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Introduction

The study focused on publicly quoted property companies in Sweden. These companies have from
1 January 2005 to follow new rules for reporting their investment properties. The companies stud-
ied have all made a change in their accounting principle from accounting on the basis of property
acquisition cost to fair value accounting on the balance sheet.

Even before the year of 2005 property companies have had the opportunity and also the duty to
evaluate their properties to fair values, but only as supplementary information. Following the in-
troduction of IAS 40, property company values will be expressed in a clear and more comprehen-
sive way, included as part of the balance sheet and thus also affecting the income statement.

The new method of accounting is aimed to describe a faire picture of the actual economic situation.
However, it can also be assumed that the new method to account may contribute to a more subjec-
tive reporting, which would reduce the value relevance for the share market. The reasons for the
decline in relevance may, for example, be the company management self interests. Another prob-
lem, which can be increasing, is specific interests from shareholders that may affect the accounting.
The new way of accounting and reporting can therefore be argued have two sides, one “good” and
one “bad”. The study will consider these aspects.

The research question

What does IAS 40 signify to the value relevance of accounting? There are a lot of aspects to this
problem.

One of these is how the relationship between “on balance sheet reported equity” and the company's
share price is at specified times and the changes that have occurred after the IAS 40 was applied.
The question is interesting on the assumption that it is reasonable that the equity is the amount that
shareholders have to "download" from the company through dividends or the sale of shares to
another investor.

A second aspect is about the way changes in accounting rules may affect the share price just at the
reporting moment (when the companies present their quarterly reports). Are movements in the
share prices stronger after the IAS 40 came into force? This question is interesting in the light of



the debate on whether or not flexible rules may create uncertainty among the actors on the share
market.

A third aspect is the potential for increased flexibility in financial statements which IAS 40 may
involve. Will variations in “on balance sheet reported equity” increase with the new framework?
This question is interesting in light of the critical debate which exists that flexible accounting rules
can be exploited in other interests than those of the shareholders.

A fourth aspect is how the variables "share market value" and "on balance sheet reported equity”
correlates over time before and after the introduction of IAS 40. A good correlation over a slightly
longer period of time may be an indication that the shareholders use the company's reporting as the
basis for their decisions. There is also an opposite view that the market is more interested in the
price movements themselves than in the company's reporting.



The following research issues will be studied:

a) What has happened to the quota “market value / on balance sheet reported equity”
directly in the process of transition to IAS 40 and what does the further development look like?

b) Have changes occurred in movements in the share prices of property companies
on reporting dates?

C) What are the changes of the variation in the “on balance sheet reported equity”?

d) Has the correlation between “on balance sheet reported equity” and the value on
the share market been changed?

The purpose of the study is to illustrate whether and how the value relevance of accounting
has changed in property companies as a result of the introduction of IAS 40 and to analyze the
pattern observed in the variables "market value" and "on balance sheet reported equity".

Limitations in the study are:

The study will only investigate property companies in Sweden, which possess investment
properties and which have been quoted during the entire study period. The major assets should
consist of investment properties. Companies which are not part of a share listed group, but
nevertheless voluntarily apply IAS / IFRS, are not included in the study.

The perspective of interest groups other than those of the investors will not be investigated.
The concept of "fair value" is dealt with only on the basis of what is said in IAS 40. The reason
is that only property companies with large holdings of investment properties are included in
the study.

[ [
Empirical
The analysis is carried out on accounting data from December 2002 until March 2007. This
leads to an equal number of measurement points before and after the introduction of IAS 40 in
2005. Date of measurement and analysis intervals are different in different companies, depend-
ing on the reporting days determined by the companies themselves within certain limits.

The analysis is also implemented on shares data that can be linked to specific reporting. An
example of the methodology used is the Castellum Company concerning the report for the pe-
riod January - March 2005 (Q1-05). This report was published on 20 April 2005. The company's



next reporting date was July 19 in 2005. The period of share data is for this reason the period
2005.04.20 to 2005.07.18, and the data was evaluated against the values of the on balance sheet
reported equity as stated in the company's accounting report Q1-05. This method has been ap-
plied to all measurement and for all the companies surveyed.

The number of quarterly reports that are included in the analysis of movements in share prices
and variations in “on balance sheet reported equity” and analysis of correlation amounts to 18
and these are compared with the same number of analysis points concerning shares prices. All
“share days” are included in the survey.

Sometimes a deterioration of “on balance sheet reported equity” can also lead to rising share
prices. This depends on what is expected of the information actually obtained. The conse-
quences can be anything in the relationship between the accounting information and share price,
strong or weak, or in between. The link can also be negative. On a long-term basis, however, it
may be assumed that expectations will accommodate to what has actually been reported and an
adjustment of market value and “on balance sheet reported equity” will then take place. The
short-term analysis has therefore only the aim to clarify if the investors react to the reporting in
their decisions, but not how they react. The strength of the reaction, however, is also of interest.
Is the reaction stronger than, for example, the reactions that result from other information pub-
lished about the company and if the reaction is stronger than the average of all the reactions of
an analysis period?

The study presented can also be seen in the perspective of "momentum studies" and "correlation
studies." The former refer to reporting days and are implemented in such a way that the share
price reported by the end of day will be compared with the closing price the day before report-
ing. These values are added together and divided after which an average is calculated. The
resulting value shows the average percentage movements in the prices. The momentum studies
analyze only one variable (either the “share market price” or the “on balance sheet reported
equity”). The correlation studies refer to all “share days” and not only to the reporting days and
here the relationship between the two variables is also considered.

Conclusions

The aim of the present study was to assess whether the introduction of IAS 40 - Investment
Properties has contributed to larger value relevance for the actors in share market. The relation-
ship between the share market and the company's accounts has been analyzed on the basis of
variables "share price” and “on balance sheet reported equity”. The study is based on the as-
sumption that there is a dependency between the company's share price and the company’s
accounting in some way.

The new framework IAS 40 has been suggested to contribute with both positive and negative
effects on the share market. The study contributes with an understanding of how it is in this
respect. A better convergence of “on balance sheet reported equity” by the companies and their
value on the share market has been achieved at the same time as the relationship with the share
market has become more homogeneous between the companies investigated. The quota “market
value / on balance sheet reported equity” has also been stabilized on a lower level after that the
new regulatory framework was introduced.

A negative development is that movements in the share prices have increased in a time period
when they have declined in other companies. (It must however be noted that even this may be



perceived as a positive development among some players in the market). The increased move-
ments in the share prices might be an indication that the share market reacts stronger to the
information supplied after the introduction of IAS 40. One possible reason for increased move-
ments in the share prices, however, is that the share market is responding to the fact that the
information is provided and not on information contents itself.

The “on balance sheet reported equity” shows a higher variation after the change of rules was
implemented. It should also be noted that the variations in the “on balance sheet reported eq-
uity” is substantially larger than the variations in the share price. This fact is valid both before
and after the IAS 40 came into force.

The correlation between the variables "market value" (share price) and "on balance sheet re-
ported equity" has been improved and the ratio of the variables is also stable. This means that
variations in the variables "pull in the same direction" and that changes in the companies “on
balance sheet reported equity”



