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FINANCIAL REPORTING QUALITY MEASUREMENT -
APPROACHES, ISSUES AND FUTURE TRENDS

Zeljana ALTINOVIC BARAC
University of Split, Faculty of Economics, Business, and Tourism
Cvite Fiskovica 5, 21000 Split, Croatia
zbarac@efst.hr

Abstract

Different high-profile corporate scandals worldwide but also in Croatia have highlighted the
crucial importance of credible, high quality financial reporting system. The issue of financial
reporting quality (FRQ) is an important part of the regulatory and supervisory infrastructure, as
well as an activity of great public interest, so it arises a question of its adequate and reliable
measurement. Higher quality of financial reporting brings the more significant benefits to
investors and other financial statement users. As earnings are widely believed to be the single
most important information item provided in financial statements, therefore FRQ is commonly
approximated by earnings quality. Researchers developed a huge range of earnings quality
metrics, such as accruals quality, persistence, volatility, conservatism, etc. but various releases
and restatements from external resources are also used. The aim of this paper and its’ scientific
contribution is two folded: first, to present an extensive review of the most relevant FRQ
measures, including their variations;, and second, to provide a list of their advantages and
disadvantages. Moreover, the suitability of their application in Croatia as a case of bank-
oriented economy with accounting macro-oriented system will be discussed.

Keywords: financial reporting quality, earnings quality, earnings management

JEL classification: M41

Introduction

The importance of financial reporting quality (FRQ) is well acknowledged by academics,
standard setters and market regulators striving to develop appropriate accounting standards and
corporate governance framework. Although the issue of FRQ 1s always actual, it becomes
especially relevant when different financial distresses or corporate scandals (e.g. recent Agrokor
case 1n Croatia) occur.

According to International Financial Reporting Standards (IFRS) Framework, high quality
financial reporting system should provide decision-useful information, which is relevant and
faithfully represents underlying economic reality of the company for capital providers and other
stakeholders in making investment, credit and similar resource-allocation decisions (IASB,
2018). In a literature review on the impact of IFRS on FRQ, Newman, Edmore, Milondzo &
Wadesango (2016) document the benefits of IFRS adoption that implicitly or explicitly improve
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the quality of financial reporting of listed companies in a regulatory capital market. However, the
results differ in the cases of voluntary and mandatory IFRS adoption. Most research document
substantial economic benefits following voluntary adoption, and contrary, evidence show FRQ
decreasing in the case of mandatory IFRS adoption because of earnings management activities.

Although there is a general consensus among academics and practitioners that FRQ is an
important feature of financial reporting process, there is no consensus on its definition and
meaning (Dichev, Graham, Harvey & Rajgopal, 2013). One of the reasons why FRQ is hard to
define is because it is contingent on context of a specific decision model and depends on an
informative representation of underlying financial performance (Dechow, Ge, & Schrand, 2010).
Moreover, FRQ is also affected by the quality of financial statement audit. To be more precise,
DeFond & Zhang (2014) describe these relations using two equations: FRQ = f (AQ, R, I) and
OFRQ/CAQ>0, where financial reporting quality is a function of audit quality (AQ), the quality
of the firm’s financial reporting system (R) which maps its underlying economics into financial
reports, and its innate characteristics (I) which determine its underlying economics. Thus,
achieving high FRQ depends on the integrity of each of the links in the financial reporting supply
chain: managers, accountants, audit committees, external auditors, etc., so it is necessary to
choose adequate and reliable FRQ proxies. Lev (1989) have noticed that earnings are widely
believed to be the single most important information item provided in financial statements, so
FRQ is commonly approximated by earnings quality measures. Dechow & Schrand (2004)
outline that high-quality reported earnings retlect current operating performance, indicate future
performance and accurately annuitize the intrinsic value of the company. Also, inverse
measurement of earnings quality may be used as indicator of earnings management activities.

Review of financial reporting quality measures

Although FRQ is a multidimensional concept without general definition which is difficult to
quantify, researchers primarily use earnings quality as the most representative measure of overall
FRQ. The origins of this concept can be found in Lev’s work (1989), where he introduced the
term “quality” in describing earnings, i.e. decision-usefulness of earnings in the context of equity
valuation. Nowadays the use of terms earnings quality and financial reporting quality has been
extended broadly, and moreover, research on the earnings quality are characterized by continual
attempts at refining the analysis, usually revealing considerable inventiveness and more
sophisticated methodology. This consequently led to wide spread of FRQ proxies, which
according to Francis, LaFond, Olsson, P.M. & Schipper (2004) may be generally classified into
two groups: accounting-based and market-based earnings measures.

Accounting-based attributes use only accounting information for earnings measurement. They
are based on assumption that the role of earnings is correct allocation of cash flows to periods by
using accruals, so earnings of better quality allocate cash flows more etfectively.

Market-based attributes use accounting information as well as market data for earnings
measurement and assume that the function of earnings is to reflect economic income
approximated by stock returns. Therefore, higher quality earnings are closer to stock returns.



Dechow et al. (2010) identified a third group of attributes that use small positive differences
between reported earnings and any benchmark as earnings quality proxy. These measures are
based on unusual clustering (kinks or changes) in the distribution of earnings, and points to
earnings management activities around targets. Thus, lower quality earnings are observations at
or slightly above the targets.

Classification and most relevant FRQ proxies are presented in the picture below and will be
discussed in more detail.

Figure 1. Classification of earnings quality attributes as FRQ proxies
ACCRUAL QUALITY

relation between accruals and
cash flows

ACCOUNTING BASED PERSISTENCE
MEASURES PREDICTIVE ABILITY

VOLATILITY (SMOOTHNESS)

time-series property of earnings

VALUE RELEVANCE
EARNINGS QUALITY
MEASURES MARKET BASED MEASURES measure the decision usefulness

of earnings as a combination of
relevance and reliability

BENCHMARKING TIMELINESS

differences between small CONSERVATISM

earnings and benchmark assess how close are accounting
income and economic income

Source: Author’s adoption according to Francis et al., 2004, Dechow et al., 2010

Accounting-based attributes are divided to accrual quality measure shich is based on a relation
between accruals and cash tlows, and measures that are based on time-series property of earnings
(persistence, predictive ability, and volatility).

Accruals quality and abnormal accruals is the most popular earnings quality measure. Studies
regarding this attribute generally intend to divide accruals into a component that 1s associated
with the company’s fundamental earnings process and into abnormal accruals, which are
assumed to be discretionary (Dechow et.al, 2010). Higher levels of abnormal accruals are
assumed to reduce the quality of earnings because they represent less persistent component of
earnings. However, there 1s no general consensus on how to estimate “normal” levels of accruals
associated with common business activities that generate revenues, so several different models
are used frequently. The basic, Jones (1991) model computes accruals as a function of revenue
growth and property, plant, and equipment, using the following notation: ACCit=0i(1TAit-
1)+ 1i(AREVitTAit-1)+2i(GPPEijtTAit-1)+it , where ACC. 1s total accrual in year 7. GPPE. 1s gross
property, plant, and equipment as reported in the statement of financial position and AREV. is
the change in revenue reported in the statement of profit and loss. All variables are scaled by TA..
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., which 1s total assets, as reported in the statement of financial position in year 7-/. Jones
constructed this model as a tool for earnings management detection, and years after she adjusted
it to exclude growth in credit sales in years flagged as manipulated. Another modification was
made to capture industry specificities, so the cross-sectional modified-Jones model for estimation
of total abnormal accruals may be expressed as DACCijt=ACCijtTAijt-1-0jt(1TAijt-1)+1jt(AREVijt TAijt-
1)+2jt(GPPEIjtTAijt-1), where DACC; is discretionary accrual component and subscript i denotes
each company in the industry estimation portfolios j by two-digit SIC codes. ACC, is total
accruals and GPPE, is gross property, plant, and equipment, all as reported in the statement of
financial position and AREV,; is the change in revenue reported in the statement of profit and
loss. All variables are scaled by TA,., which is total assets at the beginning of the year 7, as
reported in the statement of financial position in the previous year (Dechow, Sloan & Sweeney,
1995). Later, Dechow & Dichev (2002) made the turn from revenues to cash flows and
constructed a measure of accrual quality as the residuals from firm-specific regressions of
changes in working capital (AWC) computed from the statement on financial position items, on
past (t-1), present (t), and future (t+1) operating cash flows (CFO) as reported in the statement of
cash flows, given their purpose to alter the timing of cash flows recognition in earnings, applying
the following equation: AWCi,t=0+1CFOit-1+ 2CFOit + 3CFOit+1+it. In both cases, model’s
residuals are proxies of abnormal accruals, and accrual quality is computed as the standard
deviation of total abnormal accruals. Lower values of accrual quality indicate lower level of
earnings quality and poorer financial reporting quality.

Persistence is one of the measures that are based on the time-series property of earnings,
assuming earnings as a summary metric of expected cash flows. Persistent earnings are current
earnings that are likely to be maintained in the future, and consequently, companies with more
persistent earnings generate more accurate equity valuation. It 1s typically measured as the slope
coefficient from autoregressive models of earnings. Values of slope coefficient close to 1 imply
highly persistent earnings, while values close to zero imply highly transitory earnings (Francis,
2004). Highly persistent earnings are considered sustainable, that is, more permanent and less
transitory. Earnings persistence attribute usually stands for the ability of current reported
earnings to predict itself in future periods, contrary to earnings predictive ability.

Previous relevant research on earnings predictive ability are mainly motivated by the assumption
that the prediction of cash flows 1s useful as mput to equity valuation models (Dechow et al.,
2010). Therefore, earnings can be considered more useful if they accurately predict future cash
flows. Analysis of the predictive ability of earnings applies the model CFOi,t=0+1NIit-1+i,t, where
CFO. 1s defined as net cash flow from operating activities of company 7 in year 7 as reported in
the statement of cash flows and NI., 1s net income of company 7 in year 7-/ as reported in the
statement of profit and loss, both scaled by total assets as reported in the statement of financial
position. After that, a standard deviation of estimated error from the above equation is calculated
as earnings predictability measure proxy based on the variance of earnings shocks (Lipe, 1990,
Francis et al., 2004, Gaio, 2010). Also, explanatory power of regression model for every
company may be used (Dechow et al., 2010, Sodan, 2012). Lower variance and higher
explanatory power values indicate higher predictability of earnings and better financial reporting
quality. Earnings persistence and predictive ability are often closely related to the next measure,
earnings volatility or smoothness.



Last in the group of accounting based measures built on time-series property of earnings is
volatility or smoothness. It is assumed that less volatile earnings are more predictable and
persistent, so volatility is often linked with risk. Consequently, smoothness is typically seen as a
desirable attribute of earnings. Relevant previous research (e.g. Leuz, Nanda & Wysocki, 2003;
Francis et al. 2004; Gaio, 2010) usually measure volatility as standard deviation of earnings, i.e.
net income, as reported in the statement of profit and loss, divided by standard deviation of
operating cash flows as reported in the statement of cash flows, which can be expressed as VOLi=
o(NIi,t)o(CFOi,t). Higher values indicate less smooth and more volatile earnings, which imply low
financial reporting quality. However, it is important to note that some authors (e.g. Barth, 2004)
have not found volatility per se as low financial reporting quality, but contrary, providing
information relating to the uncertainty and timing of future cash flows (inherent volatility) is a
key to complete financial reporting. Moreover, there are authors (e.g. Bhattacharya, Daouk &
Welker, 2003; Tucker and Zarowin, 2006) that identity smoothing as earnings management
activity, and consider it undesirable attribute of earnings because it distorts accounting earnings
information and increases opaqueness of earnings.

Unlike accounting based attributes, market-based attributes include also market data in earnings
measurement calculations. They measure the decision usefulness of earnings as a combination of
relevance and reliability (value relevance) or assess how close accounting income and economic
income are (timeliness, conservatism).

Value relevance measures the decision usefulness of earnings to investors as a combination of
two desirable features: relevance and reliability. It is commonly known as earnings response
coefficient (ERC), and higher ERC implies earnings that better reflect fundamental performance.
Value relevance 1s operationalised as the ability of earnings to explain variation in market prices
or returns, so there are two model modalities. The first one, price model (Collins, Maydew &
Weiss, 1997) is used to examine link between stock prices and net income, i.e. Pit=0+1NIPSi,t-
1+it, where P.. is the stock price of company i three months after year-end 7 and NIPS.. is net
imncome per share of company 7 1n year ¢. The second, return model (Francis & Schipper, 1999)
links stock returns and net income, 1.e. RETit=0+1NIit+2ANIit+it, where NI. is net income of
company i in year ¢ and A NIjz is change in net income, both as reported in the statement of
profit and loss and scaled by market value at the beginning of year 7. RET.. 1s fifteen month stock
return of company i three months after year-end 7. Regardless the use of price or return model,
explanatory power of regression model for every company is used as measure of value relevance.
Higher values imply better value relevance when market agents react more to changes in
earnings and thus financial reporting of better quality.

The last two measures in market-based group are used to assess how close accounting income, as
reported in statement of profit and loss, is to economic income approximated by stock returns.
The one is timeliness of earnings recognitions, which refers to the extent that current earnings
reflect value relevant information and the second is conservatism, which 1s defined as the
asymmetric timeliness of good and bad news in earnings. Both measures are based on Basu’s
(1997) standard regression model: NIPSi,t=0+1NEGi,t + 2RETi,t+ 3 NEGi,t RETi,t+it, where NEG.. 1s a
dichotomous variable that equals 1 if RET.. < 0 and zero otherwise, and RET.. is buy-and-hold
annual stock return for company i cumulated over year ¢ inclusive of dividends. NIPS.. 1s net



income per share as reported in the statement of profit and loss and scaled by market value at the
beginning of year 7.

To measure earnings timeliness according to Ball, Kothari & Robin (2000), model’s explanatory
power is calculated: TIMELi= Ri2. Higher values of explanatory power point to more timely
earnings that reflect information incorporated in stock returns more quickly, and are seen by
investors as being of higher quality.

If explanatory power is computed as CONSi= - 2,i+3,i2,i, it 1s expressed as conditional
conservatism attribute. Conditional conservatism, also known as ex post conservatism or
earnings conservatism, refers to asymmetric timely recognition of losses relative to gains.
Conservative bias in accounting causes negative stock returns, which reflect downward
adjustment in economic income, to have a higher association with earnings than positive stock
returns (Sodan & Aljinovi¢ Bara¢, 2013). Conservative earnings reflect bad news more quickly
than good news, so conservatism causes more timely recognition of losses than gains and
improves quality of accounting information.

In the case of small sample and missing of stock return data, Basu’s (1997) asymmetric
persistence model is more appropriate to measure level of conservatism than standard regression
model. This model assumes that under conservative accounting, bad news are recognized in
earnings immediately, contrary to good news. As Sodan (2012) explains, it causes increase in
earnings due to good news to be more persistent, while decrease in earnings in current period due
to bad news is less persistent and more likely to reverse in future periods. Thus, negative
correlation can be expected between earnings decrease in the current and future periods.
Asymmetric persistence model 1s computed as ANIi,t=0+1NEGi,t+2ANIit-1+ 3NEGi,tANIi,t-1+i,t,
where NEG. is dichotomous variable which takes value of 1 when ANI... is negative and zero
otherwise. ANIL. is change in net income for company i from year 7-/ to ¢, and ANL.. is change in
net income from year 7-2 to 7-1, both scaled by total assets as reported in the statement of
financial position at the beginning of year 7. In this case, conditional conservatism 1s measured
by CONSi= 3,i, and f: should be negative if economic losses are recognized in more timely manner
than gains. Higher values of CONS attribute suggest lower level of conditional conservatism and
less timely loss recognition which decreases the value relevance of earnings and financial
reporting quality.

In several studies, it may be noticed that some individual measures whose higher values suggest
lower earnings quality are transformed and expressed in negative form. The main purpose of
such transformations 1s to ensure consistency in the explanation, 1.e. that higher values of the
attribute indicate better earnings and financial reporting quality.

Unlike the quantitative models described previously, benchmarking measures of earnings quality
are simple and easy to calculate. These attributes are based on assumption that kinks in the
earnings or forecast error distributions are caused by opportunistic earnings management
behaviour and are measured by a distance between reported earnings and benchmark. According
to Vuko, Aljinovi¢ Bara¢ & Sodan (2011), the literature is predominantly focused on three
earnings targets: positive earnings, positive earnings change or positive earnings surprise.
Positive earnings practice indices reporting small profits rather than small loss, positive earnings



change consider reporting results that improve upon last year performance, and positive earnings
surprise or “meet or beat” analysts’ forecasts of quarterly earnings. Sodan, Viskovi¢ & Mio¢i¢
(2021) point out that great number of prior empirical studies show an unusually high frequency
of firms with small positive earnings and an unusually low frequency of firms with small
negative earnings in comparison to the normal distribution.

In addition to single FRQ measures described above, researchers have also developed different
aggregate earnings quality measures in order to mitigate possible concerns about measurement
errors and omitted variables. These measures are usually computed as sum of several individual
attributes. For example, Gaio (2010) calculate aggregate earnings quality for every company by
averaging its rankings over the seven individual earnings quality measures and higher rankings
suggest better earnings and financial reporting quality. Sodan (2015) followed up Gaio’s
methodology in his aggregate measure construction, so he summed up rankings of six single
attributes to calculate aggregate quality measure for companies, as well as sum of rankings of
five single attributes for bank’s aggregate quality measure. Herath and Albarqi’s (2017)
approach measures FRQ as standardized score computed as sum of weight score of fundamental
and enhancing qualitative characteristics. The results range from 1 implying a poor quality to 5
for an excellent quality.

The usefulness of each FRQ measure and its advantages and disadvantages over others cannot be
uniquely determined, because it is context-specific and influenced by a variety of economic,
social, and political factors like the legal system, stage of economic growth, ownership of the
company and its activities, etc. This issue will be discussed in more detail in the following part.

Issues on advantages and suitability of financial reporting quality measures

Analysis of relevant previous literature on the usage of FRQ proxies enables us to list main
advantages and himitations for common for groups of attributes (accounting-based and market-
based), as well as features of individual measures.

The usefulness of FRQ metrics depends on the purpose of measurement and the study’s specific
settings. The main benefit of accounting-based attributes 1s that they are calculated on data from
annual reports only. This i1s of high importance especially in bank-oriented countries whose
financial reporting differs comparing to market-oriented economies and it is characterized by
underdeveloped, low liquid capital markets. On the other hand, there is a problem that FRQ can
be deteriorated by intentional or unintentional financial reporting misstatements. Application of
market-based attributes in bank-oriented countries can be tagged as their main disadvantage,
because it is questionable how informative stock prices are, or in other words how well stock
returns can proxy for economic income in less liquid capital markets. Moreover, Financial
Reporting Council (2020) detected rising volatility of market values due to changes in the market
structure (e.g. trading by institutional investors and hedge funds, electronic trading) as a factor
that may affect the relevance of market-based attributes. Francis et al. (2004) found that
accounting-based attributes have a stronger cost of equity effects than market-based attributes,
with accrual quality measure having the largest effects among the measures 1n the prior group.



Regarding individual measures, there is no consensus among researchers if they actually improve
or reduce FRQ because they are context-specific (Dechow et al. 2010; DeFond & Francis,
2005).

Accruals quality 1s the most frequently used earning quality metric, and abnormal accruals are
the ones on which academics have focused their efforts to improve and enhance the most
(DeFond, 2010). Assuming that the main purpose of financial reporting is the usefulness of
financial reporting to investors, Francis et al. (2004) and Perotti & Wagenhofer (2014) suggest
that accruals quality is the best measure of earnings quality. Meanwhile, recent research raises a
question on the adequacy of abnormal accruals for valid inferences about earnings management
practices. Wysocki (2005) suggests that Dechow & Dichev’s model (2002) fails in earnings
quality measurement because there is a strong negative correlation between contemporaneous
cash flows and accruals. Jackson (2018) finds discretionary accruals as an inappropriate measure
for earnings management and McNichols & Stubben (2018:227) tag them as “noisy proxies of
earnings management, producing results that are of low power and biased for certain non-random
samples”. However, the same authors suggest improvements by choosing an optimal accrual
model, using randomized treatments from exogenous events or perfect benchmark group,
including control variables, etc. Despite all the controversies, accruals quality remains the most
popular proxy, and according to Jackson (2018) continues to be used with little reflection on the
underlying economics of the accounting process, and without good understanding of the
statistical properties of models and their interpretation.

Persistence as a proxy of earnings quality is related with the notion of predictability, i.e. the
capacity of the entire financial reporting package, including earnings and its components for
improving users' abilities to forecast items of interest (Financial Reporting Council, 2020).
Earnings predictive ability proxy is constructed to measure the accuracy of earnings in the
prediction of future cash flows because one of the purposes of financial reporting by the IASB
(2018) is to provide information useful for assessing future financial performance, which can be
operationalised by future cash flows. However, according to Perotti & Wagenhoter (2014),
persistence and predictive ability are less good earnings quality measures in comparison to
others.

Although smoothness 1s usually considered desirable and volatility undesirable attribute of
earnings, some authors (e.g. Bhattacharya et al., 2003; Tucker & Zarowin, 2006) consider
smoothness disadvantageous attribute and a signal of earnings management practices claiming
that managers use their reporting discretion to intentionally reduce the fluctuations in earnings.
Also, Dechow et al. (2010) point the difficulty of disentangling smoothness of reported earnings
that reflect fundamental earning process from artificial smoothing as earnings management tool.
Perotti & Wagenhofer (2014) found smoothness and value relevance as a measure of decision
usefulness of earnings to investors to be very good individual proxies of earnings quality and
FRQ quality.

The timeliness of earnings and conditional conservatism assess how close accounting income
and economic income are. The main deficiency of these measures is that only a small proportion
of total information incorporated in stock prices 1s associated with earnings announcements.
According to Ball & Shivakumar (2008), 5% to 9% and 1% to 2% of total information



incorporated in stock prices are associated with annual and quarterly earnings announcements
respectively, which suggest that the primary economic role of reported earnings is not to provide
timely new information to the stock markets. Moreover, although conditional conservatism
mitigates information asymmetry and the negative market response to bad news, it is not
efficiently incorporated into analyst forecasts, indicating that it provides poor quality information
to analysts (Financial Reporting Council, 2020).

As it is already mentioned, the main benefit of benchmarking measures of earnings quality is
their simplicity and ease of calculation. Nevertheless, Dechow et al. (2010) found only evidence
on earnings that are likely managed when firms just meet or beat an external target persuasive,
while the use of small profits as a proxy for earnings management consider not generalizable and
evidence on the quarterly patterns in earnings distributions conflicting.

The main advantage of aggregate earnings quality measures is mitigation of the problem of
omitted variables and measurement errors. Furthermore, these measures may be constructed as
narrow context-specific as they are computed as a sum of several individual attributes.

Lastly, it is important to mention that from the methodological point of view, Gow, Ormazabal &
Taylor (2010) stress that proxies applying company-year observations usually rely on
econometric methods and assume time-series or cross-sectional independence, or rely on
methods developed in accounting literature that have not been formally evaluated, which may be
listed as weakness of all FRQ measures previously discussed.

Taking into account all features of individual earnings quality measures, as well as fact that they
are context specific, the suitability of FRQ measures in Croatia 1s primarily determined by
Croatian legislative and economic framework. Namely, Croatia has macro-based accounting
systems with a shallow and underdeveloped domestic capital market, and companies obtain
capital mainly from financial institutions. In such circumstances, it is suggested to use
accounting-based attributes in assessment of FRQ, because stock prices necessary for calculation
of market-based attributes are quite uninformative and stock returns may be inadequate proxies
for economic income. Regarding the suitability of aggregate earnings quality metrics in Croatia,
they may be found very useful as they are context-specific in their construction. Considering the
above remark on appropriateness of accounting-based attributes, individual measures from this
group should be selected when aggregate measure of FRQ is calculated.

Concluding remarks

The 1ssue of FRQ is an important part of the regulatory framework and activity of great public
interest. However, nowadays the FRQ concept became broader and expands the coverage to
corporate reporting quality (CRQ), as a need of capturing the effects of some other indicators
than financial reports that might be essential in FRQ assessment. Financial Reporting Council
(2020) define CRQ as the quality of financial and non-financial information, where the latter
includes information from corporate social responsibility reports, as well as other types of
narrative information from annual reports (e.g., risk disclosure, disclosures about environmental,



ESG issues) or other corporate documents (integrated reports, intellectual capital statements,
etc.).

The academic scope of FRQ metrics mostly focuses on its measurement in listed companies,
while the question of FRQ in non-listed, and moreover in small and medium-sized companies is
neglected. This problem is especially highlighted in bank-oriented economies, i.e. economies
where borrowings from banks are the main source of finance to companies, like Croatian. For
example, according to the Croatian Bureau of Statistics (2020) there are 209.253 registered trade
companies in March 2020 in Croatia. Public trade companies with a number of 363 counts for
0,17% of total number only, while all joint-stock companies have a share of 0,6% (1.235
entities), which stresses the importance of FRQ measurement of non-listed companies. This is in
compliance with Herath and Albarqi (2017) conclusions, who pointed out that the ignorance of
non-listed companies biases the results of FRQ research and do not yield a full representation of
the financial reporting position of entities in economies worldwide. Thus, further research on
FRQ topic should expand the range to all registered trade companies, regardless of the size and
listing status.

Another issue on FRQ measurement in bank-oriented economies is the reliability and usefulness
of market-based attributes, and consequently the focus on accounting-based attributes. At the
same, Financial Reporting Council (2020) notice that the relevance of accounting information is
decreasing over time worldwide. They ascribe this reduction to increasing reliance on other
contemporary information sources and intermediaries like media or blogs, and emergence of new
technologies outside of the accounting system that quickly and cheaply disseminate information.
Thus, it i1s suggested to future research to include these new sources of information in the
computation of FRQ measures. Moreover, obtained results should be more reliable 1f studies are
limited to countries that have similar institutional and financial reporting regulatory frameworks.

Lastly, consistency in evaluating the FRQ quality in a longer period may be improved by the
availability of data throughout the years. Thus, 1t may be recommended to regulatory authorities

and companies by themselves to find ways to enhance the transparency of annual reports and
other corporate reports.

Acknowledgement
This work has been fully supported by Croatian Science Foundation under the project IP-2020-

02-9372 "Disentangling Financial Reporting Quality*.

References

Ball, R., Kothari, S.P & Robin, A. (2000). The eftect of international institutional factors on properties of accounting
earnings. Journal of Accounting and Economics, 29 (1), 1-51. https://do1.org/10.1016/S0165-4101(00)00012-4.

Ball, R., & Shivakumar, L. (2008). How Much New Information Is There in Earnings?. Journal of Accounting
Research, 46, 975-1016. https://doi.org/10.1111/j.1475-679X.2008.00299.x

10



Barth, M. (2004). Fair Values and Financial Statement Volatility. In Borio, C, Hunter, W.C., Kaufman, G. &
Tsatsaronis, K. (Eds.). Market Discipline across Countries and Industries. London: The MIT Press, 323-334

Basu, S. (1997). The conservatism principle and the asymmetric timeliness of earnings. Journal of Accounting and
Economics, 24 (1), 3-37. https://doi.org/10.1016/S0165-4101(97)00014-1

Bhattacharya, U., Daouk, H. & Welker, M. (2003). The World Price of Earnings Opacity. The Accounting Review,
78 (3), 641-678. DOI: 10.22004/ag.econ.127185

Collins, D.W., Maydew, E.L. & Weiss, L.S. (1997). Changes in the value-relevance of earnings and book values
over the past forty years. Journal of Accounting and Economics, 24 (1), 39-67, https://doi.org/10.1016/S0165-
4101(97)00015-3

Croatian Bureau of Statistics (2020): Number and structure of business entities, First release, Year LVIL., No
11.1.1./1. Retrieved from: https://www.dzs.hr/Hrv Eng/publication/2021/11-01-01 01 2021.htm

Dechow, P., Sloan, R., & Sweeney, A. (1995). Detecting Earnings Management. The Accounting Review, 70 (2),
193-225. https://www.jstor.org/stable/248303

Dechow, P., & Dichev, I. (2002). The Quality of Accruals and Earnings: The Role of Accrual Estimation Errors. The
Accounting Review, 77, 35-59. http://www.jstor.org/stable/3203324

Dechow, P. M., & Schrand, C. M. (2004). Earnings quality. USA: The CFA Institute Research Foundation.

Dechow, P., Ge, W., & Schrand, C. (2010). Understanding earnings quality: A review of the proxies, their
determinants and their consequences. Journal of Accounting and Economics, 50 (2-3), 344-401.
https://doi.org/10.1016/j.jacceco.2010.09.001.

DeFond, M.L. & Francis, J.R. (2005). Audit Research atter Sarbanes-Oxley. Auditing. A Journal of Practice &
Theory, 24 (s-1), 5-30. https://doi.org/10.2308/aud.2005.24.s-1.5

DeFond, M.L. (2010). Earnings quality research: advances, challenges and future research. Journal of Accounting
and Economics, 50 (2), 402-409. https://doi.org/10.1016/j.jacceco.2010.10.004

DeFond, M.L. & Zhang, J. (2014). A review of archival auditing research. Journal of Accounting and Economics, 58
(2-3), 275-326. https://doi.org/10.1016/j.jacceco.2014.09.002

Dichev, I. D., Graham, J. R., Harvey, C. R., & Rajgopal, S. (2013). Earnings quality: Evidence from the tield.
Journal of Accounting and Economics, 56 (2-3), 1-33. https://doi.org/10.1016/].jacceco0.2013.05.004

Financial Reporting Council (2020). Understanding research findings and evidence on corporate reporting: An
independent literature review. London: The Financial Reporting Council Limited.

Francis, J. & Schipper, K. (1999). Have Financial Statements Lost Their Relevance?. Journal of Accounting
Research, 37 (2), 319-352. https://doi.org/10.2307/2491412

Francis, J. R. (2004). What do we know about audit quality?. The British Accounting Review, 36 (4), 345-368.
https://doi.org/10.1016/.bar.2004.09.003

Francis, J., LaFond, R., Olsson, P.M. & Schipper, K. (2004). Costs of Equity and Earnings Attributes. The
Accounting Review, 79 (4), 967-1010. https://doi.org/10.2308/accr.2004.79.4.967

11



Gaio, C. (2010). The Relative Importance of Firm and Country Characteristics for Earnings Quality around the
World. European Accounting Review, 19 (4), 693-738. https://doi.org/10.1080/09638180903384643

Gow, I., Ormazabal, G., & Taylor, D. (2010). Correcting for Cross-Sectional and Time-Series Dependence in
Accounting Research. The Accounting Review, 85 (2), 483-512. http://www.jstor.org/stable/20744139

Herath, S.K & Albarqi, N. (2017). Financial Reporting Quality: A Literature Review. International Journal of
Business Management and Commerce, 2 (2), 1-14,

International Accounting Standards Board (IASB). (2018). Conceptual Framework for Financial Reporting.
Retrieved from: https://www.ifrs.org/issued-standards/list-of-standards/

Jackson, A.B. (2018). Discretionary Accruals: Earnings Management .. or Not?. Abacus, 54, 136-153.
https://doi.org/10.1111/abac.12117

Jones, J. J. (1991). Earnings Management During Import Relief Investigations. Journal of Accounting Research, 29
(2), 193-228. https://doi.org/10.2307/2491047

Leuz, C., Nanda, D. & Wysocki, P. D. (2003). Earnings management and investor protection: an international
comparison. Journal of Financial Economics, 69 (3), 505-527. https://doi.org/10.1016/S0304-405X(03)00121-1

Lev, B. (1989). On the usefulness of earnings and earnings research: Lessons and directions from two decades of
empirical research. Journal of Accounting Research, 27, 153-192. https://doi.org/10.2307/2491070

Lipe, R. (1990). The Relation between Stock Returns and Accounting Earnings Given Alternative Information.
Accounting Review, 65 (1), 49-71. https://www.jstor.org/stable/247876

McNichols, M.F. & Stubben, S.R. (2018). Research Design Issues in Studies Using Discretionary Accruals. Abacus,
54: 227-246. https://doi.org/10.1111/abac.12128

Newman, W, Edmore, T., Milondzo, K. & Wadesango V. O. (2016). A Literature Review on the Impact
of TAS/IFRS and Regulations on Quality of Financial Reporting. Risk Governance and Control: Financial Markets
& Institutions, 6 (4), 102-108. DOI:10.22495/RCGV6I4ART13

Perotti, P. & Wagenhofer, A. (2014) Earnings Quality Measures and Excess Returns. Journal of Business Finance &
Accounting, 41, 545-571. https://doi.org/10.1111/jbfa.12071

Sodan, S. (2012). Conditional conservatism and the cost of debt: Evidence from central and eastern Europe.
Croatian Operational Research Review, 3 (1), 245-255.

Sodan, S. & Aljinovi¢ Bara¢, Z. (2013). Asymmetric timeliness of earnings across corporate life-cycle stages The
Journal of American Business Review Cambridge, 1 (2), 143-149.

Sodan, S. (2015). The impact of fair value accounting on earnings quality in eastern European countries. Procedia
Economics and Finance, 32, 1769-1786. https://doi.org/10.1016/S2212-5671(15)01481-1

Sodan, S., Viskovi¢, J. & Miogi¢, F. (2021). Does management ownership make earnings more kinky?. Conference
proceedings of International conference on Decision making for Small and Medium-Sized Enterprises (DEMSME
2021), retrieved from: https://demsme.opt.slu.c2/images’' DEMSME 2021 Proceedings.pdf

Tucker, J.W. & Zarowin, P. (2006). Does Income Smoothing Improve Earnings Informativeness? The Accounting
Review, 81(1), 251-270. http://www.jstor.org/stable/4093136

12



Vuko, T., Aljinovi¢ Bara¢, Z. & Sodan, S. (2011). The Shape of the frequency distributions of earnings metrics—
evidence from Croatia. Journal of Accounting and Management, 1, 1-13.

Wysocki, P. (2005). Assessing Earnings and Accruals Quality: U.S. and International Evidence. Unpublished
working paper. Cambridge: MIT Sloan School of Management. Retrieved from:

https://www.researchgate.net/publication/267951373 Assessing_Earnings and Accruals Quality US_and Internat

ional Evidence

13



