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Abstract

Research Question: Whether the adoption of IFRSs has led to the harmonization
and comparability of Baltic listed companies’ cash flow statements? Motivation:
Baker and Barbu (2007) have marked that the adoption of IFRSs in EU is the new
phase of international harmonization. However, IFRSs still provide flexibility to
financial statement preparers when applying the standards due to explicit options,
discretion in interpretation and the need for estimates (Wehrfritz & Haller, 2014).
Measuring the extent to which financial reports of companies are comparable is an
important topic. Our research applies H-index and C-index for measuring
harmonization of Baltic listed companies’ cash flow statements. Idea: We examine
the problem of harmonization cash flow statements. Data: The sample contains all
companies (in total 33) listed on Nasdaq Baltic market for years 2010-2017. Tools:
To measure harmonization and comparability of financial reports H-index for each
country was found. C-index was used for finding overall, within-country and
between-country harmonization. Findings: While there is a longitudinal consistency
in classification choice within each company, there is no consistency among the
companies in interest received and paid. Dividend treatment is more consistent and
harmonized. Users of financial reports should not expect comparability of cash flow
statements of Estonian, Latvian and Lithuanian companies, despite the existence of
a single stock exchange, cross-border cultural and economic similarities and de jure
harmonization of accounting standards. Contribution: This paper contributes to
IFRSs impact analysis, and specifically harmonization and comparability literature,
by providing comparative results for Estonia, Latvia and Lithuania in financial
statement preparers’ classification judgement.
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1. Introduction

Accounting is complex socio-economic activity that has been an integral part of
human civilization for over 4000 years. It is the language of business, which provides
quantitative information about companies that is intended to be useful for decision
making by stakeholders. The increased globalization of business coupled with
improvement in technology, has led to globalization of capital markets and increased
international investment, which calls for international accounting practices
harmonization. At the same time, there have been impediments in achieving
harmonization, due to cultural and economic differences among countries. The use
of IFRSs is a major reporting issue worldwide and has been a subject of extensive
academic research, as understanding the impact of IFRSs on company’s accounting
process is important for accountants, auditors, corporate management, investors,
lenders, financial analysts, regulators.

The adoption of IFRSs in EU in 2005, following Regulation No. 1606/2002 (also
called “TAS-Regulation”) aimed to increase the comparability of publicly traded
companies’ annual reports and is said to have marked the new phase of international
harmonization (Baker & Barbu, 2007). However, IFRSs still provide flexibility to
financial statement preparers when applying the standards due to explicit options,
discretion in interpretation and the need for estimates (Wehrfritz & Haller, 2014).
Therefore, differences can still be found in IFRSs application from one company to
another as well as from country to country. This led to discussion whether IFRSs are
applied consistently and whether “de-jure standardization of accounting rules of
group accounts of publicly-traded companies in the EU has also let to de-facto
harmony” (Wehrfritz & Haller, 2014: 196). IFRS application in Central and South-
Eastern European countries is discussed by Albu and Albu (2014).

Measuring the extent to which financial reports of companies are comparable is an
important topic and deserves the attention of researchers, standard setters and
practitioners (Taplin, 2011). Measuring harmony refers to the extent to which
different companies use the same accounting method. If policy makers desire
harmonization, then it is valuable to quantify the extent to which harmonization has
occurred. Taplin (2011) argues that quantifying the extent to which company
statements are comparable is valuable even without a formal theoretical framework.
The comparability in accounting methods used increases, as companies concentrate
more on one alternative method, and Herfindahl or H-index (Roberts, et al, 2008)
can measure this concentration.
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Nobes (2006) argues that country specific factors, such as legal system, national
financing system, national accounting regime and national culture, may still be
relevant in IFRSs reporting, as it influences accountants and their judgements on
how the rules are applied. In the recent years, the issues of comparability are of
increasing interest to accounting researchers, practitioners and regulators, because
of a widespread adoption of IFRSs, the main goal of which is increased quality and
comparability of financial reports.

Cash flow statement or Statement of cash flows is a third principal financial
statement in corporate financial reports. It presents cash inflows and outflows during
a period from operating, investing and financing activities. The information about
cash flows of an entity is useful in providing the users of financial statements with
basis to analyze company’s ability to generate cash and needs for the use of cash.
Cash flows from operating activities (CFOA) are interpreted as ability of a company
to maintain its current operations while funding future growth. Cash flow and
particularly CFOA is used as a basis for business valuation, contracting, and
financial analysis (Gordon et al., 2017). Extensive literature focuses on classification
shifting in profit or loss statement and balance sheet (statement of financial position),
while less focus has been on classification shifting in cash flow statement, prior to
IFRSs (Lee, 2012; Gordon et al., 2017). Specifically in terms of cash flow statement,
IAS 7 gives financial statement preparers flexibility and allows to classify interest
received, interest paid, dividends received and dividends paid as either operating,
investing or financing activity, provided they are classified consistently from period
to period (IAS 7.31).

This paper contributes to IFRSs impact analysis, and specifically harmonization and
comparability literature, by providing comparative results for Estonia, Latvia and
Lithuania in financial statement preparers’ classification judgement under IFRSs. To
the authors’ knowledge, all previous researchers have focused on the “old EU” states
and no such analysis has been done for the Baltic countries. The study is also
beneficial for the users of financial statements, as it draws attention to the fact that a
single set of rules does not guarantee similar treatment of items in cash flow
statement. Further, it points out that with widespread IFRSs adoption there is a risk
that investors are misled into believing that there is more uniformity in reporting,
than there actually is in practice (Ball, 2006).

The paper is organized as follows. Section 2 provides literature review and develops
hypotheses. Section 3 discusses data and research design. Section 4 presents the
findings and discussion of the empirical results. Section 5 concludes the paper.

2. Literature Review
2.1 Concept of accounting harmonization

Over the past decades there were numerous efforts made by legislators and
accounting standard setters to reduce the number of different accounting treatments
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used to account for a particular transaction. To some extent, it has been caused by
the perceived needs of capital markets and was intended to facilitate comparison of
financial statements of different companies within a country and between countries.
To evaluate the success of those harmonization efforts a number of indicators have
been devised.

It is important to start with distinguishing the two terms used in international
accounting research: “harmonization” and “standardization”. The terms tend to be
used loosely in accounting literature (Tay & Parker, 1990), when referring to the
efforts required to ensure that similar transactions and events are accounted in a
uniform way wherever they took place of were reported. Harmonization is a process
by which accounting moves away from diversity in practice, with ending result of
state of harmony when all companies use only one of the available methods of
accounting, or a very limited number of methods. Proponents of this system argue
that harmonization can be achieved through natural processes of changes in culture,
economic growth, international trade, etc., which causes national accounting
regulators to imitate each other’s practices. Some authors refer to de facto or material
harmonization, which entails increase in comparability and de jure or formal
harmonization, which covers harmonization of regulations. Formal harmonization
could lead to material harmonization but could also cause dis-harmonization, if the
new standards allow for more options (Canibano & Mora, 2000; Tay & Parker,
1990). Standardization is the process by which all companies agree to follow the
same or very similar accounting practice, resulting in a state of uniformity. This
process, as opposed to harmonization, is more formal and requires regulatory
involvement to ensure compliance (Roberts et al., 2008).

The main benefits of harmonization include increasing comparability of financial
reports prepared in different countries and providing international investors with
decision-useful information, removing barriers for international capital flows by
reducing differences in financial reporting requirements for international capital
market participants, and reducing financial reporting costs for multinational
companies.

The notion of harmony, under this view, is that the process will lead to a situation of
maximum harmony with respect to a particular financial statement item when all
companies in all countries use the same accounting method. Consequently,
harmonization studies are concerned with the similarity of accounting practices of
companies.

Harmonization indices are commonly calculated to report the level of harmony of
accounting practices. Aisbitt (2001) refers to multiple authors (e.g. Nair & Frank,
1981; Doupnik & Taylor, 1985; McKinnon & Janell, 1984) and states that early
attempts to measure harmonization used descriptive statistics and variance analysis
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to evaluate the success of standards (Aisbitt, 2001). Research that is more recent has
developed from the work of van der Tas (1988) who suggested quantifying the
degree of harmony of financial reporting practices with the Herfindahl index (H-
index) of industrial concentration. H-index is calculated by weighting the relative
frequencies of the alternative options against each other. Thus, high relative
frequencies have higher weighting and H-index raises when the methods companies
are choosing concentrate more on one or a limited number of alternatives. H-index
can fluctuate between 0 (no harmony, infinite number of alternatives with same
frequency) and 1 (all companies use the same method) (van der Tas, 1988).

Since the indices do not allow for complete comparability of financial reporting
practices, van der Tas has created a comparability index (C-index). Expanded
version of C-index even allows considering situations where information published
in footnotes is reprocessed and appears in financial reports. Archer et al. (1995;
1996) propose that international harmony means, all companies would select all
other things being equal, a given accounting method. They explore the mathematics
of C-index and show how it can be decomposed into within-country and between-
country comparability indices. The C-index has been considered the most reliable
way of measuring the extent of harmonization but criticisms have been raised as
well. Tay and Parker (1990) draw attention to the limiting factors in index
interpretation, as when several values of indices are calculated under different
circumstances, it is not clear whether observed differences are due to different
degrees of harmony or due to sampling variation. Baker and Barbu (2007) quote
Krisement (1997) who argues that a number of observations affect C-index and
criticizes decomposed index of Archer et al., because the sum of within-country and
between-country indices did no equal the overall global C-index (Baker & Barbu,
2007).

2.2 IFRSs and harmonization

Accounting comparability is perceived as a key factor of informative financial
reporting and a necessary condition for achieving a common market in EU. It leads
to benefits for report users through improvements in information quality and
quantity, as well as lower information obtaining costs. It also contributes to more
efficient capital market resource allocation and more effective performance
evaluation by managers (De Franco et al., 2011). The importance of financial
statement comparability across companies is underscored in valuation techniques,
such as price multiples, which are extensively used by investment banks and
institutional investors. Consequently, standard setters position comparability as a
central feature of the financial reporting system. International Accounting Standards
Board (IASB) and Financial Accounting Standards Board (FASB) have listed it as
most important property of financial accounting information. IFRS Conceptual
Framework (QC4) states “if financial information is to be useful, it must be relevant
and faithfully represent what it purports to represent. The usefulness of financial
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information is enhanced if it comparable, verifiable, timely and understandable”
(IFRS CF QC4). Later in the text, the concept of comparability is expanded and
defined as “qualitative characteristic that enables users to identify and understand
similarities in, and differences among, items. Unlike the other qualitative
characteristics, comparability does not relate to a single item. A comparison requires
at least two items”. Standard setters also note “Comparability is not uniformity. For
information to be comparable, like things must look alike and different things must
look different. Comparability of financial information is not enhanced by making
unlike things look alike any more than it is enhanced by making like things look
different” (IFRS CF Q21-23) and that “Consistency, although is related to
comparability, is not the same. Consistency refers to the use of the same methods for
the same items, either from period to period within a reporting entity or in a single
period across entities” IFRS CF Q21-23).

Prior research by Barth et al. (2008), Barth et al. (2012), Ball (2006), and Nobes
(2006) have evaluated the feasibility of convergence to IFRSs, namely potential
advantages of producing more accurate, timely and complete financial information,
removing international differences in accounting standards and eliminating
information impediments for global capital markets. Mandatory IFRSs adoption in
EU for all listed companies has provided researchers with possibility of analyzing
domestic standard influence over IFRSs. Proponents of IFRSs argue that a shared set
of standards would make it easier to compare the financial performance of
companies across different countries, and should lead to de jure harmonization.

Arguments suggesting that mandatory IFRSs adoption is beneficial for stakeholders,
comes from the premise that IFRSs reporting increases transparency and improves
comparability of financial reporting. It is reflected in European Commission’s
justification for mandatory IFRSs:

1) The establishment of a single set of internationally accepted high quality financial
reporting standards (as compared to many different local standards in force),
especially for the companies listed on financial markets.

2) Tocontribute to the efficient and cost-effective functioning of capital market. The
Commission’s goals is to protect investors, by maintaining confidence in the
financial markets, which would then reduce the cost of capital for firms in the
EU.

3) To increase the overall global competitiveness of companies within EU and
thereby improve the EU economy (Jeanjean & Stolowy, 2008).

On the other hand, there is evidence that accounting standards play only a limited
role in determining the quality of financial reporting. Because application of
accounting standards involves considerable judgement and the use of private
information, which allows management to have substantial discretion (Jeanjean &
Stolowy, 2008). Lang et al. (2010) compare 21 countries with mandatory IFRSs and
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conclude that earning comparability does not improve for IFRSs adopters as
compared to non-adopters. Barth et al. (2008) argue that IFRSs might even reduce
accounting quality for two reasons: one, IFRSs would eliminate accounting
alternatives that most appropriate for specific company and second, because IFRSs
is principles-based and lacks detailed implementation guidance, it affords
management with greater flexibility (Ahmed et al., 2013).

Therefore, the key question is whether adoption of IFRSs leads to harmonization and
better comparability of financial reports. The comparability issue is one of the major
arguments for IFRSs, and is founded on belief that IFRSs reporting makes it less
costly for investors to compare companies across markets and countries (Armstrong
et al., 2010). Barth et al. (2008) suggest that the cost of country’s investors becoming
accounting experts for another country is reduced when GAAPs of the two countries
become more similar, which is further supported by Horton et al. (2013), stating that
analysts’ forecast accuracy improves after mandatory IFRSs adoption for analysts
covering companies reporting under multiple standards earlier.

The ultimate goal of IFRSs adoption and accounting systems harmonization is to
provide financial markets with high quality information, improving their efficiency,
lowering the cost of capital, and increasing the opportunities for capital access to
companies.

2.3 Prior studies on measurement of harmonization

Numerous studies deal with harmonization. Tay and Parker (1990) have
distinguished between de jure and de facto harmonization, defining the former as
harmonization of rules and standards, and the latter as harmonization of actual
practice. Van der Tas (1988) defined de jure harmonization as formal harmonization
and de facto harmonization as material harmonization. The harmonization in
financial reports refers to the degree of disclosure or to the accounting method
applied, which is referred to as measurement harmonization.

Formal harmonization would normally lead to material harmonization (Canibano &
Mora, 2000). De facto harmonization in prior studies is measured using H-index, C-
index (van der Tas, 1988), C-index (Archer et al., 1995). Many studies have
examined similarities and differences in international financial reporting, with focus
on harmonization of accounting practices (Archer et al., 1995; Tay & Parker, 1990;
van der Tas, 1988) and have concluded there was a lack of harmonization in either
measurement or disclosure practices within and among countries studies. Aisbitt and
Nobes (2001), Hoarau (1995), Roberts et al. (2008) and Haller (2002) documented
the development of de jure harmonization via EU directives and identified a shift
towards convergence with IFRSs. Canibano and Mora (2000) focus on accounting
practices of European “global players” using C-index and find evidence of
“spontaneous harmonization” during the 1990s, but conclude that formal
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harmonization associated with Directives was not sufficient. Aisbitt (2001) uses
C-index and finds evidence of harmonization between Nordic countries in 1990s,
but also identifies instances of deharmonization.

Extensive research has been done on the results of IFRSs adoption globally.
Mandatory adoption of IFRSs for EU listed companies from 2005 has further
accelerated such research, as it has provided a unique setting, due to economic
integration of countries within EU into single market. Nobes (2006) summarizes pre-
IFRSs national accounting differences literature and raises a question whether these
differences will survive after transition to IFRSs. Ball (2006) calls for caution when
assuming uniformity in IFRSs based financial reports, because incentives for
preparers (managers) and enforcers (auditors, courts, regulators, politicians, analysts
and rating agencies) still remain local. Barth et al. (2006) provide evidence that
adoption of IFRSs has improved accounting quality. Lang et al. (2010), using
methodology of De Franco et al. (2011) have documented increases in earnings
similarity but not accounting comparability after IFRSs adoption. They even argue
that greater uniformity of IFRSs adoption may have negative effect on usefulness of
accounting information, as it prohibits from taking into consideration firm, industry,
and country specifics.

Li (2010) documents lower cost of capital for EU companies after mandatory IFRSs
adoption and argues that both increased disclosure requirements and improvement
in comparability contribute to her findings. Armstrong et al. (2010) argue that
uniform accounting standards are likely to improve information comparability
among companies, which in turn should reduce to the cost of equity capital.
Armstrong et al. also propose that investors react positively to adoption of IFRSs as
they expect “positive cash flow effects” (2010: 40), which result from lower cost of
information obtaining and reduced possibilities for management manipulation due
to greater transparency.

On the other hand, there is a fear that investors might react negatively, as they can
perceive uniform IFRSs adoption as a failure to accommodate adequately regional
economic, political and accounting issues (Armstrong et al., 2010). Yip and Young
(2012) address the above issue by investigating 17 EU countries using three proxies
for information comparability (similarity of accounting functions, degree of
information transfer and similarity of information content of earnings) and conclude
that comparability improvement is more likely among firms from similar
institutional environments. Barth et al. (2012) used three dimensions of accounting
quality (earnings smoothing, accrual quality and earnings timeliness) to evaluate
comparability of IFRSs based and US GAAP based figures and have concluded, that
IFRSs adoption has indeed led to greater comparability. Danske et al. (2008) provide
support for IFRSs adoption through positive capital market reaction to voluntary
IFRSs adoption. Ahmed et al. (2013) measure effects of IFRSs on three groups of
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accounting quality metrics: income smoothing, reporting aggressiveness, and
earnings management to meet targets, and find a significant increase in aggressive
reporting of accruals and no reduction in earnings-management following IFRSs
adoption. Horton et al. (2013) have investigated whether increase in forecast
accuracy after IFRSs adoption was attributable to higher-quality information and
comparability or to the fact that IFRSs give managers greater opportunities to
manipulate their earnings and thus meet the forecasts, and find that it is mainly due
to earnings manipulation. In Baltic countries, accounting harmonization
measurement has been discussed in Strouhal et al. (2011a; 2011b).

2.4 Cash Flow Statement

The balance sheet and profit or loss statement have been required statements for
years, but the cash flow statement has been formally required in the United States
and New Zealand only since 1988. The International Accounting Standards Board
issued International Accounting Standard 7 (IAS 7) in the year 1992, and cash flow
statements became integral part of financial reports for listed companies in 1994.

IAS 7 requires companies to present cash flow statement as integral part of its
primary financial statements from 1994, along with balance sheet, statement of profit
and loss and other comprehensive income, and statement of changes in equity. Since
introduction, the cash flow statement has been a valuable tool for business valuation:
owners of the company use it to analyze return on investment, managers use it to
highlight strengths of companies, suppliers and creditors use it to judge payment
capacity of companies. Some analysts even consider cash flow statement more
important and informative than profit or loss statement, because they believe cash is
less susceptible to manipulation.

According to IAS 7, the cash flow statement is prepared as follows:

Operating activities are the main revenue producing activities of the entity,
and include cash received from customers and cash paid to supplies and employees
(IAS 7.14).

Investing activities are the acquisition and disposal of long-term assets and other
investments that are not considered cash equivalents (IAS 7.6).

Financing activities are activities and alter the equity capital and borrowing
structure of the entity (IAS 7.6).

For the preparation of cash flows from operating activities section, direct method is
encouraged but the indirect is also acceptable (IAS 7.35)

CFOA are interpreted as ability of company to maintain its current operations while
funding future growth. Cash flows and particularly CFOA are used as a basis for
business valuation, contracting, and financial analysis (Gordon et al., 2017).
Extensive literature focuses on classification shifting in profit or loss statement and
balance sheet, while less focus has been on classification shifting in cash flow
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statement, prior to IFRSs (Lee, 2012; Gordon et al., 2017). US GAAP requires
classification of interest paid, interest received, dividends paid, and dividends
received as part of operating cash flows. IFRSs, on the other hand, give financial
statement preparers more flexibility and allows to classify interest paid and received
and dividends received and paid as either operating, investing or financing activity,
provided they are classified consistently from period to period (IAS 7.31).

Prior research indicates that format of cash flow statement is important for
regulators, auditors and other users of financial statements (Hollie et al., 2011).
Therefore, the effects of classification flexibility of cash flows mater as both IASB
and FASB promote that financial information should enable financial statement
users to assess entity’s liquidity and solvency, compare performance and make
predictions (Gordon et al., 2017). Several authors (Jones et al., 1995, Mills &
Yamamura, 1998) suggest that cash flow statement figures are more important than
figures shown in other financial statements. Nurnberg (2006) also suggests that
CFOA are important not only because they are used in fundamental analysis, but
also because they are used as a measure of corporate performance that can be
superior to net profit.

The importance of cash flow statement has significantly increased since accounting
scandals in early 21* century. Cash flows from operating activities are considered
the most important for investors and creditors, as they come from the main revenue-
producing activities and are more sustainable than cash flows from investing and
financing activities (Baik et al., 2016). Atwood et al. (2011) have investigated the
relationship between adoption of IFRSs and reliability of future cash flows. Their
findings indicate that if IFRSs flexibility is used to disclose more private
information, earnings reported under IFRSs are “more persistent and more closely
associated with future cash flows than earnings reported under US GAAP” (Atwood
et al., 2011, p. 107). Gordon et al. (2017) examine managerial incentives to inflate
CFOA and conclude that interest paid is commonly used CFOA increasing item.

Considering prior research, it can be concluded that the net effect of adopting of
IFRSs on accounting harmonization is still uncertain. The transparency and
comparability arguments suggest that financial reports quality should improve. On
the other hand, other influencing factors such as incentives of management and
institutional factors, show that it is not necessarily the case.

2.5 Research Gap

This paper contributes to the international accounting research by focusing on
consequences of IFRSs adoption and harmonization of financial reporting, namely
effects on cash flow statement arising from different classification of interest and
dividends by the listed corporations in Estonia, Latvia and Lithuania. The paper

316 Vol. 18, No. 3



Comparability of cash flow statements: Evidence from Baltic Countries

builds on literature for effects of mandatory IFRSs adoption on financial reporting
and provides evidence that more flexible financial reporting standards are likely to
increase managerial opportunism in classification shifting. It results in non-
comparability of cash flow statements, thus showing that intended goal of
harmonization by IFRSs has not been achieved, yet. Moreover, while majority prior
research focuses on income classification shifting, this paper shows that
classification shifting is also present in cash flow statement.

2.6 Hypothesis development

Previous research indicates that it is important to distinguish between accounting
rules (de jure harmonization) and application of those rules in practice (de facto
harmonization) (Wehrfritz & Haller, 2014).

Estonia, Latvia and Lithuania are countries within a Baltic region, which have long
historical and cultural connections and are often viewed as one market. After
regaining of independence in 1990s, the countries carried out major economic
reforms and as a result have been classified as developed economies: Estonia from
year 2011, Latvia from year 2014 and Lithuania from year 2015. The countries of
Estonia, Latvia and Lithuania have been rather proactive in adoption of mandatory
IFRSs for listed companies, with many listed companies using early adoption option
for IFRSs.

Nobes (2006) has summarized numerous reasons for national versions of IFRSs
implementation practice and has provided a theoretical framework for analysis. His
framework has been used in numerous empirical testing of IFRSs adoption effect
both in Europe and other countries (Wehrfritz et al. (2012) on Germany vs UK;
Kvaal and Nobes (2010) on Australia, France, Germany, Spain and UK; Zeff and
Nobes (2010) on Australia; Baik et al. (2016) on Korea). As Baltic countries were
not included in such research previously, Nobes (2006) and Nobes (2013) framework
will be used for hypothesis development. Nobes (2006) identifies the following
major causes for lack of harmonization under IFRSs: (1) Different versions of IFRSs
due to different endorsement, (2) different translations of IFRSs, (3) Gaps in IFRSs,
(4) Explicit options in IFRSs, (5) Covert options in IFRSs, (6) transition or first-time
adoption of IFRSs and (8) imperfect enforcement of IFRSs. In case of Estonia, Latvia
and Lithuania, public companies are traded on the joint stock exchange, thus
information requirements form capital markets are the same. All three countries are
member states of the EU, thus same directives concerting IFRSs have been adopted.
As of 2003, IFRSs have been permitted to be used by almost all business entities in
Estonia. From January 1, 2005, IFRSs have been mandatory for all listed companies,
credit and financial institutions, insurance companies (Alver & Alver, 2017).
Lithuania and Latvia have mandatory IFRSs for listed companies from 2005.
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Similarity of counties is further supporter by Borker IFRSs orientation index. Borker
(2015) has developed a IFRSs orientation index, based on Hofstede’s Four
Dimensions and Gray Accounting values. According to his findings Estonia, Latvia
and Lithuania are rather similar, with Estonia and Latvia scoring 67 points, while
Lithuania 64, which places countries along Sweden, Finland and Germany (Borker,
2015).

In view of the above, hypothesis of the paper is:

There is harmonization in cash flow statements within and among listed Baltic

States’ companies.

To achieve the aim of the article, the authors have raised the following research

questions:

e What choices companies make for presentation formats of cash flow statement?

e What choices companies make for classification of interest received and interest
paid?

e What choices companies make for classification of dividend received and
dividend paid?

3. Research methodology

To quantify the degree of uniformity of practices adopted by companies, C-index
proposed by van der Tas (1988) has been applied. The use of the index implies that
maximum harmony is reached when all the companies in the sample select the same
alternative. For purposes of this study a sample of is 100% of listed companies on
Baltic Nasdaq is used, which eliminates the bias of sample over population (Taplin,
2011). These are companies with very similar characteristics as they operate in
international context and the characteristics of users of their financial statements are
similar independently of their national context. For this purpose, C-index is
considered as the most suitable for the measurement of harmony level. Following
Archer et al. (1995, 1996) C-index is broken down to within-country and between-
country indices.

3.1 Data collection and Sample

Research population consisted of 33 public companies. The sample contains all
companies that are listed on Nasdaq Baltic market, which includes stock exchanges
in Tallinn, Riga and Vilnius. For each observation in the sample, financial statements
of the company are retrieved from NASDAQ website (www.nasdagbaltic.com) for
years 2010-2017. The period allows eliminating extraordinary classification due to
mandatory first time adoption of IFRSs and also allows observing consistency of
classification items in cash flow statements.
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Data was sourced from secondary sources: Annual Consolidated Financial
Statements of companies, namely Cash Flow Statements.

Estonia: 100% listed companies, 15 in total.

Latvia: 100% listed companies, 5 in total.

Lithuania: 100% listed companies, 13 in total.

In general, companies in such specific sectors as banking and insurance are subject
so specific treatments. Therefore, two financial institutions, LHV Group in Estonia
and Siauliu Bankas in Lithuania have been excluded from the sample, leaving 31
observations.

The accounting issues selected for harmonization measurement were: format of cash
flow statement, interest paid and received classification, dividends paid and received
classification. The reason for selecting these specific issues is largely due to the fact
that they are considered among the most controversial in terms of comparability of
cash flow statements (Alver, 2004; Alver, 2005; Alver & Alver, 2011a; Alver &
Alver, 2011b; Atwood et al., 2011; Baik et al., 2016; Barth et al., 2012; Bradbury,
2011; Istrate, 2015; Gordon et al., 2017; Hollie et al., 2011).

4. Results and Discussion

One way to compare financial statements is to measure the extent of similarities of
differences between them, which would allow drawing conclusions, which
statements are most alike and which are most different. The comparability in
accounting methods used increases, as companies concentrate more on one
alternative method, and Herfindahl or H-index (Roberts, et al., 2008) can measure
this concentration.

H-index is:

> pE

where: pi — the proportion of companies using accounting method i;
n — the maximum number of possible methods that can be used.

H-index can vary from low 1/n when companies use various methods, to a high of
1.00 when all companies use the same method. The downside of H-index is that is
does not provide information on one-to-one relationship between popularity of
alternative methods, thus interpretation could be ambiguous.

C-index, developed by van der Tas in 1992 and adjusted by Archer et al. in 1995,
considers proportion of companies that use each accounting method and thus looks
at a number of financial statements that are compatible with each other (Roberts,
2008).
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C-index is:
X(nix(ni—1))
N x(N-1) '
where: n; —number of companies using method i
N — the total number of companies.

The basic C-index measures direct comparability of reported accounting numbers
which are treated as comparable only if the same accounting method is used by any
two companies and does not take into account supplementary information which may
assist the user to make adjustments to achieve comparability (Archer et al., 1995).

Both H-index and C-index are popular measures of comparability, or harmony, of
financial reports. C-index can be used to measure international harmony, defined as
comparability of financial reports regardless of country of origin (called “between-
country” harmonization). It provides answers to questions regarding harmonization
level in one country as well as to what extent financial reports are compatible from
one county to another.

4.1 Format of Cash Flow Statement

Cash flows from operating activities section can be prepared using either direct
method (showing cash inflows and outflows) or indirect method (methodologically
reversing effects of accruals from the net profit, using information from profit or loss
statement and balance sheet). Both IASB and FASB consider direct method as
preferred and while most jurisdictions allow the option of either direct or indirect
method, majority of companies choose indirect method of presentation (Bradbury,
2011).

Table 1. Format of Cash Flow Statement

Country Direct method Indirect method
No of Firms % No of Firms %

Estonia 3 21% 11 79%
Latvia 0 0% 5 100%
Lithuania 0 0% 12 100%
C-index

Overall 0.81

Within-country 0.81

Between-country 0.77

Table 1 compares the formats chosen for cash flow statement. As can be seen, 100%
of companies in Lithuania and Latvia use indirect method, while in Estonia 21% use
direct method and 79% indirect method. C-index is rather high, with majority of
companies preferring indirect method.
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4.2 Classification issues

Appendix 1 summarizes classification of interest received and interest paid,
dividends received and dividends paid among Operating, Investing and Financial
Activities by Baltic listed companies. Based on the data, H-index for harmonization
is shown in Table 2.

Table 2. H-index for Baltic Countries

Country/H-index IntR IntP DivR DivP
Estonia 0.76 0.50 0.72 1.00
Latvia 0.52 0.52 1.00 1.00
Lithuania 0.72 0.50 1.00 1.00

Table 2 provides country specific harmonization levels measured with H-index for
each category. As can be seen, there is a high level of country wise harmonization
of dividend treatment, while not so in interest classification. To understand whether
such classification pattern could be influenced by national standards, Table 3
provides national standard requirements (pre-1FRSs) for classification of interest and
dividends in each of the countries.

Table 3. National requirements for classification on Cash Flow Statement

Country CFOA CFIA CFFA

Estonia Interest paid Interest received Dividends paid
Dividends received

Latvia Interest paid Interest received Dividends paid
Dividends received

Lithuania Interest received Dividends paid
Dividends received Interest paid

Classification results show partial correlation with pre-1FRSs requirements for listed
companies. Estonia and Latvia have permitted interest paid to be recorded only in
CFOA, while currently 57% and 40% of companies choose this option. In Lithuania,
on the other hand, national standards have required interested paid to be classified as
cash flows from financing activities (CFFA) only. Currently, only 42% of
companies are using this option, while 58% of companies have shifted classification
to CFOA. It show a major shift of classification with IFRSs adoption. All three
countries have required classifying interest and dividends received as cash flows
from investing activities (CFIA).

Results in Appendix 1 show significant shifts in classification of interest received in
all countries, especially Latvia (with 40% using CFOA option). Dividends received,
continue to be mostly classified as CFIA, resulting in high H-index and following
historical treatment. Under national standards, dividends paid could be classified
only as CFFA and companies continue to use this option, with perfect harmony of
1.0 H-index.
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Therefore, it can be concluded, that IFRSs based financial statements of Baltic listed
companies, do not follow historical traditions for classification of interest paid and
received, while dividends received and paid are classified more persistently over
time. The following sections will provide a more detailed analysis of classification
issues and harmony measurement using C-index for both within-country and
between-country harmonization level.

4.2.1 Interest received classification

Table 4. Classification of Interest received

. s . —_ Financing

Country Operating Activities  Investing Activities Activities
Estonia 3 21% 11 79% 0 0%
Latvia 2 40% 3 60% 0 0%
Lithuania 3 25% 9 75% 0 0%
C-index
Overall 0.68
Within-country 0.70
Between- 0.44
country

As can be seen from Table 4, interest received classification varies among each
country, with Estonian and Lithuanian companies heavily leaning towards
classifying interest received to CFIA (80% and 75% respectively) and CFOA (33%
and 25%). While in Latvia, it is more evenly dispersed, with CFOA classification by
40% CFIA classification by 60%. This distribution also shows that Lithuanian
companies are far more likely to allocate interest received over different cash flow
categories, as 7 companies out of 12 have interest received in both Operating and
Investing Cash Flows. In Estonia, only 3 out of 14 companies use this approach,
while in Latvia, 1 out of 5. None of the companies in the sample has have classified
interest received as part of financing activities. Different approaches used are
reflected in C-index, with within-country harmony being rather high, but dropping
significantly at between-country level. Companies in Estonia, Latvia and Lithuania
are using different treatment for interest received classification on cash flow
statement and harmony index is low.

4.2.2 Interest paid classification

Table 5. Classification of Interest paid

Operating Investing Financing

Country Activities Activities Activities
Estonia 8 57% 0 0% 6 43%
Latvia 2 40% 0 0% 3 60%
Lithuania 7 58% 0 0% 5 42%
C-index
Overall 0.48
Within-country 0.46
Between-country 0.25
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Table 5 shows than in reference to interest paid classification, companies lean
towards classifying it as either CFOA or CFFA, while none allocate it to investing
activities. In this section, Estonian and Lithuanian companies show similar trends,
with 57-58% allocating it to CFOA and 43-42% to CFFA, resulting in average
within-country C-index of 0.46. While in Latvia, proportions are reversed, with more
companies allocating interest paid to CFFA. This is reflected by significantly lower
between-country C-index of 0.25. Companies in Estonia, Latvia and Lithuania are
using different treatment for interest paid classification on cash flow statement and
between-country harmony index is low.

4.2.3 Dividends received classification

Table 6. Classification of Dividends received

Operatin . o Financin

Country A?:tivitiesg Investing Activities Activitieg
Estonia 0 0% 4 29% 1 7%
Latvia 0 0% 1 20% 0 0%
Lithuania 0 0% 9 75% 0 0%
C-index
Overall 0.88
Within-country 0.90
Between-country 0.83

Table 6 provides summary of dividends received classification. Before looking at
differences in dividend received classification, it should be noted that frequency of
such income is rather different among countries; in Estonian sample 36% of firms (5
out of 14) had dividend income, in Latvia — none, in Lithuania — 75% (9 out of 12
firms). Therefore if to restate the figures to the firms having actual dividend income,
in Estonia 80% (4 out of 5) classify dividends received as CFIA and 20% as CFFA
(1 out of 5), none use CFOA option. While in Lithuanian sample all 100% classify
dividends received as CFIA. Resulting C-index supports that harmonization is
achieved as to dividends received classification.

Companies in Estonia, Latvia and Lithuania are using different treatment for
dividends received classification on cash flow statement, but with most companies
clustering in investing activities. Thus, harmonization level is high.

4.2.4 Dividends Paid classification

Table 7. Classification of Dividends paid

Operating . L Financing

Country Activities Investing Activities Activities
Estonia 0 0% 0 0% 14 100%
Latvia 0 0% 0 0% 5 100%
Lithuania 0 0% 0 0% 12 100%
C-index
Overall 1.00
Within-country 1.00
Between-country 1.00
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Dividends paid is the only homogenous area of classification by Baltic listed
companies — all classified dividends paid as CFFA. Thus, C-index is a perfect 1.00
at both within- and between-country level.

As noted in previous sections, Conceptual Framework stresses that “consistency,
although is related to comparability, is not the same. Consistency refers to the use of
the same methods for the same items, either from period to period within a reporting
entity or in a single period across entities” (IFRS CF Q21-23). The results of study
show that there is a longitudinal consistency of classification by observed companies
for all items under analysis: format of cash flow statement, interest received, interest
paid, dividends received and dividends paid. During the period of observation, some
companies have changed classification for some items, but have thereafter been
consistent. For example, AB Lietuvos Energijos Gamyba has reclassified dividends
received from CFFA to CFIA in 2012; AS Tallinna Vesi has reclassified interest paid
from CFOA to CFFA in 2012. An interesting shift has occurred in AS Merko Ehitus,
company, which has shifted interest received classification from CFIA and now
classifies it over two activities: CFOA and CFIA.

Both dividends received and dividends paid classification has achieved a high level
of harmony intended by IFRSs. However, interest paid and interest received
treatment despite de jure harmonization of the standard, has not resulted in de facto
harmonization.

5. Conclusion

Harmonized accounting standards do not necessarily lead to harmonized accounting
outcomes, if preparers have flexibility in the application. Country-specific factors
may have effect on variation seen in IFRSs reporting across Baltic countries. In this
study, variations in preparation and classification of cash flow statement by listed
companies on Baltic Nasdaq have been examined. Results have revealed the lack of
homogeneity in various accounting areas and show partial support for national
variances in 1AS 7 application for cash flow statement.

Therefore, 1AS 7 flexibility in choices for classification is a two side issue: on one
hand, it should allow for higher quality financial reporting as managers can
incorporate for company specific factors; on the other hand, it reduces comparability
of reports among the companies.

This paper contributes to the accounting literature analyzing the consequences of
IFRSs adoption and reporting. Considering, that more than 120 countries have
already adopted IFRSs, this research has practical application for the business
analysts and international investors. The results show that classification flexibility
allowed under IAS 7 has been used by Baltic Main List companies and has increased
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variation in classification of interest and dividend received and paid. Further research
could focus on the actual effects of such classification flexibility on the cash flow
ratios.

Even if IFRSs are adopted everywhere, there will still be political, cultural and
regulatory influences, which can result in inconsistent application of accounting
standard from one country to another (Grossman et al., 2013). Convergence de facto
is still less certain than convergence de jure, especially for principles based standards
like IFRSs (Ball, 2006).

Users of financial statements find cash flow statement to be useful, especially in
getting information how cash, a vital resource to a business entity, comes into
company and how it is utilized (Petty & Rose, 2009). The results of current study
show that harmonization has been achieved only for some issues under investigation,
like format of cash flow statement, dividends paid and dividends received. Interest
paid and interest received classification has not been harmonized yet. Thus, users of
financial reports should not assume full comparability of cash flow statements for
Estonian, Latvian and Lithuanian firms, despite a single stock exchange, cultural and
economic similarities and de jure harmonization of accounting standards.

The results of current study show that users of financial reports cannot expect
comparability of cash flow statements for Estonian, Latvian and Lithuanian
companies, despite the existence of a single stock exchange, cross-border cultural
and economic similarities of countries. Future research should focus on the
significance of such classification variances on financial ratios, and in particular, on
cash flow ratios, as integration of cash flow data with traditional ratios could provide
a superior measure of performance over accrual accounting data alone.
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Appendix 1. Classification of Interest received, Interest paid, Dividends
received and Dividends paid

Cash Flows from Cash Flows from Cash Flows from
Country Operating Activities Investing Activities Financing Activities
(CFOA) (CFIA) (CFFA)

Int Int Div Div Int Int Div Div Int Int Div Div

R p R p R p R p R P R P
Estonia 3 8 0 0 11 0 4 0 0 6 1 14

21 57 0% 0% 79 0% 29% 0% 0% 43 7% 100

% % % % %
Latvia 2 2 0 0 3 0 1 0 0 3 0 5

40 40 0% 0% 60 0% 20% 0% 0% 60 0% 100

% % % % %
Lithuan 3 7 0 0 9 0 9 0 0 5 0 12
ia

25 58 0% 0% 75 0% 75% 0% 0% 42 0% 100
% % % % %
Source: Compiled by the authors from companies’ annual reports
Where:
IntR — Interest received
IntP — Interest paid
DivR — Dividends received
DivP — Dividends paid

Vol. 18, No. 3 329



