006b), Marques (2006), and Campbell and Pitman (2009). In addition, Bowen et al. (2005),

Marques (2010) and Zhang and Zheng (2011) find a decrease in the emphasis on alternative

performance measures in press releases after the SEC cautionary warning in December 2001 and

implementation of regulation G early 2003 respectively. Research by Yi (2007), Kolev et al.

(2008), Heflin and Hsu (2008), Marques (2010) and Chen (2010) however provide mixed

3 SEC Regulation G contains provisions to be followed by companies when they disclose non-GAAP financial
measures, such as presentation of the most directly comparable financial measure that is calculated and presented
in accordance with GAAP, provisioning of a clearly understandable quantitative reconciliation and the requirement
that the presentation of the non-GAAP financial measure is not misleading.
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evidence about the question whether this reduction in reporting of alternative performance

measures improved the overall quality and reliability of the information for analysts and investors.

The introduction of IFRS in 2005 further led to discussions in the EU regarding inconsistencies in

the presentation of various performance measures in consolidated financial statements based on

IFRS. Several parties have expressed their concerns that the introduction of IFRS will not result in

the high level of transparency and comparability of financial reporting from all publicly traded EU

companies which was the primary objective of this introduction and was considered a necessary

condition for building an integrated capital market which operates effectively, smoothly and

efficiently or argue that comparability could even decrease as a result of the lack of detailed

guidance regarding the presentation of the result of the company in both the income statement and

other parts of the financial statements (see for example CESR, 2005 and EFRAG, 2006). Schipper

(2005) notes that EU companies will likely seek for implementation guidance for IFRS and states

that if preparers turn to jurisdiction-specific GAAP or practices the result will be diminished

comparability and diminished convergence. Marseille and Vergoossen (2005) expect that the lack

of detailed formats under IFRS will cause an increase in the use of alternative performance

measures and Hoogendoorn (2006) states that comparability under IFRS is significantly impeded

by the lack of income statement formats and considers this a step backwards compared to the EU

Directives. He believes that income statements will be prepared in a variety of formats, using a

variety of pro forma revenue, cost and profit measures which cause great difficulty for analysts to

compare consolidated financial statements. According to Barker (2004), in practice, companies

report their own versions of income because of the absence of a universal agreement on how

income should be defined. Newberry (2003) notes that preparers have used the discretion available

to them to develop and promote their own sub-components within net income.
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Many of the expressed concerns are however primarily based on anecdotal evidence and research

that has been performed in the US environment. There is limited research of this phenomenon in

the EU and the research conducted so far is primarily limited to the individual country level.

Examples are Hooghiemstra and van der Tas (2003 and 2004), Marseille and Vergoossen (2005)

and Koning et al. (2010) for the Netherlands, Hirsch (2007) for Austria, Lin and Walker (2000),

Watson et al. (2002), Walker and Louvari (2003) and Choi et al. (2005 and 2007) for the UK and

Hillebrandt and Sellhorn (2002) and Hitz (2010) for Germany. Isidro and Marques (2008)

investigate the year-end earnings press releases for a cross country sample of 321 European

companies for the fiscal years ending 2003, 2004 and 2005. They find that the disclosure of EBIT

and EBITDA is much more common in Europe than in the US and that the disclosure of and

emphasis on alternative measures depends on several company characteristics such as country,

industry, size, performance, leverage and corporate governance practices. They also find that the

transparency about the nature and amount of adjustments is low. In a second study Isidro and

Marques (2010) investigate the impact of institutional and economic factors on the strategic

reporting of alternative performance measures. They conclude that such factors do influence both

the reporting of alternative performance measures and the strategic use of these measures.

Alternative performance measures are reported more frequently in countries where public

information is more important, i.e. countries with more sophisticated financial markets.

Furthermore, strong investor protection and developed markets mitigate the strategic use of

alternative performance measures.

This study contributes to the literature by making a comprehensive manual analysis of the use of

alternative performance measures in the EU whereby EBITDA and similar measures, which are

commonly used in the EU, are separately identified from normalized measures. The study covers

16,936 company-year observations during the period 1998-2007 from the 15 EU countries that
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had joined the EU on or before January 1, 19954 Current debates regarding the use of alternative

performance measures in Europe are very much based on US research and anecdotal evidence.

The findings in US research may however not necessarily be relevant for decision making in the

EU environment. This research contributes to the literature by providing evidence on the use of

alternative performance measures by a large sample of EU listed companies. .

Furthermore, the results provide separate insight into the two groups of performance measures that

are widely used and debated: (a) results excluding depreciation and/or amortisation (EBITDA and

similar measures) and (b) results excluding certain non-recurring items. Most studies do not

address alternative performance measures that exclude depreciation and amortization such as

EBITDA (exceptions are Francis et al., 2003, and Isidro and Marques, 2010) even though it is a

widely observed phenomenon. These performance measures are covered in this study as well

giving a more complete picture of the issue.

The results of this research provide useful insights that can assist standard setters and regulators in

their decision making process regarding voluntary disclosures. This is particularly relevant in light

of the IASB (and FASB) Financial Statement Presentation and Management Commentary

projects. The Discussion Paper for Financial Statement Presentation (IASB, 2008) and

Management Commentary Practice Statement (IASB, 2010) currently indicate that the Board does

not intend to provide detailed regulation with regard to the use of alternative performance

measures in the consolidated financial statements (including the narrative sections), but rather

apply a ‘looking through the eyes of management’ approach and intends to allow significant

flexibility with regard to the use of alternative measures.

4 i.e. the 2004 and 2007 joiners from, mainly, Eastern Europe are not included.
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Finally, the results show that, given the dispersion in the type of alternative measures used in the

various EU countries, future research into the use of alternative performance measures in the EU

should make a distinction in the type of measures in relation to the country’s origin before a

meaningful analysis is possible.

3.2 Hypotheses

In this chapter, I investigate the impact of the historical origin of a country’s capital market and

accounting systems on the type of alternative performance measures that are reported in those

countries.

A commonly used distinction to classify countries based on origin is the distinction between

common law countries and code law countries (based on La Porta et al., 1998). Common law

countries are generally considered to be more shareholder oriented than code law countries with

more widely dispersed ownership (La Porta et al., 1998). Code law countries are more bank

oriented with larger ownership concentration than in common law countries. Nobes (1998) makes

a distinction between strong equity outsider countries in which accounting is primarily for outside

shareholders and weak equity outsider countries where accounting is primarily for creditors and

tax purposes which distinction according to Nobes and Parker (2008, p. 38) is associated with the

Common law / Roman law distinction.

As a result of these differences, code law income is more influenced by the pay out preferences of

agents for labour, capital and government whereas common law income is driven by the demand

for public disclosures (Ball et al., 2000). Ball et al. (2000) conclude that enhanced disclosures

were implemented in common law countries to reduce the agency cost of monitoring managers

that comes with a lower concentration of ownership. In addition, La Porta et al. (1998) conclude

that common law countries have the strongest shareholders and creditors protection, who in
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common law countries are insufficiently able to protect themselves individually. Leuz et al. (2003)

conclude that earnings management is lower in outsider economies with large stock markets,

dispersed ownership, strong investor rights, and strong legal enforcement which generally

coincide with common law classification.

These differences between code law and common law countries also had an impact on the

development of their external reporting regulations and practices. According to Nobes and Parker

(2008, p.77), the general dichotomy between shareholder/fair view presentation and

creditor/tax/conservative presentation is an obstacle that cannot easily be overcome. Based on an

analysis of actual accounting practices, Nobes (2011) concludes that accounting practices flow

from long-lasting national influences and thirty years of attempts to harmonize accounting did not

change that.

Prior research has mainly addressed the impact of institutional factors and cross-country

differences on the information content, timeliness, conservatism and other aspects of reported

income (see for example Alford et al. 1993, Joos and Lang 1994, Ali and Hwang 2000 and Ball et

al. 2000). Ball et al. (2000) find that accounting income is more timely (and conservative) in

common law countries than in code law countries. As a result, common law income is expected to

be more volatile than code law income. Code law income is more aligned with tax accounting

rules which generally allow for more income smoothing mechanisms, for example via the use of

provisions. Since ownership is more widely dispersed, Ball et al. (2000) indicate that the agency

problem is resolved through enhanced public disclosures as opposed to direct monitoring of the

agent by the principal. Agents may want to signal good performance and resolve or reduce

information asymmetry by providing additional information to their principals. Reporting

alternative performance measures can be seen as a form of voluntary disclosure through which the

agent tries to signal good performance which is not immediately evident from the net income

number. According to Narayanan et al. (2000), voluntary disclosure may reduce information
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asymmetry between managers and investors when it is (1) credible and (2) economically

significant Although the literature has not yet been able to distinguish between the ‘motive to

inform’ and the ‘motive to mislead’ the market with the disclosure of alternative performance

measures, such disclosures would be expected to occur more frequently in common law countries.

Therefore the first hypothesis is:

H1: Relatively more companies from common law countries than companies from code law

countries report alternative performance measures

This hypothesis, however, may not necessarily hold when the reporting of alternative performance

measures is further disentangled between alternative performance measures that intend to

normalize the reporting income numbers and alternative performance measures that exclude

depreciation and amortization.

As indicated above, income is expected to be more timely and conservative in common law

countries than in code law countries resulting in more volatile income in common law countries.

Code law accounting regulation is more tax based and generally allows more income smoothing

mechanisms. As a result of higher ownership concentrations in code law countries, bad news is

communicated directly to stakeholders as opposed through the net income number whereas the

more widely dispersed ownership structures in common law countries require conservative

accounting standards which incorporate economic losses into income more timely. Therefore, the

second hypothesis is as follows:

H2: Relatively more companies from common law countries than companies from code law

countries report normalized alternative performance measures
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Alternative performance measures that exclude depreciation and amortization however initially

originated in situations where banks were the most important stakeholder for the company

involved. Moody’s (2000) explains how EBITDA has become popular in the mid 1980’s among

leveraged buy-out sponsors and bankers to evaluate cash flow and calculate multiples for

companies in a “near bankruptcy” state. The idea was that if large scale capital expenditure

programs would not be necessary in the foreseeable future, the non-cash depreciation and

amortization charges should be available to service debt. EBITDA and similar measures are still

often used in the context of companies’ debt and interest (re)payment capacity like EBITDA/debt

and EBITDA/interest ratios. Banks and institutional investors have been more important

stakeholders in code law countries than in common law countries, not only as creditors via debt

financing but also as shareholders, and reporting in code law countries has therefore been more

creditors oriented (Nobes, 1998; Nobes and Parker, 2008). In addition, in countries with primarily

tax driven accounting, depreciation and amortization rates are expected to be less reflective of the

pattern in which the asset’s economic benefits are consumed by the company and the development

of the actual value of the company’s assets. Therefore, the third hypothesis is as follows:

H3: Relatively more companies from code law countries than companies from common law

countries report alternative performance measures that exclude depreciation and amortization.

As discussed in paragraph 3.1, several parties have expressed their concerns that the introduction

of IFRS will cause an increase in the use of alternative performance measures and that

comparability will decrease as a result. However, both the 4th EU Directive and IFRS allow a

significant degree of flexibility for management to make decisions about whether to report

alternative performance measures or not. In addition, institutional factors may be more important
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for such decisions than the accounting standards that are applied as indicated by Tendeloo and

Vanstraelen (2005) and Nobes and Parker (2008). Therefore, the fourth hypothesis is as follows:

H4: The introduction of IFRS in 2005 did not affect the magnitude of reporting alternative

performance measures in the EU

3.3 Sample and data collection

This research has been performed based on a sample of consolidated financial statements of listed

companies from the EU countries that had joined the EU on or before January 1, 19955, being

Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the

Netherlands, Portugal, Spain, Sweden and the UK. The sample includes all consolidated financial

statements in the English language regarding the period 1998-2007 for all listed companies that

were available in the Company.info database in June 2008. The requirement for the consolidated

financial statements to be in the English language is for practical reasons (to be able to read the

financial statements) and may create a bias towards not finding significant results since companies

that report in English are expected to be the larger, more internationally oriented, companies

which may be more affected by international influences than companies that report in their local

language only. See table 1 for an overview of the number of financial statements per country and

year in the sample.

5 i.e. the 2004 and 2007 joiners from, mainly, Eastern Europe are not included.
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Table 1: Number of financial statements per country and year in the sample for the period 1998-
2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total
Austria 9 16 29 33 35 35 36 36 34 33 296
Belgium 15 39 60 66 67 70 70 73 60 63 583
Denmark 24 30 30 37 38 39 37 40 37 36 348
Finland 33 47 56 62 63 64 64 66 58 55 568
France 39 97 134 161 169 166 167 199 169 157 1,458
Germany 104 233 348 381 376 369 364 356 282 259 3,072
Greece 7 13 28 47 75 77 73 61 50 45 476
Ireland 19 34 42 51 49 49 48 44 40 37 413
Italy 21 39 55 67 67 72 69 68 56 51 565
Luxembourg 4 7 14 14 16 19 19 23 13 14 143
Netherlands (The) 77 110 124 128 133 137 138 153 134 128 1,262
Portugal 2 8 18 22 26 32 27 31 30 29 225
Spain 6 21 32 51 58 60 60 57 50 49 444
Sweden 56 94 121 140 153 157 162 158 141 133 1,315
United Kingdom 202 376 561 668 703 712 712 694 614 526 5,768
Total 618 1,164 1,652 1,928 2,028 2,058 2,046 2,059 1,768 1,615 16,936

Note: Table 1 shows the number of financial statements per country and year in the sample for the period 1998-2007.

These consolidated financial statements, including the director’s report and other information that

is included in the same document as the consolidated financial statements, have first been

searched, using word search functionalities available in the Company.info database, for the use of

various alternative performance measures. These measures are:

Performance measures excluding depreciation and amortization (or ‘EBITDA measures’):

EBITDA(E); PBITDA(E); EBITA(E); PBITA(E); EBTDA; PBTDA; EBTA; PBTA;

“earnings/profit/result before depreciation”; “earnings/profit/result before amortis(z)ation”;

“before interest, taxes (and) depreciation”; “before interest, taxes (and) amortis(z)ation”;

and “cash earnings/profit/loss/result/income”.

Normalized performance measures: “earnings/profit/loss/result/income before

exceptional(s)”; “_______ excluding exceptional(s)”; “recurring _______”; “underlying

_______”; “adjusted _______” “before/excluding non-recurring”; “before/excluding

incidental(s)”; “normalis(z)ed _______”; “_______ before one-time”; “current operating

_______”; “core _______”; “recurring EBIT(D)(A)”; EBIT(D)(A)E; PBIT(D)AE.
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The financial statements that were found through this search have subsequently been reviewed

manually on an individual basis in detail in order to verify that these measures have been used in

the context of the reporting about the performance of the company. This has resulted in an

overview of EU companies that have used these specific measures during the period 1998-2007

and companies that have not. The results are discussed in paragraph 3.4.

3.4 Descriptive information

Table 2 shows the percentage of companies that report one or more of the alternative performance

measures listed in the previous paragraph per country and per year (refer to appendix 1 to this

chapter for further details on the number of companies involved).

Table 2: Percentage of financial statements per country and year that include alternative
performance measures for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 44% 44% 62% 70% 69% 71% 75% 75% 74% 82% 70%
Belgium 67% 54% 57% 64% 60% 61% 73% 79% 82% 78% 68%
Denmark 58% 57% 60% 54% 61% 62% 51% 65% 62% 69% 60%
Finland 36% 30% 36% 32% 38% 44% 52% 41% 43% 44% 40%
France 46% 51% 50% 58% 63% 61% 64% 70% 72% 78% 64%
Germany 23% 37% 53% 60% 66% 69% 67% 67% 67% 66% 61%
Greece 0% 38% 36% 40% 49% 56% 56% 57% 58% 69% 53%
Ireland 37% 47% 48% 49% 53% 49% 50% 55% 63% 59% 52%
Italy 24% 13% 22% 45% 52% 53% 55% 63% 68% 71% 50%
Luxembourg 0% 0% 14% 50% 25% 47% 42% 57% 38% 43% 38%
Netherlands 16% 23% 40% 47% 54% 53% 57% 57% 51% 57% 47%
Portugal 0% 38% 50% 55% 69% 72% 74% 65% 77% 83% 68%
Spain 17% 48% 69% 73% 74% 83% 65% 81% 88% 88% 75%
Sweden 25% 24% 35% 42% 37% 39% 42% 37% 40% 47% 38%
United Kingdom 48% 53% 58% 61% 64% 64% 69% 71% 71% 73% 65%
Weighted Average 35% 41% 50% 56% 60% 61% 63% 65% 66% 68% 59%

Note: Table 2 shows the percentage of financial statements per country and year that include either an alternative

performance measure that excludes depreciation or amortization or a normalised alternative performance measure for

the period 1998-2007.
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As table 2 shows there is great variability between the EU countries in the magnitude of reporting

of alternative performance measures. The results vary between a low 38% average in Sweden

(503/1,315) and a high average of 75% in Spain (335/444). The results show a sharp increase in

the use of alternative performance measures in the period 1998-2002 from 35% to 60% after

which the growth rate declines. Overall the use of alternative performance measures by EU

companies almost doubles from 35% in 1998 to 68% in 2007.

In order to gain further insights in the reporting of alternative performance measures by EU

companies, the results are also shown separately for performance measures excluding depreciation

and amortization and normalized alternative performance measures. Table 3 shows the results per

country and per year for the use of normalized alternative performance measures. Table 4 shows

the results per country and per year for the use of performance measures excluding depreciation

and amortization. Refer to appendix 1 to this chapter for further details on the number of

companies involved.

Table 3: Percentage of financial statements per country and year that include normalized
alternative performance measures for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 22% 6% 0% 12% 6% 6% 8% 19% 21% 15% 11%
Belgium 20% 18% 7% 8% 10% 11% 16% 37% 38% 33% 20%
Denmark 29% 30% 17% 19% 24% 23% 16% 23% 22% 31% 23%
Finland 15% 19% 14% 13% 17% 19% 25% 24% 28% 25% 20%
France 44% 28% 26% 35% 36% 35% 38% 50% 57% 59% 42%
Germany 7% 7% 5% 7% 9% 7% 8% 13% 14% 15% 9%
Greece 0% 8% 0% 4% 3% 8% 4% 5% 6% 7% 5%
Ireland 37% 44% 43% 43% 47% 39% 44% 52% 58% 54% 46%
Italy 10% 5% 5% 9% 6% 6% 10% 16% 21% 25% 11%
Luxembourg 0% 0% 0% 14% 13% 21% 5% 17% 15% 21% 13%
Netherlands 9% 5% 5% 7% 12% 18% 17% 23% 20% 26% 15%
Portugal 0% 0% 11% 9% 12% 6% 4% 13% 10% 14% 9%
Spain 0% 14% 13% 18% 21% 15% 12% 32% 40% 37% 23%
Sweden 7% 10% 11% 19% 17% 16% 18% 16% 13% 19% 15%
United Kingdom 43% 46% 49% 51% 53% 54% 59% 63% 65% 67% 56%
Weighted Average 24% 24% 24% 27% 29% 29% 31% 37% 39% 40% 31%

Note: Table 3 shows the percentage of financial statements per country and year that include a normalised alternative

performance measure for the period 1998-2007.
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Table 4: Percentage of financial statements per country and year that include performance
measures excluding depreciation and amortization for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 33% 38% 62% 67% 69% 71% 75% 67% 71% 79% 67%
Belgium 53% 49% 53% 61% 57% 60% 70% 62% 62% 62% 60%
Denmark 33% 47% 50% 41% 47% 49% 41% 53% 54% 56% 47%
Finland 24% 17% 29% 26% 25% 28% 36% 29% 28% 33% 28%
France 15% 33% 36% 39% 46% 46% 48% 47% 43% 54% 43%
Germany 19% 32% 52% 58% 64% 66% 65% 63% 64% 62% 58%
Greece 0% 38% 36% 40% 48% 49% 53% 56% 54% 64% 50%
Ireland 5% 15% 24% 29% 33% 31% 29% 32% 43% 38% 29%
Italy 14% 8% 18% 42% 49% 51% 54% 53% 52% 61% 44%
Luxembourg 0% 0% 14% 43% 19% 37% 37% 48% 38% 43% 33%
Netherlands 6% 18% 37% 45% 50% 50% 54% 50% 43% 48% 42%
Portugal 0% 38% 44% 45% 62% 66% 70% 58% 73% 79% 62%
Spain 17% 38% 56% 63% 62% 73% 60% 70% 70% 76% 65%
Sweden 21% 19% 28% 30% 30% 32% 32% 30% 36% 39% 31%
United Kingdom 12% 19% 26% 30% 33% 33% 35% 35% 36% 37% 32%
Weighted Average 16% 25% 36% 41% 44% 46% 47% 46% 46% 49% 42%

Note: Table 4 shows the percentage of financial statements per country and year that include an alternative

performance measure that excludes depreciation or amortization for the period 1998-2007.

Table 3 and 4 show slightly different results than table 2. The use of both types of performance

measures increased until 2002 and the increase is flattening after that. The increase in the use of

alternative performance measures that exclude depreciation and/or amortization is however much

larger (from 16% to 44%) in this period than the use of normalized performance measures (from

24% to 29%). After 2002, the use of measures that exclude depreciation and/or amortization is

relatively stable whereas the use of normalized measures increases steeply between 2004 and 2005

(from 31% to 37%). This is further illustrated in figure 1.
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Figure 1: Percentage of financial statements that include alternative performance measures

Note: Figure 1 shows the percentage of financial statements per country and year that include either an alternative

performance measure that excludes depreciation or amortization or a normalised alternative performance measure for

the period 1998-2007.

The increase in the use of normalized performance measures between 2004 and 2005 may be

explained by the removal of extraordinary items from IFRS (which still exist under some local EU

GAAPs) as well as the increased volatility of results under IFRS compared to most (specifically

code law) local GAAPs. AFIC, BVCA and ECVA (2006) and Moody’s (2005) however illustrate

how analysts and investors need information about a company’s persistent income for their

decision making. In order to continue to inform investors and analysts about their persistent

income, companies may have moved to other performance measures which exclude, what were

previously called, extraordinary items. Since goodwill is not amortized under IFRS, there may be

no specific incentive for EU companies to change their reporting behavior with regard to

performance measures that exclude amortization charges.
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When the results per country are analyzed, table 3 and 4 above show that there are significant

differences between countries for each type of measure and within countries between the type of

measure that is used. In the UK for example only 32% of the population reports a measure

excluding depreciation or amortization whereas 56% reports a normalized performance measure

and in Germany only 9% reports a normalized performance measure whereas as much as 58%

reports a measure excluding depreciation or amortization. These differences between the countries

are further explored in the following paragraphs.

The population includes 1,607 company-year observations for EU companies with a US listing.

EU companies with a US listing commit themselves to complying with US investor protection

rules which in certain cases are stricter than the rules that apply on their local market. These

companies do for example have to comply with the Sarbanes-Oxley regulation, including

regulation G.

The trend found for the EU companies is very similar to the trend reported in US based research

(e.g. Bhattacharya et al., 2004; Adhikari and Duru, 2006), being a significant increase in the

reporting of alternative performance measures between 1998 and 2002 (from 35% in 1998 to 60%

in 2002). Many researchers (e.g. Entwistle et al., 2006a and 2006b; Marques 2006; and Campbell

and Pitman, 2009) however find a significant decrease in the magnitude of reporting of alternative

performance measures in the US after the implementation of regulation G in January 2003

(affecting reporting regarding 2002). Such a decrease is not found for the EU listed companies;

overall the percentage of companies reporting alternative performance measures increased from

56% in 2001 to 60% in 2002 with eleven countries showing an increase and four countries a

decrease. The percentage for 2003 is slightly higher than in 2002 (61% versus 60%) with eleven

countries showing an increase and three countries a decrease (one country stable). In order to gain
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further insight into the impact of a US listing on EU companies’ reporting of alternative

performance measures, the results for the US listed and the non-US listed companies are compared

in table 5 and figure 2

Table 5: Percentage of financial statements that include alternative performance measures for EU
companies with and without a US listing for the period 1998-2007

% of companies reporting
alternative measures

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

US listed companies 52% 55% 59% 65% 68% 65% 60% 60% 60% 63%
Non-US listed companies 32% 39% 49% 55% 59% 61% 63% 65% 66% 69%
Difference +20% +16% +10% +10% +9% +4% -3% -5% -6% -6%

Pearson-Chi-Square 15.800 14.788 6.279 6.115 5.554 1.425 0.520 1.710 2.392 1.748
Asymp. Sig. (2-sided) 0.000* 0.000* 0.012** 0.013** 0.018** 0.233 0.471 0.191 0.122 0.186

Note: Table 5 shows the percentage of EU companies with a US listing that report an alternative performance measure

and the percentage of EU companies without a US listing that report an alternative performance measure for the

period 1998-2007. For years with Asymp. Sig. superscript * or ** equality is rejected at 1% or 5% significance

respectively.

Figure 2: Percentage of financial statements that include alternative performance measures for
EU companies with and without a US listing

Note: Figure 2 shows the percentage of EU companies with a US listing that report an alternative performance

measure and the percentage of EU companies without a US listing that report an alternative performance measure for

the period 1998-2007.
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The results show a statistically higher percentage of companies that report alternative performance

measures in the earlier years among US listed companies, increasing from 52% in 1998 to 68% in

2002 (compared to 59% for the non-US listed companies). A Chi-square test shows that until (and

including) 2002 the percentage of US listed companies that report alternative performance

measures is statistically significant higher than the percentage of non-US listed companies. The

results indicate that the trend of increased reporting of alternative performance measures appears

to have influenced the reporting behavior of US listed EU companies earlier than that of non-US

listed EU companies. Consistent with findings in US research (e.g. Entwistle et al. (2006a and

2006b), Marques (2006) and Campbell and Pitman (2009)) however, the percentage of US listed

companies reporting alternative performance measures decreases after 2002. In the period 2003-

2005, the percentage of companies reporting alternative measures consistently decreases from

68% in 2002 to 60% in 2005 after which the percentage remains stable. Although a McNemar test

indicates that year-on-year the decreases are not statistically significant, this contrasts the

statistically significant increases found for non-US listed companies for each of the years in this

period. As of 2004, this trend results in a lower percentage of companies that report alternative

performance measures for US listed companies compared to the percentage found for non-US

listed companies. However, in none of the years as of 2003, the difference between US listed

companies and non-US listed companies is statistically significant.

These findings are consistent with results in US research indicating that the implementation of

regulation G affected the reporting behavior in the US and reduced the extent of pro forma

reporting by US companies. The results for each of the two groups of alternative performance

measures, measures that exclude depreciation and/or amortization and normalized measures, are

qualitatively similar as the results discussed above. For both groups of performance measures, the

US listed companies in the sample show higher percentages which start decreasing as of 2003
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whereas the percentage continues to increase for non-US listed EU companies (results not

tabulated).

Overall, the results indicate that having a US listing is a relevant factor that affects reporting of

alternative performance measures in a predictable manner. In the tests in the remainder of this

paper, the US listed EU companies are excluded from the population to avoid this additional factor

influencing the empirical results.

3.5 The impact of legal origin and historical background on
the reporting of alternative performance measures

The results in table 2, 3 and 4 show that there is a great variability in the extent of reporting of

alternative performance measures between the individual EU countries. As discussed in the

previous paragraphs, it is not expected that these differences can be explained by differences in

accounting regulation between these countries but rather by differences in these countries legal

origin and historical background.

Although institutional factors can change over time, certain aspects of the institutional setting and

history of a country influence the development of a country’s accounting practices as well as their

capital markets and corporate governance structures fundamentally. These aspects are therefore

expected to have an impact on these practices for longer time periods. A split commonly used in

accounting research in this regard is the distinction between common law (English-origin) and
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code law (with a split between French-origin, German-origin and Scandinavian-origin6) countries

as used by La Porta et al. (1998). Table 6 presents the results for the percentage of financial

statements per year that include alternative performance measures split between code law and

common law countries.

Table 6: Percentage of financial statements per year in code law and common law countries that
include alternative performance measures for the period 1998-2007
Panel A

Code law countries 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total
Total observations 338 661 938 1,096 1,161 1,182 1,172 1,215 1,027 967 9,757
Alternative performance
measures

90 225 436 587 662 704 715 762 650 644 5,475

% Alternative
performance measure

27% 34% 46% 54% 57% 60% 61% 63% 63% 67% 56%

Common law countries
Total observations 174 348 537 648 679 690 692 678 605 521 5,572
Alternative performance
measures

72 170 292 375 418 430 462 474 429 378 3,500

% Alternative
performance measures

41% 49% 54% 58% 62% 62% 67% 70% 71% 73% 63%

Pearson-Chi-Square 11.557 20.994 8.514 3.061 3.645 1.388 6.195 9.942 9.862 5.582 65.611
Asymp. Sig. (2-sided) 0.001* 0.000* 0.004* 0.080*** 0.056*** 0.239 0.013** 0.002* 0.002* 0.018** 0.000*

Panel B
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total

Common law 41% 49% 54% 58% 62% 62% 67% 70% 71% 73% 63%
Code law - German 24% 36% 53% 60% 66% 70% 69% 69% 69% 69% 62%
Code law - French 21% 33% 44% 54% 58% 60% 63% 68% 69% 73% 59%
Code law - Scandinavian 37% 33% 39% 41% 40% 43% 45% 41% 44% 49% 42%

Note: Table 6 shows the percentage of EU code law and common companies that report an alternative performance

measure for the period 1998-2007. For years with Asymp. Sig. superscript *, ** or *** equality is rejected at 1%, 5%

or 10% significance respectively.

The results in table 6, panel A, show that in every year, the percentage of companies reporting

alternative performance measures in common law countries is higher than in code law countries.

Chi-square tests show that the differences with regard to the reporting of alternative performance

measures between common law and code law countries is statistically significant in the period

6 Common law countries in the sample are: Ireland and UK; French code law: Belgium, France, Greece, Italy,
Luxembourg, the Netherlands, Portugal and Spain; German code law: Austria and Germany; Scandinavian code law:
Denmark, Finland and Sweden.
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1998-2002 (of which 2001 and 2002 at the 10% level and the other years at the 1% level) and as

of 2004 (two years at the 1% level, two years at the 5% level). Overall, a statistically significant

difference at the 1% level is found in five years, at the 5% level in two years and at the 10% level

in two years. In one year (2003) the percentage of companies in common law countries reporting

an alternative performance measure is insignificantly higher than the percentage in code law

countries. Overall, the difference between code law countries and common law countries is

statistically significant at the 1% level. In both groups, the percentage of companies reporting

alternative performance measures increases year-by-year. The increases are larger in the code law

countries which initially reported a significantly lower percentage than the common law countries,

but in 2003 have almost fully ‘caught up’ with the common law countries. However, as of 2004

the difference between the two groups widens again. The overall results are largely consistent with

the first hypothesis. However, a further distinction between French, German and Scandinavian

code law countries shows that between 2001 and 2004, the German code law countries report

higher percentages of alternative performance measures than common law countries. The lower

average of code law countries in these years is heavily affected by the Scandinavian countries. The

results do therefore not provide evidence for a general conclusion that signalling through

voluntary disclosures is more relevant for companies in common law countries than in code law

countries.

Table 7 and 8 provide further insights in the nature of the alternative performance measures that

are reported by disentangling the overall results into results for companies reporting normalized

alternative performance measures and companies reporting performance measures that exclude

depreciation and amortization.
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Table 7: Percentage of financial statements per year in code law and common law countries that
include normalized alternative performance measures for the period 1998-2007
Panel A

Code law
countries

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total

Total observations 338 661 938 1,096 1,161 1,182 1,172 1,215 1,027 967 9,757
Normalized
measures

35 72 78 135 157 159 177 280 249 255 1,597

% normalized 10% 11% 8% 12% 14% 13% 15% 23% 24% 26% 16%

Common law
countries
Total observations 174 348 537 648 679 690 692 678 605 521 5,572
Normalized
measures

68 148 251 319 348 357 400 429 391 345 3,056

% normalized 39% 43% 47% 49% 51% 52% 58% 63% 65% 66% 55%

Pearson-Chi-
Square

58.981 133.826 290.958 288.134 306.266 319.870 371.196 300.634 260.463 223.424 2483.835

Asymp. Sig. (2-
sided)

0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000*

Panel B
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total

Common law 39% 43% 47% 49% 51% 52% 58% 63% 65% 66% 55%
Code law – French 11% 12% 10% 15% 16% 16% 18% 31% 33% 35% 21%
Code law - Scandinavian 14% 16% 12% 17% 17% 16% 19% 19% 18% 22% 17%
Code law – German 6% 6% 4% 6% 9% 7% 8% 14% 14% 15% 9%

Note: Table 7 shows the percentage of EU code law and common companies that report a normalized alternative

performance measure for the period 1998-2007. For years with Asymp. Sig. superscript * equality is rejected at 1%

significance.

Table 8: Percentage of financial statements per year in code law and common law countries that
include performance measures excluding depreciation and amortization for the period 1998-2007
Panel A

Code law countries 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total
Total observations 338 661 938 1,096 1,161 1,182 1,172 1,215 1,027 967 9,757
EBITDA measure
reported

63 185 394 518 594 634 644 647 544 550 4,773

% EBITDA 19% 28% 42% 47% 51% 54% 55% 53% 53% 57% 49%

Common law countries
Total observations 174 348 537 648 679 690 692 678 605 521 5,572
EBITDA measure
reported

15 58 127 178 210 215 228 233 227 195 1,686

% EBITDA 9% 17% 24% 27% 31% 31% 33% 34% 38% 37% 30%

Pearson-Chi-Square 8.928 15.982 50.357 66.529 71.303 88.823 84.592 62.389 36.458 51.229 506.511
Asymp. Sig. (2-sided) 0.003* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000* 0.000*

Panel B
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Total

Code law – German 21% 32% 52% 59% 65% 68% 67% 65% 66% 65% 60%
Code law – French 11% 27% 38% 46% 50% 53% 56% 55% 53% 60% 49%
Code law – Scandinavian 26% 24% 32% 31% 31% 33% 34% 32% 36% 39% 32%
Common law 9% 17% 24% 27% 31% 31% 33% 34% 38% 37% 30%

Note: Table 8 shows the percentage of EU code law and common companies that report an alternative performance

measure excluding depreciation and amortization for the period 1998-2007. For years with Asymp. Sig. superscript *

equality is rejected at 1% significance.
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The panels A of table 7 and 8 show that there is a statistically significant difference at all levels

between the nature of alternative performance measures that are reported in common law countries

and the nature of alternative performance measures that are reported in code law countries. In line

with the second hypothesis, table 6 panel A shows that companies in common law countries

report statistically significantly (at the 1% level) more alternative performance measures that

intend to normalize the reported results. The difference between both groups is statistically

significant at the 1% level in each of the ten years presented. Table 7, panel B, shows that in each

of the three code law groups a lower percentage of the companies reports normalized alternative

performance measures, with German code law ranking last with an overall percentage of 9%,

compared to the 55% in the common law countries. As predicted, companies in common law

countries are more inclined to report normalized alternative performance measures which can be

explained by the more widely dispersed ownership which requires more conservative accounting

policies resulting in more volatile results as well as by the higher alignment between tax and

financial accounting in code law countries, allowing more smoothing mechanisms.

For alternative performance measures that exclude depreciation and amortization, as reported in

table 8, the picture is the opposite of the findings for normalized performance measures. A

statistically significantly (at the 1% level) lower percentage of common law companies report such

measures when compared to code law companies (overall 49% versus 30%). The German code

law companies that ranked last for normalized measures, rank first for the measures that exclude

depreciation and amortization and common law companies that ranked first for normalized

measures, rank last for the measures that exclude depreciation and amortization (although it is

noted that in recent years the Scandinavian countries show similar results as the common law

countries). These results are consistent with the third hypothesis, indicating that alternative

performance measures that exclude depreciation and amortization are considered more relevant in
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code law countries where the role of banks is more important and accounting (including

depreciation) is more tax driven.

Overall, the results do not provide conclusive evidence to support the first hypothesis that

companies from common law countries report alternative performance measures significantly

more frequently than companies from code law countries. The results do provide strong evidence

that companies from common law countries significantly more often report normalized alternative

performance measures and companies from code law countries significantly more often report

alternative performance measures that exclude depreciation and/or amortization. These results are

as predicted and can be explained by the different historical ownership structures in these

countries.

The results furthermore show that combining normalized alternative performance measures and

alternative performance measures that exclude depreciation and amortization in one analysis in an

EU setting does affect conclusions reached given the large differences between the preference for

the type of measure in common law countries versus the preference in code law countries. In

addition, excluding measures that exclude depreciation and amortization from research into the

use of alternative performance measures in the EU will undermine the meaningfulness of

conclusions reached given the prominence of the use of these measures in particularly code law

countries.

In additional analyses, the impact of the basis for country clustering, size effects and industry

effects have been investigated, including multivariate regressions that include size and industry as

control variables. Refer to appendix 2 to this chapter for detailed results from these additional

analyses. Based on these analyses, I conclude that these effects do not drive the results discussed.
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3.6 The impact of the adoption of IFRS on the reporting of
alternative performance measures

The EU wide implementation of IFRS in 2005 was an important event for many European

companies and investors, because of the impact on the accounting policies and reported results.

Approximately 75% of the companies in the sample reported under IFRS in 2005 for the first time.

At the same time, several parties have expressed their concerns that the introduction of IFRS will

cause an increase in the use of alternative performance measures and that comparability will

decrease as a result.

Overall, the percentage of (non-US listed) EU companies reporting an alternative performance

measure increased from 63% in 2004 to 65% in 2005 with ten countries showing an increase, three

countries remaining stable and two countries showing a decrease. The use of alternative

performance measures that exclude depreciation and amortization slightly decreased from 47% to

46% with five countries showing an increase, one country remaining stable and nine countries

showing a decrease whereas the use of normalized performance measures increased from 31% to

37% with thirteen countries showing an increase and two countries showing a decrease.

Further analysis of the 1,915 companies which are in the population in both 2004 and 2005 show

that 184 companies started reporting one or more alternative performance measures in 2005

whereas 157 companies stopped reporting such a measure. For the other 1,574 companies no

change was noted between 2004 and 2005. A McNemar test indicates that the change from 2004

to 2005 is statistically not significant. An insignificant decrease is found for measures that exclude

depreciation or amortization which is contrary to the expressed concern that the implementation of
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IFRS would increase the use of alternative performance measures. For normalized performance

measures however, a significant increase is found from 2004 to 2005 with 241 companies starting

to report such a measure and 133 companies that stop reporting such a measure. The increase in

the percentage of companies that report a normalized performance measures from 31% to 37% in

2005 is much higher than the increase in any of the other individual years and almost as high as

the total increase in the period 1998-2004 when the percentage increased from 24% in 1998 to

31% in 2004. It is however noted that the 2% increase from 29% to 31% in 2004 is also

statistically significant. It can therefore not be concluded with certainty that it was the EU wide

implementation of IFRS in 2005 as such that lead to the significant increase compared to 2004.

As indicated above, not all companies adopted IFRS in 2005. Approximately 25% of the

companies adopted IFRS in other years. Therefore, the analysis is also performed focusing on the

actual year of change to IFRS. Table 9 shows the reporting choices made by companies in their

actual first year of the application of IFRS.

Table 9: Reporting decisions in first IFRS year

EBITDA Normalized All
Start reporting 10% 12% 11%
Stop reporting 8% 7% 8%
No change 82% 81% 81%
Total 100% 100% 100%

Note: Table 9 shows the percentage of EU companies that started reporting, stopped reporting and did not change

their reporting decision in their first IFRS financial statements.

In the first IFRS year, the percentage of companies reporting an alternative measure increased

from 62% to 65%. A McNemar test shows that this increase is statistically significant. The

percentage of companies reporting a normalized alternative measures increased statistically

significant from 33% to 37% in the year of IFRS adoption. The use of measures that exclude

depreciation or amortization also increases, but not statistically significant. Also here it is however

noted that for normalized measures and alternative performance measures overall a smaller but
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still significant increase is also found for the reporting of alternative performance measures in the

year before the adoption of IFRS (no significant increase in the second year after adoption of

IFRS).

Altogether, in relation to the fourth hypothesis, I conclude that the results give weak support that

the use of normalized performance measures increased as a result of the EU wide implementation

of IFRS and no support for an increase in the use of measures that exclude depreciation or

amortization. The fourth hypothesis is therefore accepted for alternative performance measures

that exclude depreciation and/or amortization and rejected for normalized alternative performance

measures.

3.7 Regression analysis of underlying institutional factors

These findings in paragraph 3.5 are in line with the second and third hypotheses which are based

on the basic assumption that common law countries are more shareholder oriented with more

widely dispersed ownership whereby reporting is primarily for outside shareholders whereas code

law countries are more bank oriented with larger ownership concentration and with accounting

primarily for creditors and tax purposes. In order to test this relationship between the reporting of

alternative performance measures and ownership concentration in a more direct way, the

following multivariate logistic regression is employed regressing the indicator variable for

reporting an alternative performance measure on the percentage of closely held shares (as reported

in Worldscope) with size (as reported in Worldscope), year and industry as control variables:

0 1 2 LOGASSETS
3 4
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The key results of this regression are reported in table 10.

Table 10: Logistic Regressions of reporting alternative performance measures on Percentage
closely held shares

Variable Alternative
performance
measures

Normalized
measures

EBITDA
measures

Closely held shares 0.076 -0.481 0.380
(0.406) (0.000)* (0.000)*

LOGASSETS 0.469 0.276 0.461
(0.000)* (0.000)* (0.000)*

YEARdummy 1998 -2.025 -1.243 -2.072
(0.000)* (0.000)* (0.000)*

YEARdummy 1999 -1.435 -1.216 -1.224
(0.000)* (0.000)* (0.000)*

YEARdummy 2000 -0.891 -1.170 -0.510
(0.000)* (0.000)* (0.000)*

YEARdummy 2001 -0.563 -0.881 -0.224
(0.000)* (0.000)* (0.031)**

YEARdummy 2002 -0.372 -0.825 0.002
(0.001)* (0.000)* (0.987)

YEARdummy 2003 -0.295 -0.833 0.039
(0.006)* (0.000)* (0.701)

YEARdummy 2004 -0.234 -0.732 0.125
(0.030)** (0.000)* (0.218)

YEARdummy 2005 -0.124 -0.258 0.019
(0.250) (0.010)* (0.849)

YEARdummy 2006 -0.141 -0.052 -0.154
(0.217) (0.619) (0.147)

Nagelkerke R2 0.180 0.107 0.192

Note: Table 10 shows the regression result from a regression that regresses the reporting of alternative performance

measures on the percentage of closely held shares and control variables for size, year and industry (results for the

individual industry dummies are not reported). Results indicated with superscript * and ** are significant at the 1%

level and 5% level respectively.

The results in table 10 show that the reporting of alternative performance measures in general is

not explained by the percentage of closely held shares. The percentage of closely held shares does
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have a significant (at the 1% level) negative impact on the reporting of normalized performance

measures and a significant (at the 1% level) positive impact on the reporting of EBITDA

measures. This is in line with the expectations underlying hypothesis two and three that a more

widely dispersed shareholders group requires more information about the underlying results of a

company and that a more concentrated ownership group of institutional and financial investors

will be more interested in EBITDA and similar measures.

Isidro and Marques (2010) conclude that companies report more alternative performance measures

in countries where public information is more important in solving information asymmetries, i.e.

common law countries. They find that alternative performance measures are reported more

frequently in countries with effective institutions, sophisticated financial markets, good

communication and competitive markets. As explained in the hypotheses section and shown in the

previous results in this chapter, I conclude however that the historical origin of a country’s capital

market and accounting systems does not only affect the level, but also the type of alternative

performance measures that are reported in those countries and that it is not possible to investigate

the reporting of the various types of alternative performance in one analysis without separating

normalized alternative performance measures and EBITDA measures. To test this assumption, I

perform the following regression using parameters from Isidro and Marques (2010) as well as the

control variables used in the previous regressions in this section:

0 1Regulatoryquality +
3 4 5 6Analystactivity +
7 8 9 10

Based on Isidro and Marques’ (2010) overall results it would be expected that positive and

significant coefficients are found for each of these parameters. However, the results in table 11

show that the Isidro and Marques (2010) parameters that are included in this regression do not



95

consistently influence the reporting of normalized measures and EBITDA measures in the same

direction. Public enforcement, Marketcap to GDP and Analyst activity do significantly affect the

reporting of normalized measures and EBITDA measures but in opposite direction. Regulatory

quality significantly negatively affects the reporting of normalized measures, but does not

significantly affect the reporting of EBITDA measures while investor protection and product

market competition significantly positively affect the reporting of normalized measures, but does

not significantly affect the reporting of EBITDA measures.

Table 12: Logistic Regressions of reporting alternative performance measures on various
institutional factors based on Isidro and Marques (2010)

Variable Normalized
measures

EBITDA
measures

Regulatory quality -1.985 -0.224
(0.000)* (0.469)

Public enforcement 1.455 -1.495
(0.000)* (0.000)*

Investor protection 0.750 -0.010
(0.000)* (0.830)

Marketcap to GDP 0.005 -0.008
(0.003)* (0.000)*

Analyst activity -0.461 0.162
(0.000)* (0.000)*

Product market competition 2.332 0.181
(0.000)* (0.371)

Nagelkerke R2 0.328 0.281

Note: Table 12 shows the regression result for the key variables from a regression that regresses the reporting of

alternative performance measures on the following variables from Isidro and Marques (2010): Regulatory quality;

Public enforcement; Investor protection; Marketcap to GDP; Analyst activity and Product market competition. Results

indicated with superscript * are significant at the 1% level.
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Based on these results, I conclude that (1) the impact of institutional factors on the reporting of

alternative performance measures cannot be generalized for all types of alternative performance

measures and (2) the historical institutional origination and country setting are still significant

factors affecting the reporting of alternative performance measures.

3.8 Discussion

The results presented in this chapter show an increase in the use of alternative performance

measures over time in the period 1998-2007 in the EU. Significant differences in the use of

alternative performance measures between code law countries and countries are found,

specifically with regard to the type of alternative performance measures that are reported. These

differences are in line with expectations based on historical differences between code law

countries where reporting is more focused on creditors and tax purposes and common law

countries where accounting is primarily for outside shareholders. Although I conclude that the

evidence is not strong enough to support the first hypothesis that alternative performance measures

are in general more often reported in common law countries than in code law countries, I find

strong evidence supporting the second and third hypothesis. In line with expectations based on

historical institutional differences, normalized alternative performance measures are reported

statistically significant more often in common law countries and alternative performance measures

that exclude depreciation and amortization are reported statistically significant more often in code

law countries.

The results are not conclusive about whether the implementation of IFRS had a significant impact

on the reporting of alternative performance measures (hypothesis 4). For measures that exclude
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depreciation and amortization, no significant increase was found in the year of IFRS adoption. For

normalized measures, a statistically significant increase in the percentage of companies reporting

such a measure was found in the first year of IFRS, but a statistically significant (although

smaller) increase was also found in the preceding year and the increase may therefore not be fully

attributable to the implementation of IFRS.

3.9 Conclusion

This chapter documents the results from a comprehensive analysis of the reporting of alternative

performance measures by a large population of listed companies in the EU and the development

thereof in the period 1998-2007. The research complements the body of literature based on

research in a US environment and mainly anecdotal and small sample, country specific research in

Europe. The results indicate that historical institutional factors influence the reporting of

alternative performance measures rather than Generally Accepted Accounting Policies (GAAP).

Specifically the type of measures that are reported by companies vary significantly between code

law and common law countries which is explained by their historical background rather than

current institutional factors. The results imply that the implementation of additional guidance in

IFRS or other sets of accounting standards or harmonization of regulatory environments or other

institutional settings are not likely to result in harmonization in this area in the short term.

The findings documented in this chapter are relevant for policy makers for two reasons. This

chapter is the first to document the results from research into the reporting of alternative

performance measures by a large group of companies covering a wide range of EU countries in

their financial statements (including narratives). The results provide evidence about how

widespread and diverse the reporting of alternative performance measures is both in the period
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before and after the implementation of IFRS. Both groups of alternative performance measures

discussed in this chapter are currently not addressed in the Discussion Paper on Financial

Statement Presentation published by the IASB and FASB (IASB, 2008) whereas the pervasiveness

of these measures in current financial reporting would certainly justify implementing further

guidance in this area.

The results are based on the analysis of an extensive sample of financial statements which have

first been searched, using word search functionalities, for the use of various alternative

performance measures and have subsequently been reviewed manually on an individual basis in

detail in order to verify that these measures have been used in the context of the reporting about

the performance of the company. This approach allowed coverage of a large sample of financial

statements, but an inherent limitation is that it only identifies alternative performance measures

that are indicated in these financial statements using the wording that has been used in the word

searches. Research into the reporting of alternative performance measures in other investor

communications (press releases) and further analysis that does not (partially) rely on word

searches are further opportunities for research in this area.

The reporting of alternative performance measures is investigated in the context of historical

differences between countries and motives to report certain measures resulting from the historical

context of a country’s capital market. Whether EU companies report these measures in their

financial statements to mislead investors or to inform them, which is an important question in light

of the concerns raised in relation to these measures and the EU wide IFRS adoption is addressed in

the next chapters.
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Appendix 1 – Number of company details for table 2, 3 and 4

Appendix to table 2: number of financial statements per country and year that include alternative
performance measures for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 4 7 18 23 24 25 27 27 25 27 207
Belgium 10 21 34 42 40 43 51 58 49 49 397
Denmark 14 17 18 20 23 24 19 26 23 25 209
Finland 12 14 20 20 24 28 33 27 25 24 227
France 18 49 67 93 106 102 107 140 122 123 927
Germany 24 86 185 228 247 253 245 239 190 171 1,868
Greece 0 5 10 19 37 43 41 35 29 31 250
Ireland 7 16 20 25 26 24 24 24 25 22 213
Italy 5 5 12 30 35 38 38 43 38 36 280
Luxembourg 0 0 2 7 4 9 8 13 5 6 54
Netherlands 12 25 50 60 72 73 78 87 68 73 598
Portugal 0 3 9 12 18 23 20 20 23 24 152
Spain 1 10 22 37 43 50 39 46 44 43 335
Sweden 14 23 42 59 57 61 68 59 57 63 503
United Kingdom 96 200 324 406 451 459 489 492 437 385 3,739
Weighted Average 217 481 833 1,081 1,207 1,255 1,287 1,336 1,160 1,102 9,959

Appendix to table 3: number of financial statements per country and year that include normalized
alternative performance measures for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 2 1 0 4 2 2 3 7 7 5 33
Belgium 3 7 4 5 7 8 11 27 23 21 116
Denmark 7 9 5 7 9 9 6 9 8 11 80
Finland 5 9 8 8 11 12 16 16 16 14 115
France 17 27 35 57 60 58 63 100 96 93 606
Germany 7 17 17 25 33 27 28 46 40 39 279
Greece 0 1 0 2 2 6 3 3 3 3 23
Ireland 7 15 18 22 23 19 21 23 23 20 191
Italy 2 2 3 6 4 4 7 11 12 13 64
Luxembourg 0 0 0 2 2 4 1 4 2 3 18
Netherlands 7 5 6 9 16 24 23 35 27 33 185
Portugal 0 0 2 2 3 2 1 4 3 4 21
Spain 0 3 4 9 12 9 7 18 20 18 100
Sweden 4 9 13 27 26 25 29 26 19 25 203
United Kingdom 86 172 277 340 370 381 423 440 398 351 3,238
Weighted Average 147 277 392 525 580 590 642 769 697 653 5,272
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Appendix to table 4: number of financial statements per country and year that include
performance measures excluding depreciation and amortization for the period 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Weighted
Average

Austria 3 6 18 22 24 25 27 24 24 26 199
Belgium 8 19 32 40 38 42 49 45 37 39 349
Denmark 8 14 15 15 18 19 15 21 20 20 165
Finland 8 8 16 16 16 18 23 19 16 18 158
France 6 32 48 62 78 76 80 93 73 85 633
Germany 20 75 181 221 239 244 238 226 181 161 1,786
Greece 0 5 10 19 36 38 39 34 27 29 237
Ireland 1 5 10 15 16 15 14 14 17 14 121
Italy 3 3 10 28 33 37 37 36 29 31 247
Luxembourg 0 0 2 6 3 7 7 11 5 6 47
Netherlands 5 20 46 58 67 68 75 77 57 61 534
Portugal 0 3 8 10 16 21 19 18 22 23 140
Spain 1 8 18 32 36 44 36 40 35 37 287
Sweden 12 18 34 42 46 50 52 47 51 52 404
United Kingdom 25 73 148 203 235 236 246 242 223 195 1,826
Weighted Average 100 289 596 789 901 940 957 947 817 797 7,133
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Appendix 2 – Details robustness checks paragraph 3.5

The results in paragraph 3.5 indicate a strong and predictable relationship between a country’s

institutional setting and the reporting of alternative performance measures. It is however possible

that the results are driven by other characteristics in the population that are correlated with the

code law – common law distinction or are driven by the country clustering chosen. This appendix

shows that the results are not driven by country clustering, industry clustering or size.

Country clustering

The distinction between common law countries and code law countries (based on La Porta et al.,

1998) is commonly used and well accepted. An alternative distinction however is the distinction

between the British-American accounting cluster and the Continental accounting cluster based on

Ali and Hwang (2000). This alternative classification changes the allocation of the Netherlands

which is a code law country, but considered part of the British-American cluster according to Ali

and Hwang (2000). As illustrated in table A2.1 however, the results remain similar based on this

alternative country clustering.
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Table A2.1: Percentage of financial statements that include alternative performance measures
Continental versus British-American for the period 1998-2007

% of companies reporting
alternative measures

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Alternative measures
Continental 31% 37% 47% 54% 57% 60% 61% 63% 64% 67%
British-American 33% 42% 52% 57% 61% 61% 66% 68% 68% 71%
Difference (2%) (5%) (5%) (3%) (4%) (1%) (5%) (5%) (4%) (4%)

Normalized measures
Continental 12% 12% 9% 13% 14% 13% 15% 23% 25% 26%
British-American 30% 34% 40% 43% 46% 47% 52% 57% 58% 59%
Difference (18%) (22%) (31%) (30%) (32%) (34%) (37%) (34%) (33%) (33%)

EBITDA measures
Continental 22% 30% 42% 47% 51% 54% 55% 53% 54% 57%
British-American 7% 16% 26% 30% 34% 34% 36% 38% 39% 40%
Difference 15% 14% 16% 17% 17% 20% 19% 15% 15% 17%

Note: Table A2.1 shows the percentages of companies reporting an alternative performance measures, a normalized

measure or an EBITDA measure in Continental countries respectively British American countries.

Industry

In previous research based on US populations (see for example Bhattacharya et al., 2004, Bowen

et al., 2005, and Entwistle et al., 2005), significant differences in the reporting of alternative

performance measures has been found between industries. It is therefore possible that the

differences between code law and common law countries are affected by differences in the

industry composition between these groups. Table A2.2 provides an overview of the company-

year observations per industry cluster per country in the sample. The industry clustering is based

on the industry clustering as used in Company.Info. Company.Info identifies 14 main sectors

which are further divided into 57 sub-sectors. In table A2.2, the results are shown for each sub-

sector for which more than 500 company-year observations are included in the population. Sub-

sectors with less than 500 observations are grouped together with other sub-sectors within the

same main sector resulting in 26 industry groups in table A2.2:
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Table A2.2: Percentage of company-year observations per industry cluster in the sample
Main sector No. of

observations
Code
law

Common
law

Code law
alternative

Common law
alternative

01 Resources (extractive industries) 677 2% 8% 55% 33%
02 Utilities 467 3% 2% 73% 86%
03 Basic industries - Construction 808 5% 5% 67% 59%
03 Basic industries - Other 934 6% 4% 67% 75%
03 Basic industries - Pharmaceuticals 731 4% 4% 41% 40%
04 General industrials - Aerospace and defence 124 1% 1% 38% 69%
04 General industrials - Electrical and electronic equipment
manufacturing 953 7% 3% 51% 68%
04 General industrials - Machinery and transportation tool
manufacturing 740 5% 3% 60% 80%
05 Agriculture and food 636 3% 4% 71% 88%
06 Consumer products - Domestic appliance manufacturing 584 4% 2% 59% 76%
06 Consumer products - Other 466 3% 2% 55% 59%
07 Trade - Retail 750 3% 6% 64% 79%
07 Trade - Wholesale 267 2% 2% 58% 70%
08 Services - Consulting 742 3% 7% 54% 69%
08 Services - Other 308 1% 2% 79% 65%
08 Services - Real estate 618 3% 4% 40% 58%
09 Transport 672 4% 4% 69% 74%
10 IT hardware and telecom - IT Services 746 5% 4% 55% 58%
10 IT hardware and telecom - Software and internet 1178 7% 7% 56% 56%
10 IT hardware and telecom - IT hardware 507 3% 3% 32% 42%
10 IT hardware and telecom - Telecommunication 704 5% 2% 69% 85%
11 Media, entertainment, travel and recreation - Entertainment 605 3% 4% 78% 70%
11 Media, entertainment, travel and recreation - Other 694 3% 5% 70% 85%
12 Financial institutions - Banks 1032 8% 3% 23% 60%
12 Financial institutions - Other 691 4% 5% 33% 37%
13 Institutions (education and healthcare) 302 2% 2% 69% 69%

Grand Total 16936 100% 100% 56% 64%

Note: Table A2.2 shows the percentage of company-year observations per industry cluster in the sample for code law

and common law countries

As can be seen in table A2.2, the company-year observations are relatively dispersed over the

different industries and only for a few industries a distinct difference is found between common

law and code law countries. Common law countries have a relatively high share of extractive

companies, consulting services companies and retail companies and a relatively low share of

banks, electrical and electronic manufacturing companies and telecom companies.

The industries that are relatively overrepresented in common law countries rank seventh,

fourteenth and twenty-fourth in this list whereas the industries that are relatively underrepresented

rank on number five, nineteen and twenty six as it regards the total percentage of observations
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with an alternative performance measure reported. Furthermore, it is noted that for 19 industries

the percentage of companies reporting alternative performance measures is higher in common law

countries than in code law countries whereas only for 7 industries relatively more code law

companies report such measures. Untabulated results show that for the alternative measures that

exclude depreciation or amortization 24 industries (out of 26 industries) show a higher percentage

for code law countries than for common law countries. In each of the 26 industries, the percentage

of companies reporting alternative normalized performance measures is higher in common law

countries than in code law countries.

For 11,600 (68%) of the observations, Worldscope industry codes are available based on which

the population is allocated to 25 industries based on 2-digit industry codes. Based on the

Worldscope classification, the allocation of companies over the individual industries is similar for

common law countries and for code law countries with no industry with more than one percent

difference between the percentage of observations in that industry between code law and common

law countries. In 23 industries the percentage of companies reporting alternative performance

measures is higher in common law countries than in code law countries which is the case in all

industries for normalized performance measures. The percentage of companies reporting measures

that exclude depreciation or amortization is higher in code law countries in 23 industries.

These results are consistent with the overall findings in this chapter and indicate that the results

reported in this chapter are not caused by industry effects but do reflect fundamental differences

between code law and common law countries irrespective the industry under review.

Size

Size is known as a factor influencing voluntary disclosure by companies with larger companies

generally providing more extensive disclosures than small companies. Based on this, one would
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expect that larger companies on average report alternative performance measures more often than

smaller companies. If the common law companies in the population are on average larger than the

code law companies, the reported results in this chapter could be caused by a size effect instead of

institutional differences. Therefore, I have investigated size for the subsample of companies for

which Worldscope data are available (83% of the population). Table A2.3 presents the averages

and quartiles for total assets of code law and common law companies.

Table A2.3: Total assets code law and common law companies (USD thousand)

Panel A
Code law Common law

Average 21,260,793 10,305,353
First quartile 116,107 74,814
Median 582,618 316,219
Third quartile 3,697,923 1,589,370

Panel B
Code law countries Common law countries

Alternative
measures

No alternative
measures

Alternative
measures

No alternative
measures

Average 18,052,546 25,602,126 9,684,039 11,474,965
First quartile 164,971 74,479 149,793 30,639
Median 791,071 363,765 584,005 101,028
Third quartile 3,979,570 3,150,788 2,433,844 463,970

Normalized
measures

No normalized
measures

Normalized
measures

No normalized
measures

Average 44,218,290 16,331,524 10,038,572 10,659,031
First quartile 607,176 93,655 161,057 35,328
Median 2,730,237 417,373 670,296 120,053
Third quartile 16,141,100 2,436,321 2,652,713 560,508

Measures excl.
D&A

No measures
excl. D&A

Measures excl.
D&A

No measures
excl. D&A

Average 8,870,060 33,694,155 5,926,834 12,365,189
First quartile 145,501 90,587 162,775 54,703
Median 673,330 486,613 637,456 232,989
Third quartile 3,098,943 4,644,401 2,458,306 1,191,277

Note: Table A2.3 shows average and quartiles for total assets of companies in code law and common law countries

that do report alternative performance measures respectively companies that do not report alternative performance

measures.
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As panel A indicates, the code law companies in the population are on average larger than the

common law countries in the population. Panel B shows that in both code law countries and

common law countries, the companies that report alternative performance measures are generally

larger than the companies that do not report such measures. Averages are in most cases

significantly affected by financial institutions with high values of total assets whereas the

percentage of companies reporting alternative performance measures in this industry is low. First

quartiles and medians are larger for companies that report alternative measures in all groups and

third quartiles in all groups except code law countries in relation to measures that exclude

depreciation and amortization. This indicates that size does affect the reporting of alternative

performance measures in a positive way which is in line with the expectation. The results indicate

that size is not a driving factor for the results reported in this chapter. First of all, on the overall

level, the percentage of companies that report alternative performance measures is higher in

common law countries than code law countries with a significant difference between common law

and code law countries found in nine of the ten years and for normalized measures significantly

higher in each of the years presented. If the size factor has affected these results, the impact would

be against finding a (significantly) higher percentage of common law companies reporting

alternative performance measures as opposed to the results that were found. The results do thus

not indicate that alternative performance measures are reported more frequently in common law

countries as a result of larger company size in common law countries. In addition, the results for

normalized performance measures mirror the results for measures that exclude depreciation or

amortization whereas, based on table A2.2, the size factor would be expected to affect both

measures in the same direction. It is hard to understand why a company’s size would positively

affect the reporting of measures that exclude depreciation and amortization and would at the same

time negatively affect the reporting of normalized performance measures. This difference can be

understood based on the institutional differences between common law countries and code law



107

countries as described in this chapter. Taken together, these results do not indicate that the results

in this chapter are driven by the size of the companies in the common law group and the code law

group.

Multivariate regression

To further test the hypotheses and impact of alternative factors, the following multivariate logistic

regression is performed:

0 1 2 3YEARdummy +
4

In this regression, ALTERNATIVE MEASURE is 1 for company-year observations with an

alternative measure reported in the financial statements, Common law is 1 when a company is

located in a common law country and LOGASSETS, YEARdummy and Industry are control

variables for size, year and industry. The regression is performed for alternative measures in

general as well as separately for EBITDA measures and normalized measures. The results for the

relevant Common law variable are reported in table A2.4.

Table A2.4: Logistic Regressions of reporting alternative performance measures on common law
dummy variable

Variable Alternative
performance
measures

Normalized
measures

EBITDA
measures

Common law 0.068 2.316 -1.274
(0.267) (0.000)* (0.000)*

Nagelkerke R2 0.180 0.278 0.247

Note: Table A2.4 shows the regression result for the key variable from a regression that regresses the reporting of

alternative performance measures on a common law dummy variable and control variables for size, year and industry.

Results indicated with superscript * are significant at the 1% level.



108

The results in table A2.4 show no evidence for an overall higher level of reporting of alternative

performance measures in common law countries compared to code law countries. Consistent with

findings from previous sections however, normalized measures are reported significantly (at the

1% level) more often in common law countries and EBITDA measures are reported significantly

(at the 1% level) more often in code law countries.
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4 Strategic use of alternative performance
measures in the European Union and the
impact of institutions and IFRS adoption

Abstract

This chapter reports evidence about the strategic use of alternative performance measures by EU

companies in their financial statements7 (including narratives). The study is based on a

comprehensive manual analysis of the reporting of alternative performance measures by a large

sample of listed companies in the EU in the period 1995-2007. Overall, the results presented in

this chapter show that EU companies significantly more often report an alternative performance

measure when this helps meeting a strategic earnings benchmark which is missed based on the

company’s GAAP net income. I interpret this as strategic use of these alternative measures. The

evidence for strategic use of alternative performance measures are stronger for EBITDA reporting

than for normalized reporting. Strategic considerations are a significant factor explaining the

reporting of alternative performance measures in both code law and common law countries, but

for certain strategic benchmarks strategic use is more pervasive in common law countries where

companies are generally more shareholder oriented. Contrary to concerns expressed, the results of

this study do not provide evidence that the strategic use of alternative performance measures

increased as a result of the introduction of IFRS.

4.1 Introduction

This chapter examines the strategic use of alternative performance measures by EU companies in

their financial statements based on a comprehensive manual analysis of the reporting of alternative

7 Including management commentary and other narrative information that is reported in combination with the annual
accounts.
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performance measures by a large sample of listed companies in the EU in the period 1995-2007 as

well as the impact of IFRS on such strategic use and differences between code law and common

law countries on this aspect.

Over the last decade, the use of alternative performance measures has become widespread in both

the US, (see for example Bradshaw and Sloan, 2002, Bhattacharya et al., 2003, and Adhikari and

Duru, 2006) and the EU, see chapter 3. This initially led to significant debate about the

appropriateness of the use of such measures. The SEC debated this subject in many comment

letters (see amongst others SEC, 2001) and started a case against a company for misleading use of

non-GAAP measures in 2002 (SEC, 2002). The IOSCO (2002) cautioned issuers, investors and

other users of financial information to use care when presenting and interpreting non-GAAP

results measures. The continued use, and alleged abuse, of alternative performance measures led

to the implementation of SEC regulation G8 in 2003 (SEC, 2003) in the US. These regulatory

concerns and SEC regulation G following from it, led to a decrease in reporting of alternative

performance measures and a decrease in the emphasis on alternative performance measures in the

US, see for example Bowen et al. (2005), Entwistle et al. (2006a and 2006b), Marques (2006a),

Campbell and Pitman (2009) and Zhang and Zheng (2011).

The introduction of IFRS in 2005 further led to discussions in the EU regarding the lack of

guidance with regard to financial statements presentation, inconsistencies in the presentation of

various performance measures in consolidated financial statements based on IFRS and the

resulting difficulties for users to compare financial performance (see for example CESR, 2005b;

8 SEC Regulation G contains provisions to be followed by companies when they disclose non-GAAP financial
measures, such as presentation of the most directly comparable financial measure that is calculated and presented
in accordance with GAAP, provisioning of a clearly understandable quantitative reconciliation and the requirement
that the presentation of the non-GAAP financial measure is not misleading.
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EFRAG, 2006; Hoogendoorn, 2006; and Marseille and Vergoossen, 2005). According to

Newberry (2003), preparers have used the discretion available to them to develop and promote

their own sub-components within net income. These concerns caused the Committee of European

Securities Regulators (CESR, 2005a) to issue recommendations to provide more detailed

disclosures and explanations about alternative performance measures used, including

reconciliations, explain their relevance and to not give them more prominence than GAAP

income. These developments did, however, not result in a decrease in the use of alternative

performance measures in the EU (see chapter 3) like Regulation G did in the US.

In 2004, the IASB and FASB combined their projects on financial statements presentation” to

address users’ concerns that existing requirements permit too many alternative types of

presentation” (IASB, 2008). Newberry (2003) notes that the IASB initially started it because it

regarded the increased use of alternative performance measures as increasingly problematic, but

also acknowledged that the bottom line (comprehensive) income was not sufficiently useful for the

users of the financial statements. Despite these intentions, the Financial Statement Presentation

Discussion Paper (IASB, 2008) and Staff Draft (IASB, 2010) do not propose to include additional

detailed guidance on the presentation of alternative performance measures. In fact, the Financial

Statement Presentation Discussion paper proposes a ‘management approach’ which will follow

management’s classification rationale based on how management views and manages the

company and its resources. Furthermore, the Management Commentary Practice Statement (IASB,

2010) does not give prescriptive guidance about the reporting of alternative performance measures

either and is built on the premise that management is best positioned to determine the content and

presentation of the management commentary.
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Since the IASB guidance gives management flexibility in reporting the information that, it

believes, best presents the company’s performance, in line with the way that management itself

assesses the performance of the company, the information has the potential to be most useful to

analysts and investors. However, flexibility also provides a risk that management uses this

flexibility to strategically report measures that present a more favourable picture of the company’s

performance which may not increase the decision usefulness of the information presented to the

users.

This chapter reports evidence about the strategic use of alternative performance measures by EU

companies in their financial statements (including management commentary). A significant

explanatory factor for companies reporting an alternative performance measure is the alternative

performance measure meeting a strategic earnings benchmark which is missed based on the

company’s GAAP net income which I interpret as strategic use of these alternative performance

measures. Strategic use is investigated separately for EBITDA measures and normalized measures

since chapter 3 shows significant diversity in the type of measures reported in the EU. The

empirical results indicate that strategic motives influence the reporting of both types of measures,

but the results are stronger for EBITDA measures. Furthermore, in this chapter the differences in

the reporting, and more specifically the strategic reporting, of alternative performance measures

between companies in code law and common law countries are investigated. Since a significant

portion of the companies that report under IFRS are domiciled in code law countries (64% of the

observations in this research concerns observations from code law countries), it is important to

understand whether previous findings in common law settings (US and UK) that companies use

alternative performance measures to meet or beat strategic earnings benchmarks equally apply to

code law settings. Strategic considerations are a significant factor explaining the reporting of

alternative performance measures in both code law and common law countries, but for certain

strategic benchmarks strategic motives are more pervasive in common law countries where
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companies are generally more shareholder oriented than in code law countries. Finally, it is

investigated whether the adoption of IFRS had any impact on the reporting of alternative

performance measures and, more relevant, the strategic reporting of these measures. The results

give insight into whether the concerns raised about the impact of increased flexibility in the

presentation of results under IFRS on the reporting of alternative performance measures, as

discussed earlier in this paragraph, are valid. Contrary to concerns expressed, the results do not

provide evidence that the strategic use of alternative performance measures increased as a result of

the introduction of IFRS.

This chapter contributes to the literature in three areas. Firstly, limited evidence about strategic

reporting of alternative performance measures by EU companies from both code law and common

law countries is available. Secondly, although many have expressed concerns about the impact of

the implementation of IFRS on the reporting of alternative performance measures, the impact of

the implementation of IFRS on strategic behavior in this area is unknown. Thirdly, as noted by

Healy and Palepu (2001) and Ball et al. (2000), the institutions surrounding the financial reporting

environment are crucial in ensuring that information and incentive problems are mitigated.

Evidence about the impact of institutional factors on the strategic reporting of alternative

performance measures is, however, limited and it is therefore unknown whether concerns raised

based on evidence from the US also holds for the EU, and in particular EU code law countries.

This chapter investigates whether within the EU, companies from code law countries exhibit

similar strategic behavior as companies from common law countries. Finally, although the use of

EBITDA measures is widespread in the EU and chapter 3 shows that EBITDA measures are

particularly used in EU code law countries, there is limited evidence about the strategic use of

EBITDA measures in the literature. This chapter investigates EBITDA measures and normalized
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measures separately to be able to differentiate in conclusions between these two types of

alternative performance measures.

4.2 Prior research

One might question why companies would be interested in reporting alternative performance

measures and using these measures strategically. Voluntary disclosure of additional alternative

performance measures often only concerns the provisioning of existing information in a different

format or with a different emphasis. A well known measure like EBITDA can generally easily be

deduced from information already present in a company’s financial statements and also other

measures can generally be constructed based on information in the income statement and the notes

to the financial statements. Based on the efficient market hypothesis, which is an underlying

assumption in many researches, one could argue that the presentation format of financial

information does not affect investors’ decision making when the information is already present in

another form. Not only can many alternative performance measures be calculated by the users of

the financial statements based on the information disclosed therein, also is the net profit number

still available to everyone. If the additional alternative performance measures do not provide

relevant information to the stakeholders of the company, they would thus still have the minimum

information required by GAAP to make their decisions.

Bloomfield (2002) however, introduces the Incomplete Revelation Hypothesis which explains that

information that is more costly to extract from public data is less completely revealed by market

prices since it is insufficiently favourable for all investors to put effort in extracting this

information. As a result, the level of emphasis that management gives to certain information can

affect investors’ decision making which could be an incentive for management to announce

alternative performance measures and strategically emphasize performance measures that give a
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better view of the company’s (management’s) performance than other measures and to classify

ongoing expenses as non-recurring while reporting unusual gains as part of Operating income.

Furthermore, Hirshleifer and Theo (2003) assume that investors have limited attention and

processing power. They argue that limited attention is not necessarily in conflict with the efficient

market hypothesis since if time and attention is costly it may be very reasonable for investors not

investing more time in the analysis and processing of information when the expected benefits do

no longer outweigh the expected costs. These costs could for example be the opportunity costs of

not being able to analyse and process other information for the same company or for other

companies in which the investor also wants to invest. As a result of their limited attention and

processing power, the prominence and form of disclosure can affect investor perceptions and, as a

result, investor decision making, even when the different forms are informationally equivalent. As

noted by Daniel et al. (2002) “psychological principles suggest that in providing information to

investors, it is important that relevant information be salient and easily processed. As every

academic author and teacher knows, the form as well as the content of communicated information

affects how well it is absorbed.”

Hirshleifer and Theo (2003) also explore the impact of their Limited Attention Theory to the

disclosure of alternative performance measures and include both legitimate reasons and

illegitimate reasons for management to disclose alternative performance measures in their limited

attention model. When a company excludes certain extra-ordinary items from GAAP income to

arrive at an alternative performance measure, this may result in more relevant information.

Hirshleifer and Theo (2003) argue that such adjustments can help investors with limited attention

to better predict future cash flows. However, management can also exploit investors’ limited

attention by excluding value relevant items from GAAP income or not excluding non-value

relevant items. The functional fixation of inattentive investors will make them treat the alternative
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performance measures as if they were adjusted to be maximally informative even when they are

not.

Bloomfield’s (2002) and Hirshleifer and Theo’s (2003) theories are confirmed by the results from

experimental research. Moriarity (1979) and Stock and Watson (1984) explore the impact of

graphical presentation of information and conclude that decision making based on

multidimensional faces is more accurate and faster than decision making based on financial

statements balances or ratios. Hirst and Hopkins (1998) and Maines and McDaniel (2000)

conclude that the format in which comprehensive income information is disclosed does affect the

users’ judgement of the company’s results. Frederickson and Miller (2004) and Elliott (2006)

examine whether the inclusion of alternative performance measure information or the emphasis

given to this information affects investors’ decision making. Their results indicate that

unsophisticated users’ judgement of the performance of the company is affected by the inclusion

of alternative performance measures, even when all the information necessary to calculate the

measure is already present in the financial information. Sophisticated users are affected to a much

lesser extent. Allee et al. (2007) and Bhattacharya et al. (2007) test the experimental results found

by Frederickson and Miller (2004) and Elliott (2006) using archival data in which they use trade-

size-based proxies to distinguish between less sophisticated users and sophisticated users. Their

results indicate that less sophisticated users trade significantly more based on alternative

performance measures and, in contrast, more sophisticated users trade less when an alternative

performance measure is present, indicating that they are suspicious of strategic reporting behavior

by management. Price reactions are found to be higher when alternative performance measures are

reported before GAAP earnings, which appears to be caused by the trading activity of less-

sophisticated investors. Although Allee et al. (2007) and Bhattacharya et al. (2007) measure

slightly different aspects of the investor reaction to alternative performance measures than

Frederickson and Miller (2004) and Elliott (2006), their findings largely confirm their
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experimental findings. Other experiments providing evidence that presentation format and

emphasis do affect investor decision making have been published by Dilla et al. (2006) and

Andersson and Hellman (2007).

These results suggest that the disclosure of alternative performance measures does affect

investors’ decision making. It is an empirical question whether management strategically discloses

such measures to meet or beat earnings benchmarks. Evidence for strategic behavior in the US

environment was found by Doyle and Soliman (2002), Bhattacharya et al (2004), Lougee and

Marquardt (2004), Bowen et al. (2005), Entwistle et al. (2005) and Black and Christensen (2009)

whose results indicate that managers use (the exclusions from) alternative performance measures

and the emphasis thereon to meet or beat strategic earnings benchmarks. McVay (2006)

furthermore finds that managers use classification shifting to overstate core earnings, in particular

in situations where this makes the difference between missing and meeting analyst forecasts.

Investors do appear to be affected by the inappropriate presentation of recurring expenses as

special which is evidenced by the negative returns in the subsequent year when these expenses,

which were expected to be incidental, recur.

Entwistle et al. (2006a and 2006b) focus on the impact of the implementation of the SOx

regulation on the disclosure of alternative performance measures. They find a decrease in

alternative performance measure reporting from 77% in 2001 (prior to SOx) to 54% (after

implementation of regulation G) in 2003. In addition, in 2003 alternative performance measures

are used in a less biased manner, meaning that the portion of companies reporting alternative

performance measures that are higher than GAAP income decreased as well as the magnitude of

the adjustments. In addition, alternative performance measures were presented less prominent in

2003 than in 2001 and the percentage of misleading alternative performance measure releases

(mostly through the use of misleading terminology) dropped from over 10% prior to the
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implementation of SOx to less than 1% after the implementation of regulation G. Research by Yi

(2007), Kolev at al. (2008), Heflin and Hsu (2008) and Chen (2010) confirm the finding that the

SOx regulation restricted the strategic use of alternative performance measures.

Marques (2006a) finds a decrease in the disclosure of alternative performance measures in 2003

(compared to 2002) resulting from regulation G and, in a related paper, Marques (2006b)

concludes that the decrease in disclosure of alternative performance measures as a result of

regulation G is lower in companies with stronger corporate governance mechanisms. According to

Marques (2006b) this implies that companies with stronger corporate governance mechanisms are

less likely to make misleading earnings adjustments. Marques (2010) however concludes that

managers do still emphasize alternative performance measures when this helps them meeting or

beating strategic earnings benchmarks suggesting that the relative decrease in emphasis on

alternative performance measures after the implementation of regulation G is primarily due to the

companies with less incentive to emphasize the alternative performance measure.

To date, little research has been conducted into the strategic use of alternative performance

measures in the EU. Walker and Louvari (2003) find that UK companies use additional earnings

per share measures to present a more favourable earnings profile, except when they are loss

making. Companies appear to be hesitant to report an additional earnings per share measure when

it is negative. Choi et al. (2007) investigate differences between adjustments made by management

of UK companies and Thomson Datastream to arrive at a recurring income number. They

conclude that disagreements generally reflect managers’ superior ability to correctly classify

income components. Some evidence of strategic disclosure behavior however also emerges in that

gains included by management and excluded by Thomson Datastream on average are value

irrelevant. Isidro and Marques (2010) investigate the impact of institutional and economic factors

on the strategic reporting of alternative performance measures by 343 companies from 20
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countries (516 company-year observations) in their press release. They conclude that such factors

do influence both the reporting of alternative performance measures and the strategic use of these

measures. Alternative performance measures are reported more frequently in countries where

public information is more important, i.e. countries with more sophisticated financial markets.

Furthermore, strong investor protection and developed markets mitigate the strategic use of

alternative performance measures.

4.3 Hypotheses

In line with Doyle and Soliman (2002), Bhattacharya et al. (2004), Lougee and Marquardt (2004),

Bowen et al. (2005) and Entwistle et al. (2005) and Isidro and Marques (2010) I investigate

whether EU companies report alternative performance measures strategically, by testing whether

these alternative performance measures are used to meet or beat strategic earnings benchmarks.

The following hypothesis is tested:

H1: Companies report alternative performance measures more often when they meet an earnings

benchmark based on the alternative performance measure which they miss based on GAAP net

income

The tests are performed separately for alternative performance measures that exclude depreciation

and amortization (i.e. EBITDA and similar measures) and normalized alternative performance

measures since chapter 3 shows significant variety in the types of alternative performance

measures that are reported in the different EU countries.

As summarized in paragraph 4.1, many have criticized IFRS for its limited prescriptive guidance

with regard to the presentation of alternative performance measures, which provides more room
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for management to strategically report such measures. These concerns focus on the fact that

flexibility in the choice of whether certain performance measures are reported or not may be used

strategically to report measures that portray better performance. It could, however, also be argued

that the flexibility better allows management to report the performance measures that are most

decision useful to investors and analysts. I test whether the concern of increased strategic use of

alternative performance measures is valid by investigating whether the level of strategic reporting,

as tested in H1, increased after the implementation of IFRS. Given that no evidence currently

exists for increased strategic behavior in the reporting of alternative performance measures after

the implementation of IFRS and no robust theoretical basis is available that suggests that such

increase should be expected, the second hypothesis is:

H2: The level of strategic behavior in relation to the reporting of alternative performance measures

by management did not increase after the implementation of IFRS by EU companies in 2005

Institutional factors have the potential to influence the risk of management’s strategic use of

alternative performance measures. Healy and Palepu (2001) and Hail and Leuz (2006) explain that

institutions, securities regulation and enforcement mechanisms are important in ensuring that

relevant disclosures are provided consistently and Nobes and Parker (2008) believe that also after

the EU wide implementation of IFRS, the Roman/common law dichotomy could still affect

reporting practices. The research into the strategic use of alternative performance measures

referred to in the previous paragraphs and the criticism on the use of these measures is primarily

focused on the use thereof in the US and UK environment, i.e. common law countries. When

looking at the EU however, a significant portion of relevant companies is based in code law

countries and reports a different type of alternative performance measures than companies in

common law countries. Chapter 3 shows that there are significant differences in the use of
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alternative performance measures between code law countries and common law countries and

there is no evidence available yet to conclude whether concerns about strategic reporting raised

based on US and UK research are valid for code law environments as well. Common law countries

are generally considered to be more shareholder oriented with more widely dispersed ownership

than code law countries (La Porta et al., 1998). Code law countries are more bank oriented with

larger ownership concentration than in common law countries. As a result, companies in common

law countries may have more incentives to strategically use alternative performance measures to

influence shareholder decision making. On the other hand, La Porta et al. (1998) conclude that

common law countries have stronger shareholders and creditors protection which may mitigate the

opportunity for strategic reporting of alternative performance measures. In line with this, Leuz et

al. (2003) conclude that earnings management is lower in outsider economies with large stock

markets, dispersed ownership, strong investor rights, and strong legal enforcement which

generally coincides with the common law classification. However, lower opportunities for

earnings management in common law countries may also increase the strategic use of alternative

performance measures since in the common law environment this may be a less risky strategy for

management to influence the perception of the company’s performance than earnings management

focused on bottom-line net income. Isidro and Marques (2010) conclude that strong investor

protection and developed markets mitigate the strategic use of alternative performance measures.

The following hypothesis regarding the impact of these institutional factors on the reporting of

alternative performance measures is tested:

H3: The level of strategic behavior in relation to the reporting of alternative performance measures

by management is the same for companies from code law countries and for companies from

common law countries
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4.4 Sample and data description

The research has been performed based upon a manually collected sample of financial statements

of listed companies from the EU countries that had joined the EU on or before January 1, 19959.

The sample includes all financial statements in the English language regarding the period 1995-

2007 for all listed companies that were available in the Company.info database in June 2008. The

total sample consists of 17,372 observations. Depending on the tests performed, the availability of

information in Worldscope and/or IBES further reduced the sample as indicated in the individual

test results.

These financial statements, including director’s report and other information that is included in the

same document as the financial statements, have first been searched, using word search

functionalities available in the Company.info database, for the use of various alternative

performance measures. In line with Chapter 3, these measures are:

Performance measures excluding depreciation and amortization: EBITDA(E);

PBITDA(E); EBITA(E); PBITA(E); EBTDA; PBTDA; EBTA; PBTA;

“earnings/profit/result before depreciation”; “earnings/profit/result before amortis(z)ation”;

“before interest, taxes (and) depreciation”; “before interest, taxes (and) amortis(z)ation”;

and “cash earnings/profit/loss/result/income”.

Normalized performance measures: “earnings/profit/loss/result/income before

exceptional(s)”; “_______ excluding exceptional(s)”; “recurring _______”; “underlying

_______”; “adjusted _______” “before/excluding non-recurring”; “before/excluding

9 i.e. the 2004 and 2007 joiners from, mainly, Eastern Europe are not included in the sample.
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incidental(s)”; “normalis(z)ed _______”; “_______ before one-time”; “current operating

_______”; “core _______”; “recurring EBIT(D)(A)”; EBIT(D)(A)E; PBIT(D)AE.

The financial statements that were found through this search have subsequently each been

reviewed manually in detail in order to verify that these measures have been used in the context of

the reporting about the performance of the company. This has resulted in an overview of EU

companies that have used these specific measures to report an alternative performance measure

during the period 1995-2007 and companies that have not.

Financial information for these companies was obtained from the Worldscope database and

I/B/E/S. EBITDA information was derived from Worldscope and the EBITDA definition is

relatively straightforward, leaving little room for uncertainty about the number that management is

actually reporting. Information included in analyst tracking services such as I/B/E/S and/or other

database information that is generally used as a proxy for normalized income however does not

necessarily equal the actual information reported by management (see also Easton, 2003).

Furthermore, Cohen et al. (2007, discussed by Christensen, 2007), point to the fact that results

from studies that use I/B/E/S forecast information are affected by an “errors in variables” problem

caused by the mismatch between the basis for I/B/E/S forecasts and actual GAAP income.

The main tests have therefore all been performed based on Worldscope information and

investigate the reporting behavior of EU companies around the thresholds profits versus losses and

increases versus decreases whereby Operating income from Worldscope was used as a proxy for

normalized income. Worldscope Operating income only includes the company’s core income

(sales) and the company’s expenses that are related to its operations (i.e. excluding non-operating

and extra-ordinary items). Given that the Worldscope Operating income will in many cases not be

exactly equal to the reported normalized income figure, all tests have also been performed using

I/B/E/S earnings as a proxy for normalized income. Furthermore, since meeting or beating the
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analyst forecast consensus is also important for many companies, tests have also been performed

investigating the strategic use of alternative performance measures in relation to this threshold.

The total sample consists of 2,487 companies with on average seven financial statements in the

sample, resulting in 17,372 company-year observations. Overall, 80% of the companies (1,999

companies) in the sample reports at least in one year one or more alternative performance

measures. A measure that excludes depreciation or amortization is reported at least once by 64%

of the companies (1,591 companies) and a normalized measure is reported at least once by 53% of

the companies (1,328 companies). Table 1 reports the percentage of companies in each year that

makes a consistent reporting choice for alternative performance measures as in the year before as

well as the percentage of companies that start or stop reporting an alternative performance

measure.

For 14,630 observations information is available about whether the company started or stopped

reporting an alternative performance measure in a specific year. Table 1 shows that on average

88% and 87% of the companies in each year make a consistent choice about whether or not to

report an alternative performance measure that excludes depreciation or amortization respectively

a normalized alternative performance measure. In the earlier years in the sample, the companies

that are changing their behavior with regard to measures that exclude depreciation or amortisation

primarily comprise of companies that start reporting such a measure. On average, in the period

1996-2002 on an annual basis 10% of the companies in the sample start reporting a measure that

excludes depreciation or amortisation and 3% stops reporting that measure. As of 2003, the

percentage of companies that start and percentage of companies that stop reporting a measure that

excludes depreciation or amortisation is more balanced with on average 6% companies that start

reporting and 5% companies that stop reporting the measure during the period 2003-2007.
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For normalized measures, the balance between companies that start and stop reporting such a

measure is comparable in both periods with a difference of approximately 2%-point between the

percentage of companies that start and stop reporting normalized measures. A notable difference is

2005 where 13% of the companies start reporting such a measure and 7% stops resulting in a 6%-

point difference which can be explained by the transition to IFRS for most companies in that year

and the resulting increase in volatility of their income number combined with prohibition of the

separate presentation of extra-ordinary results under IFRS.

Table 1: Consistency in the reporting of alternative performance measures

Year
Measures excluding

depreciation or amortization
Normalized measures

No change Start Stop No change Start Stop
1996 95% 5% 0% 95% 0% 5%

1997 85% 9% 6% 88% 6% 6%

1998 92% 6% 3% 87% 9% 3%

1999 86% 12% 2% 88% 7% 5%

2000 84% 14% 2% 89% 7% 5%

2001 86% 10% 4% 88% 8% 4%

2002 88% 8% 4% 88% 7% 5%

2003 89% 6% 5% 88% 6% 6%

2004 89% 6% 5% 87% 8% 5%

2005 86% 6% 8% 80% 13% 7%

2006 88% 6% 5% 87% 7% 7%

2007 91% 6% 3% 89% 7% 5%

Weighted average 88% 8% 4% 87% 8% 5%

Number of observations 12,861 1,116 653 12,703 1,135 792

Note: Table 1 shows the percentages of companies that start or stop reporting an EBITDA measure or normalized

alternative performance measure or make a consistent reporting choice compared to the previous year for the period

1996-2007.
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4.5 Empirical analyses and results

4.5.1 Reporting alternative performance measures to avoid reporting losses or
decreases

If companies would use the reporting of alternative performance measures strategically to meet

strategic earnings benchmarks, it would be expected that relatively more companies report a

certain alternative performance measure when this measure provides a more favorable picture of

their performance than GAAP net income. In order to test this, I have determined the number and

percentage of companies that report an alternative performance for each combination of profit or

loss and increase or decrease based on the alternative measure and GAAP profit (increase) or

GAAP loss (decrease). The results for alternative measures excluding depreciation and/or

amortization10 are presented in table 2.

Table 2: Percentages of companies reporting EBITDA measures – profits versus losses
% of companies reporting EBITDA measures EBITDA profit EBITDA loss Difference

GAAP net income loss 49.08% [774/1,577] 28.87% [552/1,912] 20.21% (149.818)*

GAAP net income profit 43.08% [5,266/12,225] 25.00% [4/16] 18.08% (2.129)

Difference 6.00% (20.465)* 3.87% (0.116)

Note: Table 2 shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA profit or loss and a GAAP net income profit or loss. Pearson Chi-Square results are reported

between brackets. For results indicated with superscript * equality of the reported percentages is rejected at 1%

significance.

Given the low number of observations of companies that report an EBITDA loss and GAAP

profit, the results that involve this combination are not further discussed. For the other

combinations, the highest percentage of companies reporting an EBITDA measure is found among

companies that have a GAAP loss in combination with an EBITDA profit. The percentage of

10 In the remainder of this paper, measures that excluded depreciation and/or amortization are named EBITDA
measures
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companies that report an EBITDA measure is significantly higher among companies that are

EBITDA profitable than under companies that are EBITDA loss making. The percentage of

companies that report an EBITDA measure is 49.08% for companies that have an EBITDA profit

and a GAAP net income loss, whereas among companies that also have a GAAP net income loss,

but combined with an EBITDA loss, this percentage is only 28.87%. A Chi-Square test shows that

the difference of 20.21% between these two groups is statistically significant at the 1% level.

Furthermore, the percentage of companies that report an EBITDA measure is significantly higher

among companies that are GAAP loss making than under companies that are GAAP profitable.

The percentage of EBITDA profitable companies that report an EBITDA measure is 49.08% for

GAAP loss making companies and 43.08% for GAAP profitable companies. The difference of

6.00% is statistically significant at the 1% level.

Table 3 reports the percentage of companies that report an EBITDA measure for each

combination of EBITDA increase or decrease and GAAP increase or GAAP decrease. All

observations which concern the first IFRS year for a company have been removed from the

sample since the results in that year are not comparable to the immediately preceding year which

were determined under a different set of accounting policies.

Table 3: Percentages of companies reporting EBITDA measures – increases versus decreases
% of companies reporting EBITDA measures EBITDA increase EBITDA decrease Difference

Net income decrease 47.87% [494/1,032] 37.89% [1,753/4,626] 9.97% (35.057)*

Net income increase 43.42% [3,240/7,462] 36.11% [364/1,008] 7.31% (19.406)*

Difference 4.45% (7.282)* 1.78% (1.122)

Note: Table 3 shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA increase or decrease and a GAAP net income increase or decrease. Pearson Chi-Square results are

reported between brackets. For results indicated with superscript * equality of the reported percentages is rejected at

1% significance.
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Also for increases versus decreases the largest percentage is found for the group of companies that

have the largest incentive for reporting EBITDA, being the companies that have a GAAP net

income decrease and EBITDA increase. In this category, the percentage of companies reporting

an EBITDA measure is 47.87%. The results show that both companies that have a GAAP net

income decrease and companies that have a GAAP net income increase significantly more often

report EBITDA when their EBITDA is increasing than when their EBITDA is decreasing (47.87%

versus 37.89%, difference of 9.97%, and 43.32% versus 36.11%, difference of 7.31%, both

differences are statistically significant at the 1% level). Furthermore, when EBITDA is increasing,

it is reported significantly more often by companies with a decreasing GAAP income figure than

by companies with an increasing GAAP net income figure (47.87% versus 43.42%, difference of

4.45% is statistically significant at the 1% level). These results are in line with strategic reporting

of EBITDA measures in the sense that the empirical results show that companies are more

inclined to report an EBITDA measure when this provides a more favourable picture than GAAP

net income. Table 4 reports the percentage of companies that report a normalized performance

measure for each combination of operating income profit or loss (as a proxy for the normalized

alternative performance measure) and GAAP net profit or GAAP net loss

Table 4: Percentages of companies reporting a normalized alternative performance measure –
profits versus losses
% of companies reporting Normalized measures Operating income profit Operating income loss Difference

GAAP net income loss 50.30% [426/847] 19.59% [511/2,608] 30.70% (52.085)*

GAAP net income profit 34.45% [3,914/11,361] 20.33% [125/615] 14.13% (304.906)*

Difference 15.84% (86.361)* -0.73% (0.682)

Note: Table 4 shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income profit or loss and a GAAP net income profit or loss. Pearson Chi-Square results are

reported between brackets. For results indicated with superscript * equality of the reported percentages is rejected at

1% significance.
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Similar to the results for reporting of measures that exclude depreciation and/or amortization, the

results in table 4 show that the percentage of companies that report a normalized alternative

performance measure is highest for companies that have a profit based on operating income and a

loss based on GAAP net income. This is the group of companies with the largest incentive to

report a normalized performance measure since it converts a GAAP loss into a profit based on the

alternative performance measure. Both in case of GAAP profits and in case of GAAP losses, the

percentage of companies reporting a normalized alternative performance measure is statistically

significantly (at the 1% level) higher when operating income is profitable than when operating

income is a loss. The difference is higher for companies that are GAAP loss making (50.30%

versus 19.59%) than for companies that are GAAP profit making (34.45% versus 20.33%).

Furthermore, when operating income is positive, the percentage of companies reporting a

normalized performance measure is statistically significantly (at the 1% level) higher when GAAP

net income is a loss (50.33%) compared to when GAAP income is also a profit (34.45%). When

operating income is negative, there is no significant difference observed in reporting behavior

between those companies that report a GAAP net loss versus those that report a GAAP net profit.

In line with the other empirical results, table 5, reporting the results in relation to the increase-

decrease benchmark, also shows that the highest percentage of companies reporting a normalized

alternative performance measure is highest among companies that report a decrease in GAAP net

income and an increase in operating income with 41.12% of the companies in this category

reporting a normalized alternative performance measure. When GAAP net income is decreasing,

the percentage of companies that report a normalized performance measure is statistically

significantly (at the 1% level) higher for companies with an operating income increase (41.12%)

than for companies with an operating income decrease (28.84%). Furthermore, when operating

income is increasing, the percentage of companies reporting a normalized alternative performance
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measure is significantly (at the 1% level) higher when GAAP net income is decreasing (41.12%)

than when GAAP income is increasing (30.44%).

Table 5: Percentages of companies reporting a normalized performance measure – increases
versus decreases
% of companies reporting Normalized Operating income increase Operating income decrease Difference

GAAP net income decrease 41.12% [595/1,447] 28.84%[1,185/4,109] 12.28% (6.876)*

GAAP net income increase 30.44%[2,133/7,007] 34.10% [444/1,302] -3.66 (74.121)*

Difference 10.68% (52.574)* -5.26% (13.011)*

Note: Table 5 shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income increase or decrease and a net income increase or decrease. Pearson Chi-Square results

are reported between brackets. For results indicated with superscript * equality of the reported percentages is rejected

at 1% significance.

One result in table 5 however is counterintuitive. The second highest percentage (34.10%) of

companies that report a normalized alternative performance measure is found in the category

where GAAP net income is increasing and operating income is decreasing. An explanation for

relatively few companies with a GAAP net income decrease and an operating income decrease

reporting a normalized performance measure may be that companies that need to report missing a

benchmark based on their GAAP net income are reluctant to provide an alternative measure that

also makes them miss that benchmark since that would be perceived as a confirmation of poor

performance. The low percentage of companies with a GAAP net income increase and operating

income increase can however not be explained based on strategic motives. The results for the

reporting of normalized alternative performance measures in light of the increase/decrease

benchmark are thus somewhat more mixed than the other results reported in this section.
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To further test the first hypothesis that companies report alternative performance measures more

often when they meet an earnings benchmark based on the alternative performance measure which

they miss based on GAAP net income, I employ the following regression

(Regression 1)

In this regression, ALTERNATIVE MEASUREreport is 1 for company-year observations with an

EBITDA or Normalized alternative performance measure reported in the financial statements,

BENCHMARK is 1 when a company misses an earnings benchmark based on net income and

meets this benchmark based on the alternative performance measure, IFRS is 1 when the company

reports under IFRS. A dummy for code law (CODE) is included as control variable because

findings in chapter 3 show significant differences in the reporting of alternative performance

measures between common law and code law countries. LOGASSETS is included because larger

companies are generally found to provide more extensive information and also report alternative

performance measures more often than smaller companies (Lougee and Marquardt ,2004; Johnson

and Schwartz, 2005). Industry dummies are included because prior research has indicated that the

industry a company is in does have a significant impact on a company’s reporting decisions

(Bhattacharya et al., 2004; Lougee and Marquardt, 2004; Johnson and Schwartz, 2005). The

results from this regression are reported in table 6.
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Table 6: Logistic Regressions of reporting an alternative performance measure on strategic
motives

Alternative measure

Benchmark

EBITDA

Profit-loss

EBITDA

In/decrease

Normalized

Profit-loss

Normalized

In/decrease

Variable

Intercept 2.502 2.418 4.084 4.121

(0.000)* (0.000)* (0.000)* (0.000)*

BENCHMARK 0.362 0.208 0.636 0.061

(0.000)* (0.004)* (0.000)* (0.478)

IFRS 0.611 0.695 0.537 0.510

(0.000)* (0.000)* (0.000)* (0.000)*

CODE 0.690 0.673 -2.355 -2.373

(0.000)* (0.000)* (0.000)* (0.000)*

LOGASSETS 0.330 0.318 0.755 0.770

(0.000)* (0.000)* (0.000)* (0.000)*

Industry dummies included Yes Yes Yes Yes

Nagelkerke R2 0.170 0.169 0.352 0.341

Note: Table 7 shows the regression result for the regression that regresses the reporting of alternative performance

measures on BENCHMARK (dummy variable indicating that a benchmark is missed based on GAAP net income and

met based on the alternative performance measure), IFRS (dummy variable for the post-IFRS period), CODE (dummy

variable code law countries) and LOGASSETS. The individual Industry coefficients are not reported. Results

indicated with superscript * are significant at the 1% level.

In line with the results from the previous tests, the results in table 6 show that the EBITDA

measure helping a company meeting an earnings benchmark which is missed based on GAAP net

income is a statistically significant (at the 1% level) explanatory variable for the reporting of an

EBITDA measure. For the profit/loss benchmark, the coefficient is 0.362 and for the

increase/decrease benchmark the coefficient is 0.208. Both coefficients are significant at the 1%

level. In relation to normalized alternative performance measures strategic motives (normalized

measure helps meeting an earnings benchmark which is missed based on GAAP net income) are a

significant explanatory factor for the profits versus losses benchmark. A positive and significant

(at the 1% level) coefficient of 0.636 is found in this regression. No significant coefficient is found

for the increase versus decrease benchmark which is in line with the mixed results reported in
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table 5. The results furthermore show that an EBITDA measure is reported statistically

significantly more often in code law countries than in common law countries and that both types

of alternative performance measures are reported significantly more often by larger companies and

in the post-IFRS period. These findings are in line with expectations and the empirical results

reported in chapter 3.

To further analyze the significant results in relation to the BENCHMARK coefficient in three of

the four regressions, additional regression analysis has been performed, separating the impact of

meeting or missing the benchmark based on GAAP net income and meeting or missing the

benchmark based on the alternative performance measure. In relation to the profit versus loss

benchmark, both in relation to EBITDA measures and normalized alternative performance

measures (untabulated) results show that both the missing of the benchmark based on GAAP net

income and meeting the benchmark based on the alternative performance measure are

significantly (at the 1% level) positively related to the reporting of the alternative performance

measure which is in line with the results reported in table 2 and 4. In relation to the increase versus

decrease benchmark in the EBITDA regression, the reporting of EBITDA is positively

significantly (at the 5% level) related to meeting the benchmark based on EBITDA and

insignificantly negatively related to missing the benchmark based on GAAP net income.

Overall, the results presented suggest that strategic motives are a significant explanatory factor for

companies’ reporting of alternative performance measures which is consistent with US literature

(see for example Doyle and Soliman, 2002; Bhattacharya et al, 2004; Lougee and Marquardt,

2004, Bowen et al., 2005; Entwistle et al., 2005; McVay, 2006; Black and Christensen, 2009) and

EU literature by Isidro and Marques (2010). This strategic behavior is most visible when reporting

an alternative performance measure helps a company to report meeting an earnings benchmark
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(profit or increase) whereas it misses the benchmark based on GAAP net income. The results in

this section provide initial support for the first hypothesis that decision making about reporting

alternative performance measures is significantly affected by the alternative measure’s ability to

reverse GAAP net income missing strategic earnings benchmarks into meeting the benchmark

based on the alternative measure. Further analysis on this hypothesis as well as analysis on the

other hypotheses is documented in the following sections.

4.5.2 Strategic reporting pre-IFRS versus post-IFRS

As mentioned earlier in this chapter, IFRS has been criticized for its limited prescriptive guidance

with regard to the presentation of alternative performance measures which potentially increases

the use of such measures (see for example CESR, 2005b; EFRAG, 2006; Hoogendoorn, 2006 and

Marseille and Vergoossen, 2005). The increased use of such measures should however be no basis

for concern unless this leads to (increased) misleading of these users in their judgment of the

performance of the company. In order to investigate this, the tests reported in the previous section

have been performed separately for the pre-IFRS and post-IFRS periods. Table 7 reports the

results from the tests for EBITDA reporting separately for the pre-IFRS and post-IFRS periods.

Table 7a: Percentage of companies reporting alternative measures excluding depreciation and/or
amortization – profits versus losses
% of companies reporting EBITDA pre-IFRS EBITDA profit EBITDA loss Difference

GAAP net income loss 44.83% [499/1,113] 25.41% [356/1,401] 19.42% (104.264)*

GAAP net income profit 36.56% [2,799/7,655] 14.29% [1/7] 22.28% (1.497)

Difference 8.27% (28.318)* 11.12% (0.455)

% of companies reporting EBITDA post-IFRS EBITDA profit EBITDA loss Difference

GAAP net income loss 59.27% [275/464] 38.36% [196/511] 20.91% (42.584)*

GAAP net income profit 53.98% [2,467/4,570] 33.33% [3/9] 20.65% (1.524)

Difference 5.28% (4.744)** 5.02% (0.094)
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Note: Table 7a shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA profit or loss and a net income profit or loss. Pearson Chi-Square results are reported between

brackets. For results indicated with superscript * and ** equality of the reported percentages is rejected at 1% and 5%

significance respectively.

Table 7b: Percentage of companies reporting alternative measures excluding depreciation and/or
amortization – increases versus decreases
% of companies reporting EBITDA pre-IFRS EBITDA increase EBITDA decrease Difference

GAAP net income decrease 45.51% [345/758] 33.71% [1,212/3,595] 11.80% (37.946)*

GAAP net income increase 36.78% [1,873/5,092] 30.78% [225/731] 6.00% (9.996)*

Difference 8.73% (21.368)* 2.93% (2.357)

% of companies reporting EBITDA post-IFRS EBITDA increase EBITDA decrease Difference

GAAP net income decrease 54.38% [149/274] 52.47% [541/1,031] 1.91% (0.316)

GAAP net income increase 57.68% [1,367/2,370] 50.18% [139/277] 7.50% (5.687)**

Difference -3.30% (1.093) 2.29% (0.460)

Note: Table 7b shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA increase or decrease and a net income increase or decrease. Pearson Chi-Square results are

reported between brackets. For results indicated with superscript * and ** equality of the reported percentages is

rejected at 1% and 5% significance respectively.

The results show that overall the percentages of companies reporting EBITDA in the post-IFRS

periods is higher than in the pre-IFRS period which is in line with the previously expressed

concerns that the use of alternative performance measures would increase as a result of the EU

wide implementation of IFRS. Table 7 however shows that the differences in percentages of

reporting companies between companies reporting an EBITDA profit and an EBITDA loss are

very similar in the pre-IFRS and post-IFRS periods (19.42% versus 20.91%). The differences

between companies reporting a GAAP profit and a GAAP loss are somewhat larger (8.27% versus

5.28%) in the pre-IFRS period than in the post-IFRS period. The significance of the difference

was at the 1% level in the pre-IFRS period and significant at the 5% level in the post-IFRS period.

For increases versus decreases, the significant results indicative for strategic behavior in the pre-

IFRS period became insignificant in the post-IFRS period and are no longer indicative for
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strategic behavior (except for EBITDA increase versus EBITDA decreases with companies that

have a GAAP net income increase for which the results pre-IFRS and post-IFRS are similar).

Overall, these results do not suggest a significant increase in strategic behavior in the reporting of

EBITDA measures pre and post the adoption of IFRS in the EU. The statistical significance of the

difference in strategic reporting between the pre-IFRS and post-IFRS periods is further tested

applying the following logistic regression:

(Regression 2)

In this regression, EBITDAreport is 1 for company-year observations with an EBITDA measure

reported in the financial statements, BENCHMARK is 1 when a company misses an earnings

benchmark based on net income and meets this benchmark based on EBITDA, IFRS is 1 when the

company reports under IFRS and BENCHMARK*IFRS is an interaction term for those

observations that miss a benchmark based on GAAP net income and meet the benchmark based on

EBITDA in the post-IFRS period. The other variables are the same as in regression 1. The results

from this regression are reported in table 8.
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Table 8: Logistic Regressions of reporting an EBITDA measure on strategic motives – pre-IFRS
versus post-IFRS

Variable Profit-loss benchmark Increase-decrease

benchmark

Intercept 2.500 2.424

(0.000)* (0.000)*

BENCHMARK 0.414 0.342

(0.000)* (0.000)*

IFRS 0.627 0.732

(0.000)* (0.000)*

BENCHMARK*IFRS -0.174 -0.513

(0.181) (0.002)*

CODE 0.691 0.674

(0.000)* (0.000)*

LOGASSETS 0.329 0.317

(0.000)* (0.000)*

Industry dummies included Yes Yes

Nagelkerke R2 0.170 0.170

Note: Table 7 shows the regression result for the regression that regresses the reporting of EBITDA measures on

BENCHMARK (dummy variable indicating that a benchmark is missed based on GAAP net income and met based on

EBITDA), IFRS (dummy variable for the post-IFRS period), the interaction between BENCHMARK and IFRS,

CODE (dummy variable code law countries) and LOGASSETS. The individual Industry coefficients are not reported.

Results indicated with superscript * are significant at the 1% level.

The results in table 8 show that converting the missing of a benchmark based on GAAP net

income to meeting that benchmark based on EBITDA is a significant explanatory factor for

companies reporting an EBITDA measure. The coefficient on BENCHMARK is 0.414

respectively 0.342 for the profit versus loss benchmark and the increase versus decrease

benchmark and significant at the 1% level. Reporting of an EBITDA measure in the post-IFRS

period is significantly higher than in the pre-IFRS period which is in line with the results reported

in table 7. No evidence is found however for increased strategic behavior in the reporting of

alternative performance measures after the introduction of IFRS. The coefficient on

BENCHMARK*IFRS is negative for both the profit versus loss benchmark and the increase
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versus decrease benchmark. The negative coefficient is significant at the 1% level for the increase

versus decrease benchmark.

The results for normalized measures reported in table 9 are qualitatively similar to the results for

EBITDA measures in the sense that they do not indicate a significant increase in strategic the

reporting of normalized alternative performance measures after the implementation of IFRS in the

EU. The percentage differences reported in the pre-IFRS and post-IFRS period are similar and

significance levels for these differences generally did not change between both periods.

Table 9a: Percentage of companies reporting a normalized performance measure – profits versus
losses
% of companies reporting normalized pre-IFRS Operating income profit Operating income loss Difference

GAAP net income loss 50.91% [307/603] 20.37% [384/1,885] 30.54% (212.428)*

GAAP net income profit 32.15% [2,293/7,132] 19.58% [74/378] 12.57% (26.296)*

Difference 18.76% (87.700)* 0.79% (0.123)

% of companies reporting normalized post-IFRS Operating income profit Operating income loss Difference

GAAP net income loss 48.77% [119/244] 17.57% [127/723] 31.20% (93.654)*

GAAP net income profit 38.33% [1,621/4,229] 21.52% [51/237] 16.81% (27.081)*

Difference 10.44% (10.579)* -3.95% (1.847)

Note: Table 9a shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income profit or loss and a net income profit or loss. Pearson Chi-Square results are reported

between brackets. For results indicated with superscript * equality of the reported percentages is rejected at 1%

significance.

Table 9b: Percentage of companies reporting a normalized performance measure – increases
versus decreases
% of companies reporting normalized pre-IFRS Operating income increase Operating income decrease Difference

GAAP net income decrease 40.02% [415/1,037] 28.50% [924/3,242] 11.52% (48.483)*

GAAP net income increase 29.25% [1,401/4,789] 34.19% [318/930] -4.94% (9.036)*

Difference 10.76% (46.041)* -5.69% (11.201)*

% of companies reporting normalized post-IFRS Operating income increase Operating income decrease Difference

GAAP net income decrease 43.90% [180/410] 30.10% [261/867] 13.80% (22.443)*

GAAP net income increase 33.00% [732/2,218] 33.87% [126/372] -0.87% (0.108)

Difference 10.90% (18.142)* -3.77% (1.720)
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Note: Table 9b shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income increase or decrease and a net income increase or decrease. Pearson Chi-Square results

are reported between brackets. For results indicated with superscript * equality of the reported percentages is rejected

at 1% significance.

The statistical significance of the difference in strategic reporting between the pre-IFRS and post-

IFRS periods is further tested applying the following logistic regression:

(Regression 3)

In this regression, NORMALIZEDreport is 1 for company-year observations with a normalized

alternative performance measure reported in the financial statements, BENCHMARK is 1 when a

company misses an earnings benchmark based on net income and meets the benchmark based on

Operating income which is used as the proxy for the normalized alternative performance measure

and BENCHMARK*IFRS is an interaction term for those observations that miss a benchmark

based on GAAP net income and meet the benchmark based on Operating income in the post-IFRS

period.. The other variables are the same as in regression 1. The results from this regression are

reported in table 10.
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Table 10: Logistic Regressions of reporting a Normalized measure on strategic motives – pre-
IFRS versus post-IFRS
Variable Profit-loss

benchmark

Increase-decrease

benchmark

Intercept 4.086 4.106

(0.000)* (0.000)*

BENCHMARK 0.696 0.060

(0.000)* (0.549)

IFRS 0.549 0.513

(0.000)* (0.000)*

BENCHMARK*IFRS -0.206 0.000

(0.273) (0.998)

CODE -2.354 -2.370

(0.000)* (0.000)*

LOGASSETS 0.755 0.767

(0.000)* (0.000)*

Industry dummies included Yes Yes

Nagelkerke R2 0.352 0.342

Note: Table 10 shows the regression result for the regression that regresses the reporting of normalized measures on

BENCHMARK (dummy variable indicating that a benchmark is missed based on GAAP net income and met based on

normalized earnings), IFRS (dummy variable for the post-IFRS period) and the interaction between BENCHMARK

and IFRS. Results for the control variables CODE, LOGASSETS and Industry are not reported. Results indicated with

superscript * are significant at the 1% level.

The results in table 10 show that strategic motives (normalized measure helps meeting an earnings

benchmark which is missed based on GAAP net income) are a significant explanatory factor for

the profits versus losses benchmark, but not for the increase versus decrease benchmark which is

in line with the results reported in table 6. As expected and in line with table 9, reporting of a

normalized measure is higher in the post-IFRS period than in the pre-IFRS period. However, also

for normalized measures no evidence is found for an increase in the strategic use of these

measures. No change is found for the increase/decrease benchmark and an insignificant decrease

in strategic reporting after the implementation of IFRS is found for the profit/loss benchmark.
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The results in this section provide further support for the first hypothesis that decision making

about reporting alternative performance measures is significantly affected by the alternative

measure’s ability to reverse GAAP net income missing strategic earnings benchmarks into

meeting the benchmark based on the alternative measure except for the increase versus decrease

benchmark for normalized performance measures. Furthermore, the results show that strategic

reporting of alternative performance measures did not increase after the implementation of IFRS

and the second hypothesis is accepted for three of the four regressions. In the fourth regression

(increase versus decreases for EBITDA measures) even a statistically significant decrease is

found.

4.5.3 Strategic reporting common law versus code law

Evidence for strategic behavior was found in the US environment by amongst others Doyle and

Soliman (2002), Bhattacharya et al (2004), Lougee and Marquardt (2004), Bowen et al. (2005),

Entwistle et al. (2005), McVay (2006) and Black and Christensen (2009) and in the UK

environment by Walker and Louvari (2003). A significant portion of the EU countries that have

adopted IFRS however are based on code law and conclusions drawn based on research in

common law countries (UK and US) may not necessarily apply in code law settings. Isidro and

Marques (2010) investigate the impact of institutional and economic factors on the strategic

reporting of alternative performance measures for a broader group of EU companies. They

conclude that such factors do influence both the reporting of alternative performance measures and

the strategic use of these measures. Chapter 3 however indicates that not only current institutional

factors affect the reporting of alternative performance measures, but that also the historical origin

of a country’s capital market and accounting systems significantly affect the reporting of

alternative performance measures, specifically the type of measures that is reported. In order to
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investigate the impact of historical origin on the strategic use of alternative performance measures,

table 11 reports the results from the tests for EBITDA reporting separately for common law and

code law countries.

Table 11a: Percentage of companies reporting alternative measures excluding depreciation
and/or amortization – profits versus losses
% of companies reporting EBITDA code law EBITDA profit EBITDA loss Difference

GAAP net income loss 54.11% [546/1.009] 41.01% [399/973] 13.11% (34.105)*

GAAP net income profit 48.34% [3.836/7.935] 37.50% [3/8] 10.84% (0.376)

Difference 5.77% (11.927)* 3.51% (0.040)

% of companies reporting EBITDA common law EBITDA profit EBITDA loss Difference

GAAP net income loss 40.14% [228/568] 16.29% [153/939] 23.85% (106.544)*

GAAP net income profit 33.33% [1,430/4,290] 12.50% [1/8] 20.83% (1.561)

Difference 6.81% (10.340)* 3.79% (0.084)

Note: Table 11a shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA profit or loss and a net income profit or loss. Pearson Chi-Square results are reported between

brackets. For results indicated with superscript * equality of the reported percentages is rejected at 1% significance.

Table 11b: Percentage of companies reporting alternative measures excluding depreciation
and/or amortization – increases versus decreases
% of companies reporting EBITDA code law EBITDA increase EBITDA decrease Difference

GAAP net income decrease 49.85% [343/688] 44.61% [1,220/2,735] 5.25% (6.101)**

GAAP net income increase 50.36% [2,388/4,742] 39.63% [298/752] 10.73% (29.911)*

Difference -0.50% (0.061) 4.98% (5.949)**

% of companies reporting EBITDA common law EBITDA increase EBITDA decrease Difference

GAAP net income decrease 43.90% [151/344] 28.19% [533/1,891] 15.71% (33.820)*

GAAP net income increase 31.32% [852/2,720] 25.78% [66/256] 5.54% (3.369)***

Difference 12.57% (21.920)* 2.40% (0.648)

Note: Table 11b shows percentage of companies [numbers reported between square brackets] that report an EBITDA

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an EBITDA profit or loss and a net income profit or loss. Pearson Chi-Square results are reported between

brackets. For results indicated with superscript *, ** and *** equality of the reported percentages is rejected at 1%,

5% and 10% significance respectively.

The results in table 11 show that although the differences in percentages in table 11a in relation to

profits versus losses are generally smaller for code law countries than for common law countries,
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the results are statistically significant at the 1% level and indicative for strategic behavior in both

groups. In both groups, the highest percentage of companies reporting an EBITDA measure is

found among companies that have a loss based on GAAP income and a profit based on EBITDA.

In both groups this percentage is statistically significantly (at the 1% level) higher than the

percentage found for EBITDA loss making companies or GAAP income profitable companies. It

is however notable that the difference in the percentage of EBITDA reporting companies between

the companies that are EBITDA profitable and those that are EBITDA loss making is 23.85% for

common law countries and much lower at 13.11% for code law countries, see table 11a.

Furthermore, in table 11b it is shown that for increases versus decreases in common law countries

the highest percentage of reporters (43.90%) again is found among companies that miss the

benchmark based on GAAP net income and meet it based on the alternative performance measure

and that this percentage is significantly (at the 1% level) than the percentage of reporters among

companies that meet the benchmark based on GAAP net income or miss the benchmark based on

EBITDA whereas in code law countries the highest percentage of reporters is not found in this

category. The statistical significance of the difference in strategic reporting between the code law

and common law countries is further tested applying the following logistic regression:

(Regression 4)

The variables in regression 4 are the same as in regression 1 except that BENCHMARK*CODE is

included as an interaction term for those observations that are considered strategic reporters in

Code law countries. The results from this regression are reported in table 12.
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Table 12: Logistic Regressions of reporting an EBITDA measure on strategic motives – Common
law versus Code law
Variable Profit-loss

benchmark

Increase-decrease

benchmark

Intercept 2.506 2.436

(0.000)* (0.000)*

BENCHMARK 0.469 0.460

(0.000)* (0.000)*

CODE 0.708 0.705

(0.000)* (0.000)*

BENCHMARK*CODE -0.171 -0.339

(0.167) (0.008)*

IFRS 0.612 0.696

(0.000)* (0.000)*

LOGASSETS 0.329 0.317

(0.000)* (0.000)*

Industry dummies included Yes Yes

Nagelkerke R2 0.170 0.169

Note: Table 12 shows the regression result for the regression that regresses the reporting of EBITDA measures on

BENCHMARK (dummy variable indicating that a benchmark is missed based on GAAP net income and met based on

EBITDA), CODE (dummy variable for code law countries), the interaction between BENCHMARK and CODE,

IFRS (dummy variable for the post-IFRS period) and LOGASSETS. The individual Industry coefficients are not

reported. Results indicated with superscript * are significant at the 1% level.

In line with the results from the previous tests, the results in table 12 show that the EBITDA

measure helping a company meeting an earnings benchmark which is missed based on GAAP net

income is a statistically significant (at the 1% level) explanatory variable for the reporting of an

EBITDA measure. For the profit/loss benchmark, the coefficient is 0.469 and for the

increase/decrease benchmark the coefficient is 0.460. Both coefficients are significant at the 1%

level. Reporting of an EBITDA measure is statistically significantly higher in code law countries

than in common law countries. This is in line with the empirical results reported in chapter 3.

Strategic reporting however is significantly lower (at the 1% level) in code law countries than in

common law countries for the increase versus decrease benchmark. For the profit/loss benchmark

a negative but insignificant coefficient is found.
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With regard to the use of normalized performance measures, as reported in table 13, the results

show that in both code law countries and common law countries the percentage of companies that

report such a measure is highest among companies that have a GAAP income loss and an

operating income profit. Table 13a however shows that the difference in percentages is much

lower in code law countries when looking at operating income profits versus losses and

statistically insignificant when operating income profitable companies are compared based on

their net income. Also for increases versus decreases, the key differences in relation to strategic

behavior are larger in common law countries than in code law countries, but statistically

significant in both groups.

Table 13a: Percentage of companies reporting normalized alternative measures – profits versus
losses
% of companies reporting Normalized code law Operating income profit Operating income loss Difference

GAAP net income loss 22.00% [88/400] 9.24% [143/1,548] 12.76% (49.533)*

GAAP net income profit 19.79% [1,426/7,204] 14.14% [67/474] 5.66% (9.094)*

Difference 2.21% (1.156) -4.90% (9.351)*

% of companies reporting Normalized common law Operating income profit Operating income loss Difference

GAAP net income loss 75.62% [338/447] 34.72% [368/1,060] 40.90% (211.202)*

GAAP net income profit 59.85% [2,488/4,157] 41.13% [58/141] 18.72% (19.784)*

Difference 15.76% (42.313)* -6.42% (2.239)

Note: Table 13a shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income profit or loss and a net income profit or loss. Pearson Chi-Square results are reported

between brackets. For results indicated with superscript * equality of the reported percentages is rejected at 1%

significance.
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Table 13b: Percentage of companies reporting alternative measures excluding depreciation
and/or amortization – increases versus decreases
% of companies reporting Normalized code law Operating income increase Operating income decrease Difference

GAAP net income decrease 21.53% [183/850] 14.57% [360/2,471] 6.96% (22.403)*

GAAP net income increase 17.63% [793/4,499] 19.90% [166/834] -2.28% (2.475)

Difference 3.90% (7.302)* -5.34% (13.262)*

% of companies reporting Normalized common law Operating income increase Operating income decrease Difference

GAAP net income decrease 69.01% [412/597] 50.37% [825/1,638] 18.65% (61.547)*

GAAP net income increase 53.43% [1,340/2,508] 59.40% [278/468] -5.97% (5.671)**

Difference 15.58% (47.623)* -9.04% (11.913)*

Note: Table 13b shows percentage of companies [numbers reported between square brackets] that report a normalized

measure whereby each observation is allocated to one of the four possible groups based on whether the company

reports an operating income profit or loss and a net income profit or loss. Pearson Chi-Square results are reported

between brackets. For results indicated with superscript * and ** equality of the reported percentages is rejected at 1%

and 5% significance respectively.

The statistical significance of the difference in strategic reporting between the code law and

common law countries is further tested applying the following logistic regression:

(Regression 5)

The variables in regression 4 are the same as in regression 2 except that BENCHMARK *CODE

is included as an interaction term for those observations that are considered strategic reporters in

Code law countries. The results from this regression are reported in table 14



147

Table 14: Logistic Regressions of reporting a normalized alternative performance measure on
strategic motives – Common law versus Code law

Variable Profit-loss

benchmark

Increase-decrease

benchmark

Intercept 4.102 4.113

(0.000)* (0.000)*

BENCHMARK 0.922 0.271

(0.000)* (0.033)**

CODE -2.316 -2.340

(0.000)* (0.000)*

BENCHMARK*CODE -0.635 -0.403

(0.000)* (0.023)*

IFRS 0.537 0.514

(0.000)* (0.000)*

LOGASSETS 0.755 0.765

(0.000)* (0.000)*

Industry dummies included Yes Yes

Nagelkerke R2 0.353 0.342

Note: Table 14 shows the regression result for the regression that regresses the reporting of normalized measures on

BENCHMARK (dummy variable indicating that a benchmark is missed based on GAAP net income and met based on

operating income), CODE (dummy variable for code law countries) and the interaction between BENCHMARK and

CODE. Results for the control variables IFRS, LOGASSETS and Industry are not reported. Results indicated with

superscript * and ** are significant at the 1% and 5% level respectively.

The results in table 14 again show that strategic reporting is a significant explanatory factor for the

reporting of alternative performance measures. Reporting of a normalized alternative performance

measure is significantly lower in code law countries than in common law countries with

coefficients of -2.316 and -2.340 respectively for the profit/loss and incresase/decrease benchmark

that are significant at the 1% level. Strategic reporting is found to be significantly lower in code

law countries for both benchmarks with coefficients of -0.635 (significant at 1% level) and -0.403

(significant at 5% level).
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The results in this section provide further support for the first hypothesis that decision making

about reporting alternative performance measures is statistically significantly affected by the

alternative measure’s ability to reverse GAAP net income missing strategic earnings benchmarks

into meeting the benchmark based on the alternative measure. Furthermore, the results show that

although strategic motives are a significant factor for reporting alternative performance measures

in both code law and common law countries, strategic reporting is significantly more pervasive in

common law countries except in the profit versus loss regression for EBITDA measures. The third

hypothesis that the level of strategic behavior is the same for companies from code law countries

as companies from common law countries is therefore rejected based on these results.

4.5.4 Meeting or missing the analyst forecast consensus

A third benchmark which is important for many companies is meeting or beating the analyst

forecast consensus. Table 15 reports the results from the following regression:

(Regression 6)

0 1 2 3CODELAW +
4 5 6 7

In this regression, BENCHMARK is 1 when a company misses the median period end analyst

forecast based on GAAP net income and meets the benchmark based on the alternative

performance measure. LOGASSETS is included because larger companies are generally found to

provide more extensive information and therefore may also report alternative performance

measures more often than smaller companies. CODELAW is a dummy variable for companies

from code law countries and IFRS a dummy variable for observations in the post-IFRS period.
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BENCHMARK*CODELAW is an interaction term that measures whether strategic reporting

behavior is higher in code law countries than in common law countries and BENCHMARK*IFRS

is an interaction term that measures whether strategic reporting behavior is higher in the post-IFRS

period than in the pre-IFRS period. INDUSTRY dummies are included because prior research has

indicated that the industry a company is in does have a significant impact on a company’s

reporting decisions. The industry dummies purely serve as control variables and the results on

these dummies are not reported. Table 15 reports the results of the regression.

Because the analyst earnings forecasts are best comparable to IBES actual results (see Bradshaw

and Sloan, 2002; Brown and Sivakumar 2003 and Bhattacharya et. al, 2007), the regression results

for normalized alternative performance measures are presented for both operating income and

IBES earnings as a proxy for the reported normalized performance measure.

Table 15: Logistic regressions of reporting alternative performance measures on meeting or
missing the median period end analyst forecast
Variable Forecast met/missed

Operating income

Forecast met/

missed IBES

Forecast met/

missed EBITDA

Intercept 0.217 0.239 0.816

(0.320) (0.274) (0.000)*

BENCHMARK 0.182 0.251 0.388

(0.018)** (0.003)* (0.000)*

LOGASSETS 0.168 0.172 0.093

(0.000)* (0.000)* (0.000)*

CODE LAW -1.744 -1.715 0.722

(0.000)* (0.000)* (0.000)*

IFRS 0.514 0.548 0.481

(0.000)* (0.000)* (0.000)*

BENCHMARK*CODE LAW -0.187 -0.147 -0.106

(0.312) (0.528) (0.481)

BENCHMARK*IFRS 0.282 0.244 0.084

(0.112) (0.207) (0.570)

Industry dummies included Yes Yes Yes

Adjusted R2 0.259 0.260 0.165
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Note: Table 15 shows the regression result for the regression that regresses the reporting of alternative performance

measures on BENCHMARK (dummy variable indicating that the median period end analyst forecast is missed based

on GAAP net income and met based on the alternative performance measure), LOGASSETS (the logarithm of the

company’s total assets), CODE LAW (dummy variable for code law countries), IFRS (dummy variable for the post-

IFRS period), the interaction between BENCHMARK and CODE LAW and the interaction between BENCHMARK

and IFRS. Results for the control variable Industry are not reported. Results indicated with superscript * and ** are

significant at the 1% and 5% level respectively.

The results reported in table 15 for meeting versus missing the median analyst forecast again

confirm the first hypothesis that a significant positive relation exists between the BENCHMARK

variable and the reporting of alternative performance measures. The coefficient is positive and

significant for EBITDA (0.388 significant at the 1% level) and both proxies for normalized

performance measures (Operating income 0.182, significant at the 5% level; IBES 0.251,

significant at the 1% level). Furthermore, in line with expectations a significant and positive

relation exists between size and the reporting of alternative performance measures, the coefficients

on LOGASSETS is positive and significant at the 1% level. In line with the findings in the

previous sections and with the findings in chapter 3, the coefficient on IFRS is positive and

significant at the 1% level in each regression and the coefficient on CODE LAW is positive and

significant at the 1% level in the EBITDA regression and negative and significant at the 1% level

in both regressions for normalized performance measures. All regressions show an insignificantly

lower level of strategic reporting in code law countries and none of the regressions provide

evidence for increased strategic reporting in the post-IFRS period supporting both the second and

third hypothesis.

4.5.5 Robustness checks

To assess the sensitivity of the above results for the design of the tests, a number of alternative

specifications have been used. Reference is made to the appendix to this chapter for further details.
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Regressions based on net income before extra-ordinary items instead of net income

The regressions in this chapter use net income as the GAAP income measure. All regressions have

been reperformed using net income before extra-ordinary items as the GAAP income measure

yielding similar results.

Regressions including year dummy variables

All regressions have been reperformed while including dummy variables for each year in the

regression. These year dummies have not been included in the regressions in the basis of this

chapter because they have a high level of correlation with the post-IFRS dummy variable which

could distort the results related to the impact of the introduction of IFRS on the (strategic) use of

alternative performance measures. However, given the development of the use of alternative

performance measures over time, controlling for this effect may be relevant for the results for the

other parameters. The results from the regressions that include the dummy variable are similar to

the results from the regressions that do not have this dummy variable. All regressions show that

strategic considerations are a significant explanatory variable for reporting alternative

performance measures, that strategic reporting is significantly lower in code law countries in

relation to the profit/loss and increase/decrease benchmarks and generally insignificantly different

in the post-IFRS period compared to the pre-IFRS period.

IBES instead of Operating income

All regressions for normalized performance measures that use operating income as a proxy for

normalized earnings have been reperformed using IBES as the proxy for normalized earnings. The

results from the regressions based on IBES are similar to the results based on operating income as

a proxy for normalized earnings and confirm the results based on operating income.
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Forecasts regression based on median announcement date analyst forecast

The regressions of reporting alternative performance measures on meeting or missing the analyst

forecast have been reperformed using the median announcement date forecast instead of median

period end forecast. The results from the regressions that use median announcement date forecasts

are similar to the results from the regressions that use median period end date forecasts with the

exception of the regression for EBITDA measures that finds lower strategic reporting in code law

countries which is statistically significant at the 10% level whereas the result was insignificant in

the regression using median period end date forecasts.

4.5.6 Discussion of the results

Overall, the results presented in this chapter support H1 that decision making by management

about reporting alternative performance measures in the EU is statistically significantly affected

by the alternative measure’s ability to reverse GAAP net income missing strategic earnings

benchmarks into meeting the benchmark based on the alternative measure. I interpret this as

strategic considerations being influential for management’s decision about whether and which

alternative performance measures are reported.

The increased use of alternative performance measures in the post-IFRS period has raised

concerns among various parties (see for example CESR, 2005b; EFRAG, 2006; Hoogendoorn,

2006 and Marseille and Vergoossen, 2005). The results however do not provide evidence that the

increased use of such measures is related to increased strategic, and potentially misleading, use of

these measures following the implementation of IFRS and do therefore support H2 that the level

of strategic behavior in relation to the reporting of alternative performance measures by

management did not increase after the implementation of IFRS by EU companies in 2005.
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Although strategic reporting is a significant factor for reporting behavior in both code law and

common law countries, strategic reporting is more pervasive in common law countries. The

significance of these results however depends on which earnings benchmark is considered. H3 that

the level of strategic behavior in relation to the reporting of alternative performance measures by

management is the same for companies from code law countries and for companies from common

law countries is rejected for normalized performance measures in relation to the profit/loss and

increase/decrease benchmarks and for EBITDA measures in relation to the increase/decrease

benchmark and accepted for EBITDA measures in relation to the profit/loss benchmark. No

significant difference between code law and common law countries is found in the forecast

met/missed regressions and H3 is therefore accepted in all forecast met/missed regressions.

Overall, the results provide mixed evidence about whether strategic reporting considerations are

equally or less pervasive in code law countries compared to common law countries.

4.6 Conclusion

This chapter reports evidence about the strategic use of alternative performance measures by EU

companies in their financial statements (including management commentary and other narrative

information accompanying the annual accounts). The study is based on a comprehensive manual

analysis of the reporting of alternative performance measures by a large population of listed

companies in the EU in the period 1995-2007. Overall, the results presented in this chapter show

that a significant explanatory factor for companies reporting an alternative performance measure is

the alternative measure meeting a strategic earnings benchmark which is missed based on the

company’s GAAP net income which I interpret as strategic use of these alternative measures.

Strategic considerations are a significant factor explaining the reporting of alternative performance

measures in both code law and common law countries, but for certain alternative performance
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measures (specifically normalized measures in relation to the profit-loss and increase-decrease

benchmarks) more pervasive in common law countries where companies are generally more

shareholder oriented. Contrary to concerns expressed, the results do not provide evidence that the

strategic use of alternative performance measures increased as a result of the introduction of IFRS

in 2005.

These results are important for analysts in their interpretation of alternative performance measures

reported by management. In relation to Hirshleifer and Theo’s (2003) Limited Attention Theory,

the finding that a portion of the reporting of alternative performance measures is driven by

strategic motives suggest that analysts should increase their attention to scrutinize alternative

performance measures reported by management when strategic reporting motives may drive the

performance measures that are reported. Furthermore, the finding that strategic reporting of

alternative performance measures did not increase after the implementation of IFRS in 2005

should take away some of the concerns in relation to the current guidance in relation to financial

statements presentation in IFRS and may guide further discussions in the ongoing financial

statements presentation project. The results are not conclusive about whether strategic reporting

behavior is statistically significantly different in code law countries than in common law countries.

A significantly lower level of strategic behavior is found in code law countries in some of the tests

and insignificantly lower levels of strategic behavior is found in other tests. Overall, the results

suggest that strategic considerations also affect the reporting of alternative performance measures

in code law countries, but to a somewhat lesser extent.

A limitation of this research is that in order to cover a sample of the size used in this research,

proxies must be used for the alternative performance measures that are actually reported by

management. This has been solved by performing all tests on normalized performance measures
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using two proxies for normalized earnings. Future research could further focus on the actual

performance measures reported by management of EU companies. Furthermore, this research

investigates the reporting of alternative performance measures in the financial statements

(including narratives). Another important means for communicating the company’s performance

to analysts and shareholders are the company’s press releases. For many, but not all, companies

the alternative performance measures reported in the financial statements will coincide with the

alternative performance measures reported in their press releases. An avenue for future research is

the reporting of alternative performance measures by EU companies in their press releases based

on a sample of similar size as used in this research. Finally, the results indicate strategic motives

driving management decision making about the reporting of alternative performance measures.

This does however not necessarily mean that those alternative performance measures are not

relevant or less relevant than the measures that are reported by management of companies that do

not appear to have strategic motives to report these motives. Whether this is the case is an

empirical question that is tested in chapter 5.
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Appendix – details underlying robustness tests

Robustness check 1: Regressions based on net income before extra ordinary items instead of
net income

Table A.1.1: Logistic Regressions of reporting an EBITDA measure on strategic motives – pre-
IFRS versus post-IFRS

Variable Profit/loss Increase/decrease

Intercept 2.500 2.424

(0.000)* (0.000)*

BENCHMARK 0.422 0.346

(0.000)* (0.000)*

IFRS 0.627 0.732

(0.000)* (0.000)*

BENCHMARK*IFRS -0.173 -0.514

(0.184) (0.002)*

Nagelkerke R2 0.170 0.170

Table A.1.2: Logistic Regressions of reporting a Normalized measure on strategic motives – pre-
IFRS versus post-IFRS

Variable Profit/loss Increase/decrease

Intercept 4.085 4.107

(0.000)* (0.000)*

BENCHMARK 0.706 0.073

(0.000)* (0.473)

IFRS 0.550 0.514

(0.000)* (0.000)*

BENCHMARK*IFRS -0.217 -0.012

(0.250) (0.952)

Nagelkerke R2 0.352 0.342



157

Table A.1.3: Logistic Regressions of reporting an EBITDA measure on strategic motives –
Common law versus Code law

Variable Profit/loss Increase/decrease

Intercept 2.507 2.435

(0.000)* (0.000)*

BENCHMARK 0.487 0.452

(0.000)* (0.000)*

CODE 0.709 0.704

(0.000)* (0.000)*

BENCHMARK*CODE -0.184 -0.380

(0.137) (0.011)*

Nagelkerke R2 0.170 0.169

Table A.1.4: Logistic Regressions of reporting a normalized alternative performance measure on
strategic motives – Common law versus Code law

Variable Profit/loss Increase/decrease

Intercept 4.101 4.114

(0.000)* (0.000)*

BENCHMARK 0.938 0.284

(0.000)* (0.026)*

CODE -2.317 -2.340

(0.000)* (0.000)*

BENCHMARK*CODE -0.648 -0.410

(0.000)* (0.021)*

Nagelkerke R2 0.353 0.342
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Table A.1.5: Logistic regressions of reporting alternative performance measures on meeting or
missing the median period end analyst forecast

0 1 2 3 4 5

6 7

Variable Forecast met/missed

Operating income

Forecast met/

missed IBES

Forecast met/

missed EBITDA

Intercept 0.184 0.197 0.753

(0.400) (0.366) (0.000)*

BENCHMARK 0.154 0.210 0.328

(0.048)* (0.015)* (0.000)*

LOGASSETS 0.165 0.167 0.086

(0.000)* (0.000)* (0.000)*

CODE LAW -1.738 -1.712 0.740

(0.000)* (0.000)* (0.000)*

IFRS 0.513 0.550 0.482

(0.000)* (0.000)* (0.000)*

BENCHMARK*CODE LAW -0.225 -0.245 -0.216

(0.227) (0.305) (0.153)

BENCHMARK*IFRS 0.309 0.273 0.138

(0.081)** (0.158) (0.346)

Adjusted R2 0.259 0.259 0.163

Robustness check 2: Regressions including year dummies

Table A.2.1: Logistic Regressions of reporting an EBITDA measure on strategic motives – pre-
IFRS versus post-IFRS

Variable Profit/loss Increase/decrease

Intercept 4.799 4.834

(0.000)* (0.000)*

BENCHMARK 0.272 0.439

(0.000)* (0.000)*

IFRS 0.761 0.890

(0.000)* (0.000)*

BENCHMARK*IFRS -0.112 -0.597

(0.399) (0.000)*

Nagelkerke R2 0.213 0.219
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Table A.2.2: Logistic Regressions of reporting a Normalized measure on strategic motives – pre-
IFRS versus post-IFRS

Variable Profit/loss Increase/decrease

Intercept 5.203 5.238

(0.000)* (0.000)*

BENCHMARK 0.638 0.113

(0.000)* (0.267)

IFRS 0.017 0.007

(0.826) (0.993)

BENCHMARK*IFRS -0.121 -0.029

(0.524) (0.883)

Nagelkerke R2 0.362 0.353

Table A.2.3: Logistic Regressions of reporting an EBITDA measure on strategic motives –
Common law versus Code law

Variable Profit/loss Increase/decrease

Intercept 4.813 4.863

(0.000)* (0.000)*

BENCHMARK 0.369 0.536

(0.000)* (0.000)*

CODE 0.719 0.715

(0.000)* (0.000)*

BENCHMARK*CODE -0.209 -0.410

(0.095)** (0.007)*

Nagelkerke R2 0.213 0.218
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Table A.2.4: Logistic Regressions of reporting a normalized alternative performance measure on
strategic motives – Common law versus Code law

Variable Profit/loss Increase/decrease

Intercept 5.236 5.264

(0.000)* (0.000)*

BENCHMARK 0.888 0.337

(0.000)* (0.009)*

CODE -2.268 -2.300

(0.000)* (0.000)*

BENCHMARK*CODE -0.631 -0.443

(0.001)* (0.013)*

Nagelkerke R2 0.363 0.354

Table A.2.5: Logistic regressions of reporting alternative performance measures on meeting or
missing the median period end analyst forecast

0 1 2 3 4 5

6 7 8

Variable Forecast met/missed

Operating income

Forecast met/

missed IBES

Forecast met/

missed EBITDA

Intercept -0.386 -0.380 0.662

(0.133) (0.140) (0.007)*

BENCHMARK 0.177 0.185 0.340

(0.022)* (0.033)* (0.000)*

LOGASSETS 0.169 0.172 0.087

(0.000)* (0.000)* (0.000)*

CODE LAW -1.728 -1.709 0.732

(0.000)* (0.000)* (0.000)*

IFRS 0.048 0.072 0.506

(0.712) (0.571) (0.000)*

BENCHMARK*CODE LAW -0.159 -0.084 -0.151

(0.312) (0.719) (0.321)

BENCHMARK*IFRS 0.259 0.282 0.154

(0.146) (0.147) (0.301)

Adjusted R2 0.269 0.268 0.201
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Robustness check 3: IBES instead of Operating income as proxy for normalized earnings

Table A.3.1: Logistic Regressions of reporting a Normalized measure on strategic motives – pre-
IFRS versus post-IFRS

Variable Profit/loss Increase/decrease

Intercept 3.982 3.847

(0.000)* (0.000)*

BENCHMARK 0.560 0.068

(0.000)* (0.570)

IFRS 0.524 0.490

(0.000)* (0.000)*

BENCHMARK*IFRS -0.147 -0.076

(0.536) (0.727)

Nagelkerke R2 0.350 0.344

Table A.3.2: Logistic Regressions of reporting a normalized alternative performance measure on
strategic motives – Common law versus Code law

Variable Profit/loss Increase/decrease

Intercept 4.015 3.857

(0.000)* (0.000)*

BENCHMARK 0.830 0.284

(0.000)* (0.080)**

CODE -2.282 -2.337

(0.000)* (0.000)*

BENCHMARK*CODE -0.803 -0.402

(0.000)* (0.056)**

Nagelkerke R2 0.351 0.344
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Robustness check 4: Forecasts regression based on median announcement date analyst
forecast

Table A.4: Logistic regressions of reporting alternative performance measures on meeting or
missing the median announcement date analyst forecast

0 1 2 3 4IFRS +

5 6 7

Variable Forecast met/missed

Operating income

Forecast met/

missed IBES

Forecast met/

missed EBITDA

Intercept 0.507 0.539 0.621

(0.016)* (0.010)* (0.001)*

BENCHMARK 0.167 0.268 0.266

(0.025)* (0.001)* (0.000)*

LOGASSETS 0.197 0.201 0.089

(0.000)* (0.000)* (0.000)*

CODE LAW -1.751 -1.736 0.726

(0.000)* (0.000)* (0.000)*

IFRS 0.578 0.607 0.505

(0.000)* (0.000)* (0.000)*

BENCHMARK*CODE LAW -0.238 -0.081 -0.247

(0.172) (0.696) (0.080)**

BENCHMARK*IFRS 0.264 0.132 0.198

(0.116) (0.455) (0.155)

Adjusted R2 0.260 0.264 0.160
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5 The ability of alternative performance
measures reported in the European Union to
predict future cash flows under strategic
reporting conditions

Abstract

In this chapter, I test whether alternative performance measures provide relevant information to

analysts and investors beyond the information contained in the GAAP net income number and the

relation between relevance and (strategic) reporting decisions for a large sample of EU companies.

I conclude that alternative performance measures reported by EU companies are relevant in

predicting future cash flows and provide incremental information beyond GAAP net income in

predicting future cash flows. The decision to report an alternative performance measure however

does not appear to be driven by relevance as the primary motive. No evidence is found for

strategic reporting motives negatively affecting the relevance of the information provided and thus

even though strategic motives may influence reporting decisions rather than relevance motives,

this still results in relevant information being provided to the users of financial statements.

Overall, I therefore conclude that the reporting of alternative performance measures enriches the

financial information and that concerns in relation to such strategic reporting behavior do not

justify imposing restrictions on the use of alternative performance measures. Prescribing the

reporting of both a normalized measure and a measure that excludes depreciation and amortization

by all companies in the EU would be a more appropriate response than forbidding or restricting

the use thereof.
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5.1 Introduction

It is generally accepted that income information is relevant for decision making by the users of

financial statements. Already in 1968, Ball and Brown concluded that accounting income is

relevant for investors’ decision making and many researchers followed since then. Both the US

Statement of Financial Accounting Concepts (CON) 1 (FASB, 1978) and the Framework for the

preparation and presentation of financial statements from 1989 (IASB, 2010) state that

information about earnings and its components is useful in assessing a company’s performance

and its capacity to generate future cash flows.

Which income number should be the basis for the analysis is however not without debate. Various

user groups indicate that although GAAP net income is a relevant starting point for their analysis

it is not the only and certainly not the most important measure and their assessment of a

company’s performance, valuation and creditworthiness is generally based on other metrics (see

for example AFIC, BVCA and ECVA, 2006, Moody’s Investors Service Inc., 2005 and FASB,

2002). Many companies report alternative performance measures to provide, what they believe, a

more meaningful picture of their performance and the reporting of such measures increased

significantly at the end of the last and beginning of this century in both the US and EU as

documented by Bradshaw and Sloan (2002), Bhattacharya et al. (2003), Adhikari and Duru (2006)

and in chapter 3. As of 2003, the reporting of alternative performance measures declined as a

result of SEC regulation G11 in the US (see Entwistle et al., 2006a and 2006b, Marques 2006,

Adhikari and Duru, 2006, Yi, 2007, Heflin and Hsu, 2008, Campbell and Pitman, 2009, Marques,

2010 and Zhang and Zheng, 2011), but not in the EU (see chapter 3). Evidence supporting the

11 SEC Regulation G contains provisions to be followed by companies when they disclose non-GAAP financial
measures, such as presentation of the most directly comparable financial measure that is calculated and presented
in accordance with GAAP, provisioning of a clearly understandable quantitative reconciliation and the requirement
that the presentation of the non-GAAP financial measure is not misleading.
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claim that these measures are reported to provide value relevant information to investors has been

documented by Brown and Sivakumar (2003), Bhattacharya et al. (2003), Lougee and Marquardt

(2004), Riedl and Srinivasan (2010), but research by Doyle et al. (2003), Doyle et al. (2004),

Bhattacharya et al. (2004), Lougee and Marquardt (2004), Bowen et al. (2005), Entwistle et al.

(2005), Black and Christensen (2009) and Riedl and Srinivasan (2010) also indicates that

managers use (the exclusions from) alternative performance measures and the emphasis thereon

opportunistically to meet or beat strategic earnings benchmarks. This opportunistic behavior and

potentially misleading use of alternative performance measures has led to concerns that have been

expressed by many parties (see for example SEC, 2001 and 2002, IOSCO, 2002, CESR, 2005b,

EFRAG, 2006, Hoogendoorn, 2006 and Marseille and Vergoossen, 2005) and the aforementioned

SEC regulation G. These concerns however did not result in a ban of the use of alternative

performance measures from financial reporting under IFRS or in the EU. Both the Financial

Statement Presentation Discussion Paper (IASB, 2008) and the Management Commentary

Practice Statement (IASB, 2010) use a ‘management approach’ and rely on management’s

judgment to determine the content and presentation of the information presented in the financial

statements. The IASB herewith expresses its confidence in management using this flexibility to

present relevant information to the company’s stakeholders.

Chapter 4 reports evidence of strategic behavior by EU companies in their reporting of alternative

performance measures. A full ban on the use of such measures however would be “to throw away

the baby with the bath water” if these measures at the same time provide decision useful

information to the users of the financial statements. An alternative solution could be requiring

inclusion of certain pre-defined measures for all companies. Such a solution would however not

acknowledge that each company has different characteristics and that different measures may be

relevant for different companies or different users. Given that chapter 3 shows that there is
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significant variety in the type of alternative performance measures that are used in the EU and that

alternative performance measures that exclude depreciation and amortization are frequently used

in, specifically, code law EU countries, this chapter separately documents evidence about the

relevance of two different types of alternative performance measures, being measures that exclude

depreciation and amortization and normalized performance measures, in the EU environment.

The empirical results show that both types of alternative performance measures are relevant in

predicting the future cash flows that a company will generate and provide incremental explanatory

power beyond GAAP net income. This applies to companies that report such measures as well as

companies that do not. No empirical evidence is found for a conclusion that alternative

performance measures are statistically significantly more relevant for companies that decide to

report such measure than for companies that do not report such a measure or that the relevance of

alternative performance measures is statistically significantly lower for companies that have

strategic incentives to report such measures than for companies that do not have such strategic

incentives. Even if companies are strategically motivated to report alternative performance

measures, the results show that the alternative performance measures reported provide relevant

information being provided to the company’s investors. The results therefore do not support

banning the use of alternative performance measures in the EU. The results would rather support

an overall requirement for all EU companies to start reporting both alternative performance

measures that exclude depreciation and/or amortization and normalized alternative performance

measures in their financial statements in order for all investors to have access to this relevant

information.
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5.2 Prior research

Accepting the validity of the statements and conclusions from for example the IASB

(Framework), FASB (CON 1) and Ball and Brown (1968) that GAAP income is relevant for

investors’ decision making, this does not mean that all relevant information is captured in one

bottom-line net income number. Ohlson and Penman (1992) test the impact of disaggregating the

bottom line income number into its components in explaining returns. The results indicate that

different line items have different valuation implications depending on measurement problems

associated with these line items. Moehrle et al. (2001) compare adjusted R2s from regressions of

market-adjusted returns on the unexpected portion of income excluding amortization, income

before extraordinary items and cash flow from operations. They find that the various income

measures are equally informative and more informative than cash flow from operations except for

the business services industry12, for which cash flow from operations is found to be more

informative.

Bradshaw and Sloan (2002) compare income before extraordinary items and discontinued

operations from Compustat (GAAP income) and income as tracked by analysts, reported in IBES

(alternative performance measures13) and test long window associations between stock returns and

income. They find that alternative performance measures are increasingly the basis for valuation

by investors as opposed to GAAP income. Bhattacharya et al (2003) also conclude that alternative

performance measures are more informative than GAAP income. They use a model that regresses

short-window abnormal returns around earnings announcements on the alternative performance

measure surprise and conclude that this model has more explanatory power than a model that is

12 which includes many “new economy firms”.
13 In the literature various terms are used for alternative performance measures such as street earnings, pro-forma
earnings and alternative measures. In this chapter, I use the term ‘alternative performance measures’ which is in line
with the term that CESR (2005) uses.
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based on GAAP income (surprise), and more permanent, in that the analysts’ one quarter ahead

earnings forecasts respond more heavily on the alternative performance measure surprise than on

the GAAP income surprise. Lougee and Marquardt (2004) regress abnormal stock returns around

the earnings release on GAAP income and alternative performance measures and they find that

alternative performance measures have information content in cases that GAAP income

informativeness is low and GAAP income surprises are positive. In these cases alternative

performance measures also appear to predict future GAAP income and returns marginally better

than GAAP income alone. However, when GAAP income informativeness is high or income

surprises are negative, alternative performance measures do not seem to be considered informative

by investors and do not help predicting future profitability.

Francis et al. (2003) further explore the impact of industry characteristics on the relevance of

various performance measures. They examine the relative and incremental explanatory power for

security returns of GAAP income before extraordinary items, EBITDA and cash from operations

in industries where each of these measures is assumed to be superior in valuing a company’s

shares. They find that the assumed preferred measures do add explanatory power to the models,

but that in the “alternative measures”-industries the assumed preferred measures do not dominate

GAAP income in explaining security returns. GAAP income is also in these industries found to be

most relevant.

These results generally suggest that breaking down the income statement into its line items and

information about alternative performance measures do affect the investors’ response to the

information although the alternative performance measures do not always dominate the GAAP net

income number and the results differ by type of company, i.e. there is no one size fits all answer. It

is however noted that the investors’ reaction to a performance measure may not be indicative of

the actual relevance of this measure. If there is merit to the concerns expressed by various parties

as summarized in the introduction of this chapter it may well be that they actually respond to
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irrelevant information driven by management’s disclosure strategy. A second group of research

sheds some light on this question. If the main purpose of financial statement information is to

evaluate the ability of a company to generate future cash flows as stated in the Financial

Accounting Concept (CON) 1 (FASB, 1978) and the Framework for the preparation and

presentation of financial statements (IASB, 2010), the relevance and usefulness of alternative

performance measures can be evaluated by assessing the measure’s ability to predict future cash

flows.

Fairfield et al. (1996) investigate the predictive power of forecast models that systematically

disaggregate GAAP income (return on equity). They find that disaggregating GAAP income

improves the forecasts of one year ahead profitability significantly. Banker and Chen (2006) find

similar results for the disaggregation of GAAP income into components that reflect variability of

costs with sales revenue and stickiness in costs with sales declines. Brown and Sivakumar (2003)

assess the value relevance of operating income disclosed in IBES (as a proxy for operating income

disclosed in earnings releases) as compared to operating income disclosed in Compustat based on

three procedures: (1) ability to predict future income; (2) association between both operating

income levels and stock price levels; and (3) correlation between operating income surprises and

abnormal stock returns. They show that operating income reported by managers and analysts

(IBES) are more value relevant than a measure of operating income derived from the financial

statements (Compustat). Doyle et al. (2003) however, find that expenses that are excluded from

alternative performance measures as reported in IBES provide incremental information about a

company’s future cash flows up to three years in the future beyond the information in the

alternative performance measure itself. Furthermore, findings of Doyle et al. (2004), Bhattacharya

et al. (2004), Lougee and Marquardt (2004), Bowen et al. (2005), Entwistle et al. (2005), Black

and Christensen (2009), Riedl and Srinivasan (2010), Isidro and Marques (2010) and chapter 4
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indicate that managers use (the exclusions from) alternative performance measures and the

emphasis thereon to meet or beat strategic earnings benchmarks.

To date, little research has been conducted into the relevance of alternative performance measures

in the EU. Choi et al. (2007) conclude that differences between adjustments made by management

of UK companies and Thomson Datastream to arrive at a recurring income number generally

reflect managers’ superior ability to correctly classify GAAP income components. Some evidence

of strategic disclosure behavior however also emerges in that gains included by management and

excluded by Thomson on average are value irrelevant. Isidro and Marques (2010) and chapter 4

also find evidence for strategic use of alternative performance measures in the EU, but do not

investigate the relevance of those alternative performance measures.

This chapter contributes to the literature in three areas. Firstly, limited comprehensive evidence

about the relevance of alternative performance measures reported by EU companies currently

exists and to my knowledge none of the scale as covered in this chapter. Secondly, most research

focuses on alternative performance measures in press releases whereas this chapter focuses on the

use thereof in financial statements (including narrative information that accompanies the annual

accounts). As a result of auditors involvement and oversight on financial statements, results found

for measures reported in financial statements may differ from results related to information

included in press releases. Thirdly, this research separately investigates normalized alternative

performance measures and measures that exclude depreciation and amortization. Most research to

date in both the US and EU focuses on normalized alternative performance measures whereas

chapter 3 shows that the use of measures that exclude depreciation and amortization is a prevalent

measure in many EU countries and significant diversity exists in the type of measures that are

used in the various EU countries. Finally, in this chapter I investigate the relation between
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reporting decisions, strategic motives to report alternative performance measures and the

relevance of the alternative performance measures that are reported. Although the efficient market

hypothesis would suggest that the presentation format of financial information does not affect

investors’ decision making, Bloomfield’s (2002) Incomplete Revelation Hypothesis and

Hirshleifer and Theo’s (2003) Limited Attention Theory explain why reporting alternative

performance measures could affect investors’ decision making. Company’s can respond to this by

providing alternative performance measures when this provides more relevant information, but

can also respond to this by excluding relevant information or reporting irrelevant information

strategically. I explicitly test the relation between strategic motives and the relevance of reported

alternative performance measures.

5.3 Hypotheses

I investigate whether there is a merit to the claim that alternative performance measures provide

more relevant information to investors than GAAP net income and more importantly whether the

alternative performance measures provide more relevant information for companies that report

such performance measures than for those companies who do not report such a measure. Providing

relevant information to users assisting them in their decision making is an important objective of

financial statements. What information is relevant depends on the type of user and his or her

relationship with the company. One of the objectives for a company is to generate cash flows from

which various user groups will benefit such as shareholders (via dividends), lenders (via interest

and repayments) and employees (via employee benefits). These stakeholders need to assess

whether or not, and under which conditions, they wish to start, maintain or stop a relationship with

the company. In order to do this, they need to develop an expectation about the company’s ability

to generate cash flows in the future. I therefore define the relevance of an earnings figure as its
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ability to assist the financial statements user in predicting future cash flows, in line with Financial

Accounting Concept (CON) 1 (FASB, 1978) and the Framework for the preparation and

presentation of financial statements (IASB, 2010).

If there is a merit to the claim, generally made by companies’ management, that alternative

performance measures provide more relevant information than GAAP net income, these

alternative performance measures should better help in predicting future cash flows than GAAP

net income. The first hypothesis is therefore as follows:

H1: Alternative performance measures better predict future operating cash flows than GAAP net

income

Investigation of ability of alternative performance measures to predict future operating cash flow

is primarily driven by the basic purpose of a company and company financial statements as

included in Financial Accounting Concept (CON) 1 (FASB, 1978) and the Framework for the

preparation and presentation of financial statements (IASB, 2010). I do not test the relation

between alternative performance measures and market value (except as a robustness test) for two

reasons. Firstly, market values can be volatile and influenced by various factors other than the

fundamental business development in an individual company. Secondly, as explained in the

previous section, investors’ decision making and resulting market values can be affected by the

reporting of alternative performance measures causing a problem with the interpretation of the

relation between those measures and market values. Therefore, I focus my tests on how the

alternative performance measures help predicting future operating cash flows which I believe is

more reflective of the actual underlying business development than current market value.
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A general finding that alternative performance measures better predict future cash flows than

GAAP net income may not mean that these measures are more relevant than GAAP net income

for every company and leaves the question open why some companies report these measures and

others do not. While Brown and Sivakumar (2003), Bhattacharya et al. (2003), Lougee and

Marquardt (2004), Riedl and Srinivasan (2010) conclude that alternative performance measures

are relevant, Doyle et al. (2003), Doyle et al. (2004), Bhattacharya et al. (2004), Lougee and

Marquardt (2004), Bowen et al. (2005), Entwistle et al. (2005), Black and Christensen (2009),

Riedl and Srinivasan (2010), Isidro and Marques (2010) and chapter 4 show that they are also

reported strategically. More interesting than those two observations in isolation, is the link

between management’s decision to report an alternative performance measure or not, strategic

motives to report this measure and the relevance of the measure reported. When the reporting

decision about alternative performance measures is primarily made for providing more relevant

information to investors instead of emphasizing strategically favourable measures, this should be

reflected in those alternative measures better predicting future operating cash flows for companies

that report such measures than for companies that do not.

Furthermore, companies that have a strategic motive to report an alternative performance measure

that shows a more favourable performance than GAAP net income may not consider the relevance

of such measure whereas companies that report an alternative performance measure while not

having strategic motives to do so are more likely to be intrinsically motivated to report more

relevant information. The second, third and fourth hypothesis are therefore as follows:

H2: Alternative performance measures better predict future operating cash flows than GAAP net

income for companies that report such measures but nor for companies that do not
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H3: Alternative performance measures are more relevant for predicting future operating cash

flows for companies that report such measures than for companies that do not

H4: Alternative performance measures’ ability to predict future operating cash flows is lower for

companies that are strategically motivated to report such measure than for companies without

such motives

Given the finding in chapter 3 that there is significant variety in the EU in the types of alternative

performance measures that are reported and the significance of alternative performance measures

that exclude depreciation and/or amortization in, specifically, EU code law countries, all

hypotheses are separately tested for normalized alternative performance measures respectively

measures that exclude depreciation and/or amortization.

5.4 Sample and descriptive statistics

This research has been performed based on a sample of financial statements of listed companies

from the EU countries that had joined the EU on or before January 1, 199514. The sample includes

all financial statements in the English language regarding the period 1995-2007 for all listed

companies that were available in the Company.info database in June 2008. The total sample of

company-year observations available in the Company.info database in June 2008 amounts to

17,372. The availability of information in Worldscope reduced the sample for the analyses related

to performance measures excluding depreciation and amortization to 9,158 and the sample for the

analyses related to normalized performance measures to 9,294. Removal of 1% outliers reduced

14 I.e. the 2004 and 2007 joiners from, mainly, Eastern Europe are not included.
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the sample to 9,066 observations for the tests on EBITDA related alternative performance

measures and to 9,201 observations for the tests on normalized alternative performance measures.

These financial statements, including the other (narrative) information that accompany the annual

accounts like the director’s report and other information that is included in the same document as

the annual accounts, have first been searched, using word search functionalities available in the

Company.info database, for the use of various alternative performance measures. These measures

are:

Performance measures excluding depreciation and amortization (“EBITDA”):

EBITDA(E); PBITDA(E); EBITA(E); PBITA(E); EBTDA; PBTDA; EBTA; PBTA;

“earnings/profit/result before depreciation”; “earnings/profit/result before amortis(z)ation”;

“before interest, taxes (and) depreciation”; “before interest, taxes (and) amortis(z)ation”;

and “cash earnings/profit/loss/result/income”.

Normalized performance measures (“Normalized”): “earnings/profit/loss/result/income

before exceptional(s)”; “_______ excluding exceptional(s)”; “recurring _______”;

“underlying _______”; “adjusted _______” “before/excluding non-recurring”;

“before/excluding incidental(s)”; “normalis(z)ed _______”; “_______ before one-time”;

“current operating _______”; “core _______”; “recurring EBIT(D)(A)”; EBIT(D)(A)E;

PBIT(D)AE.

The financial statements that were found through this search have subsequently been reviewed

manually in detail in order to verify that these measures have been used in the context of the

reporting about the performance of the company. This has resulted in an overview of EU

companies that have used these specific measures to report an alternative performance measure
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during the period 1995-2007 and companies that have not. Financial information for these

companies was obtained from the Worldscope database.

Table 1 contains descriptive statistics for the key variables of this study for the EBITDA

population. I report mean and median operating cash flow per share (OCF), net income per share

(NI) and EBITDA per share (EBITDA) for the sub-group that reports EBITDA and the sub-group

that does not report EBITDA separately.

Table 1: Descriptive statistics for key variables EBITDA regression
No. OCF NI EBITDA EBITDA/NI

EBITDA reporters

Mean 3,606 1.90 0.72 2.75 3.83

Median 3,606 0.57 0.25 0.86 3.44

Std. Dev. 3,606 3.76 3.83 6.11 1.60

Std. Dev. / mean 1.98 5.32 2.22

Non-EBITDA reporters

Mean 5,460 1.28 0.49 1.91 3.89

Median 5,460 0.23 0.14 0.40 2.86

Std. Dev. 5,460 3.44 2.65 4.90 1.85

Std. Dev. / mean 2.69 5.41 2.57

Note: Table 1 shows the mean, median and standard deviation for operating cash flow per share (OCF), net income

per share (NI) and EBITDA per share (EBITDA) as well as the ratio of EBITDA / NI for the company-year

observations that are further analysed in the remainder of this chapter.

Table 1 shows that companies that report EBITDA on average have a higher GAAP net income,

EBITDA and operating cash flow per share than companies that do not report EBITDA. EBITDA

is on average almost four times as high as GAAP net income (3.83 for EBITDA reporters and 3.89

for non-EBITDA reporters). For both groups, the standard deviation relative to mean GAAP net

income is higher than for EBITDA and Operating cash flow. The ratio between the standard

deviation and mean for GAAP net income amounts to 5.32 and 5.41 for reporters and non-

reporters respectively whereas it ranges between 1.98 and 2.69 for EBITDA and Operating cash



177

flow which suggests that GAAP net income is more volatile than EBITDA and operating cash

flow. Table 2 contains similar descriptive statistics for the key variables of this study for the

Normalized population.

Table 2: Descriptive statistics for key variables Normalized regression
No. OCF NI OI OI/NI

Normalized reporters

Mean 3,978 1.25 0.49 0.96 1.96

Median 3,978 0.30 0.16 0.27 1.69

Std. Dev. 3,978 3.25 3.45 2.89 0.84

Std. Dev. / mean 2.60 7.04 3.01

Non-Normalized reporters

Mean 5,223 1.83 0.66 1.18 1.78

Median 5,223 0.42 0.22 0.33 1.50

Std. Dev. 5,223 4.16 3.22 2.96 0.92

Std. Dev. / mean 2.27 4.88 2.51

Note: Table 2 shows the mean, median and standard deviation for operating cash flow per share (OCF), GAAP net

income per share (NI) and operating income per share (OI) as well as the ratio of OI/NI for the company-year

observations that are further analysed in the remainder of this chapter.

Table 2 shows that companies that report a normalized measure on average have a lower GAAP

net income, operating income and operating cash flow per share than companies that do not report

a normalized measure. Operating income is on average almost twice as high as net income (1.96

for normalized reporters and 1.78 for non-normalized reporters). For both groups, the standard

deviation relative to GAAP net income is higher than for Operating income and Operating cash

flow. The ratio between the standard deviation and mean for net income amounts to 7.04 and 4.88

for normalized reporters and non-normalized reporters respectively whereas it ranges between

2.27 and 3.01 for operating income and operating cash flow which suggests that GAAP net

income is more volatile than operating income and operating cash flow.
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5.5 Empirical results

5.5.1 The ability of GAAP net income and alternative performance measures to predict
future cash flows

In order to assess the relevance of GAAP net income and the two types of alternative performance

measures, I regress one year ahead operating cash flows on current year’s GAAP net income and

the alternative performance measure as follows (all information scaled by number of shares):

Regression 1a: OCFt+1 = 0 1 2 3 5

6

Regression 1b: OCFt+1 0 1 2 3 4 5

6

In line with chapter 4, in all regressions in this chapter I control for industry, year, size,

code/common law distinction and pre/post IFRS. These aspects as such however are not subject to

this research and I do not investigate why and for which types of companies alternative

performance measures are relevant. The question that I try to answer in this chapter is whether

alternative performance measures are relevant and whether they are specifically relevant for those

companies that do report an alternative performance measure, irrespective the background of why

this is the case. The results from the regressions 1a and 1b for both alternative performance

measures that exclude depreciation and/or amortization and normalized alternative performance

measures are reported in table 3.
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Table 3: Regression of one year ahead operating cash flows on current year’s GAAP net income
and alternative performance measures

EBITDA versus net
income

Normalized income
versus net income

Regression 1a 1b 1a 1b

No. of observations 9,066 9,066 9,201 9,201

1 Alternative measure 0.611 0.487

(0.000)* (0.000)*

1 GAAP net income 0.268 0.275

(0.000)* (0.000)*

Logassets 0.118 0.237 0.155 0.236

(0.000)* (0.000)* (0.000)* (0.000)*

Code law 0.124 0.274 0.185 0.278

(0.000)* (0.000)* (0.000)* (0.000)*

IFRS -0.039 -0.054 -0.012 -0.035

(0.004)* (0.001)* (0.425) (0.029)

Year dummies included Yes Yes Yes Yes

Industry dummies included Yes Yes Yes Yes

Adjusted R2 0.530 0.312 0.440 0.320

Vuong Z-statistic 6.92 4.47

(0.000)* (0.000)*

Note: Table shows the regression result for the key variables from a regression that regresses one year ahead operating

cash flow on current year’s alternative performance measure (EBITDA or normalized income) or current year’s net

income, the natural log of total assets (Logassets), a dummy variable for code law countries (Code law) and a dummy

variable for the post-IFRS period (IFRS). Control dummies for industry and year are included in the regression, but

the individual coefficients per year and industry dummy are not reported. Results indicated with superscript * are

significant at the 1% level.

Vuong Z-statistics for the for the difference in R-squared between the regressions 1a and 1b are reported. Results

indicated with superscript * are significant at the 1% level.

EBITDA regression 1a shows that one Euro of EBITDA in the current year translates into 61 cents

operating cash flows in the year thereafter whereas EBITDA regression 1b shows that one Euro of

GAAP net income translates into less than 27 cents operating cash flow in the next year. The

adjusted R2 in the EBITDA regression is 0.53 whereas the adjusted R2 in the GAAP net income

regression is much lower at 0.31. The Vuong Z-statistic indicates that the difference between the

adjusted R2 in the EBITDA model and the GAAP net income model is significant at the 1% level

indicating that a model based on EBITDA significantly better predicts future operating cash flows

than a model that uses current year’s GAAP net income to predict future operating cash flow.
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According to the results from normalized income regression 1a, one Euro of normalized income

translates into almost 49 cents of operating cash flow in the year thereafter compared to less than

28 cents in the comparable GAAP net income regression. The adjusted R2 in the normalized

income regression is with 0.44 also significantly (at the 1% level) higher than the adjusted R2 of

0.32 in the GAAP net income regression.

The results from table 3 indicate that both GAAP net income and alternative performance

measures provide relevant information to the user of the financial statements given the positive

and significant regression coefficients on both GAAP net income and the alternative performance

measure in the regressions. However, the results also show that the two types of alternative

performance measures (EBITDA and Normalized income) are significantly more relevant and

useful in predicting future operating cash flows than GAAP net income. Based on these results, I

preliminary conclude that there may be merit to the claim that companies report alternative

performance measures to provide a more meaningful picture of their performance (‘the motive to

inform’ and that these first results give no reason to disapprove the reporting of alternative

performance measures as such. In order to test the significance of the relevance added by

reporting alternative performance measures in the financial statements in addition to the already

reported GAAP net income, I furthermore employ the following regression:

Regression 2: OCFt+1 1 2 3

4 5 6 7

In regression 2, I include the difference between the alternative performance measure and GAAP

net income since both alternative performance measures themselves have a high correlation with

GAAP net income which would affect the interpretation of the results if GAAP net income and the
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alternative performance measure would be included in one regression. Adding information about

alternative performance measures to financial statements which already include the required

GAAP net income, effectively gives the user of the financial statements insight in the elements

that management excludes from GAAP net income to arrive at the more relevant alternative

performance measure. Therefore, in regression 2, I test whether the incremental information about

the difference between GAAP net income and the alternative performance measure has significant

explanatory power about future operating cash flows. The results from this regression are reported

in table 4.

Table 4: The incremental explanatory power of alternative performance measures
EBITDA Normalized

No. of observations 9,066 9,201

1 GAAP net income 0.234 0.552

(0.000)* (0.000)*

2 (Alternative measure - GAAP net income) 0.560 0.446

(0.000)* (0.000)*

Logassets 0.105 0.155

(0.000)* (0.000)*

Code law 0.106 0.185

(0.000)* (0.000)*

IFRS -0.043 -0.012

(0.001)* (0.425)

Year dummies included Yes Yes

Industry dummies included Yes Yes

Adjusted R2 0.554 0.440

Note: Table 4 shows the regression result for the key variables from a regression that regresses one year ahead

operating cash flow on current year’s GAAP net income, the difference between the alternative performance measure

(EBITDA or normalized income) and GAAP net income, the natural log of total assets (Logassets), a dummy variable

for code law countries (Code law) and a dummy variable for the post-IFRS period (IFRS). Control dummies for

industry and year are included in the regression, but the individual coefficients per year and industry dummy are not

reported. Results indicated with superscript * are significant at the 1% level.

The results in table 4 show that information about a company’s EBITDA (or the items excluded

from net income to arrive at EBITDA) is relevant in predicting future cash flows beyond the

information already included in the GAAP net income number thereby confirming the results
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reported in table 3. The EBITDA regression shows that the difference between EBITDA and

GAAP net income has a positive and significant (at the 1% level) coefficient of 0.560 in a

regression that regresses Operating cash flow on GAAP net income and EBITDA-/- GAAP net

income. In the normalized performance measure regression, the difference between the

Normalized measure and Net income has a positive and significant (at the 1% level) coefficient of

0.446 indicating that also information about a company’s normalized income provides additional

information to predict future operating cash flows beyond the information that is already contained

in GAAP net income.

The results in this section thus do provide support for hypothesis 1 that alternative performance

measures better predict future operating cash flows than GAAP net income and also provide

evidence that information about alternative performance measures provide incremental relevant

information for predicting future operating cash flows beyond the information in GAAP net

income.

5.5.2 The ability of GAAP net income and alternative performance measures to predict
future cash flows in relation to reporting decisions

The results from the tests in paragraph 5.5.1 show that alternative performance measures are

relevant for users in predicting future cash flows and add incremental explanatory power to a

model that predicts future operating cash flows based on GAAP net income information. This

finding provides supporting evidence for those who claim that alternative performance measures

are reported to provide additional relevant information to the users of the financial statements. The

results in chapter 4 however also show that not all companies report such measures and that

management’s decision about whether to report alternative performance measures or not is

affected by strategic considerations. In chapter 4, a significant explanatory factor for companies
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reporting an alternative performance measure is found to be the alternative performance measure

meeting a strategic earnings benchmark which is missed based on the company’s GAAP net

income.

A first step in understanding the relationship between strategic considerations and relevance

considerations in management’s decision making about whether alternative performance measures

are reported or not is testing whether the relevance of these alternative performance measures in

predicting future cash flows is only higher than the relevance of GAAP net income for companies

that report such measures and not for companies that do not report such measures. Based on the

results in paragraph 5.5.1, companies reporting alternative performance measures could make a

general claim that their reporting decision is justified by the relevance of the alternative

performance measure. It does however not yet provide support that the alternative performance

measure is specifically more relevant than GAAP net income for those companies that do report

this measure as compared to those companies that do not and that the reporting decision is

primarily driven by increased relevance for users. In order to gain an understanding of this, the

regressions 1a and 1b are repeated for alternative performance measure reporters and non-

reporters separately. The results are reported in table 5.
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Table 5: Regression of one year ahead operating cash flows on current year’s net income and
current year’s alternative performance measure for companies that do report an alternative
performance measure versus companies that do not report an alternative performance measure

Panel A Panel B

EBITDA reporters
Non-EBITDA
reporters

Normalized
reporters

Non-normalized
reporters

Regression 1a 1b 1a 1b 1a 1b 1a 1b

No. of observations 3,606 3,606 5,460 5,460 3,978 3,978 5,223 5,223

1 Alternative measure 0.652 0.574 0.490 0.485

(0.000)* (0.000)* (0.000)* (0.000)*

1 GAAP net income 0.305 0.234 0.292 0.266

(0.000)* (0.000)* (0.000)* (0.000)*

Logassets 0.114 0.229 0.123 0.247 0.133 0.187 0.174 0.269

(0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)*

Code law 0.111 0.255 0.130 0.277 0.249 0.370 0.126 0.194

(0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)*

IFRS -0.024 -0.051 -0.049 -0.054 -0.030 -0.047 -0.008 -0.030

(0.240) (0.050)** (0.007)* (0.012)** (0.223) (0.081) (0.671) (0.130)

Year dummies included Yes Yes Yes Yes Yes Yes Yes Yes

Industry dummies included Yes Yes Yes Yes Yes Yes Yes Yes

Adjusted R2 0.571 0.319 0.492 0.302 0.496 0.388 0.418 0.293

Vuong Z-statistic 4.22 5.88 2.76 3.53

(0.000)* (0.000)* (0.006)* (0.000)*

Note: Table 5 shows the regression result for the key variables from a regression that regresses one year ahead

operating cash flow on current year’s alternative performance measure (EBITDA or normalized income) or current

year’s GAAP net income, the natural log of total assets (Logassets), a dummy variable for code law countries (Code

law) and a dummy variable for the post-IFRS period (IFRS). Control dummies for industry and year are included in

the regression, but the individual coefficients per year and industry dummy are not reported. Results indicated with

superscript * and ** are significant at the 1% level and 5% level respectively.

Vuong Z-statistics for the difference in R-squared between the regressions 1a and 1b are reported. Results indicated

with superscript * are significant at the 1% level.

Table 5 shows that for companies that report EBITDA the adjusted R2 in EBITDA regression 1a,

regressing future operating cash flow on current year’s EBITDA, is with 0.571 statistically

significantly (at the 1% level) higher than the adjusted R2 in the comparable GAAP net income

regression 1b. However also for companies that do not report the EBITDA, the Vuong Z-statistic

shows that the adjusted R2 of 0.492 for the EBITDA regression is statistically significantly higher

than the adjusted R2 of 0.302 for the GAAP net income regression. In relation to the reporting of

normalized alternative performance measures, the results also show that for both companies that
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report a normalized alternative performance measure and for companies that do not report a

normalized performance measure, the adjusted R2 for the regression based on normalized income

is significantly higher (at the 1% level) than the adjusted R2 for the regression based on GAAP net

income. For companies that report a normalized alternative performance measure, the adjusted R2

is 0.496 and 0.388 for the normalized income and GAAP net income regression respectively and

the Vuong Z-statistic shows that the difference in adjusted R2 is significant at the 1% level. For

companies that do not report a normalized alternative performance measure, the adjusted R2 is

0.418 and 0.293 for the normalized income and GAAP net income regression respectively and the

Vuong Z-statistic shows that the difference in adjusted R2 is for this group is also significant at the

1% level. Hypothesis 2 is therefore rejected. No evidence is found which supports that alternative

performance measures better predict future operating cash flows than GAAP net income only for

companies that report such measures and nor for companies that do not. Alternative performance

measures appear to be better predictor for future cash flows for both reporters and non-reporters.

In order to further test the explanatory power and incremental explanatory power of alternative

performance measures for companies that do report such measures compared to companies that do

not report such measure, I employ the following regressions:

Regression 3: OCFt+1 0 1 2 3 Alternative measure *

4 5 6 7 8

Regression 4: OCFt+1 0 1 2 3Reporter

4 5 6Year +

7 8 9
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In regression 3, regression 1a is extended by including a dummy variable for companies that

report the alternative performance measure and an interaction term for this dummy variable

interacting with the alternative performance measure. A positive and significant coefficient for this

interaction term would indicate that the alternative performance measure is significantly more

relevant in predicting future operating cash flows for companies that report such measure than for

companies that do not. Similarly, in regression 4, regression 2a is extended by adding the variables

Reporter for companies that report the alternative performance measure and the interaction

between Reporter and the difference between GAAP net income and the alternative performance

measure. The results from these regressions are reported in table 6.

Table 6, panel A: Regression of one year ahead operating cash flows on current year’s
alternative performance measure and interaction with reporting of alternative performance
measures

EBITDA Normalized

No. of observations 9,066 9,201

1 Alternative measure 0.606 0.522

(0.000)* (0.000)*

2 Reporter 0.002 -0.006

(0.802) (0.516)

3 Alternative measure*Reporter 0.006 -0.055

(0.575) (0.000)*

Logassets 0.118 0.158

(0.000)* (0.000)*

Code law 0.124 0.178

(0.000)* (0.000)*

IFRS -0.039 -0.011

(0.004)* (0.442)

Year dummies included Yes Yes
Industry dummies included Yes Yes

Adjusted R2 0.530 0.442

Note: Table 6a shows the regression result for the key variables from a regression that regresses one year ahead

operating cash flow on current year’s alternative performance measure (EBITDA or normalized income), Reporter, a

dummy variable for companies that report the alternative performance measure, an interaction term alternative

measure * Reporter, the natural log of total assets (Logassets), a dummy variable for code law countries (Code law)

and a dummy variable for the post-IFRS period (IFRS). Control dummies for industry and year are included in the

regression, but the individual coefficients per year and industry dummy are not reported. Results indicated with

superscript * are significant at the 1% level.
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Table 6, panel B: The incremental explanatory power of alternative performance measures and
interaction with reporting of alternative performance measures

EBITDA Normalized

No. of observations 9,066 9,201

1 GAAP net Income 0.233 0.552

(0.000)* (0.000)*

2 (Alternative measure -/- GAAP net income) 0.564 0.443

(0.000)* (0.000)*

3 Reporter 0.006 -0.023

(0.473) (0.010)*

4 (Alternative measure -/- GAAP net income)*Reporter -0.005 0.007

(0.647) (0.480)

Logassets 0.103 0.162

(0.000)* (0.000)*

Code law 0.105 0.175

(0.000)* (0.000)*

IFRS -0.043 -0.012

(0.001)* (0.419)

Year dummies included Yes Yes
Industry dummies included Yes Yes

Adjusted R2 0.554 0.440

Note: Table 6b shows the regression result for the key variables from a regression that regresses one year ahead

operating cash flow on current year’s net income, the difference between the alternative performance measure

(EBITDA or normalized income) and net income, Reporter, a dummy variable for companies that report the

alternative performance measure, an interaction term (alternative measure-/-net income) * Reporter, the natural log of

total assets (Logassets), a dummy variable for code law countries (Code law) and a dummy variable for the post-IFRS

period (IFRS). Control dummies for industry and year are included in the regression, but the individual coefficients

per year and industry dummy are not reported. Results indicated with superscript * are significant at the 1% level.

The results in table 6, panel A do not provide evidence for the third hypothesis that the

explanatory power of alternative performance measures is larger for companies that do report such

a measure than companies that do not report such a measure. Both the EBITDA regression and the

normalized regression confirm the previous results that both EBITDA and normalized income are

relevant in predicting future cash flows given the statistically significant (at the 1% level)

coefficient on both EBITDA and normalized income in the respective regressions. However, the

coefficient on the interaction term Alternative measure*Reporter in the EBITDA regression is not

statistically significant and the coefficient on the interaction term Alternative measure*Reporter in

the normalized regression is statistically significantly negative (at the 1% level).
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The results in table 6, panel B confirm the previous findings that current year’s GAAP net income

is relevant for predicting future operating cash flows and that adding information about the

difference between GAAP net income and the alternative performance measure contributes to the

ability to predict future cash flows. The coefficient for Alternative measure -/- GAAP net income

is 0.564 (significant at the 1% level) in the EBITDA regression and 0.443 (significant at the 1%

level) in the normalized regression. The interaction of (Alternative measure -/- GAAP net income)

and Reporter however does not give a significant positive coefficient, indicating that the

information about an alternative performance measure is not statistically more relevant for

companies that report an alternative performance measure than for companies that do not report

such a measure.

Based on the results reported in table 6, it is concluded that although alternative performance

measures provide relevant and incremental information for predicting future operating cash flows

in general (hypothesis 1), there is no evidence for relevance being the driver for decision making

about the reporting of alternative performance measures. Both hypothesis 2 (alternative

performance measures better predict future operating cash flows than GAAP net income for

companies that report such measures but nor for companies that do not) and hypothesis 3

(alternative performance measures are more relevant for predicting future operating cash flows for

companies that report such measures than for companies that do not) are rejected.

5.5.3 The ability of alternative performance measures to predict future cash flows in
relation to strategic motives

The final step in this analysis is to test the relationship between strategic motives to report

alternative performance measures and the relevance of these measures. For those companies that

report an alternative performance measure, I regress future operating cash flows on the current
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year’s GAAP net income and the difference between GAAP net income and the alternative

performance measure and include a dummy variable for those companies that are considered to

have a strategic incentive to report the alternative performance measure as well as an interaction

term between the strategic dummy variable and the difference between GAAP net income and the

alternative performance measure. The control variables are consistent with the previous

regressions:

Regression 5: Regression: OCFt+1 0 1 2 (Alternative measure-/-GAAP

3 4 (Alternative measure-/- GAAP net

4 5 6 7 8 IFRS

1 GAAP net

2 (Alternative measure -/- GAAP net income) indicating that both GAAP net income

and the difference between the alternative performance measure and GAAP net income are

4 (Alternative

measure -/- GAAP net income)*Strategic indicates whether the incremental information in the

alternative performance measure is higher or lower for reporting companies that have a strategic

motive to report the alternative measure than for companies that do not have such incentive.

4 because companies that report an

alternative performance measure that provides a more favourable performance than GAAP net

income may not consider the relevance of such measure whereas companies that report an

alternative performance measure while not having strategic motives to do so are more likely to be

intrinsically motivated to report more relevant information. Following chapter 4, companies are

considered to be strategically motivated to report an alternative performance measure when this
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measure helps them meeting a strategic earnings benchmark (profit versus loss, increase versus

decrease or meeting versus missing the median period-end analyst forecast) which is missed based

on GAAP net income. The results from this regression are reported in table 7.

Table 7, panel A: Regression of one year ahead operating cash flows on current year’s GAAP net
income and EBITDA and impact of strategic motives on the incremental relevance of EBITDA

Profit-loss benchmark Increase-decrease
benchmark

Forecast met/missed
benchmark

No. of observations 3,606 3,112 2,284

1 GAAP net income 0.256 0.283 0.239

(0.000)* (0.000)* (0.000)*

2 (EBITDA-/- GAAP net income) 0.630 0.641 0.498

(0.000)* (0.000)* (0.000)*

3 Strategic 0.002 0.017 -0.056

(0.868) (0.173) (0.000)*

4 (EBITDA-/- GAAP net income)*Strategic -0.112 -0.093 0.161

(0.000)* (0.000)* (0.000)*

Logassets 0.098 0.092 0.089

(0.000)* (0.000)* (0.000)*

Code law 0.092 0.084 0.084

(0.000)* (0.000)* (0.000)*

IFRS -0.018 -0.014 0.003

(0.367) (0.509) (0.903)

Year dummies included Yes Yes Yes
Industry dummies included Yes Yes Yes

Adjusted R2 0.604 0.593 0.604

Note: Table 7, panel A shows the regression result for the key variables from a regression that regresses one year

ahead operating cash flow on current year’s GAAP net income, the difference between EBITDA and GAAP net

income, Strategic, a dummy variable for companies that miss a earnings benchmark based on GAAP net income and

meet that benchmark based on EBITDA, an interaction term (EBITDA -/- GAAP net income) * Strategic, the natural

log of total assets (Logassets), a dummy variable for code law countries (Code law) and a dummy variable for the

post-IFRS period (IFRS). Control dummies for industry and year are included in the regression, but the individual

coefficients per year and industry dummy are not reported. Results indicated with superscript * are significant at the

1% level.
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Table 7, panel B: Regression of one year ahead operating cash flows on current year’s GAAP net
income and normalized income and impact of strategic motives on the incremental relevance of
normalized income

Profit-loss benchmark Increase-decrease
benchmark

Forecast met/missed
benchmark

No. of observations 3,978 3,421 2,377

1 GAAP net income 0.579 0.522 0.517

(0.000)* (0.000)* (0.000)*

2 (Normalized -/- GAAP net income) 0.447 0.406 0.403

(0.000)* (0.000)* (0.000)*

3 Strategic -0.008 0.012 -0.054

(0.484) (0.371) (0.001)*

4 (Normalized -/- GAAP net
income)*Strategic -0.013 0.027 0.016

(0.350) (0.045)** (0.399)

Logassets 0.132 0.143 0.130

(0.000)* (0.000)* (0.000)*

Code law 0.247 0.268 0.222

(0.000)* (0.000)* (0.000)*

IFRS -0.031 -0.024 -0.051

(0.207) (0.406) (0.144)

Year dummies included Yes Yes Yes
Industry dummies included Yes Yes Yes

Adjusted R2 0.496 0.469 0.504

Note: Table 7, panel B shows the regression result for the key variables from a regression that regresses one year

ahead operating cash flow on current year’s GAAP net income, the difference between normalized income and GAAP

net income, Strategic, a dummy variable for companies that miss a earnings benchmark based on GAAP net income

and meet that benchmark based on normalized income, an interaction term (Normalized -/- GAAP net income) *

Strategic, the natural log of total assets (Logassets), a dummy variable for code law countries (Code law) and a

dummy variable for the post-IFRS period (IFRS). Control dummies for industry and year are included in the

regression, but the individual coefficients per year and industry dummy are not reported. Results indicated with

superscript * and ** are significant at the 1% level and 5% level respectively.

The results in table 7 confirm that both types of alternative performance measures provide

statistically significant incremental information beyond the information in GAAP net income for

predicting future operating cash flow. In all six regressions the coefficients on GAAP net income

and the difference between EBITDA and GAAP net income and Normalized income and GAAP

net income respectively are positive and significant at the 1% level. The regressions provide

mixed evidence about whether the (incremental) relevance of the alternative performance measure

is lower for those companies that miss an earnings benchmark based on GAAP net income which
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they meet based on the alternative performance measure. For companies that report an alternative

performance measure that excludes depreciation or amortization, a statistically negative

4 (EBITDA-/-Net

income)*Strategic when EBITDA helps them reporting a profit respectively an increase whereas

they report a loss or a decrease based on GAAP net income. This indicates that the incremental

information in the EBITDA measure is significantly lower for companies that have a strategic

motive to report this measure than for companies that do not have such a strategic motive. A

statistically positive (at the 1% level) coefficient of 0.161 however is found for those companies

that meet the analyst forecast based on EBITDA which they missed based on GAAP net income

and thus have a strategic motive to report EBITDA indicating that for those companies the

incremental information in EBITDA is higher than for companies that do not have a strategic

motive to report EBITDA. For companies that report a normalized performance measure, a

4 (Normalized-/-Net

income)*Strategic when operating income helps them reporting an increase whereas they report a

decrease based on GAAP net income and no significant results are found in the other regressions.

The results from normalized regressions do therefore not suggest that the reported normalized

income is less relevant for predicting future operating cash flow for companies that may be

strategically motivated to report it than for companies that do not have such strategic motives.

The fourth hypothesis that alternative performance measures’ ability to predict future operating

cash flows is lower for companies that are strategically motivated to report such measure than for

companies without such motives is therefore rejected.
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5.6 Robustness checks

To assess the sensitivity of the above results for the design of the tests, a number of alternative

specifications have been used for the regressions 4 and 5 (with the profit versus loss benchmark to

identify strategic motives) which test the incremental relevance of alternative performance

measures in relation to companies’ decision to report a measure or not and in relation to strategic

motives.

Regression 4: OCFt+1 0 1 2(Alternative measure-/- GAAP net income)

3 4(Alternative measure -/- GAAP net income)*Reporter +

5 6 7 8 9

Regression 5: Regression: OCFt+1 0 1 2 (Alternative measure -/-

3 4 (Alternative measure -/- GAAP net

4 5 6 7 8 IFRS

The following alternative regressions have been performed. Refer to to the appendix to this

chapter for the underlying details.

Current market value instead of future cash flows

In an efficient market, the market value of a company captures the investors’ expectations about

the future cash flows that are generated by the company based on all information available. As an

alternative test, the relevance of the alternative performance measures is therefore tested by

reperforming regression 4 and 5 with the company’s current market value as the independent

variable. The regression results confirm that GAAP net income and both alternative performance
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measures are significantly positively related to the independent variable (current market value)

and that the alternative performance measure provides significant incremental explanatory power

in a model that regresses the company’s current market value on its GAAP net income and the

alternative performance measure. No evidence is found for significantly higher relevance of the

alternative performance measure for companies that report the measure or significantly lower

relevance for companies that are strategically motivated to report the measure.

GAAP net income before extra-ordinary items instead of GAAP net income

The regressions in the chapter use GAAP net income as the GAAP income measure. Regression 4

and 5 have been reperformed using GAAP net income before extra-ordinary items as the GAAP

income measure yielding similar results as the results found in the regression that uses GAAP net

income as the GAAP income measure.

IBES EPS instead of operating income

The regression for normalized performance measures uses operating income as a proxy for

normalized income. Following Bradshaw and Sloan (2002), Doyle and Soliman (2002) and Brown

and Sivakumar (2003), the regression has been reperformed using IBES EPS as the proxy for

normalized income. The results from the regression based on IBES EPS confirm the conclusion

that alternative normalized income are significantly positively related to future operating cash

flows and that the alternative measure is not incrementally relevant for companies that report the

alternative performance measure. No evidence is found for lower relevance of the reported

alternative performance measure for companies that may be strategically motivated to report the

measure.
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Three year ahead cumulative operating cash flow

The regressions in this chapter focus on the alternative performance measures ability to predict

one year ahead operating cash flows. The forecast horizon of investors and potential investors in a

company is however likely to be longer than just one year ahead and therefore regressions 4 and 5

have been reperformed using the cumulative three year ahead operating cash flow instead of just

the one year ahead operating cash flow. The results from this regression again confirm that the

alternative performance measures have a significant and positive relation with future cash flows

and have incremental explanatory power beyond GAAP net income. Furthermore, in the EBITDA

regression, weak evidence (at the 10% level) is found for a positive relationship between the

decision to report the alternative performance measure and the relevance of the measure and a

significant (at the 1% level) positive relationship is found in the normalized regression. Similar to

the previously reported results, mixed results are found in relation to the impact of strategic

reporting motives on the relevance of the reported alternative performance measures thereby not

supporting an overall conclusion that reported alternative performance measures are less relevant

for companies that are strategically motivated to report the alternative performance measure.

5.7 Discussion of the results and conclusion

Discussions about whether alternative performance measures are reported to mislead or to inform

have continued for over a decade now involving both academics and practitioners without

reaching a definite conclusion. On the one hand, evidence is found for strategic behavior in

relation to the reporting of alternative performance measures (see for example Doyle and Soliman,

2002; Bhattacharya et al., 2004; Bowen et al. 2005; Entwistle et al., 2005 and Black and

Christensen, 2009). On the other hand, Brown and Sivakumar (2003), Bhattacharya et al. (2003)

and Riedl and Srinivasan (2010) find support for the claim that alternative performance measures
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are informative. After extensive research, intense debate and increased regulation in the US, the

debate gained attention in the EU environment as well influenced by the EU wide IFRS adoption

in 2005 (see for example CESR 2005b, EFRAG 2006, Hoogendoorn 2006 and Marseille and

Vergoossen 2005). Following up on results reported in chapter 4, which indicate that managers

strategically use (the exclusions from) alternative performance measures to meet or beat strategic

earnings benchmarks, I test whether alternative performance measures provide relevant

information to analysts and investors beyond the information contained in the GAAP net income

number and the relation between relevance and (strategic) reporting decisions for a large sample

of EU companies.

The results in this chapter show that alternative performance measures are relevant in predicting

future cash flows and provide incremental information beyond GAAP net income. These results

justify the use of both types of alternative performance measures investigated in this chapter

(EBITDA and normalized measures) in general and do not justify major concerns with regard to

the use thereof. The results in this chapter however also show that the decision to report a certain

type of alternative performance measure is not driven by the motive to provide more relevant

information to the market since the alternative performance measures are not incrementally more

relevant for companies that do report that alternative performance measure than those who do not.

Lougee and Marquardt (2004) conclude that investors find alternative performance measures more

useful when the company does not have strategic motives to report the alternative performance

measure. However, even though the results in chapter 4 show that strategic motives to meet or

beat earnings benchmarks affect the reporting decision of EU companies, I find no conclusive

evidence that those companies that are strategically motivated to report an alternative performance

measure report less relevant information than those that are not strategically motivated.
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Overall, I conclude that the reporting of alternative performance measures by EU companies

enriches the financial information that is provided to analysts, investors and other stakeholders.

Even though strategic motives may affect the reporting of such alternative performance measures,

concerns in relation to such strategic reporting behavior do not justify imposing restrictions on the

use of alternative performance measures. If anything, the results would rather justify prescribing

the reporting of both a normalized measure and a measure that excludes depreciation and

amortization by all companies. This would avoid strategic motives affecting the type of

performance measures that are provided to the users of financial statements while at the same time

ensuring that relevant information continues to be provided to them.
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Appendix – details underlying robustness tests

Current market value instead of future cash flows

Table A.1a: Regression 4 - The incremental explanatory power of alternative performance
measures and interaction with reporting of alternative performance measures

EBITDA Normalized

No. of observations 6,043 6,054

1 GAAP net Income 0.214 0.345

(0.000)* (0.000)*

2 (Alternative measure -/- GAAP net income) 0.288 0.208

(0.000)* (0.000)*

3 Reporter 0.000 0.018

(0.991) (0.122)

4 (Alternative measure -/- GAAP net
income)*Reporter

0.038 0.025

(0.138) (0.081)***

Adjusted R2 0.184 0.377

Table A.1b: Regression 5 - Regression of one year ahead operating cash flows on current year’s
GAAP net income and alternative measure and impact of strategic motives on the incremental
relevance of the alternative performance measure

EBITDA Normalized

No. of observations 2,440 2,149

1 GAAP net income 0.303 0.392

(0.000)* (0.000)*

2 (alternative measure -/- GAAP net income) 0.414 0.280

(0.000)* (0.000)*

3 Strategic -0.070 -0.041

(0.000)* (0.014)**

4 (alternative measure -/- GAAP net
income)*Strategic

0.076 0.032

(0.000)* (0.097)***

Adjusted R2 0.463 0.461
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GAAP net income before extra-ordinary items instead of GAAP net income

Table A.2a: Regression 4 - The incremental explanatory power of alternative performance
measures and interaction with reporting of alternative performance measures

EBITDA Normalized

No. of observations 9,066 9,201

1 GAAP net Income 0.232 0.551

(0.000)* (0.000)*

2 (Alternative measure -/- GAAP net income
before extra-ordinary items) 0.563 0.439

(0.000)* (0.000)*

3 Reporter 0.006 -0.024

(0.466) (0.009)*

4 (Alternative measure -/- GAAP net income
before extra-ordinary items)*Reporter -0.005 0.008

(0.652) (0.424)

Adjusted R2 0.554 0.440

Table A.2b: Regression 5 - Regression of one year ahead operating cash flows on current year’s
GAAP net income before extra-ordinary items and alternative measure and impact of strategic
motives on the incremental relevance of the alternative performance measure

EBITDA Normalized

No. of observations 3,606 3,978

1 GAAP net income 0.253 0.579

(0.000)* (0.000)*

2 (alternative measure -/- GAAP net
income before extra ordinary items)

0.628 0.446

(0.000)* (0.000)*

3 Strategic 0.002 -0.008

(0.865) (0.489)

4 (alternative measure -/- GAAP net
income before extra ordinary
items)*Strategic

-0.112 -0.013

(0.000)* (0.349)

Adjusted R2 0.604 0.496
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IBES EPS instead of operating income

Table A.3a: Regression 4 - The incremental explanatory power of alternative performance
measures and interaction with reporting of alternative performance measures

Normalized

No. of observations 7,125

1 GAAP net Income 0.322

(0.000)*

2 (IBES -/- GAAP net income) 0.144

(0.000)*

3 Reporter -0.006

(0.615)

4 (IBES -/- GAAP net income)*Reporter -0.044

(0.002)*

Adjusted R2 0.334

Table A.3b: Regression 5 - Regression of one year ahead operating cash flows on current year’s
GAAP net income and alternative measure and impact of strategic motives on the incremental
relevance of the alternative performance measure

Normalized

No. of observations 3,001

1 GAAP net income 0.320

(0.000)*

2 (IBES -/- GAAP net income) 0.084

(0.000)*

3 Strategic 0.015

(0.320)

4 (IBES -/- GAAP net income)*Strategic 0.031

(0.048)**

Adjusted R2 0.393
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Three year ahead cumulative operating cash flow

Table A.4a: Regression 4 - The incremental explanatory power of alternative performance
measures and interaction with reporting of alternative performance measures

EBITDA Normalized

No. of observations 6,616 6,772

1 GAAP net Income 0.328 0.423

(0.000)* (0.000)*

2 (Alternative measure -/- GAAP net income) 0.574 0.357

(0.000)* (0.000)*

3 Reporter 0.001 -0.039

(0.954) (0.000)*

4 (Alternative measure -/- GAAP net
income)*Reporter 0.019 0.047

(0.094)*** (0.000)*

Adjusted R2 0.611 0.447

Table A.4b: Regression 5 - Regression of one year ahead operating cash flows on current year’s
GAAP net income and alternative measure and impact of strategic motives on the incremental
relevance of the alternative performance measure

EBITDA P/L EBITDA I/D EBITDA
forecast

Normalized
P/L

Normalized
I/D

Normalized
forecast

No. of observations 2,497 2,129 1,554 2,751 2,378 1,592

1 GAAP net income 0.197 0.283 0.189 0.698 0.716 0.632

(0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)*

2 (alternative measure -/- GAAP net income) 0.692 0.819 0.539 0.729 0.651 0.604

(0.000)* (0.000)* (0.000)* (0.000)* (0.000)* (0.000)*

3 Strategic 0.015 0.029 -0.074 -0.011 0.006 -0.062

(0.274) (0.020)* (0.000)* (0.381) (0.679) (0.000)*

4 (alternative measure -/- GAAP net
income)*Strategic

-0.213 -0.191 0.149 -0.109 0.040 0.011

(0.000)* (0.000)* (0.000)* (0.000)* (0.005)* (0.650)

Adjusted R2 0.640 0.723 0.644 0.600 0.598 0.622



202

6 Summary and conclusions

This dissertation presents empirical evidence about the reporting of alternative performance

measures in the EU. These results are based on a comprehensive manual analysis of 17,372 EU

financial statements (including directors’ report and other information that is published in

combination with the annual accounts) for the period 1996-2007. Companies increasingly report a

wide variety of performance measures. Users of financial information in practice use many

measures other than GAAP net income to assess the performance of a company. This increased

reporting and use of alternative performance measures led to discussion and regulatory concerns,

initially in the US and later also in the EU. Those discussions however did not lead to a definite

conclusion about whether alternative performance measures are reported to inform or to mislead

analysts and investors. Whereas proponents, such as many companies, point to the relevant

information contained in the alternative performance measures, critics fear that investors are

mislead by companies’ selectivity with regard to the alternative performance measures that they

do or do not report. Regulatory concerns and SEC regulation following from it, led to a decrease

in the reporting of alternative performance measures in the US. However, research provides mixed

evidence about whether this reduction in reporting of alternative performance measures improved

the overall quality and reliability of the information in financial statements and directors’ reports

for analysts and investors.

The introduction of IFRS in 2005 further led to discussions in the EU regarding inconsistencies in

the presentation of various performance measures in consolidated financial statements based on

IFRS and the risk that the lack of detailed formats under IFRS would cause an increase in the use

of alternative performance measures. The expressed concerns, from among others regulators and

academics, are however primarily based on anecdotal evidence and research that has been
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performed in the US environment whereas the EU financial markets and reporting environment

are different from the US environment, specifically where it concerns the EU code law

environment. There is limited research of this phenomenon in the EU and the research conducted

so far is primarily limited to the individual country level, especially the United Kingdom (UK)

which is a common law country.

In code law countries, accounting has historically been primarily for creditors and tax purposes. In

common law countries, accounting has historically been primarily for a dispersed group of outside

shareholders. I find significant differences in the use of alternative performance measures,

specifically with regard to the type of measures that are used, between code law countries and

common law countries. These historical differences result in EBITDA and similar measures being

reported significantly more often in code law countries than in common law countries and

normalized alternative performance measures being reported significantly more frequently in

common law countries (than in code law countries). These differences are explained by these

countries’ historical background rather than current institutional factors. The results are not

conclusive about whether the implementation of IFRS had a significant impact on the reporting of

alternative performance measures. The empirical results indicate that the historical institutional

origination and country setting still significantly influence the reporting of alternative performance

measures. This is only to a limited extent affected by the alignment of accounting policies or other

harmonization efforts such as the implementation of IFRS. Furthermore, treatment of the EU as a

homogeneous group when investigating (aspects of) the reporting of alternative performance

measures is likely to result in misinterpretation of results, even when controlling for current

institutional and governance factors. To draw reliable conclusions a distinction must be made in

the type of alternative performance measures and between code law countries and common law

countries.
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I also find evidence for strategic use of alternative performance measures by EU companies in

their financial statements. EU companies significantly more often report an alternative

performance measure when this helps meeting a strategic earnings benchmark which is missed

based on the company’s GAAP net income. I interpret this as strategic use of these alternative

performance measures. Analysts and investors should be aware of such strategic motives and

scrutinize alternative performance measures reported by management when strategic reporting

motives may drive the performance measures that are reported.

Strategic considerations are a significant factor explaining the reporting of alternative performance

measures in both code law and common law countries. EU companies significantly more often

report an alternative performance measure when this helps meeting a strategic earnings benchmark

which is missed based on the company’s GAAP net income which I interpret as strategic use of

alternative performance measures. However, for certain strategic earnings benchmarks strategic

use of alternative performance measures is more pervasive in common law countries where

companies are generally more shareholder oriented than in code law countries. Contrary to

concerns expressed by regulators and academics, the results do not provide evidence that the

strategic use of alternative performance measures increased as a result of the introduction of IFRS.

This finding should take away some of the concerns in relation to the current flexibility in relation

to financial statements presentation in IFRS. It may also guide further discussions in the ongoing

financial statements presentation project of the IASB and the FASB.

The general conclusion in chapter 4 that strategic considerations influence companies’ reporting of

alternative performance measures adds to the debate about whether the reporting of alternative

performance measures should be restricted or even forbidden. The fact that companies may be
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strategically motivated to report a measure does as such however not mean that the information

that they report is irrelevant and restricting the use of alternative performance measures may result

in relevant information being withheld from stakeholders. Therefore, in chapter 5 I investigate the

relevance of alternative performance measures that EU companies report. I conclude that

alternative performance measures reported by EU companies are relevant in predicting future cash

flows and provide incremental information beyond GAAP net income in predicting one year ahead

operating cash flow. The decision to report an alternative performance measure however does not

appear to be driven by relevance as the primary motive since the incremental information is not

significantly larger for companies that report the alternative performance measure than for

companies that do not. Additionally, no conclusive evidence is found for strategic reporting

motives in relation to the reporting of alternative performance measures negatively affecting the

relevance of the information provided and thus even though strategic motives may influence

reporting decisions rather than relevance motives, this still results in relevant information being

provided to the users of financial statements via the reporting of alternative performance

measures. Based on these results, it may be more appropriate to criticize those companies that do

not report alternative performance measures, and do not prominently report this relevant

information, than those companies that do.

Overall, I therefore conclude that the reporting of alternative performance measures enriches the

financial information and that concerns in relation to strategic reporting behavior do not justify

imposing restrictions on the use of alternative performance measures. Prescribing the reporting of

both a normalized measure and a measure that excludes depreciation and amortization by all

companies in the EU would be a more appropriate response than forbidding or restricting the use

thereof. This would avoid strategic motives affecting the type of performance measures that are
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provided to the users of financial statements while at the same time ensuring that relevant

information continues to be provided to them.
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7 Nederlandstalige samenvatting

Dit proefschrift beschrijft de resultaten van empirisch onderzoek naar de rapportage van

alternatieve winstbegrippen in de EU. Deze resultaten zijn gebaseerd op een omvangrijke

handmatige analyse van 17.372 jaarrekeningen (inclusief directieverslag en andere in samenhang

met de jaarrekening openbaar gemaakte informatie) van ondernemingen in de EU over de periode

1996-2007. In toenemende mate rapporteren ondernemingen een grote diversiteit aan

prestatiemaatstaven. Gebruikers van financiële informatie gebruiken in de praktijk naast de netto

winst verschillende maatstaven om de prestaties van een onderneming te beoordelen. Deze

toename in rapportage en gebruik van alternatieve prestatiemaatstaven hebben geleid tot discussie

en zorgen bij toezichthouders, in eerste instantie in de VS en later ook in de EU. Onderzoek en

discussies hebben echter niet geleid tot een finale conclusie over de vraag of alternatieve

prestatiemaatstaven worden gerapporteerd om analisten en investeerders te informeren of om ze te

misleiden. Waar voorstanders, zoals veel ondernemingen, wijzen op de relevante informatie die is

begrepen in de alternatieve prestatiemaatstaven, vrezen critici daarentegen dat investeerders

worden misleid door de selectiviteit van ondernemingen ten aanzien van de alternatieve

prestatiemaatstaven die ze wel en niet rapporteren. Zorgen bij diverse toezichthouders en de

hieruit voortkomende Amerikaanse SEC regelgeving hebben geleid tot een daling van de

rapportage van alternatieve prestatiemaatstaven in de VS. Echter, onderzoek laat gemengde

resultaten zien over de vraag of deze reductie in de rapportage van alternatieve

prestatiemaatstaven de overall kwaliteit en betrouwbaarheid van informatie voor analisten en

investeerders heeft verbeterd.

De introductie van IFRS in 2005 leidde tot verdergaande discussies in de EU met betrekking tot

inconsistenties in de presentatie van de verschillende prestatiemaatstaven in de geconsolideerde
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jaarrekening. Men vreesde dat het ontbreken van gedetailleerde modellen onder IFRS zou leiden

tot een toename van het gebruik van alternatieve prestatiemaatstaven. De door onder

toezichthouders en academici geuite zorgen zijn echter voornamelijk gebaseerd op anekdotische

aanwijzingen en Amerikaans onderzoek. De EU financiële markt- en rapportageomgeving wijkt

echter af van die in de VS, met name waar het de EU code law landen (‘het Europese vaste land’)

betreft. Onderzoek van dit verschijnsel in de EU is beperkt en grotendeels gericht op individuele

landen binnen de EU en met name op het Verenigd Koninkrijk wat een common law achtergrond

heeft.

In code law landen is externe verslaggeving historisch gericht op crediteuren en fiscale

doeleinden. In common law landen is externe verslaggeving historisch primair bedoeld voor een

meer verspreide groep aandeelhouders. Ik vind significante verschillen in het gebruik van

alternatieve prestatiemaatstaven tussen code law landen en common law landen, met name met

betrekking tot het type alternatieve prestatiemaatstaven dat wordt gebruikt. Deze historische

verschillen leiden tot significant meer gebruik van EBITDA en vergelijkbare maatstaven in code

law landen (dan in common law landen) en significant meer gebruik van genormaliseerde

alternatieve prestatiemaatstaven in common law landen (dan in code law landen). Deze verschillen

worden eerder verklaard door de historische achtergrond van deze landen dan door huidige

verschillen in institutionele factoren. De resultaten zijn niet eensluidend ten aanzien van de vraag

of de introductie van IFRS een significante impact heeft gehad op de rapportage van alternatieve

prestatiemaatstaven. De resultaten duiden erop dat de historische institutionele achtergrond en

basis nog steeds een belangrijke invloed heeft op de rapportage van alternatieve

prestatiemaatstaven. Dit wordt slechts in beperkte mate beïnvloed door het gelijkstellen van

verslaggeving grondslagen en andere harmonisatiepogingen zoals de invoering van IFRS.

Daarnaast zal behandeling van ondernemingen uit de EU als een homogene groep bij het
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onderzoeken van (aspecten van) de rapportage van alternatieve prestatiemaatstaven waarschijnlijk

leiden tot onjuiste interpretatie van resultaten, zelfs als wordt gecontroleerd voor huidige

institutionele of governance factoren. Om tot betrouwbare conclusies te komen dient onderscheid

gemaakt te worden naar soort alternatief winstbegrip en tussen code law landen en common law

landen.

Ik vind ook aanwijzingen voor strategisch gebruik van alternatieve prestatiemaatstaven door EU-

ondernemingen. EU-ondernemingen rapporteren een alternatieve prestatiemaatstaf significant

vaker indien deze maatstaf ze helpt om een strategische resultaatgrens te behalen indien deze

grens op basis van het netto resultaat wordt gemist. Ik interpreteer dit als strategisch gebruik van

deze alternatieve prestatiemaatstaven. Analisten en investeerders moeten zich bewust zijn van

deze strategische motieven. Wanneer strategische motieven voor het management aanleiding

zouden kunnen zijn voor het rapporteren van een specifieke alternatieve prestatiemaatstaf, zullen

analisten en investeerders het gebruik van prestatiemaatstaven nauwkeurig dienen te onderzoeken

voordat zij hierop hun beslissingen baseren.

Strategische motieven verklaren de rapportage van alternatieve prestatiemaatstaven in zowel code

law landen als common law landen. Ondernemingen in de EU rapporteren significant vaker

alternatieve prestatiemaatstaven als dit ze helpt om een strategische resultaatgrens te behalen die

ze op basis van netto resultaat missen en dit interpreteer ik als strategische gebruik van

alternatieve prestatiemaatstaven. Echter, voor bepaalde resultaatgrenzen zijn strategische motieven

belangrijker in common law landen waar ondernemingen over het algemeen meer aandeelhouders-

georiënteerd zijn. In tegenstelling tot door onder andere toezichthouders en academici geuite

zorgen, tonen mijn onderzoeksresultaten geen toename in strategisch gebruik aan als gevolg van

de introductie van IFRS. Deze bevinding zou een deel van de zorgen met betrekking tot de huidige
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flexibiliteit ten aanzien van presentatie van resultaten in de jaarrekening onder IFRS moeten

wegnemen en kan verder richting geven aan discussies in het lopende IASB en FASB project voor

de ontwikkeling van een nieuwe standaard met betrekking tot jaarrekeningpresentatie.

De algemen conclusie in hoofdstuk 4 dat strategische overwegingen het rapporteren van

alternatieve prestatiemaatstaven beïnvloedt voedt het debat over de vraag of het rapporteren van

alternatieve prestatiemaatstaven aan banden gelegd of zelfs verboden zou moeten worden.Het feit

dat ondernemingen mogelijk strategische motieven hebben om een bepaalde prestatiemaatstaf te

rapporteren betekent echter niet dat de gerapporteerde informatie irrelevant is en het beperken van

het gebruik van alternatieve prestatiemaatstaven zou ertoe kunnen leiden dat relevante informatie

wordt onthouden van de stakelholders. In hoofdstuk 5 onderzoek ik daarom de relevantie van de

door EU ondernemingen gerapporteerde alternatieve prestatiemaatstaven. Op basis van dit

onderzoek kom ik tot de conclusie dat de door EU-ondernemingen gerapporteerde alternatieve

prestatiemaatstaven relevant zijn voor het voorspellen van de toekomstige kasstromen van de

onderneming. Indien informatie over alternatieve prestatiemaatstaven wordt toegevoegd aan de

informatie over het nettoresultaat dan helpt dit gebruikers om de toekomstige kasstromen

significant beter te voorspellen. De beslissing om een alternatieve prestatiemaatstaf te rapporteren

lijkt echter niet primair gedreven te worden door de relevantie van de prestatiemaatstaf. De

additionele informatie die de alternatieve prestatiemaatstaf geeft, is namelijk niet significant groter

voor ondernemingen die de maatstaf rapporteren dan voor ondernemingen die dat niet doen.

Bovendien vind ik geen overtuigende aanwijzingen voor een lagere informatiewaarde van

alternatieve prestatiemaatstaven bij ondernemingen die een strategisch motief hebben om de

maatstaf te rapporteren. Hoewel strategische motieven de beslissing om een maatstaf te

rapporteren eerder lijken te beïnvloeden dan relevantie als motief, dan toch leidt dit tot

verstrekking van relevante informatie aan gebruikers. Op basis van deze bevindingen ligt het meer
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voor de hand om sceptisch te zijn ten opzichte van ondernemingen die bepaalde alternatieve

prestatiemaatstaven niet rapporteren dan ten opzichte van ondernemingen die dat wel doen.

Alles bij elkaar concludeer ik dat de rapportage van alternatieve prestatiemaatstaven de financiële

informatie verrijkt en dat zorgen over strategisch rapportage gedrag het opleggen van restricties

aan het rapporteren van alternatieve prestatiemaatstaven niet rechtvaardigen. Een meer passende

reactie zou zijn om ondernemingen te verplichten om zowel een genormaliseerde prestatiemaatstaf

te rapporteren als een prestatiemaatstaf die afschrijvingen buiten beschouwing laat. Dit voorkomt

dat strategische motieven invloed hebben op het type prestatiemaatstaf dat wordt gerapporteerd

aan de gebruikers van de jaarrekening. Tegelijkertijd wordt zo gewaarborgd dat de verstrekking

van relevante informatie aan hen wordt gecontinueerd.
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