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ABSTRACT

An expected outcome from the Sarbanes-Oxley Act [SOX, hereafter] waprovirthe
overall quality of financial reporting in the U.S. However, many believenitreased
regulations imposed excessive costs on companies with little improvement indinanc
reporting quality. SOX may have also imposed costs on U.S. investors by lithéing
investment choices in foreign companies listed on U.S. exchanges. SOX apalies t
publicly-traded companies, including foreign companies that cross list on U.S.
exchanges. Immediately following SOX, the number of companies choosing to stross |i
in the U.S. declined significantly (Piotroski and Srinivasan 2008), but to the extent that
SOX resulted in companies with lower quality earnings choosing to crossédishel®,

the additional costs to U.S. investors — limiting foreign investment choicey bana
worthwhile. Overall, | find SOX had no definitive influence on the earnings quality of
cross-listers both in the U.S. and globally. My results indicate that SOX hagyheater
influence on domestic U.S. companies’ earnings quality compared to crosstidtee

U.S. While | do find earnings quality is higher for cross-listers in the U.Suser
elsewhere, the earnings quality for neither group improved around SOX. Overall, m
results suggest the costs from SOX exceed the benefits from improvedngpality,

at least as it relates to cross-listers. Further, my findings arestmswith criticisms of

the bonding hypothesis. While some may believe that cross-listed companies are
bonding themselves to U.S. regulations and reporting quality, the evidence in this paper
suggest that regulations do not equally impact U.S. companies and foreign companies

cross listing in the U.S.

viii



1. Introduction

The purpose of this study is to examine whether SOX was beneficial in terms of
improving financial reporting quality — a major tenet of the 2002 legislatitwe. context
of my paper focuses directly upon the earnings quality of cross-listersdatos
enactment of SOX. More specifically, | choose to focus on the earnings aquiality
company in thenitial year of cross listing with the intent that such a focus would more
directly assess the influence SOX had on the types of companies (in texarainfs
quality) that decide to cross list in the U.S. An improvement in the quality objésti
attracted by the U.S. market post-SOX would provide some indication on the
effectiveness of the legislation, but was this expected improvement in eaquiaiiy
significant enough to overcome the cost of deterring companies from listing U.S.?
Nordberg (2008) argues that SOX is ineffective as the remedies of thatiegislid not
match the ailments of the U.S. markets but at the same time argues thendginGO X
(e.g., the loss in competitiveness of U.S. markets) are over-stated. Thuidtieesiess
of SOX continues to be an empirical question, and one way to examine SOX is to
determine the effectiveness of its provisions on earnings quality for coraauine
initial year of cross listing.

As the landscape of international business has changed in the past twesty year
companies worldwide have expanded operations beyond domestic borders in order to
increase their investor and consumer bas&s.gain additional access to new markets,
companies also choose to cross list on foreign exchanges in more developed financial

markets. Historically, U.S. exchanges were the most sought afterdign companies

! Meek and Thomas (2004) discuss the growing impogaf four international factors: (1) the expansi
of equity and bond markets globally, (2) an incegasumber of cross-listing companies, (3) the ailce
of the IASB and IFRS, and (4) the influence of nmationals and foreign direct investment.
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given the attractiveness of the U.S. economy. Listing on U.S. exchangésd@sul
increased visibility and reputation, greater liquidity, and the ability e reapital at a
lower cost (Licht 2003). However, recent changes in the U.S. regulatorgrmment
may influence the cross-listing decision. The more rigorous requirememsSarbanes-
Oxley, which applies to any publicly traded company in the U.S., may havelshite
cross-listing trend towards non-U.S. exchanges. Prior to SOX, nine out of every ten
cross-listers did so in the U.S., but that ratio shifted to one out of ten by 2005 (Karmin
and Lucchetti 2006). While recent evidence suggests that the crossthstidgway
from U.S. markets has partially subsided, the form of U.S. cross listingh adngpanies
now utilize suggests the documented decline shortly after SOX is indichfimeign
companies avoiding the U.S. mark®ts.

Recent research indicates that companies have adopted avoidance st@tegie
evade increased costs associated with SOX by going private and/ongléten U.S.
exchanges (Engel et al. 2007; Hotsak et al. 2007; and Witmer 2005). An additional
strategy for U.S. and non-U.S. companies is choosing to cross list on non-U.S.
exchanges. Not only are the actual dollar costs to implement SOX sighibcia the
increased level of financial reporting and accountability is also ati@uicost for
many foreign companies. Therefore, foreign companies with lowetygaalnings
(e.g., companies with greater earnings management) may find lteleeficial to cross
listin the U.S. To examine this supposition, | compare the earnings qudbtgign
companies that decide to cross list in the U.S. via American DepositoeypRe[ADRSs,

hereafter] versus those that cross list in non-U.S. markets via a fglobaf depository

2 For further discussion on the cross-listing trersg® Section 2.3.
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receipts [GDRs, hereafter] around the enactment of $@X.previously mentioned, |
specifically examine ADRs and GDRs in the initial year of crossgigas opposed to
cross-listers who have been on an exchange for many years). While exgitnéni
change in earnings quality around SOX for existing cross-listers maidprsome
insight into the influence of SOX, ultimately these ADRs have little cHmuteomply
with the new legislation because the choice to de-list in the face of incregséations
may be too costly. However, foreign companies attempting to make a decisionren whe
to cross list may view the significant costs associated with SOX asreedéte
Therefore, testing the impact of SOX on earnings quality in the initgal gfecross listing
provides unique and direct insight into the impact of the new regulations on the cross-
listing decision as companies weigh the benefits of a U.S. listing versus the dsitar ¢
and increased reporting scrutiny and transparency associated with SOX.

The enactment of SOX in 2002 came with much controversy. The regulation was
triggered by a series of market events, including the failures of Enron andicdror
The result was legislation pertaining to any company under the purview $éteities
Acts of 1933 and 1934, specifically including any foreign company that lists on public
exchanges in the U’SMany believe these failures prior to SOX resulted from a lack of
enforcement of existing laws and regulations, and proponents also claim tlegitagis
was necessary to restore investor confidence and would prove to be beneficial in the
long-term, despite the initial compliance costs. The biggest complaint regard¥hg SO

focused on this last point, as costs have proven to be substantial, allegedly daneaging t

3 As discussed in Section 2, | use the term GDR¢tuile all cross listings on non-U.S. exchanges.

* Few exceptions exist for foreign filers under SOSEC exemptions include audit committee
independence and a delay in the effective datesoime components of the legislation (see Secti®mo?.
further discussion).



competitiveness of U.S. markets. Further, many believe that the remedig#eict by
SOX did not match the ailments as it relates to valuation and corporate governance
(Brown and Caylor 2006; Bebchuk et al. 2009).

As the debate regarding the effectiveness of SOX continues, | attempt teprovi
some evidence about the influence the legislation had on financial reportingin A ma
function of SOX, in light of past corporate scandals, is to improve quality and
transparency in financial reporting through enhanced rules and regul&ti&s (
Congress 2002). The focus of my first two hypotheses is on SOX and therdpact i
of the regulations on earnings quality for ADRs. This is appropriate given #u dir
influence SOX (as well as the SEC) has on any company listed in the U.S., including
ADRs. The first hypothesis addresses the predicted improvement in earningsfquali
ADRs, while the second hypothesis compares the improvement for ADRs witlelzehat
sample of U.S. companies that are also subject to SOX’s provisions. In one respect,
because ADRs originate from local reporting environments where repstéindards are
more lax, ADRSs’ earnings quality has more room for improvement. AlternatikBIRs
may be less sensitive to regulatory requiremeatsj thus, U.S. companies’ earnings
quality may improve while ADRSs’ earnings quality is unchanged.

| also want to compare how earnings quality has improved for ADRs versus other
foreign companies, but what is less apparent is the influence SOX has on otlger forei
companies. Thus, my third hypothesis compares the earnings quality of ADRBRisd G
in the post-SOX period. | predict that the increased regulation and enforceonent f

SOX discourages foreign companies with lower-quality earnings dross listing in the

®> An ADR’s response to regulatory requirements $@X is dependent upon how a cross-lister “bonds”
with their new reporting regime. A discussion ohling is included further in the Introduction aslivas
a more thorough description in Section 3.1.
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U.S.; therefore, foreign companies choosing to cross list in the U.S. havedaghiags
quality than companies choosing to cross list elsewhere. | also predict S&dXIdeter-
guality companies from cross listing in the U.S., so | examine changes in saynaliy
for GDRs. The first question addresses whether earnings quality has improG&aRer
post-SOX. The possibility exists that lower-quality would-be-ADRschm®sing to

cross list on non-U.S. exchanges, thus decreasing the earnings quality of GEdRs ove
Alternatively, if ADRs generally have higher-quality earnings than ottuesselisters,

then would-be-ADRs that instead list elsewhere might still incréeseverall earnings
guality of GDRs. The second research question compares GDRs to a sample of foreig
companies that choose not to cross list. SOX should have limited influence on those
companies that decide not to cross list; however, the same may not lo fareign
companies that desire a dual listing (i.e., GDRS).

To test the earnings quality around SOX of foreign companies that choose to
cross list in the U.S. versus other countries, | employ a similar methodologg@aby
Leuz et al. (2003) and Lang et al. (2003b). The former examines the qualitpiafsa
across 31 countries, and the latter compares the earnings quality of crdss-liste
companies in the U.S. versus non-cross-listed companies in their home country. The
term “earnings quality” can take on various related meanings, but in the conteasef t
papers (as well as mine) earnings quality is best defined as how well angtsnpa
reported earnings closely resembles earnings that are not manipulatethégers for
private gain. To compare particular elements of earnings quality, gapses compare
measures for earnings management, earnings smoothing, timelycogsitien, and

value relevance. A multitude of statistics across these categoriesaagi$ use seven



statistics that are the most appropriate for my sample of cross-bstérwould also
provide a better indication of higher quality earnings. My sample period covésk ini
cross-listers from 1998 through 2006 with a final sample consisting of 287 ADRs and
393 GDRs from eight non-U.S. exchanges.

My first set of results provides evidence that SOX has had limitedciropahe
quality of cross-listers’ earnings. ADRS’ earnings quality around &@ially declined,
while earnings quality for a matched sample of U.S. companies increasierF find
no evidence of an increase in earning quality for ADRs in the post-SOX period when
comparing earnings quality prior to listing to the initial year of listing,du@s earnings
quality improve for ADRs as they become more accustomed to SOX’s regulations.
These combined results suggest SOX is not influencing the earnings quAliRef— a
finding consistent with opponents of the bonding hypothesis. As proposed by Coffee
(1999, 2002), the bonding hypothesis states that cross-listers “bond” themselves to
another market via increased voluntary disclosures as well as compliand¢awsitiind
regulations of the new market. Siegel (2005) argues that reputational bondingstan ex
as foreign companies may benefit from cross listing based upon reputatioois faat
come with an increased following; however, the latter component of the bonding
hypothesis which he labels “legal bonding” does not hold for cross-listers. Thaevide
from Siegel (2005) suggests that the risk of SEC enforcement against derysstishe
U.S. is very low, and hence, he raises doubts about the amount of legal bonding that
occurs for cross-listers. If the maintained assumption of SOX is thahgsuguiality
should improve for all U.S.-listed companies, the lack of improvement by ADRs is

consistent with ADRs not legally bonding to U.S. markets, especially post-SOX.



My second set of results then focuses on how the earnings quality of those
companies choosing to cross list on non-U.S. exchanges relates to my findidBR&
While ADRs did not improve in earnings quality around SOX, | provide evidence they
have higher earnings quality than GDRs both before and after SOX. Yet, fistes
in general, | find the change in earnings quality for ADRs around SOX is not
significantly different from the change in earnings quality for GDRgally, the change
in earnings quality around SOX is greater for GDRs than for a matehgules of foreign
companies that choose not to cross list. In total, | find that SOX had acsighimpact
on U.S. domestic companies but no impact on ADRs, GDRs, or those foreign non-cross-
listers.

The effectiveness of SOX can be evaluated in many respects, but ultithately
legislation was enacted to increase the confidence of investors in U.S. mamkibis
paper, | make three contributions related to the impact of SOX. The many components of
SOX including auditor oversight, executive responsibility, and internal control
documentation all point to an outcome of improved financial reporting via greater
financial transparency and enhanced financial disclosures. Public compahedist
have few strategies available to them to evade compliance with SCGe®bde-listing),
but foreign companies have alternatives. As foreign exchanges and the world economy
have continued to develop, companies can raise additional capital outside their home
country and increase overall reputation by cross listing on non-U.S. exchangege<ha
in cross-listing trends post-SOX suggest non-U.S. exchanges are obtainingga grea
number of foreign cross-listers. Given the U.S. market has always been asswodiat

higher-quality financial reporting (especially post-SOX), one outcome thererthanced



financial reporting associated with SOX is to deter foreign companies ¢hanbwarlling

to comply with increased levels of transparency and disclosure. Therefdiiestthe
contribution of my paper is to understand the impact of SOX on the cross-listisgdeci
by examining companies’ earnings quality immediately after distgsy, and my

findings suggest that SOX had limited influence. Consistent with the blalboidge et
al. (2008) that SOX did not affect foreign filers more than other companies,3@xd

did not have a greater differential impact on foreign companies compared with U.S
companies (and actually had the opposite effect).

An outcome of the first contribution is that my results also provide further
evidence that the bonding hypothesis may hold in terms of reputation by providing a
sense of improved investor protection, but legally, foreign companies crass ilsthe
U.S. are not concerned with SOX compliance, consistent with suggestions ély Sieg
(2005). Given the supposed increase in enforcement accompanying SOX, abieason
expectation would be that ADRs that generally originate from environmeimtswéker
corporate governance would have shown improved earnings quality if complianae was
significant concern. Contrary to this conjecture, the earnings quality BsABmained
unchanged.

Finally, as the Financial Accounting Standards Board (FASB), Irttena
Accounting Standards Board (IASB), and other organizations work towards one global
set of generally accepted accounting principles, evidence from this paymyarates
with existing evidence that the quality of earnings for foreign compamnmessftisters
and non-cross-listers) is less than that of U.S. companies. Further, SOX heaseith¢he

disparity given its significantly greater incremental impact on U.S. corepaersus all



other samples examined in this paper. As a result, the recent decision by the SEC
allowing foreign companies with U.S. listed securities to report results UFR8r

without reconciling to U.S. GAAP is of concern. Undoubtedly, the transition to one set
of global standards, including U.S. companies, would reduce the complexityl as we
costs for reporting; however, as the IASB attempts to make financial reportire
consistent and reliable, more stringent enforcement may be necessaketmragn
companies’ earnings quality more comparable to that of U.S. companies.

Section 2 of the paper discusses the institutional background with respect to the
cross-listing process and SOX. Section 3 examines previous literatulesattato my
hypotheses. Section 4 explains the methodology, test statistics, and samspiection
of the paper, as well as a brief discussion on existing cross-listing tresuifscsjo my
sample and their relation to the hypotheses. Section 5 discusses the oian Section

6 provides some sensitivity analyses. Section 7 concludes.

2. Institutional Background

This paper compares the earnings quality of companies that cross list itsthe U
versus non-U.S. exchanges around the enactment of SOX, and in this section | highlight
the two key components of related literature. First, | discuss thelstisg{process via
depository receipts both in the U.S. and globally. Second, | highlight the impackof SO

on the U.S. reporting environment.



2.1. ADRs and GDRs

The majority of cross-listings by foreign companies have historicallyrosatin
the U.S. via ADRs. ADRSs are negotiable instruments issued by a depositony biaek
U.S. at the request of a foreign company — outlined in Figlir@He cross-listing
company exclusively negotiates an agreement with a depository bank in the U.S. and
provides existing domestic shares to the depository who then issues depesi@isito
investors on the selected U.S. exchange based upon a specified ADRABRs are
like U.S. stocks in that they are traded, quoted, and pay dividends in U.S. dollars. In the
U.S., companies can choose between three levels of public offerings -, leaxadl II,
and Level Ill — or a private offering under SEC Rule 144A Depository Receipts
(RADRS). The four types vary in degree of compliance with SEC registramnd GAAP
requirements with Levels Il and Il receiving the most scrutiny.

Level | ADRs are the easiest and least costly listing fordareompanies to gain
access to U.S. markets, but they cannot be used to raise new capital. TRsseaAD
on the OTC market and have limited SEC requirements as they are exemplifigpm f
periodic reports or reconciling to U.S. GAAP under SEC reporting rule 12g 3-Pkie)
only SEC filing requirement is an F-6 SEC form to announce the ADR program. ILevel

and Level Il ADRs are listed on major U.S. exchanges and have stringerting

® Both Desai (2004)Cross-Border Listings and Depository Receipis an overview of depository
receipts by the Bank of New York lattp://www.adrbny.com/dr_edu_basics_and_benefitmjevide more
in-depth discussion pertaining to ADRs and theawsiforms of GDRs.

" The ADR defined here is specifically identifiedaSponsoredADR, where an agreement exists between
a foreign company and a depository bank. Interargdianks distributeJnsponsoreddDRs, generally as

a response to investor demand and not from thégfommpany itself. Unsponsored ADRs can only be
traded via pink sheets (over-the-counter). Howeaker the SEC introduced further disclosuregliese
unsponsored listings beginning in 1982, the numlbéinsponsored ADRs has declined and the amount is
now negligible (Desai, 2004).

8 Intermediary banks use these ratios to best #iigmprice of the ADR with an appropriate pricelie t
cross-listed market. For example, one depositcgipt would consist of five depository share$é tatio
were 1:5.
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requirements similar to that of domestic companies. These two ADR typesyare ve
similar with the main distinguishing factor being Level lls ard ta@previously issued
shares abroad while Level llls are used to raise capital through the ssdarsw

shares. In addition, both must file F-6 forms to announce the program and recaicile th
financial reports to U.S. GAAP on an annual basknally, RADRs are another way in
which foreign companies can issue new equity to raise cash in the U.S. but weith few
reporting requirements. These ADRs utilize the PORTAL market to tagwadified
institutional buyers (QIBs) for private placement. In this market, @#sbuy and sell
RADRs to one another. This type of depository receipt does not requireatsgistvith

the SEC or any reconciliation of their financial reports to U.S. GAAP.

Each type of ADR listing brings particular costs and benefits to the ¢stisgt
company. Level | and 144a ADRs avoid the scrutiny of the SEC, and thus are lgss costl
and easy to complete. The downside for these ADRs is that they do not necessarily
provide a signal to investors that the company is willing to comply with regusathat
provide greater investor protection. Companies choosing to cross list viallLavel
Level Il ADRs do provide such a signal, but complying with the stringent i8gQrting
requirements can be costly and time-consuming. In this paper, | focus on thd bedel
Il ADRs because they provide a direct examination of the benefits tisding lin the
U.S. can bring, including increased visibility and prestige and a larger shardiedder

Turning to cross-listings on non-U.S. exchanges, | categorize all non-U.S. cross-
listings as GDRs for simplicity, although my GDR sample actually ingltiiee major

types of foreign cross-listings — GDRs, European Depository ReceipBs{Eand

® My sample period ends in 2006, thus the new SE€waiving the reconciliation to U.S. GAAP by
foreign companies using IFRS would not influence tbsults of my study.
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International Depository Receipts (IDRs). GDRs are specificatlyselistings on non-
U.S. exchanges that are denominated in U.S. dollars. EDRs are the samesaasxGEpR
they are denominated in Euros, and IDRs are issued by non-European companies in
Brussels. Various levels of GDRs do not exist like ADRs in the U.S, andtihg lis
requirements and scrutiny imposed upon cross-listers may vary by countrychadgsx
The process of issuing GDRs is operationally similar to ADRs as the depasiteipts
are held by a foreign branch of an international bank who issues the receipis in th
respective country. Other branches of the bank can make their GDRs awidahlb/
as well.
2.2. Sarbanes-Oxley

President George W. Bush signed The Public Company Accounting Reform and
Investor Protection Act of 2002, more familiarly known as the Sarbanes-8gtegn
July 30, 2002. At the time, the President described the Act as “the most far geachin
reform of American business practices since Franklin D. Roosevelt.” Steldhe Act
as a “one size fits all” regulation which proposes sweeping changes but whose
implications are still being determined. The intent of the new regulation isttoee
investor confidence in the U.S. capital market through increased investor protgction b
enhancing financial reporting disclosures. Some of the key components to 3¢ inc
the establishment of the Public Company Accounting Oversight Board (PLAOB
enhanced auditor independence, greater corporate responsibility including audit
committee guidelines and CEO and CFO certification of all periodic finastei@ments,
and enhanced financial disclosure. Other sections address analyststzohilnterest

as well as the accountability of management and auditors for fraud and tee relat
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punishment for SOX violations. Ultimately, the SEC is responsible for implemeaiting
rulings on the compliance of SOX by each company.

SOX introduced many changes to financial reporting in the U.S., and the debate
continues regarding the benefits the regulation has brought to the U.S. economy. The
speed with which Congress put the Act together raised concerns regteding i
effectiveness and the impact it would have on companies, most particularlyrthe ext
costs incurred to remain compliant with the new rules. Still, many believedaa®Xx
necessary and useful to ease concerns regarding the reliability of fimapoiding, and
many commentaries on SOX cite obvious inadequacies in financial repbainexisted
prior to 2002. Holmstrom and Kaplan (2003) argue that the new regulation addresses
some of the deficiencies that existed in corporate governance, and Coates (2087) cla
that while many of the rules of corporate governance addressed in SOX @xistéo
the malfeasance by Tyco, WorldCom, and Enron, the enforcement of these rules was
obviously missind® Trends such as a rise in accounting restatements, an increase in
earnings management from 1987 to 2001, a decline in investor confidence, an increase in
audit failures, and a rise in securities frauds are indicative of the neethtoroed
regulation (Coates, 2007). These studies conclude that SOX will bring net $érafit
will make the U.S. reporting system better. With that said, Holmstrom and Kaplan
(2003) conclude that the biggest risk remaining in the post-SOX era is the [ggsibil
over-regulation.

Critics of SOX claim the new regulation is excessive and results in unngcessa

costs. Romano (2005) is very blunt in her commentary on SOX calling the “quack”

19°50X picks up many tenets of the Foreign Corrupties Act of 1977 (FCPA), thus large portions of
the legislation are not new. The failure of theP2Gwvas related more to lack of enforcement.
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corporate governance provisions having more to do with recycled ideas anablgiss a
addressing inefficiencies. She states, “Simply put, the corporate goveprancsions
were not a focus of careful deliberations by Congress. SOX was emerggistation,
enacted under conditions of limited legislative debate, during a media fremitying
several high-profile corporate fraud and insolvency cases” (pg. 1528)! dEraie(2006)
discuss the potential drivers of compliance costs from SOX that companies consider
when making listing decisions: internal control reports, documentation and legal
requirements, external assistance to prepare financial statenxextsj\ee certifications
requiring more of their time, and greater civil and criminal penaktigslting in a
demand for higher wages. Many generally consider SOX Section 404 addressing
improved internal controls as the primary cause of increased costs. For catpanie
maintain compliance, they have had to consume more internal resources asralgll a
on the assistance of external parties (like auditors), both of which subsgantedkse
costs to companies. A 2006 survey of 247 executives by the FEI showed that total 2005
costs for compliance with Section 404 averaged $3.8 million per company and was
directly proportional to the size of the company. Further, 85.1% of the respondents
believe the costs for internal control compliance exceed the benefits (FEI, 2006)
2.3. Combining the Cross-listing Decision with SOX

Of particular interest to this paper is the influence of SOX on foreign companies.
The international reaction to the new reporting requirements was not positivettgve
“heavy-handed, extra-territorial nature” of the legislation on fore@npanies
(Nordberg, 2008). Some companies sought exemptions from SOX provisions via the

SEC but such calls were resisted. Ultimately, some exemptions werdqutdoiforeign
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companies listed in the U.S., such as the audit committee independence requirements
Also, the deadline for the costly compliance with Section 404 was extended to fiscal
years ending on or after December 15, 2007. Still, cross-listing trends around the
enactment of SOX suggest a change in where foreign companies decinssthstr

The globalization of markets and the growth of exchanges in Europe,
accompanied with increased costs incurred by companies to comply with SECdstanda
at the turn of the century, were already raising doubts about the necesdistingan
the U.S. (Bancel and Mittoo 2001); however, organizations like the Committee on
Capital Market Regulation and the Financial Executives Internationa), @fbngst
others, point to the enactment of SOX in 2002 as the ultimate culprit. A significant
reason for the shift in recent cross listing trends away from the U.S.irctkase in
costs for issuing shares in the U.S. in the post SOX era (Karmin and Lucchetti, 2006).
The Committee is specifically concerned that “excessive regulationgpnabt
implementation and unwarranted litigation — particularly when occurring sinewaltesly
— make U.S. capital markets less attractive and, therefore, less corapath other
financial centers around the world” (Committee 2006, 26D7hey provide evidence
that in 2005, 5% of the value of global initial public offerings was raised in the U.S.,
down from 50% in 2000. Further, the U.S. share of global market capitalization was at a
seventeen-year low of 35.2% in 2007 (37.9% in 2006 and 52% in 2001). Foreign
exchanges have taken advantage of this opportunity to attract companies t@tkeir m

by promoting cheaper listings, as well as lower regulatory and disclosjuliesraents.

" The Committee on Capital Market Regulation is cdsgal of 22 individuals from the investor, finance,
accounting, law and academic communities who desd¢hHemselves as a group “dedicated to improving
the competitiveness of the U.S. capital marketsslayicing regulation and litigation while enhancihg
rights of shareholders.” They issued their fiegiart in 2006, and a follow-up in 2007. The Conteeit
intends to follow the competitiveness of the cdpiiarkets for at least the next two years.
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The AIM market in London, a newer exchange designed to attract mostheis esis-
profitable companies from developed countries, is doing exactly that. McLachlan (2006)
argues that “the burden of red tape is forcing publicly traded companies to abaritlon Wa
Street in favour of the London Stock Exchange.” U.S. cross-listingsdeslieed63%

in the post-SOX era, while listings on the London Stock Exchange (LSE)rweased

over 100% due to a seven-fold increase in AIM listings (Piotroski and Srinivasan 2008).
At the same time, foreign delistings in the U.S. have increased (Hotsak@daland

Smith 2008). A U.S. listing can still bring companies credibility, but givenntreased
regulatory and legal costs, the debate continues regarding the true nes hemafiross
listing.*?

Overall, the effectiveness of SOX remains an empirical question and one that
must be addressed in parts. Nordberg (2008) argues that SOX is ineffective as the
remedies of the legislation did not match the ailments of the U.S. markets; hovwever, h
also argues that the loss in competitiveness is over-stated. One way toeeS&WM is
to determine the effectiveness of its provisions on earnings quality. In theifglow
section, | develop testable hypotheses that specifically examine tinegsaguality of
those cross-listers around SOX. An improvement in the quality of listings wouldi@rovi
some indication on the effectiveness of the legislation. The increasedroosS®X for

listing in the U.S. can certainly deter foreign companies, but increasetbinpestection

12 Recent evidence from Thomson Financial suggestsribss-listing trend has partially shifted backie
U.S. as foreign companies familiarize themselveh worporate governance rules under SOX. The
percentage of foreign-based IPOs in the U.S. ise@&n early 2007, but most IPOs were fairly sraad
usually file via private placement (Rule 144A) winis not subject to SOX'’s provisions. | do noeatpt
to address the validity of this trend, but | doiée the decline in the competitiveness of the th&ket as
it relates to global cross-listings does sugge®idm companies had some concern regarding thesgos
of SOX.
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from SOX can also lead to net benefits if lower-quality companies are no egesus
of a U.S. listing.

3. Hypothesis Development and Research Questions

3.1. Discussion of the Cross-Listing Decision

In choosing where to cross list, companies opt into corporate governance,
disclosure standards, and accounting rules that are generally mooeisitjoain their own
country’s. One of the predominant arguments as to why companies cross list if.the U
is their willingness to subject themselves to increased disclosure angkestron
enforcement authorities, thus “bonding” themselves with a more regulated giodiditi
market (Coffee 2002). The belief is that cross listing provides a signal to irs/gsba
company desires to compensate for the lack of investor protection in its home countr
(Coffee 1999; Stulz 2001). Companies from poorer investor protection environments or
weaker disclosure environments are more likely to cross list (Reese astohé¥e2002;
Hope et al. 2007). The empirical evidence further suggests that cross-listechisempa
are valued more than their domestic counterparts and have a decreased guist diuea
to a decline in perceived market risk (Doidge et al. 2004; Errunza and Miller 2000;
Karolyi 1998; and Hail and Leuz 2009).

The bonding hypothesis (at least as it relates to U.S. markets) hatdss and
alternative theories exist as to why companies cross list. Licht (#063)that U.S.
authorities generally take a hands off approach to foreign filers with tdspadorcing
corporate governance standards, and Siegel (2005) argues that whil@titatioaal
bonding” of cross listing may be somewhat true, the “legal bonding” frons tebdsig

does not hold due to the lack of SEC enforcement against cross-listing compames. La
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et al. (2006) find that the reconciled earnings of cross-listers are aftpabty than
that of U.S. domestic companies. Further, earnings quality is lower for esuintnm
weaker investor protection environments, suggesting that SEC regulation does not
necessarily overcome the influence of the local environment. Licht (200®)sattee
bonding effect has been largely overstated. As opposed to improving the scope of
investor protection, cross-listers are more often motivated by easeeskdo financing
and increased visibility. The result is a global pattern of cross liatisgciated with
informational distance — geographically or culturally.

Regardless of motivation, research has shown that companies generdity bene
from cross listing in the U.S. When companies make the commitment to ctassHes
U.S., they generate positive abnormal returns, raise more capital, lowerostenf
capital, and receive higher valuations (Doidge et al. 2009). For an elexepeymd
from 1985-1995, Miller (1999) documents positive abnormal returns in the company’s
domestic market around the announcement to cross list. Foerster and Karolyiifi®99)
similar results around both the announcement and listing dates for companieistingss |
between 1976 and 1992. These advantages illustrate that cross listingfgreagmna
company access to more developed financial markets, resulting in incvesibdity and
reputation, greater liquidity, and the ability to raise capital at a lowerldokt,(2003).
Evidence from Errunza and Miller (2000) speak directly to this assertion, as they
document a 42.2% decline in cost of capital for cross-listers.

While the cross-listing literatures suggest that foreign companies Hemfit
listing in the U.S., the U.S. market also benefits from attracting compaomesafound

the world. The question remains - what influence did SOX have on the foreign
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companies’ decision on where to cross list? As previously discussed, SOX has been
blamed by many as a leading disincentive to foreign companies desirirgsdist in
the U.S. A 2006 survey by Mazars (a Paris-based audit firm) shows 43% of Europea
companies believe the costs of SOX will outweigh the benefits and 17% woulderonsi
delisting to escape the law; however, 72% of Asian and 81% South American canpanie
believe benefits will exceed costs. A majority of these costs rela@®@@X originate
from compliance with Section 404 related to internal controls (as discussed p§gvious
While Section 404 compliance was not required until the end of 2007, the evidence from
this survey suggests foreign companies were anticipating these datgend thus
considered them in their cross-listing decision. Further, Ling (2008) finds egidenc
suggesting costs to comply with disclosure and accounting standards is aangnifi
component in the cross-listing decision for companies. Some U.S. companies have
adopted strategies such as going private to get around SOX costs (Eng@0&xcl

To further address the impact of SOX, | first examine whether earninliyqua
improved for foreign companies choosing to cross list in the U.S., as would be expected
if SOX was effective in improving the quality of financial reporting folalb.-listed
companies. The subsequent hypotheses then address the types of companies SOX may
have deterred from cross listing in the U.S. While the previously mentioneaof I0sS.
listings by foreign companies may be of some concern, the fact remai&OKanay be
effectively keeping lower-quality companies from cross listing in the, Wi&ch would

be considered a benefit of the regulation.
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3.2. Hypotheses for SOX and U.S.-listed Companies

In this section, | primarily focus on SOX and the earnings quality of ADRsgi
the direct influence SOX has on companies listed in the U.S. | first egdhe change
in earnings quality for ADRs around SOX. Companies desiring to cross fist iU.S.
are willing to incur greater financial costs as well as accept tremeparent financial
reporting in order to access a more restrictive market, increasentrestar base, raise
more capital, and obtain access to a liquid secondary market. Due to SOX, these costs
and disclosure requirements increased. Further, Cohen et al. (2008) show thas earning
management by U.S. companies (not exclusive to cross-listers) incresedity prior to
SOX, especially the period immediately before SOX; however, earnings magratge
trends show an abrupt reversal in the post-SOX period. Lobo and Zhou (2006) also find
that income-increasing earnings management declined after the SOXemaejptifor
CEOI/CFO certification of the financial statements. Given a primary peigfdSOX was
to improve financial reporting quality in the U.S. and some research suggestg®arnin
guality has improved in the U.S. post-SOX, | propose the following hypothesis:

H1: Earnings quality increases in the post-SOX period for initial ADRs

Next, | compare the influence of SOX on ADRSs versus a matched sample of U.S.
companies. Given SOX is applicable to all U.S.-listed companies, | wouldtepe
improvement in earnings quality for U.S. companies, similar to what is proposed in H1
for ADRs. However, ADRs originate from different reporting environments than
existing U.S. companies, so the question addressed in my second hypothesis is whether
SOX increased earnings quality differentially for these two sets of coagaOne

expectation is that the increased regulations from SOX should have a greaeental
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effect on those companies with weaker corporate governance (or investoriqmpteaet

ADRs whose home countries governance statutes are not as strong as ti&e t
Companies that cross list in the U.S. tend to increase protection of minorghcldars

and improve corporate governance (Reese and Weisbach 2002; Fresard and Salva 2008;
Hope et al. 2007). This argument assumes the bonding of ADRs to the U.S. market is a
legitimate signal, as these companies respond to the expected increase i@l financ
reporting quality from SOX; thus, ADRS’ earnings quality may improve more tzrof

U.S. companies. Because U.S. companies are associated with higher earnings qualit
ADRs may also have more “room” for improvement in terms of earnings quality in
response to SOX.

An alternative expectation follows from the lack of legal bonding argument
mentioned previously. If ADRs are cross listing in the U.S. only to benefit from the
reputational gains and not legally bonding to the regulations in the U.S., then SOX should
have limited influence on the earnings quality of ADRs, while at the saméJtitne
companies’ earnings quality improves. Depending upon whether ADRs are a sending a
true signal regarding bonding with the U.S. market will dictate how SOX has
differentially impacted earnings quality for ADRs and U.S. companies. dftver
predict the following non-directional hypothesis:

H2: The change in earnings quality around SOX is different for initial ADRs
than for U.S. companies.

3.3. Hypothesis Comparing ADRs to GDRs
Following upon the hypothesized improvement in earnings quality for ADRs, |
also want to compare the quality of earnings for foreign companies @iisg in the

U.S. versus those cross listing in non-U.S. markets. Given the changidgntrehere
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companies cross list, | propose that characteristics of earnings beabé&s and GDRs
differ. Therefore, | want to examine the comparability of the qualigamings for
ADRs and GDRs in the post-SOX period when, as suggested by listing treeds) for
companies began to more strongly consider listing on non-U.S. markets. SOXeddcreas
costs for all U.S. companies, including ADRs which must meet essentialbatne
requirements as U.S. companies. If the barriers truly have increaseanly those
companies that believe cross listing benefits will outweigh higher ca$tstin the
U.S.

Extant research has examined the quality of earnings for ADRs but onl{Dpte-S
while limited research exists for GDRs. Lang et al. (2003b) shows thas ABve
higher quality earnings — more conservative, less earnings managemieingraased
value relevance - compared to companies from the same country that do nottcross lis
Thus, some evidence exists indicating that ADRs have higher-qualitpgsthan other
foreign companies. Further, Leuz et al. (2003) support this conclusion as companies in
the U.S. have less earnings management than any other country based upon their
aggregate earnings management score. These findings suggest the talSneaet is
associated with higher-quality earnings, a conjecture supported by thedizistarical
attractiveness of the U.S. market. Therefore, | propose the following:

H3: Earnings quality is higher in the post-SOX period for initial ADRs than
for initial GDRs.

3.4. Additional Research Questions Addressing the Earnings Quality for GDRs
The influence of SOX on GDRs is more tenuous as compared to ADRs given
SOX has no direct implications outside the U.S. At the same time, the influence SOX

has on the cross-listing decision may indirectly impact the earningsyoqpfaDRs.
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While | expect the earnings quality of ADRs has improved post-SOX, several
developments suggest GDRs earnings quality has declined over the same tiche peri
Karolyi (1998) suggests that stringent disclosure requirements aregéstlanpediment
to cross-listers. With the enhanced disclosure requirements applicable) 18.dlkted
companies, those foreign companies with lower earnings quality that stiél ttesross
list (and might have done so in the U.S. prior to SOX) now may decide list outside the
U.S., lowering the overall earnings quality of GDRs. Similarly, foreignpgamies that
de-list from a U.S. exchange to avoid more transparent financial reporting3@e
that subsequently cross list elsewhere may also lower the overall sagoadgy of
GDRs.

The unstated assumption above is GDRs’ average earnings qudétfirsng
due to lower-quality would-be-ADRs (or pre-existing ADRs) decidingrtss list
outside the U.S. An alternative explanation is that average earnings quality sfi&SDR
increasingbased upon the fact that ADRs generally have higher earnings quality than do
GDRs (Lang et al., 2003a). The possibility exists that lower-quality ADRagain,
would-be-ADRSs) could possess higher-quality earnings than GDRs on aversgehe
hypothesized shift in cross listing results in an increase in averagegsaguiality for
GDRs. To determine what influence SOX may have on the initial cross-listigjae
for companies, | propose the following non-directional research question:

RQ1: Does earnings quality change in the post-SOX period for initial
GDRs?

Second, | examine the earnings quality of GDRs versus that of foreign companies
that decide not to cross list. SOX most likely has limited influence onwtakede

regulation, litigation, and enforcement in other countries; therefore, tettpgeearnings
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quality of foreign non-cross-listers to remain uncharnigeHowever, in discussing RQ1,
| indicate how certain cross-listers and ADR de-listers that choose ®listassewhere
can lead to either a decline or improvement in the earnings quality of GDRg.et.ah
(2003b) briefly discuss some alternative analyses comparing non-U.S. stessdnd
non-cross-listers, although they provide little explanation and their teststaeepre-
SOX period. To provide a more thorough examination of this comparison, | propose a
second non-directional research question:

RQ2: Does earnings quality change more around SOX for initial GDRs #n

for foreign non-cross-listers?

4. Sample, Research Design, and Methodology
4.1. Sample Selection

| examine the earnings quality in the initial year of cross lidiwity before and
after SOX. The sample period covers nine years from 1998 — 2006. SOX was enacted at
the end of July 2002, with most provisions effective after 30 days. Following Piotroski
and Srinivasan (2008) who examine cross-listing trends around SOX, | exchale ini
cross-listings between May 2002 and August 2002, during the legislative timeedifa
the regulation. Any company that initially cross lists via either aRADGDR prior to
May 2002, | consider pre-SOX, and any initial cross listing after Augus,2@onsider
post-SOX. Thus, both sub-samples include four years and four months of initial cross-

listers.

13 One potential confounding effect may come fromithelementation of “international” SOX in many
countries. For example, Japan enacted J-SOX i 2086 and is a modification of U.S. SOX with a
particular focus on internal controls over finahceporting. The timing of similar internationaDX
regulations most likely has occurred at the enchpsample period or afterwards, but if companiesss-
listers or non-cross-listers) anticipate new rejtes, some changes to earnings quality may otairare
unrelated to U.S. my research question.
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| obtain the sample of cross-listing companies for ADRs and GDRs separately
The Bank of New York, Citibank, and JP Morgan Chase sponsor over 90% of all ADRs,
so | use the databases from each bank’s website to collect an initiaAdeRef The
banks’ databases include the cross-listers’ names, ticker, depositEipt tgpe (Levels
[, 11, or 1ll), country of origin, DR ratio, effective date, and approprlat8. exchange on
which the ADRs are traded. In most cases, the banks’ lists include antipaicies
only, so | capture other ADRs that have delisted or for some other reason are not in the
banks’ lists directly from the U.S. exchanges’ (NYSE, AMEX, and NASDAQbhesl
data on cross-lister. My primary tests include only Level Il and Level Il ADRs
because Level | and privately placed ADRs are not required to meetribdeseel of
financial reporting standards as domestic U.S. companies.

The process of identifying GDRs is more manually intensive. No central banks
dominate the sponsorship of cross-listers globally, so | rely upon data frdiplenul
foreign exchanges. The compilation of GDRs comes from eight of the laayest.S.
exchanges in the world covering nine different countries: London Stock Excharigje (LS
Main, LSE AIM, Toronto, NYSE Euronext (Amsterdam, Brussels and Paris),
Luxembourg, Tokyo, Frankfurt, and Zurich. The available data for crosshsiges by
exchange; however, | was able to collect 894 total GDRs prior to gathering thedinanci
related data.

Taking the list of cross-listers, | then merge the companies with finamcial a
price data from Compustat Global to construct the various earnings quadisyires

discussed in detail in the following sections. Table 1, Panel A shows the finaésaim

! The most comprehensive list amongst the excharayee from the NYSE'’s Listed Company Directory
(http://www.nyse.com/about/listed/1997.html?Listed@zNONUS&start=1&startlist=1&item=1&firstti
me=dong from which | focused on the Non-U.S. Listed Comipa list.
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cross-listers by year and exchange, as well as the sample total® peigroving
companies with missing financial variables. The four key sub-samples e thed
post-SOX totals for ADRs and GDRs, and the sizes of each sub-sample spebktdirect
the global cross-listing trends. Figure 2A compares total ADRs ancsGé the
sample period. In total, initial ADRs have declined post-SOX while iri#i2Rs have
increased. ADRs specifically decline in 2002 after an increase in the préewvmysars.
GDRs follow a similar pattern during the SOX release, suggesting suai®fe
uncertainty for cross-listers; however, the post-SOX era shows a drancatiase,
mostly attributable to the LSE AIM exchange, as shown in Figure 2B. Karmin and
Lucchetti (2006) suggest that nine out of ten cross-listers do so in London or
Luxembourg, and my sample supports their conjecture, as the three exchanges in London
and Luxembourg all increase significantly post-SOX.

In addition to where foreign companies choose to cross list, Panels B and C of
Table 1 provide additional information regarding some demographics of my ADR and
GDR samples. Panel B shows the home countries for each of the sample ADR and GDR
companies. Both ADRs and GDRs are spread across companies from many countries.
Pre-SOX, the largest number of ADRs originated from companies in Germaay, Gre
Britain, France, and Netherlands, but on a relative basis, France and faesatsBow
the largest decline in ADRs pre to post-SOX. Pre-SOX GDRs were not domigaed b
specific country, but post-SOX a large amount of initial GDRs originate fronraiast
India, Taiwan, Great Britain and Ireland. Only GDRs from Austria and theeNahds
showed a significant decline. Besides possibly Great Britain and India, nb direc

indication of companies from a particular country leaving U.S. markets for otrkets
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exists. Finally, Panel C shows the composition of ADR and GDR samples across
industries is not dramatically different. On a relative basis, ADRs igtglglmore
concentrated in the Finance and Transportation industries, and pre to post-SOX, the only
significant change was an increase in Mining companies. Overall, the d@mogria
Table 1 Would not suggest a significant influence from a particular country ormndust
on my resultg?
4.2. Test Statistics and Methodology

The research design used to examine the hypotheses and research questions is a
series of comparisons (e.g., ADRs vs. GDRs) of earnings qualitstissmsimilar to that
employed by Lang et al. (2003, 2006), Leuz et al. (2003), and others. Table 2
summarizes the seven earnings quality statistics used for the comparidahgir
calculation. For all statistics, with the exception of the measures dflesgavoidance,
a higher number signifies higher earnings quality. | categorize ste$stics into
earnings management, timely loss recognition, or value relevancécgtatisach statistic
measures an element of earnings quality with the expectation that tdierssisures as a
whole would provide some indication of higher quality when comparing two separate
sub-samples of companies. For some of the hypotheses | compare the levels of the
earnings quality statistics (e.g. Post-SOX ADRs vs. Post-SOX GDR#g, far others |

compare the changes in earnings quality statistics around"S@ke comparability

15 Where applicable, | ran regressions for the egsiquality statistics (discussed in Section 4.#gis
country and industry fixed effects in order to eohfor any significant influence from either ofetse two
factors, and my results remain unchanged.

18 Note the changes analyses | run are not a withimpany change over time as is traditional in many
studies. My focus is on earnings quality in thistfyear of cross listing; therefore, | comparechange
between initial cross-listers in the pre-SOX petiodhitial cross-listers in the post-SOX period.
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between earnings measures and across countries could be an issue; thusgése chan
analyses are helpful to hold differences in characteristics betweeasydbes constant.

The first set of earnings quality statistics addresses the proclivitpss$-listers
to manage earnings. The first statistic (EQ1) examines earningshémgoohere
managers use their discretion via accruals to reduce the variability afectparnings. |
measure the variability of earnings using the standard deviation ofiogeraiome (Ol),
scaled by the standard deviation of operating cash flows (§C&jaling by operating
cash flows will provide some control for the variability in economic performaAce
lower EQ1 implies greater discretion by managers to smooth operatfogpemce;
therefore, a higher ratio signifies less earnings smoothing.

The previous measure indirectly assumes the influence of accruals to rm@mnipul
performance. My second statistic (EQZ2), the correlation of operatingaécarnth
operating cash flows, more directly measures the use of accruals byarsaas a means
of earnings management. Managers can use accruals to smooth cdglctlations
reflected in earnings, and companies that use larger amounts of accruadsati&ely
to have earnings that are manipulated by managers. Following Dechowi6g8), (
calculate the accruals portion of earnings (ACCR) as:

ACCR; = (ACA; —ACash) — (ACLyy —ASTD; —ATP) - Dep,
whereACA is the change in current asseét€ash is the change in cash and equivalents,
ACL is the change in current liabilitie§STD is the change in short-term debt in current

liabilities, ATP is the change in taxes payable, and Dep is depreciation and amortization

" Most companies in Compustat Global have report€&:owever, for company-years where OCF is
missing, | calculate the variable as the differelpetveen net income and accruals.
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expense. | calculate EQ2 as the correlation in the residuals of ad#&@&R) and the
residuals of operating cash flows (OCF) from the following regression:

ACCR; or OCR, =« + 3 CONTROLS + &,
where CONTROLS are those documented by Pagano et al. (2002) that influence the
cross-listing decision: size (SIZE), growth (SGROW), leverage (LV@)tatantensity
(AST_TURN), and equity and debt issuances (EQISS and DEBTISS). Theseaseas
are also included to capture economic differences in the comparative sampiésthe/
nature of accrual accounting results in a negative correlation, a largaveegatelation
between the residuals from the accruals and operating cash flows intheat@gers use
accruals more in order to smooth earnings. Therefore, a higher (or lessa)egati
correlation represents higher earnings quality.

A series of research shows how managers can manipulate earningsve ach
thresholds. Burgstahler and Dichev (1997) provide evidence that management uses
discretion to avoid small losses. My third earnings management statistic ¢&i@)es
this tendency of small loss avoidance. | classify net income scaled by |latgjexbsets
between [-0.025, 0) as a small loss and those between [0, 0.025] as a smafl fiwfit.
identify small loss avoidance, | include two versions of EQ3. The first usesllthgihg
logistic regression,

smallprofit; = o« + 3; SUB; + o CONTROLS + &,

'8 Burgstahler and Dichev (1997) amongst others migmsamall loss avoidance have used an interval of
(-0.01, 0] as opposed to (-0.025, 0] to represemizll losses as well as the corresponding smédiitgror o
my knowledge, no specific interval width is morgegpriate to measure small losses and small profits
Thus, based upon my analysis of the variabilitgardnings for my various sub-samples, | use a $jight
larger interval. The use of smaller interval wigltibviously results in a larger preponderance @lidioss
avoidance, but the comparisons across sub-sammpseged in the hypotheses remain unchanged.
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where companies with small profits (smallprgfits defined above are coded as 1 (or O
otherwise), the indicator variable (SUB) is coded as 1 for the sub-sampterett
depending upon the hypothesis examined (e.g., POST when comparing post-ADRSs to
pre-ADRS) (or O otherwise), and CONTROLS as defined previously. The ceeffon
SUB (B,) represents the tendency of managers to avoid losses for the sub-sample of
interest, where a positive (negative) coefficient indicates aegr@asser) likelihood of

loss avoidance and hence lower (higher) earnings quality. For ease of iatenpyét

also use the ratio of the number of small profits to small losses as a se@swotarod

small loss avoidance. A smaller ratio represents less loss avoidarteenaechigher
earnings quality? The inclusion of this ratio is also necessary when comparing the
changes in loss avoidance from pre to post-SOX, as the previous measure of loss
avoidance cannot be utilized in a difference-in-differences approach. Comhmédot
smoothing measures (EQ1 and EQ2) and the two measures of small loss avoid&jce (EQ
should provide consistent evidence to determine which sub-samples tend to manage
earnings more.

Another measure of earnings quality is the timely recognition of lossek whic
motivates my second category of earnings quality. In the context of ny gted
willingness of companies to recognize losses immediately as opposed torgptbhadi
over several years signifies higher earnings quality. Thus, | proviolepatison of
reporting large losses as my fourth earnings quality statigfd)EWhile some of
related research has used the recognition of large negative losses amavtiessiof

earnings to examine timely loss recognition, | choose to focus on only osaemméased

19 please note for ease of interpretation (and ctemsig with previous literature) higher values fottb
versions of EQ3 indicate lower quality earningsjtcary to the other EQ variables where a higheneval
signifies greater earnings quality.
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upon the Basu (1997) regressfdn. The regression by Basu (1997) focuses more on the
conservatism of financial reporting. The reverse regression is as follows:

EP& = o + 1 RET; + B2 DUMit + B3 RET: * DUMt + &it,
where EPS is annual earnings per share deflated by beginning of per@g®Riticis 15-
month return starting at the beginning of the year through three months afted thie e
the fiscal year, and DUM is an indicator variable equal to 1 if returns arévee@a., a
proxy for bad news). For EQ4, | use the coefficient on the interaction of tlcatodi
and returnsfj;) to signify the recognition of timely losses, where a higher coefficient
represents more conservatism and higher earnings quality.

The last set of statistics relates to the value relevance of compar@sgs with
the premise that companies with higher-quality earnings should have radssgeiation
between earnings and returns. The first value relevance stati®8$ &the Rfrom the
regression of price on book value and earnings (EPS) as follows:

PG; = « + 31 BVPS; + B2 NIPS; + &it,
where P6 is the price six months after the fiscal year-end, BVPS is book value of
shareholders’ equity per share, and NIPS is net income per share. All waaishtealed
by price six months prior to fiscal yeigin order to control for the scale factor’s influence
on conclusions when comparing Between samples (Brown et al., 1999).
The second and third value relevance statistics are alsorfparisons utilizing

separate Basu (1997) regressions for good news (EQ6) and bad news (EQ7) (ive, positi

2| avoid the other measures of timely loss avoidatee to a potential sample bias - smaller sukpkam
sizes, greater variability in earnings for fore@nss-listers (see the discussion on descriptatgssts in
section 5), and a focus solely on the first yeazavhpany performance — which may lead to inappatb@ri
conclusions.

2L Since | am examining the initial year of crosselis, in some cases, the price six months prititeo
beginning of the fiscal year is not available.tHose cases, | use the first price listed in Corngiuslobal.
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and negative returns, respectively). Companies that report losses in a tinaelresr

should have a better association between their earnings and returns. Thus, higlyer-qual
companies should have a highér Rhis should especially hold true for the bad news
cases, but I include the good news cases as a comparison as well. Across \dltere
relevance statistics, a highef iRdicates greater value relevance and hence higher

earnings quality.

5. Results

In this section, | present the results for comparisons of earnings qualityda
SOX and between types of listings as related to my proposed hypotheseachror
comparison, | provide a table with two panels to illustrate the results. Panelag&lof
table provides descriptive statistics across the two sub-samples, an@ Panmglares
the earnings quality statistics. Each statistic measures an eleiheanhings quality with
the expectation that the set of statistics as a whole would provide some amdafati
higher quality for a set of companies. In the tables, the statistics for tloailgarsub-
sample that has higher earnings quality are in ffoMhile some statistics individually
have significance statistics (as compared to zero) shown in the table, no known
significance statistics exist to compare an earnings qualitgune&rom one sample to
the same measure from another sample. Previous studies utilizing this meth¢eaog
Lang et al 2003b and Lang et al. 2006) have made similar admissions; therefore, |
attempt to solve this issue by utilizing bootstrapping re-samples which prowidal c
values to utilize given the actual differences | find in testing my hypotheses

Bootstrapping p-values are included in Panel B for each earnings quatigyisivhich

2 gignificance indicators related to the earningaliustatistics are provided in the tables.
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indicates whether the differences between earnings quality statistit® ftwo sub-
samples are statistically significantly different. The appendix anteof the paper
provides additional details on the specific bootstrapping procedures used to eadlailat
critical p-values. All variable definitions and specific calculations oktlmaings quality
statistics are provided in Table 2.
5.1. Did SOX Improve Earnings Quality in the U.S.?
5.1.1. Main hypothesis — Pre-SOX ADRs vs. Post-SOX ADRs

The first hypothesis posits that earnings quality has improved for ADRs around
SOX. Extant research suggests that earnings management has improveobfyastes
the findings are attributed to the more stringent reporting requirements under SOX.
Given the enhanced reporting environment, the premise of H1 is that if SOX influenced
ADRs, then initial cross-listers post-SOX should have improved earnings caglity
compared to the earnings quality of initial cross-listers prior to SOX.eTaptovides a
comparison of earnings quality before and after SOX.

The descriptive statistics in Panel A suggest that the sub-sample of post-SOX
ADRs is significantly different from the pre-SOX ADRs. Again, consistatit eross-
listing trends, ADRs in the pre-SOX period are much larger than in the post-SO. per
Post-SOX ADRs are more profitable in terms of Ol and EPS and generaty (YE&t,
although ACCR are not significantly different. On average, pre-SOX ADRs ibfita
is negative driven by more loss companies as indicated by the negatigedirsie.
Consistent with profitability, post-SOX ADRs have higher and less variahlens.

None of the control variables are significantly different between the twossnpkss.
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The statistics in Panel B suggest that SOX had no overall influence on the
earnings quality of ADRs. Pre-SOX ADRs manage earnings less, aaridgility of
operating income is greater indicative of less smoothing (EQ1), theatmnebf ACCR
and OCEF is less negative (EQ2), and both small loss avoidance statisircthépre-

SOX period (EQ3). However, EQ4 shows that post-SOX ADRs are more consenvative i
terms of recognizing losses timelier, and two of the three value relevatisgcs also

favor the post-period. When returns are positive (good news), earnings are more value
relevant pre-SOX, but when returns are negative (bad news), earnings asalmere
relevant post-SOX. In total, four statistics (three of which are signifiat p=0.06 or

less) suggest ADRs’ earnings quality is higher pre-SOX and three (only oréctfis/
significant) suggest earnings quality is higher post-SOX. Therefore, thim&OX had

no definitive influence on ADRS’ earnings quality, contrary to what was gestlin H1.

The implication of this result is either that SOX is not successful in improaimgngs
quality of ADRs, or ADRs are not concerned with the enhanced financial reporting
guidelines (i.e., not legally bonding to U.S. regulations). | will return to thellitg<of
these implications as the remaining results are discussed.

5.1.2. Additional considerations for ADRSs’ earnings quality

While the previous results suggest earnings quality did not improve for ADRs
around SOX, | want to examine two additional considerations related to ADRs’g=arnin
quality. The first is whether ADRs are generally associated withaaedse in earnings
quality after listing in the U.S. Lang et al. (2003b) provide evidence that ADRs have
greater earnings quality than those companies from their home countridsoibsg oot

to cross list. This would imply either companies of greater earningsygselfitselect to
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cross list, or the act of cross listing in the U.S. leads these companies to wapitave

their earnings quality given the increased expectation in earningsyqaliinvestor
protection. The “bump” in earnings quality for ADRs might increase velgtmore
post-SOX given the increase in regulations on financial reporting. To exansngste,

| do a within company comparison of earnings quality before and after stisg both

pre and post-SOX. Table 4 provides the results. Post-SOX | find that earningsiguality
higher prior to cross listing for five of the seven measures (three ofahecsignificant

at p=0.10). The opposite is true pre-SOX as five of the seven measures (four which ar
significant) favor higher earnings quality after cross listing. Ttheswithin company
improvement in earnings quality is not greater post-SOX; however, the lack ohcdlue
from SOX is consistent with the findings evidence from testing H1.

Another possibility is a “learning” effect for foreign companies as #oejimate
themselves to the new reporting regulations in the U.S., especially post-SOX. The
implication is that earnings quality should improve as ADRs are more famitiar
reporting requirements. In Table 5, | compare the earnings quality of ADfsr three
of cross listing versus the initial year of cross listing (as testétl) both pre-SOX and
post-SOX. The results in the pre-SOX period show no significant differeneenimgs
quality between the two years, as four measures favor year 3 and theegerdavor
year 1 — only two measures are significantly different and both favor year omengrur
to post-SOX ADRs, | find results that more strongly suggest earningsyqgadiigher in
the initial year of cross listing — five directionally favor year 1, twavbich are

significantly different from year 3. These results show that compédoniest improve
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their earnings quality as they become more familiar with U.S. regulat@hS@X in
particular.

The fact that ADRSs’ earnings quality does not improve after listing in the U.S.
post- SOX and that ADRs do not “learn” from SOX provide consistent support with
evidence from testing H1 — SOX has had limited impact on the earnings qualDRs. A
These findings suggest that foreign companies are not primarily codagithehe
enhanced regulations and enforcement supposedly associated with SOX. The legal
bonding by cross-listers to a new reporting environment would imply that foreign
companies are subject to the laws and regulations of that country; howeverk thie lac
improved (and even decline in) earnings quality implies such legal bonding is not taking
place for ADRs around SOX. Foreign companies continue to bond to the U.S. markets
but only in a reputational sense, consistent with suggestions by Siegel (2005). The
following result for domestic U.S. companies provides additional support for these
conjectures.

5.2. Is the Change in Earnings Quality Different for U.S. Companies than for ADRs?

My second hypothesis compares the change in earnings quality around SOX for
ADRs with that of U.S. companies to determine the differential impact SOX hadsen the
companies. Based upon the lack of improved earnings quality for ADRs around SOX, a
logical comparison is to examine whether earnings quality has improved fostitome
U.S. companies. Previous research suggests that U.S. companies in total havelimprove
in earnings quality (at least as it relates to earnings manageh@ngyer, my previous
results related to ADRs contradict research on the U.S. market in total. Calhen et

(2008) and Lobo and Zhou (2006) find that earnings management has declined for U.S.
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companies post-SOX, but | find that earnings management is actually logAddRs
post-SOX. As suggested with the results from H1 (including the additional a)alyse
ADRs appear to be unaffected by SOX’s provisions, U.S. companies’ earnings quality
may improve more around SOX than ADRs.

Table 6 provides results to directly compare ADRs and U.S. companies. The
descriptive statistics in Panel A include only those related to U.S. compariies, as
previously reported descriptive statistics for ADRs in Table 3. Whergaificant
differences existed for ADRs pre and post-SOX, such is not the case for Ugntesn
Across all main and control variables, none are significantly different pre to ot
that on average U.S. companies generate positive OCF and incur negative ACCR and
negative EPS. In untabulated comparisons between ADRs and U.S. companies, U.S.
companies pre-SOX have higher Ol (but lower EPS) and OCF and have gteate:; re
while in the post-SOX period ADRs are more profitable (Ol and EPS), geneyht hi
OCF, and have greater returns.

Focusing on the earnings quality statistics in Panel B, | display U.Ssrpseilt
and post only, but | also show the changes around SOX (post less pre) in the fgtthest r
two columns. By comparing the changes between ADRs and U.S. companies autilize
difference-in-differences approach which better controls for econcamations between
the two sub-samples of companies. For U.S. companies, | find that earnings quality has
improved for five of the seven statistics compared with three for ADRsh $3wohples
improve in timely loss recognition (EQ4) and value relevance in bad newsaitiati
(EQ7), but only U.S. companies are improving in earnings management — consigtent wi

findings of less earnings management post-SOX documented by Cohen et al. (2008).
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When examining the difference-in-differences, in only one case is the chasg®ings
quality greater for ADRs — value relevance of accounting data to pric®) (ECpnsistent
with H2, SOX did have a differential impact on ADRs versus U.S. companies.

While the effect on U.S. companies is consistent with related literaturiecony
is more on the implications of SOX on cross-listers. The fact that SOX hae e lifél
impact on U.S. companies and ADRs despite the fact that both are subject to most of the
same reporting requirements, suggests that foreign companies choosing listavoss
U.S. exchanges were not necessatrily influenced by the increased stringinancial
reporting under SOX. These results provide further evidence that the bonding kigoothe
may hold in terms of reputation by providing a sense of improved investor protection, but
legally, foreign companies cross listing in the U.S. appear to have ldtlefiéitigation
risk for noncompliance. Given the supposed increase in enforcement accompanying
SOX, a reasonable expectation would be that ADRs that generally originate from
environments with weaker corporate governance would have shown some evidence of
improved earnings quality if compliance was a significant concern, but mysrasail
contrary to this conjecture.

5.3. Did Earnings Quality Improve More for ADRs than Other Foreign Companies?
5.3.1 ADRs vs. GDRs (Post-SOX)

My next hypothesis compares the earnings quality of ADRs versus GDIRs in t
post-SOX period. While | discovered no positive temporal impact from SOX on ADRs, a
comparison of earnings quality with foreign companies choosing to cross list-@h®on
exchanges may provide some insights into the types of companies cross listingeon the

exchanges. | anticipate that SOX will have a differential impact on the te/ofset
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companies given the enhanced financial reporting standards and supposed increased
enforcement of rules under SOX. As a result, the barriers to cross list oxth&nges
increased, and | hypothesize that only those companies of higher reportingwiliality
listin the U.S. Further, U.S. markets are generally associated witérlggality
earnings (Dye and Sunder, 2001; Bradshaw et al., 2004, and Bradshaw and Miller, 2008);
therefore, | expect the earnings quality of ADRs to exceed that of GDRsiadlgpadche
post-SOX period. Table 7, Panels A and B provide the results for this comparison.

On average, the ADRs are more profitable than the GDRs, when comparing both
Ol and EPS. The mean EPS for GDRs is actually negative and both profitability
measures are more volatile (higher standard deviations) than the ADR saimple. T
negative EPS and smaller positive OCF results in a larger negative AC&Rnne
compared to ADRs. Despite less profitability, GDRs have significantly highe&ns
over the initial year of cross listing, but returns also have greatebiigyialn terms of
control variables used in the calculation of some of the earnings qualityictatddRs
are significantly larger and have significantly greater salestgr@mensistent with the
profitability measures.

The descriptive statistics correspond with many of the earnings gstaliistics
in Panel B. Beginning with the earnings management statistics, resutisxackacross
the three measures. EQ1 significantly favors GDRs implying they smaoihgsaless
than ADRSs; however, the correlation of accruals and operating cash flows €EQ?2) i
significantly less negative for ADRs. Then for small loss avoidance, the veegati

coefficient on the ADR indicator variable suggests that ADRs are lesg ikelanage
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earnings to achieve a small profit but, GDRs have a significantly smatileof small
profits to small losses.

While the earnings management statistics provide no conclusive evidence, the
remaining four statistics (two significantly) indicate ADRs have higjuality earnings.
| find that ADRs recognize losses in a timelier manner and have more ghduant
accounting information. Panel A indicates that GDRs were significasgyplefitable
but had significantly higher returns. These conflicting findings are evident indhthét
the R for GDRs are lower than ADRs across all three value relevance ssatistitotal,
ADRSs possess higher quality earnings for five earnings quality stafi&DRs one, and
conflicting evidence for loss avoidance. Overall, the results suggest thatiAfies
post-SOX period have significantly higher earnings quality than GDRs, cartsistie
H3. These findings are also consistent with Lang et al.’s (2003) examioaiADR
earnings quality in the pre-SOX period as it compares to other foreign companies
Further, my evidence is consistent with the suggestion that U.S.-listed comguaniés
higher quality. While the above results do not directly assess the influenca5O
cross-listers (as these results combined with the supporting hypothesemale direct
conclusions), it appears that cross-listers coming to the U.S. in the post-SGX peri
possess greater earnings quality than cross-listers on non-U.S. exchangesingugg
only those foreign companies of higher earnings quality are willing toctalklee
additional costs imposed by SOX to list on U.S. exchanges.
5.3.2. Additional research questions addressing the earnings quality for GDRs

The research questions address the indirect influence SOX may have on GDRs.

The expectation, corroborated by the shift in listing trends during my samyad,psr
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that many foreign companies that might have cross listed in the U.S. chose notato due t
the stringent reporting requirements expected under SOX. As explained preuioeisly
shift of foreign companies to non-U.S. exchanges could either improve or worsen the
earnings quality of GDRs on average. Following a similar comparison to Hflrstny
research question compares the post-SOX earnings quality of initial GDR& @b pihex
SOX initial GDRs. Panel A of Table 8 shows the descriptive statistickdee ttwo sub-
samples. Pre-SOX GDRs are significantly more profitable (Ol and ERS)emerate
significantly greater OCF, but ACCR is also significantly more negatiWhile not
significant at conventional levels, returns are higher in the post-SOXdpédfinally, the
only control variable that is significantly different between the two sulpkesnms capital
intensity greater in the pre-SOX period.

Panel B of Table 8 shows the results across the seven earnings quaiigstati
Like the comparison across SOX for ADRs, | find no definitive results tetatéhe
influence of SOX on GDRs. Pre-SOX GDRs have significantly higher eargunality
for three of the statistics — less earnings smoothing (EQ1) and two vavene
statistics (EQ5 and EQ6). Conflicting evidence exists for the two meadfsemll loss
avoidance, and post-SOX GDRs have significantly higher earnings quabssdbe
remaining three statistics. Based upon these results, | conclude thab8@X h
definitive influence on earnings quality for GDRs. Further, the lack of change i
earnings quality for GDRs would also refute any suggestion that some “irdaafat
SOX legislation that has been enacted in various countries has influenced earnings

quality (at least as it pertains to my sample).
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The second research question addresses the differential impact SOX had on GDRs
and a matched sample of foreign companies that have not cross listed (NCLs). The
maintained assumption here is that companies choosing to cross list more Meely ha
improved earnings quality as compared to those that do not. Further, if SOX has any
influence on foreign companies, its influence is more likely to be associatedeo thos
deciding to cross list. Table 9 provides the results for RQ2. Panel A shows only the
descriptive statistics for NCLs, as those for GDRs were reported ie Tablfhe only
significant differences of note for NCLs pre to post are that ACCR ardesnmaihe
post-SOX period but returns are higher. Panel B first compares NCLs post &dXre-
and then the changes around SOX (post — pre) for GDRs and NCLs. Both sub-samples
improved in four earnings quality statistics, but in comparing the difference-in
differences, changes in GDRs were greater than changes in NCLs facax the seven
earnings quality statistics. Overall these results pertaining t@foceimpanies
addressed in RQ1 and RQ2 suggest that SOX had limited influence on the earnings
quality of these companies. While the differential impact on GDRs exceeded that
NCLs, I find no overall improvement in earnings quality for GDRs — fourssizgi

improved while three declined from pre to post-SOX.

6. Sensitivity Analyses

In this section, | examine some issues that may provide additional insight into my
main set of results. The first set of sensitivity analyses examine¥ltience investor
protection may have on the earnings quality of cross-listers around SOX. cbhe set

of analyses focuses on the influence of the London AIM market on the earningg qualit
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of my GDR sample. The largest portion of my post-SOX GDR sub-sample is from the
AIM market which to some degree was specifically targeted towards [@btenotss-

listers that were hesitant to list on U.S. exchanges after the enacfn$X.

6.1. Investor Protection and Earnings Quality around SOX

My second hypothesis posits that earnings quality will increase moreda®aix
for ADRs than U.S. companies because ADRs originate from a financial ngporti
environment that, as research has shown, has lower corporate governance standards (or
weaker investor protection). Given the increased financial reporting scanthy
perceived enhancement in reporting quality associated with SOX, | would ¢xgee
an incrementally greater improvement for ADRs than U.S. companies giveptngng
environment from which ADRs originate. Contrary to my expectations, mysesult
indicate that U.S. companies improved earnings quality around SOX more than ADRs.
Despite this finding, | cannot explicitly conclude that the investor proteati@nomment
from which foreign companies originate has no influence on earnings quality around
SOX within the sample of ADRs. Therefore, | examine the change in earningg qual
around SOX for ADRs originating from weaker investor protection countries cechpar
to those from stronger investor protection countries.

Research has shown the differential impact investor protection has on the cross
listing decision. ADRs generally find a significant reduction in cost of alagiter their
listing, and the effect is larger for companies from countries with weakporate
governance (Hail and Leuz, 2009). Incorporating the influence of SOX, Berger et
(2006) find the stock market reaction to SOX is larger for cross-listersdoomtries

with weak private enforcement of investor rights. What follows is an exjpectd a
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greater incremental impact on the earnings quality of ADRs originfrongcountries
with weaker corporate governance compared to ADRs from countries \eitigstr
corporate governance. Table 10 shows that contrary to this expectation, ttesuisie
impact from SOX on ADRs is actually greater for companies origigdtom high
investor protection companies. For low investor protection companies, earningyg quali
declined for all statistics except for the value relevance of accountorgnation with
price (EQ5). The decline in earnings quality is not as prevalent for highanvest
protection companies, as three of the seven statistics actually improvee forpost.
Relying upon the difference-in-differences approach in comparing chéorgbsse two
sub-samples, the differential impact is greater for high investor pomtedmpanies in
five of the seven statistics.

Hope et al. (2007) find that companies from weaker disclosure environments are
more likely to cross list in the U.S. but are less likely to list on exchanges where
compliance with U.S. GAAP is required. This finding is consistent with recent cross
listing trends where more U.S. cross-listers are using private placemeais £xposure
to U.S. markets. Thus, the possibility exists that many companies of higtyquali
earnings are choosing to avoid the improved U.S. disclosure environment in the post-
SOX period. Such a possibility contributes to the fact that | find no indication that
companies from countries with weaker investor protection environments have improved
earnings quality.

6.2. The Earnings Quality of GDRs from the AIM Market
The two research questions attempt to address the influence SOX had on the

earnings quality of GDRs across several non-U.S. exchanges. Admittedly|ubaaaf
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of legislation on financial reporting in the U.S. may have only an indirect inuemc
cross-listers outside the U.S. As my results indicate, | find no changeingsaguality

for GDRs around SOX. One confounding issue that could drive my results is the
predominant role that the London AIM market plays in my sample of GDRs compared
with other non-U.S. exchanges.

Non-U.S. exchanges, and in particular London’s AIM market, have taken
advantage of the more stringent reporting requirements under SOX by attgtopti
attract foreign companies to their market by promoting cheaper listingglless lower
regulatory and disclosure requirements. The AIM market is a newer exctiasigned
to appeal to mostly smaller, less-profitable companies from developintyiesu
Through the end of the fiscal year-end for the London Stock Exchange (March 31, 2007),
of the 323 new listing, 243 were on the AIM exchange as compared to the LSE Main
exchange. Figure 2B corroborates this evidence through the end of 2006. The issue with
the AIM is that its benefits — lower dollar listing costs and less stringgatation — also
lend itself to attracting companies with lower quality earnings (Negll2008). Given
69 of my 156 post-SOX GDRs are from the AIM exchange, the lax reporting
requirements from this exchange may be driving my results; howevergekitence also
exists concerning the earnings quality of cross-listers on these othengastzs well.

To examine the influence specifically of the AIM exchange, | conduct additmadyses
on the earnings quality of post-SOX GDRs, comparing AIM exchange crass-kgth
non-AlM exchange cross-listers.

From the results provided in Table 11, I first find no consistent evidence of

improved earnings quality around SOX for non-AIM GDRs — consistent with results
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discussed for RQ1 inclusive of all GDRs (comparing the first two columns of EQ data)
Further, when | compare AIM-listed GDRs in the post period to non-AlM GDfRg] |

no evidence suggesting AlIM-listed companies possess lower earnings qUkisty.
suggests that while the AIM market has more lax reporting standards than in the U.S
this smaller London market still attracts cross-listers of at tmasparable earnings
guality to those on other non-U.S. exchanges. Overall, | conclude that Add-GdDRs

did not influence my results when comparing the full sample of GDRs to ADRs in my
main hypothesis, but rather, | find their earnings quality is actually hitghaa other

GDRs.

7. Conclusion

In this paper, | examine the impact of SOX on the earnings quality of cstss i
both in the U.S. and globally. The intent of SOX was to improve the overall quality of
financial reporting in the U.S. However, an important concern is the posdihdity
increased regulation came with significant costs but little improvememandial
reporting quality. One result of these costs is the possible limitation irtnmseis
choices for U.S. investors, as trends subsequent to SOX suggest many foreigme®mpa
chose to cross list on non-U.S. exchanges. However, to the extent that SOX resulted in
companies with lower quality earnings choosing to cross list elsewhereldiierzal
costs may have been worthwhile. To examine the influence of SOX on earnings quality
| use a sample of 680 cross-listers from 1998-2006 to provide a series of comparisons
earnings quality statistics that cover earnings management, tieecelgnition of losses,

and the value relevance of accounting information of cross-listers.
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| begin my examination of cross-listers’ earnings quality with agam the
direct link between SOX and ADRs who are required to comply with the new lemislat
My first test examines the change in earnings quality around SOX, and héind t
earnings quality did not improve for ADRs. Additional tests indicate that A¥eda
not achieve a “bump” in earnings quality pre-listing to post-listing even &, nor
do ADRs’ earnings quality improve as they familiarize themselves witleam” about
SOX’s regulations. Combined, my findings suggest ADRs are unaffected by SOX
despite being within the scope of the legislation, and this fact is even motisisgrpr
given that | find the earnings quality of a matched sample of domestic U.S. cempani
has improved around SOX.

Given my research question is focused on the outcome of earnings quality based
upon the cross-listing decision, my next set of tests examines the earnintysodual
GDRs in relation to ADRSs. In this set of tests, | first compare ADRs to<Gbkhe
post-SOX period and find that those foreign companies cross listing on U.S. exchanges
have higher earnings quality, consistent with previous research (Lan@@d3y].Leuz et
al. 2003) that has found U.S. listings are typically associated with highetyqalings.
Similar to ADRs, | also find that SOX did not have a positive impact on earningsyqualit
for GDRs. An additional research question focusing on GDRs suggests that thigse fore
companies choosing to cross list did have a greater improvement in earnings quality
around SOX than those choosing to not cross list. Therefore, across the sub-sample of
companies whose earnings quality | examine, SOX had a significant intemepact

on U.S. domestic companies but no impact on ADRs, GDRs, or those non-cross-listers.

a7



As described above, some of these results would be anticipated and others angtoontrar
the expected outcome from SOX.

A recent paper by Piotroski and Srinivasan (2008) also examining the influence of
SOX on listing cross-listing preferences finds that the adverse effee@X{increased
reporting, regulatory and litigation costs) influenced only the decision ofesn(ed
opposed to larger) foreign companies desiring a cross listing. Such a finding stesunsi
with the inability of smaller companies to absorb the incremental costgaigsowith
SOX. While the authors claim these results will enhance the bonding-relateitisbeinef
a U.S. listing (as smaller companies with weaker corporate goverasndeterred from
cross listing in the U.S.), | find evidence consistent with criticisms dboineling
hypothesis. The bonding hypothesis suggests that foreign companies crogbdidiliS.
to provide a signal to investors that they desire to compensate for the lagksibr
protection in their home country. Given the supposed increase in enforcement
accompanying SOX, a reasonable expectation would be that ADRs that generally
originate from environments with weaker corporate governance would have shown some
evidence of improved earnings quality if compliance was a significant concer
However, as stated previously, the findings relating ADRs to SOX provides additiona
support to the findings by Siegel (2005) which suggests that cross-listerd téthe
reputationally bond with U.S. markets but do not legally bond — they are unconcerned
with the enforcement from non-compliance due to the inability of regulatoryiagenc

like the SEC to punish foreign registrants through legal proceedings.
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APPENDIX A - Bootstrapping Procedures for Comparing Earnings Quality
Statistics

One of the challenges to utilizing a methodology of comparing various esrning
quality statistics between two samples is the lack of significantistissto determine
whether one sample hagnificantlygreater earnings quality for a particular statistic than
the other sample. Lang et al. (2003b) and Lang et al. (2006) use this methodology and
make admissions that no comparative statistics exist for some of their sajnaiiy
measures, thus comparisons in earnings quality are directional (higheieoy ilowature.

In an attempt to provide some significance to my comparisons of earningy,quae
bootstrapping procedures to create confidence limits on the differencehiaaaings
guality statistic across sub-samples. | run the following bootstrappocggures for
each comparison of earnings quality between sub-samples across eaclewénhe s
earnings quality statistics:

1. Merge the two sub-samples of interest into one “combined” sample.

2. Draw 1,000 re-samples with replacement from the combined sample, where the
number of observations for each re-sample is equal to the size of the combined
sample.

3. For each observation in the re-samples, randomly assign the observation to one of
the two separate groups of interest.

4. Calculate each of the earnings quality statistics separately fiwdh@ndomly
assigned groups

5. For each earnings quality statistic, calculate the difference istembetween
the two groups.

6. [Difference in changes analyses only] For each change in earnings quality
statistics across temporal sub-groups (pre to post) within a particular geoup (
ADRs or U.S. companies), calculate the difference in the differences dloeos
two comparison groups (i.e., ADRs vs. U.S. companies).

7. From the resulting 1,000 difference (or difference in changes) catmddor
each earnings quality statistic, determine the critical p-valutaéoactual
difference between the test statistics shown in the tables.

To illustrate the above procedures, the following provides a walkthrough for

calculating the bootstrapped p-values that appear in Table 3, Panel B. The firs
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hypothesis compares the earnings quality of post-SOX ADRs to pre-SOX, ADRs

begin the bootstrapping process | combined the two samples, creating a new combined
sample of 393 observations (262 pre-SOX and 131 post-SOX). Then to develop each re-
sample | draw one observation from the combined sample and repeat this process, with
replacement (which implies a particular observation could be drawn multigs)tito

develop a full re-sample of 393 observations. Each of the observations in the re-sample
is then randomly assigned either to the pre-SOX or post-SOX group, and | then use these
separate groups to calculate the seven earnings quality statistidéy, Foadculate the
difference between EQ1 from the randomly assigned pre-SOX group to EQh&om t
randomly assigned post-SOX group and repeat that process for EQ2 throughnEQ

total, | draw 1,000 re-samples and repeat these processes, resulting in a distoibuti

1,000 difference calculations between the two randomly assigned groupsharf dae

seven statistics. Sorting the difference calculations from lowest to higas then

compare the actual statistics from Table 3, Panel B to determine the agjgrppvalue.

The actual difference for EQ1 is -0.177 (0.961 — 1.138) which based upon my
bootstrapped differences results in a critical value of 0.03. The reason for thdupeoce

is the difficulty in determining whether -0.177 is significantly greatem theandom

difference. The bootstrapping procedures generate a random distribution ehdeéer

for each earnings quality statistic which | can use to determineghiiicance of the

actual differences related to my hypotheses and research questions.
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APPENDIX B — Figures and Tables

Figure 1 —Cross-Listing Procedure (ADRS)

United States Overseas Markets
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Local
Stock
Exchange

| A'. \

Custodian Bank

A
\ 4

Depository Bank

Prior to the initial selling of ADRs in the U.S.:
1) The Local Company establishes an exclusive legal arrangement betwé#en its
the Depository Bank and the Custodian Bank.
2) The Local Company issues stock to the Custodian Bank and the stock serves as
underlying shares for ADRs that are provided to the Depository Bank.

Steps for U.S. Investor to obtain new ADRSs:

3) U.S. Investors request the purchase of ADRs through the Broker.

4) The Broker requests ADRs from the Depository Bank who has exclusive
agreement with Local Company and also maintains ADRs.

5) The Depository Bank issues new ADRs to the Broker via the Depository Trust
Corporation (not shown) which handles all the trading of depository receipts in
the U.S.

6) The buying and selling of existing ADRs continues on U.S. exchanges after the
initial ADRs are requested and issued.

Note: The above figure is a modification of Figure 3b — Volume Mechanics of a
Sponsored ADR Program from Desai (2004), page 16.
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Figure 2A —Total Initial Cross-listers on U.S. and Non-U.S. Exchanges
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Figure 2B —Initial Cross-listers on Non-U.S. Exchanges
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Note: To show the complete listing trends, the above figures include all applicable
listings; however, my sample, as shown in Table 1, includes a subset of these
cross-listers for which financial data is available.
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Table 1- Sample Selection

Panel A— Initial Cross-listings by Exchange and Year

Final sample
GDRs
ADR GDR

Year (Level 11, 1) Total LSE Main LSE AIM Euronext  Frankfurt Tokyo  Toronto  Luxemirg Zurich

1998 31 23 17 0 NA 3 1 1 1 0
y 1999 80 49 12 2 2 22 0 0 10 1
& 2000 95 37 15 3 2 12 0 0 4 1

2001 42 16 8 4 2 0 0 0 2 0

Apr-02 14 6 2 2 1 0 0 0 1 0

Sep-02 19 9 3 1 2 0 0 0 3 0
— 2003 18 27 6 5 3 0 0 0 13 0
8 2004 28 31 2 21 3 0 0 1 4 0
& 2005 34 51 5 27 0 0 1 6 12 0

2006 32 38 9 15 1 1 0 4 8 0

Total 393 287 79 80 16 38 2 12 58 2

Pre (98 - 04/2002) 262 131 54 11 7 37 1 1 18 2

Post (09/2002 - 2006) 131 156 25 69 9 1 1 11 40 0
Sample prior to removing companies with missing fiancial variables

Total 402 894 211 337 56 77 12 52 137 12

Pre (98 - 04/2002) 267 287 137 17 16 67 7 5 29 9

Post (09/2002 - 2006) 135 607 74 320 40 10 5 47 108 3



Panel B— Initial Cross-listings by Home Country

GDR ADR

PRE POST PRE POST
Argentina 4 2
Australia 4 40 8 9
Austria 10 1
Belgium 1 2
Bangladesh 1
Belize 1
Bermuda 1 2 6
Brazil 2 1
Canada 2 11
Switzerland 7 1 9 1
Chile 3 3
China 2 1 4 4
Caymans 4 26
Czech Republic 2
Germany 3 1 18 6
Denmark 2
Dominican Rep. 1
Egypt 1
Spain 1 1 5
Finland 4 1
France 7 19 2
Great Britain 4 16 54 19
Gibraltar 2
Greece 5 1 4 1
Hong Kong 6 3
Hungary 2
Indonesia 1
India 6 19 11 2
Ireland 13 15 7 3
Israel 5 5 2
Italy 2 1 2 5
Japan 3 13 3
Korea 5 8 5 9
Luxembourg 6 1 4 4
Martinique 1
Mexico 7 6
Netherlands 10 18 5
Norway 1 3 1
New Zealand 1 3 1
Pakistan 1
Philippines 1 1 1
Papua New Guinea 1
Poland 6 1
Russia 2 3 2
Singapore 2
Sweden 2 8 2
Turkey 1 1
Taiwan 12 18 3 2
USA 6 6
Venezuela 2
Virgin Islands 4
South Africa 1 3 3 4

131 156 262 131
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Panel C— Initial Cross-listings by Industry

GDR

PRE POST

Construction 1 2

Finance, Insurance & Real Estate 1 4

Manufacturing 53 53

Mining 8 48

Services 36 24
Transportation, Communcations, Electric, Gas & BapiServices 25 15

Wholesale/Retail Trade 6 7

Other 1 3

131 156

ADR
PRE POST
3 0
24 12
101 53
9 9
49 22
67 31
7 4
2 0
262 131
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Table 2— Earnings Quality Statistics by Category

Statistic Calculation®

Earnings Management Statistics

standard deviation of operating income scaled bystandard deviation of operating cash flows, betftated by total

EQ1 Variability of Ol and OCF
assets
. Spearman correlation coefficient between the redsdof accruals and the residuals of cash flower afigressing each on
EQ2 Correlation of ACCR and OCF .
the control variablés
coefficient on indicator variable (SUB) for samplenterest from a regression of a dummy variablefer small positive
earnings on control variables and SUB = 1 for tasle of intereét
EQ3 Small loss avoidande g s

ratio of small profits to small losses

Timely Loss Recognition Statistic

EQ4

Conservatism coefficient on RET*DUM for Basu (1997) regressiorhere DUM=1 for negative returhs

Value Relevance Statistics

R? from regression of price six months after the ehthe fiscal year on an intercept, book valuegberre, and earnings

EQ5 Price and accounting data
per share
EQ6 Good News R? from Basu regression for positive returns
EQ7 Bad News R? from Basu regression for negative retdrns
Notes: Variable definitions: OI = operating income aftEpreciation, OCF = operating cash flows, ACCR ecraals calculated aa¢urrent assets Acash) — Acurrent liabilities —

Ashort-term debt in current liabilitiesAtaxes payable) - depreciation. Variables are tflay beginning of period total assets. All valgs used to calculate earnings
quality statistics are winsorized at both tail&%.

1 All statistics are oriented where a higher numligmiies greater earnings quality. The one excepits EQ3 for small loss avoidance. By designegative coefficient on
the Post variable signifies a smaller likelihoodttbompanies are avoiding losses in the post-peniexce a signal of greater earnings quality.

2 Control variables include those variables idendifizy Pagano et al. (2002) that influences the disssg decisions. Specifically, | control forzei (SIZE) = natural log of
assets, equity issuances (EQISS) = the % changammon stock, debt issuances (DEBTISS) = the %gshanliabilities, leverage (LVG) = liabilities doed by

stockholders' equity, capital intensity (AST_TURNS3ales divided by assets, cash flows to asséts-(BCF divided by assets, and sales growth (SGROW g % change
in sales.

3 For both small loss avoidance measures, | claasifycompany-year's net income deflated by lagged agsets in the following range [-0.025, 0) asmall profit and in the
following range [0, 0.025] as a small profit.

4 The Basu (1997) regression is as follows: ERS+=B,; RET +B, DUM + B; RET*DUM + ¢, where EPS is earnings per share deflated by ptitee beginning of the
period, RET is the 15-month return from the begigrof year t through the first three months of yiedr, and DUM=L1 if returns are negative and O otliee.

5 The price regression is as follows: P& = B, BVPS +B, NIPS +g, where P6 is the price six months after the enthefiscal year, BVPS is book value per share, and
NIPS is net income per share. All variables afftatkd by price 6 months prior to the fiscal year.
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Table 3 —Comparison of Earnings Quality for ADRs before and after SOX (H1)

Panel A —Descriptive Statistics Comparison

Post-SOX ADRs (N = 131)

Pre-SOX ADRs (N = 262)

Mean Median Std Q1 Q3 Mean Median Std Q1 Q3 t-stat
Ol 0.124 0.096 0.210 0.029 0.198 -0.133 0.038 0.509 -0.0781170. 7.08 *
OCF 0.078 0.098 0.116 0.051 0.143 0.025 0.052 0.132 -0.0351070. 4.10*
ACCR -0.050 -0.049 0.075 -0.099 -0.003 -0.056 -0.045 0.078.095 -0.004 0.71
EPS 0.041 0.044 0.094 0.013 0.095 -0.003 0.014 0.099 -0.0360480 4.40 *
RET 0.219 0.145 0472 -0.110 0.415 0.037 -0.126 0.782 -0.458.205 2.87 *
Control Variables
SIZE 7478 7.747 2388 5258 9.202 7.211 6.998 2.285  5.3490929. 1.05
EQISS 0.202 0.086 0.386 0.000 0.300 0.236 0.034 0405 0.0004280 -0.83
DEBTISS 0.212 0.121 0.423 -0.056 0.475 0.263 0.131 0.4750510. 0.608 -1.13
LVG 0.457 0.449 0.254 0.243 0.666 0.504 0534 0.259 0.248 930.6 -1.73
AST_TURN 0.589 0.540 0.362 0.311 0.842 0.544 0.462 0.412 930.1 0.792 1.12
SGROW 0.325 0.200 0.373 0.062 0.572 0.335 0.218 0.432 0.0286520 -0.24
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Panel B —Earnings Quality Comparison

Bootstrap

Earnings Quality Statistic Post ADRs Pre ADRs p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating G&dows 0.961 1.138 0.03
EQ2 Correlation of Operating Accruals to OperatiragsiC Flows -0.351 -0.243" 0.25
EQ3 Small Loss Avoidance (coefficient on Post ADR iradar) 0.604

Small Loss Avoidance (ratio of small profits to shh@sses) 5.750 2.625 0.06
Timely Loss Recognition Statistic
EQ4  Conservatism (Basu regression R*DUM coefficient) 0.255" 0.206™ 0.20
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.264 0.147 0.08
EQ6 Good News (Basu regression) 0.080 0.146 0.04
EQ7 Bad News (Basu regression) 0.226 0.216 0.20

* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootsirppdues, see the Appendix. Bolded statistics indicate higher earnings
quality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 4 —Comparison of Earnings Quality for ADRs Before and After Cross Listing

Post-SOX Pre-SOX

Bootstrap Bootstrap
Earnings Quality Statistic ADRs Pre CL p-value ADRs Pre CL p-value
Earnings Management Statistics
EQ1  Variability of Operating Income to Operating G&3ows 0.961 1.099 0.02 1.138 1.027 0.01
EQ2  Correlation of Operating Accruals to OperatiragsiC Flows -0.35% 0.396 0.00 -0.243" -0.150" 0.12
EQ3  Small Loss Avoidance (ratio of small profits to dht@sses) 5.750 5.667 0.43 2.625 1571 0.18
Timely Loss Recognition Statistic
EQ4  Conservatism (Basu regression R*DUM coefficient) 0.255" 0.381" 0.17 0.206" -0.066 0.00
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.264 0.038 0.00 0.147 0.119 0.27
EQ6 Good News (Basu regression) 0.080 0.175 0.10 0.146 0.000 0.00
EQ7 Bad News (Basu regression) 0.226 0.175 0.34 0.216 0.008 0.00

* ** t-test of differences in means significantly different from zer©.@t and 0.05 levels (two-tailed)? significantly different from zero at

0.01 and 0.05 levels (two-tailed). For procedures to calculate bootsirppdues, see the Appendix. Bolded statistics indicate higher earnings

guality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 5 —Comparison of Earnings Quality for ADRs Before and After SOX — Year 3 “Learning” Effect

Comparison of Earnings Quality for ADRs before afigr SOX - YEAR 3 Post ADRs Pre ADRs

Bootstrap Bootstrap
Earnings Quality Statistic Year 3 Year 1 p-value Year 3 Year 1 p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating B&dows 0.868 0.961 0.17 1.193 1.138 0.28
EQ2  Correlation of Operating Accruals to OperatiragiC Flows -0.350" -0.351" 0.42 -0.211* -0.243" 0.42
EQ3 Small Loss Avoidance (ratio of small profits to shi@sses) 2.333 5.750 0.22 4.300 2.625 0.20
Timely Loss Recognition Statistic
EQ4  Conservatism (Basu regression R*DUM coefficient) 0.016 0.255" 0.02 0.325" 0.206" 0.11
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.142 0.264 0.22 0.161 0.147 0.39
EQ6 Good News (Basu regression) 0.001 0.080 0.15 0.033 0.146 0.07
EQ7 Bad News (Basu regression) 0.003 0.226 0.00 0.046 0.216 0.00

* ** t_test of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrpmadues, see the Appendix. Bolded statistics indicate higher earnings
guality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 6 —Comparison of the Change in Earnings Quality around SOX (Post - Pre) for ADRs and US Companies (H2)
Panel A —Descriptive Statistics Comparison

Post-SOX U.S. Companies (N = 131) Pre-SOX U.S. Gonigs (N = 262)
Mean Median Std Q1 Q3 Mean Median Std Q1 Q3 t-stat
Ol 0.017 0.059 0.192 -0.001 0.106 0.029 0.045 0.176 -0.048 1310. -0.58
OCF 0.043 0.067 0.128 0.010 0.123 0.043 0.062 0.114 -0.0231220. -0.02
ACCR -0.072  -0.055 0.099 -0.095 -0.019 -0.076  -0.062 0.0990.095 -0.017 0.38
EPS -0.032 0.039 0.182 -0.083 0.078 -0.033 0.012 0.159 70.040.058 0.07
RET 0.177 0.121 0.514 -0.103 0.398 0.081 -0.104 0.806 -0.4238.273 1.43
Control Variables
SIZE 7.248 7.581 2.158 5.253 8.782 6.876 6.869 1.995 5.3153238. 1.61
EQISS 0.103 0.010 0.252 0.000 0.091 0.138 0.019 0.437 0.0002190 -1.01
DEBTISS 0.128 0.027 0.356 -0.074 0.215 0.210 0.098 0.503 0560. 0.500 -1.86
LVG 0.557 0.581 0.251 0.348 0.744 0.570 0.572 0.260 0.375 89%0.7 -0.48

AST_TURN 0.714 0588 0525 0314 0.921 0.714 0.630 0.482 210.3 1.029 0.00
SGROW 0.155 0.110 0.349 -0.041  0.247 0.212 0.138 0.492 50.040.490 -1.32
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Panel B —Earnings Quality Comparison

Comparison of the Change in Earnings Quality aro®@iX (Post - Pre) for ADRs and US Companies

Bootstrap

Earnings Quality Statistic Post US Pre US A'in ADR Ain US p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating @&3ows 1.147 1.139 -0.177 0.008 0.01
EQ2 Correlation of Operating Accruals to OperatirggsiC Flows -0.134 -0.221" -0.107 0.087 0.11
EQ3 Small Loss Avoidance (coefficient on Post US inthica -0.694"

Small Loss Avoidance (ratio of small profits to shhasses) 1.750 2.316 3.125 -0.566 0.05
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) 0.273% 0.202% 0.048 0.071 0.40
Value Relevance Statisticsz(R
EQ5 Price to Accounting Data 0.155 0.206 0.117 -0.051 0.11
EQ6 Good News (Basu regression) 0.002 0.031 -0.067 -0.029 0.33
EQ7 Bad News (Basu regression) 0.125 0.077 0.010 0.047 0.30

* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrappdues, see the Appendix. Bolded statistics indicate higher earnings
quality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 7 —Comparison of Earnings Quality post-S@X ADRs and GDRs (H3)

Panel A —Descriptive Statistics Comparison

Post-SOX ADRs (N = 131)

Post-SOX GDRs (N = 156)

Mean Median Std Q1 Q3 Mean Median Std Q1 Q3 t-stat
Ol 0.124 0.096 0.210 0.029 0.198 0.041 0.020 0516 -0.125 120.1 1.83
OCF 0.078 0.098 0.116 0.051 0.143 0.033 0.020 0.322 -0.0961030. 1.64
ACCR -0.050 -0.049 0.075 -0.099 -0.003 -0.074 -0.021  0.22®.100 0.020 1.22
EPS 0.041 0.044 0.094 0.013 0.095 -0.006  0.003 0.127 -0.0770810 3.60 *
RET 0.219 0.145 0.472 -0.110 0.415 0.411 0.267 0.713 -0.101.7490 272 %
Control Variables
SIZE 7478 7.747 2388 5258 9.202 4616 4.693 2.859  3.0427426. 9.24 *
EQISS 0.202 0.086 0.386 0.000 0.300 0.311 0.312 0.644 -0.01D000 -1.77
DEBTISS 0.212 0.121 0.423 -0.056 0.475 0.177 0.124 0.664 2330. 1.000 0.54
LVG 0.457 0.449 0.254 0.243 0.666 0.398 0.398 0.249 0.155 130.6 1.97
AST_TURN 0.589 0540 0.362 0.311 0.842 0.492 0.397 0.505 60.0 0.645 1.90
SGROW 0.325 0.200 0.373 0.062 0.572 0.169 0.159 0.655 -0.243821 2.53 **
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Panel B —Earnings Quality Comparison

Bootstrap

Earnings Quality Statistic Post ADRs Post GDRs p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating @&dows 0.961 1.191 0.08
EQ2 Correlation of Operating Accruals to OperatiragiC Flows -0.351" -0.753" 0.00
£Q3 Small Loss Avoidance (coefficient on ADR indicator) -0.233

Small Loss Avoidance (ratio of small profits to shh@sses) 5.750 3.000 0.06
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) 0.255" 0.224% 0.46
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.264 0.081 0.00
EQG6 Good News (Basu regression) 0.080 0.017 0.04
EQ7 Bad News (Basu regression) 0.226 0.099 0.20

* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootsirppdues, see the Appendix. Bolded statistics indicate higher earnings
quality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 8 —Comparison of Earnings Quality for GDRs before and after SOX (RQ1)
Panel A —Descriptive Statistics Comparison

Post-SOX GDRs (N = 156)

Pre-SOX GDRs (N =131)

Mean Median Std Q1 Q3 Mean Median Std Q1 Q3 t-stat
Ol 0.041 0.020 0.516 -0.125 0.112 0.331 0.056 0.959 0.000 880.1 -3.10*
OCF 0.033 0.020 0.322 -0.096 0.103 0.540 0.081 1507 -0.0341870 -3.78*
ACCR -0.074 -0.021 0.228 -0.100 0.020 -0.589 -0.051 1.717.149 0.018 3.41*
EPS -0.006  0.003 0.127 -0.077 0.081 0.028 0.019 0.141 0.0000740. -2.24 **
RET 0.411 0.267 0.713 -0.101 0.749 0.273 -0.016 0.942 -0.342.625 1.38
Control Variables
SIZE 4616 4.693 2.859 3.042 6.742 4842 5613 3.690 3.591 747.4 -0.57
EQISS 0.311 0.312 0.644 -0.010 1.000 0.229 0.234 0.761 -0.59r000 0.97
DEBTISS 0.177 0.124 0.664 -0.233 1.000 0.175 0.181 0.698 000.3 1.000 0.03
LVG 0.398 0.398 0.249 0.155 0.613 0.432 0.410 0.228 0.231 260.6 -1.15
AST_TURN 0.492 0.397 0.505 0.060 0.645 0.693 0.614 0.475 40.280.978 -3.37 *
SGROW 0.169 0.159 0.655 -0.243 0.821 0.199 0.252 0.711 -0.31B000 -0.39
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Panel B —Earnings Quality Comparison

Bootstrap

Earnings Quality Statistic Post GDRs Pre GDRs p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating C&stws 1.191 2.049 0.00
EQ2  Correlation of Operating Accruals to Operating{CBlows -0.753" -0.981" 0.00
EQ3 Small Loss Avoidance (coefficient on Post GDR iadir) 0.107

Small Loss Avoidance (ratio of small profits to $hi@sses) 3.000 6.333 0.19
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) 0.224™ 0.003 0.02
Value Relevance Statistics 2(R
EQ5 Price to Accounting Data 0.081 0.177 0.09
EQ6 Good News (Basu regression) 0.017 0.023 0.04
EQ7 Bad News (Basu regression) 0.099 0.004 0.07

* ** t_test of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrappdues, see the Appendix. Bolded statistics indicate higher earnings
guality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 9 —Comparison of the Change in Earnings Quality around SOX (Post - Pre) for GDRs and Non-§2essgfiQ?2)
Panel A —Descriptive Statistics Comparison

Post-SOX NCLs (N = 156) Pre-SOX NCLs (N = 131)
Mean Median Std Q1 Qs Mean Median Std Q1 Q3 t-stat

Ol 0.015 0.042 0.175 -0.038 0.107 0.015 0.029 0.206 -0.044 1010. 0.00
OCF 0.026 0.066 0.205 -0.057 0.139 0.061 0.072 0.373 -0.0751690 -0.96
ACCR -0.059 -0.040 0.129 -0.104 0.013 -0.135 -0.060 0.305.15® 0.013 2.64 *
EPS 0.008 0.012 0.137 -0.046 0.074 -0.008 0.008 0.152 -0.041052 0.98
RET 0.415 0.209 0.763 -0.145 0.739 0.117 -0.150 0.928 -0.508.300 293 *
Control Variables

SIZE 3.543 3.862 2.916 2.517 5.409 3.597 4.372 3.614 2.9335365. -0.14

EQISS 0.111 0.072 0.507 -0.055 0.372 -0.010 0.000 0.600 650.4 0.213 1.83

DEBTISS 0.124 0.022 0.492 -0.123 0.376 -0.014 0.000 0.588.450 0.309 2.14 **

LVG 0.426 0.449 0.237 0.244 0.600 0.497 0545 0.230 0.317 860.6 -2.54 **
AST_TURN 0.679 0.609 0549 0.177 1.037 0.912 0.737 0.677 60.3 1.316 -3.17 *
SGROW 0.126 0.079 0.492 -0.092 0.324 0.023 0.022 0.604 90.430.337 1.57



Panel B —Earnings Quality Comparison

Comparison of the Change in Earnings Quality aro®@IX (Post - Pre) for GDRs and Non-Cross-listers

Bootstrap

Earnings Quality Statistic Post NCL Pre NCL A in GDR A in NCL p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating G&dows 0.881 0.426 -0.857 0.455 0.00
EQ2 Correlation of Operating Accruals to OperatiragiC Flows -0.601" -0.678" 0.228 0.077 0.13
EQ3 Small Loss Avoidance (coefficient on Post NCL iradar) 0.478

Small Loss Avoidance (ratio of small profits to $hhasses) 2.667 2.250 -3.333 0.417 0.15
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) 0.097 0.080 0.221 0.017 0.06
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.054 0.080 -0.096 -0.026 0.24
EQ6 Good News (Basu regression) 0.006 0.020 -0.006 -0.014 0.37
EQ7 Bad News (Basu regression) 0.025 0.023 0.095 0.002 0.08

\l
N
* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrpmadues, see the Appendix. Bolded statistics indicate higher earnings
guality. Variable definitions and calculation of earnings qualityssies are available in Table 2.
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Table 10 —Comparison of the Change in Earnings Quality around SOX (Post - Pre) for ADRs from High and Lstor [Rk@ection
Environments

Comparison of the Change in Earnings Quality aro@iX (Post - Pre) for ADRs

ADRs Bootstrap

Earnings Quality Statistic A in Low A in High p-value
Earnings Management Statistics
EQ1 Variability of Operating Income to Operating G&$ows -0.501 -0.127 0.01
EQ2 Correlation of Operating Accruals to OperatirggiCFlows -0.222 -0.179 0.43
EQ3 Small Loss Avoidance (coefficient on Post ADR iradar)

Small Loss Avoidance (ratio of small profits to $hi@sses) 2.300 5.500 0.25
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) -0.062 0.125 0.03
Value Relevance Statistics@
EQS5 Price to Accounting Data 0.183 0.091 0.24
EQ6 Good News (Basu regression) -0.141 0.102 0.10
EQ7 Bad News (Basu regression) -0.134 0.186 0.03

* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at

0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrappdues, see the Appendix. Bolded statistics indicate higher earnings
quality. Variable definitions and calculation of earnings qualityssies are available in Table 2. The assignment of high and low arvest
protection for each country follows the assessments by Lang et al. (2006]e Indavidual assessments on the following countries that were not
included in the Lang et al. study: Low — Austria, Belgium, Finland, Poland, Rassid urkey; High — India and New Zealand.



Table 11 —Comparison of the Change in Earnings Quality for GDRs — AIM Listed Companies Analysis

Pre-GDR Post-GDR Post-GDFR

non-AlM non-AlM AIM Bootstrap
Earnings Quality Statistic Pre-So» Post-So; Post-So; p-value
Earnings Management Statistics
EQl1  Variability of Operating Income to Operating G&$ows 1.763 0.675 1.138 0.06
EQ2  Correlation of Operating Accruals to OperatiragiC Flows -0.987 -0.864" -0.627" 0.02
EQ3 Small Loss Avoidance (ratio of small profits to dht@sses) 6.333 3.800 2.000 0.20
Timely Loss Recognition Statistic
EQ4 Conservatism (Basu regression R*DUM coefficient) 0.027 0.292" -0.223 0.00
Value Relevance Statistics{R
EQ5 Price to Accounting Data 0.171 0.121 0.244 0.10
EQ6 Good News (Basu regression) 0.022 0.003 0.087 0.23
EQ7 Bad News (Basu regression) 0.011 0.398 0.135 0.12

* ** ttest of differences in means significantly different from zer6.8tL and 0.05 levels (two-tailed) significantly different from zero at
0.01 and 0.05 levels (two-tailed). For procedures to calculate bootstrapdues, see the Appendix. Bolded statistics indicate higher earnings
quality. Variable definitions and calculation of earnings qualityssies are available in Table 2.



