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ABSTRACT

Usefulness of financial reporting comprises of relevance and faithful representation. The
former is measured by value relevance and earnings persistence, whereas the latter is
measured by earnings management (EM). Thus, this study’s objectives are to examine the
value relevance and earnings persistence of FV model in comparison to HC model. Another
objective of this research is to compare earnings management in companies that applied the
FV and HC models. Finally, the impact of COVID-19 pandemic period on the value
relevance and earnings persistence in these companies is addressed. This study investigates
the usefulness of financial reporting specifically the fair value (FV) model for investment
property (IP) in Malaysia. The usefulness of FV is evaluated in comparison to the Historical
Cost (HC) model. This research employed Positive Accounting Theory and semi-strong
form of Efficient Market Hypothesis (EMH) to frame the hypotheses. In addition, the test
of value relevance uses the Ohlson model. Secondary data were collected from 128 listed
companies on Bursa Malaysia that held substantial amounts of IPs as their assets in the
financial statement. The sample period of the study was 2018, 2019 and 2020. According
to the regression results, overall findings indicate that financial reporting particularly the
FV model for IP is useful. FV is more value relevant compared to the HC model. However,
earnings are less value relevant in the FV model compared to the HC model. In the earnings
persistence test, earnings were more persistent in the HC model in comparison to the FV
model. Thus, both FVV and HC models are useful under different measures of relevance.
Moreover, this study has not found strong evidence to support that FVV model is used for
EM purposes, at least not in the case of IP listed companies in Malaysia. The FV and HC
models' value relevance and earnings persistence are not significantly impacted by COVID-
19. However, the value relevance of FV seem to decline and EM, measured by positive
discretionary accruals, was higher in the year 2020 compared to the HC model. The
findings of this study suggest that it is consistent with the EMH, at least the semi-strong
form. Finally, the findings of this study could be of interest to companies with IPs,
stakeholders, regulators and accounting researchers as the findings reveal that both models
have their own advantages in terms of usefulness. Hence, it is suggested to regulators to
consider dual measurements for financial statements to be truly useful.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Financial reporting has always played an essential part in business decision-making. This
is because the primary objective of financial reporting, as specified by the International
Accounting Standards Board (IASB) in its Conceptual Framework (IASB, 2018)?, is to
provide useful information for stakeholders’ decision-making. In order for the information
to be useful, it has to have the qualities of relevance and faithful representation (IASB,
2018). The International Financial Reporting Standards (IFRS) that are issued by the IASB
have the above qualities in mind when designing these standards; therefore, IFRS tend to
be favourable towards fair value (FV) measurements instead of the traditional historical
cost (HC) method (Kaur, 2013).

According to Paragraph 9 of the IASB’s Conceptual Framework, which was
adopted by the Malaysian Accounting Standards Board (MASB), FV is the market price
that is exchanged between knowledgeable market participants to sell assets or transfer
liabilities at the exact date of measurement (MASB, 2018). FV is therefore at exit price. On
the date of the transaction, the FV of an asset would be its HC. However, these values differ
upon subsequent recognition. In subsequent recognitions, FV revalues assets based on
market price, whereas HC maintains the original cost of the asset, but requires assets to be
depreciated. The specific standard on FV is Malaysian Financial Reporting Standard
(MFRS) 13, which is equivalent to IFRS 13. On the other hand, companies that use the HC
model refer to MFRS 116, equivalent to I1AS 16 for property, plant and equipment.

Due to continual adjustment towards market price, FV measurements are perceived

as more relevant to investors and creditors as it presents updated values in the financial

! The Conceptual Framework issued by the International Accounting Standards Board (IASB) was adopted
by the Malaysian Accounting Standards Board (MASB).

1



statements, hence better for decision-making (Kaur, 2013; Ibidunni & Okere, 2019).
Nevertheless, critics of FV state that one accounting model cannot be preferred and judged
supreme over another accounting model and it must be suitable to the needs of that
particular context (Bloom, Fuglister & Myring, 1998). The main criticism with the FV
measurement model is that it is considered to be less objective than HC and possibly subject
to manipulation as managers tend to manipulate the earnings disclosure in the reported
earnings through the FVV measurements option (Hsu & Lin, 2016). Details of the pros and

cons of both methods are discussed in chapter two.

An example of a specific type of asset is investment properties (IPs). The
accounting treatment for IPs is in a specific standard, that is MFRS 140, which is equivalent
to 1AS 40. MFRS 140 defines Investment Property (IP) as land or a building, part of a
building, or both owned by the lessee through a finance lease to gain rental income or for
capital appreciation. Any property that does not take part in the production of goods and
services and administration activity is considered as IP. The goal of MFRS 140 is to define
and assist in identifying IPs and its related disclosure requirements (MASB, 2018, para 5).
An industrial sector that makes substantial investments in and generate income from IPs is
the real estate investment trust funds (REITs). In addition to REITs, construction and
property sectors as well as other sectors could also have IPs. Thus, IPs are quite common

in the context of certain Malaysian business sectors.

The issue with IP measurement is that there is no unanimously agreed upon
valuation method after initial recognition is made. The suggested alternatives are either HC
model or FV model (Lourenco & Curto, 2007). Generally, it has been accepted in Malaysia,
based on MFRS 140, that IP can be measured using either of these two methods, i.e. HC or
FV. However, as mentioned before, there is a trade-off, where FV and HC are considered
to be more relevant and objective, respectively.

Despite the relevance of FV, the current pandemic challenges the value relevance
of financial reporting, as a whole. The outbreak of Coronavirus (COVID-19) being declared
as a pandemic on 11 March 2020, affected economic activity worldwide severely. It is



believed that the pandemic paved the way for earnings management (EM) action (Susak,
2020) particularly due to the financial and economic crisis as a consequence of the
pandemic. Practices such as EM could jeopardise value relevance and faithful
representation, thus have an effect on FV valuation in particular, as discussed in the next

section.

1.2 PROBLEM STATEMENT

As inferred from the discussion above, there are certain problems associated with FV
measurement. The first problem is the dilemma in choosing between FV or HC models as
it is a controversial debate that does not seem to have a consensus (Lourengo & Curto,
2007; Mora, McGeachin, Barth, Barker, Wagenhofer, and Joos, 2019). By permitting
Malaysian companies to choose between HC and FV models for their IP seems to be a
choice between objectivity and relevance, respectively. These Malaysian companies with
IP may provide more relevant information by using FV, but at the same time, these
companies could produce less faithfully represented information due to the subjectivity of
FV. Under such circumstances, the information will not be as useful. Furthermore, there is
a substantial difference between the value of IP when calculated under the FV and HC
models and such discrepancies between the values could have an implication on the

decisions made by uninformed investors.

Next is the consideration that IFRS is issued by developed countries, hence FV is
promoted by these countries. Thus, even though FV may be relevant to developed
countries, it may not be suitable in developing countries. The main reason that FV may be
too advanced for developing countries is the fact that the capital markets of these countries

are not as active or developed. In the absence of an active market or irregular trading, ?level

2 Under MFRS 13, three levels of inputs of FV hierarchy are introduced. Level 1 inputs are quoted price of
identical property from an active market. Level 2 inputs are either quoted prices, or prices of a similar
property, not an identical property but from an inactive market. Level 3 inputs are unobservable inputs, which
is based on calculation, estimation and projection.



2 or level 3 measures have to be used to determine FV (Landsman, 2007; Ahmad &
Aladwan, 2015). Levels 2 and 3 valuation inputs are deemed to be highly subjective.
Therefore, many developing countries do not prefer FVV measurements model, as seen in
the context of Fiji (Chand & Patel, 2011) and Vietnam (Nguyen, 2018). Furthermore, FV
valuation method is not considered to be of value by investors in developing countries as
there is no increase in share price when this method is used (Jabar & Mohamed, 2015). As
Malaysia is a developing country as well, it may face similar obstacles in Malaysian
companies valuing their IP based on FV, hence may not be as value relevant as evidenced

by literature in developed countries.

In addition to the above concerns, one of the fundamental criticisms about FV is
that it could be used as an avenue for EM. This is because various valuation techniques and
input levels are allowed under MFRS 13 (IFRS 13) in measuring FV; hence considerable
subjectivity and discretion remains at the hands of management. Managerial discretion is
still a challenge in the implementation of the FVV model as has been acknowledged in the
IASB’s post-implementation review of IFRS 13 (IASB, 2018). Therefore, there is a
possibility that management of companies may use these numerous measurement
alternatives under FV to manage earnings at the expense of shareholders and other
stakeholders. Enhanced subjectivity and EM are particularly of concern if companies in
developing countries tend to use level 3 inputs in their measurement of FV. Moreover, the
FV accounting method has made it easier for managers to recognise unrealised earnings
and losses in the income statement (Hsu & Lin, 2016). Specifically, companies can easily
report the unrecognised gains as recognised gains to show higher performance to their
stakeholders, hence affecting the latter’s decision-making (Emerson, Karim & Rutledge,
2010).

The possibility of utilising FV measurement for EM purposes has been increased
with the outbreak of COVID-19 pandemic. Prior literature (Ayedh, Fatima & Mohammad,
2019) has reported that EM practices increase in frequency and severity during a financial
crisis. As the COVID-19 pandemic affected the economies of nearly all countries leading
towards a financial crises throughout the globe, this pandemic has impacted financial



reporting (Susak, 2020). It has, thus, created uncertainty that could result in EM and
material misstatements (IAASB, 2020). Consequently, there is a likelihood that companies
with IPs, particularly REITs, could rely on EM to sustain their performance, especially
since the property market as well as rental income were facing downward trends during the
pandemic (Tanrivermis, 2020). Therefore, REITs were expected to be badly affected at the
end of 2020, although they were less affected compared to other sectors at the beginning of
the pandemic (Lee, Jais & Chan, 2020).

Based on the various issues with FV measurement, as discussed above, in particular
in relation to valuing IP, and the added challenge of the pandemic, have motivated this
study. Therefore, the next section proceeds with the discussion on the motivations for this

research.

1.3 RESEARCH MOTIVATION

One of the reasons for the study is that IP has been one of the largest contributors to the
Malaysian economy. For instance, market capitalisation of Real Estate Investment Trusts
(REITs), which primarily deal with IPs, is about 43.4 billion Ringgit Malaysia in 2019
(Lim, 2020). However, it is not only REITs who own IPs, as other companies could also
have IPs. As IPs are a substantial part of REITs and of considerable value to other
companies, they play a significant role in the Malaysian economy. This study is not only
motivated by the fact that IPs are of considerable value to the Malaysian economy, but also
that these assets could be reported at extensively different values under MFRS 140,
depending on whether FV or HC models are used in their valuation.

In Malaysia, prior literature on IPs (Mei, Hassan & Embong, 2014; Jabar &
Mohamed, 2015) used data from 2006 to 2011. This sample period was prior to the full
adoption of IFRS in Malaysia, which was in 2012. Furthermore, MFRS 13 on FV was only
applicable effective January 2013. Therefore, this study is motivated to test the relevance
and faithful representation of IP valuation based on FV and HC models using more recent
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