Conditional Conservatism in Accounting:

New Measure and Tests of Determinants

Giorgio Gotti
Assistant Professor of Accounting
College of Management
University of Massachusetts Boston
(617) 287-7721
giorgio.gotti@umb.edu

UMBCMWP 1042
February 2008




Conditional Conservatism in Accounting:

New Measure and Tests of Determinants

Giorgio Gotti
College of Management
University of Massachusetts Boston
(617) 287-7721
giorgio.gotti@umb.edu

First Draft: August 2006
Current Version: December 2007

Abstract

Following Basu’s (1995, 1997) seminal whrkccounting literature adopted the Basu coefficien
measure conditional conservatism (among otherd,aéBall. 2003; Ball et al. 2000; Ball et al. 20@sl!
and Shivakumar 2005; Lobo and Zhou 2006; Chandeh @004). However, Basu’s choice of proxy for
measuring the arrival of good/bad news, stock nstuintroduces inaccuracy in the measure of
conditional conservatism (Dietrich et al. 2007; Blogwdhury and Watts 2007; Givoly et al. 2007).

To address the problem, | introduce a new meaduweralitional conservatism, which results from a
Least Absolute Deviation (LAD) piecewise regressand adopts the number of changes in financial
analysts’ EPS forecasts as a proxy for good/badsrawut future earnings and extends the analysis to
two-year and three-year time horizons.

| use this new measure to test three determinhattior literature suggested to explain the prese
of accounting conservatism. Results show that eomgs with (1) high debt-to-assets ratio — closer t
default on their debt covenants, with large portiminexecutives’ compensation tied to the firm's
performance, and in the year prior to a going com@pinion from their auditors report aggressively,
recognizing future good news in annual earningsengotickly than bad news.

Keywords: Conservatism, Asymmetric Timeliness, EPS, Firanshalysts.
Data Availability : All data are available from public sources.
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1. Introduction

The conservative principle, defined as the moreltymecognition of unrealized losses vs. gains in
annual earnings, has characterized for centuriespthactice of accounting reporting (Basu 1997).
Despite its widespread adoption over time and iffieidint countries, however, the concept is
somewhat counter-intuitive. Why do we have ruleendating the prompt recognition of expected
losses, but delay the recognition of gains untyttare (1) realized or realizable and (2) eafped
Instead, would a timely recognition of all the dabie news be more informative to users of financia
statements, and thus preferred? Indeed, recendyUS Financial Accounting Standard Board
(FASB), jointly with the International Accountingédard Board (IASB), stated:

Neutrality is incompatible with conservatisrwhich implies a bias in financial reporting
information. [...] Conservative or otherwise biasedahcial reporting information is equally

unacceptablé

This issue has been the basis for eminent acadesearch since Basu's influential work (Givoly
et al. 2007; Roychowdhury and Watts 2007; LaFordl\Matts 2007; Guay 2006; Ryan 2006; Choi et
al. 2006; Guay and Verrecchia 2006; Bushman anttd®ki 2006; Watts 2003a, 2003b; Ryan and
Zarowin 2003). Indeed, the understanding of thetivatons and determinants of conditional
conservatism is central to gaining insights in tée of financial reporting in debt contracting,
managerial compensation, firm valuation, and ingthal settings.

However, many important questions remain unanswearetl more empirical issues need to be
addressed. Has the analysis of conditional coatism been exhaustive in identifying all the fastor

that might explain its widespread adoption? Is uBascoefficient the appropriate measure of

2 FASB Concept Statement No. 5.

® FASB, Preliminary Views, Conceptual Framework feinancial Reporting: Objective of Financial Repogtiand
Qualitative Characteristics of Decision-Useful Fiogl Reporting Information, July 6, 2006, No. 1Z&8Wl, p. 29,
underlying added.
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conditional conservatism to study its variation otime, firms, and countries? The term timeliness
refers to the interval of time that intercurs bedwehe time a given piece information — news - alaou
firm’s future increase/decrease in earnings becawvalable and the time the same information
appears in the firm’s periodic financial statemen®ior research found an asymmetric difference in
the information timeliness, conditionally to itsntent: good news (i.e., information associated waith
future increase in earnings) takes longer than mewss (i.e., information associated with a future
decrease in earnings) to appear in the firm’s frarstatements.

The empirical problem is that it is not possiblettack directly each single piece of public
information about a company. Researchers neaddafmeasurable and observable variable to use as
a proxy. So far, following Basu, many researclagtgpted stock returns as a proxy to measure the
public flow of firms’ good/bad news. SpecificalllBasu uses “negative and positive unexpected
annual stock returns to proxy for 'bad news' anddgnews', respectively” (1997). If the price oét
stock at the end of a period is greater than tiee @t the beginning of the period, then Basu assum
that over the period good news (somehow quantifdedut the company is greater than bad news.

Despite its widespread adoption, as recent liteeathighlights, there are economic and
econometric limits of Basu’s model and measureasfservatism (Dietrich et al. 2007; Givoly et al.
2007; Roychowdhury and Watts 2007). The probletasisrom the choice of stock returns as proxy
for good/bad news. Many of the factors that triggereaction in Basu’s proxy variable— i.e. stock
price increases or decreases - are related tosetlaatta firm’s accounting system cannot and vatl n
record, because general market factors, or becaos@ssociated with the firm’s under analysis.
Hence, they will not appear as an increase or deeref earnings in the firm’s actual financial
statement, nor will it happen in the future. Th&sen accounting” factors act only as a disturbance

term — noise — in the attempt to measure the @iffigail timeliness of good/bad news about the firm’s
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future earnings, introducing a noisy signal in theasure of asymmetric timeliness, hence in the
measure of conditional conservatism (Roychowdhuag/\Watts 20075.

To reduce the noise, hence increasing the accufaitye measure, | propose to adopt the number
of revisions in financial analysts’ EPS forecastsaanew proxy of the flow of good/bad news about a
company. Financial analysts gather all availabfermation, but use only the part that is goindg&
recognized in future earnings (Nichols and Wahlef4} to revise their EPS estimatedActing as a
filter, analysts reduce the noise that charactersteck returns as a proxy for good/bad news. rEve
proxy, able to capture the arrival of good and temtounting” news about the firm’s future earnings,
together with the use of a Lease Absolute DevialidkD) regression and the extension of the analysis
time horizon to three years will result in a moreqise,a priori, measure of conditional conservatism.

Once | demonstrate that this measure of asymmtatneliness isa priori, less noisy (thus more
precise), | can test whether determinants suggebtedorevious literature - managerial, debt
contracting, and auditor’s choice - are still aldeexplain the reasons for conditional conservatism
test (1) whether companies with a higher debt-getsatio, where bondholders detain more power, are
characterized by higher conditional conservatistdext, | test (2) whether companies in which
executives’ compensation is more heavily basedramst accounting performances are characterized
by higher conditional conservatism. Finally, Itt€%) whether there is an association between anglit

auditor opinions, and the company'’s lagged cona#li@onservatism.

* Let's assume, for example, that over a given petiere is only one piece of information about fiAis future
earnings, and that the content of the informatimggests that firm A’s earnings will grow in the heeriod (for instance, a
positive net present value project that firm A wathrt in the following period). If in the curreperiod the market
experiences a decrease, then the variable adopteg@xy for good/bad news flow — stock returmaight also decrease,
suggesting the arrival of a flow of bad news fomfiA. Instead, the only real “accounting” news @abfirm A is good
news. In the following period firm A will recogrézthe increase of earnings in its financial statgneeming from the
positive NPV project, but the traditional conseistait model will not be able to measure the timeknef good news,
because the proxy variable adopted signaled theabaf bad news instead.
® | adopt here the three theoretical links betweemirgs and share prices developed by Beaver (1998)ent period
earnings provide information to predict the futyeriods’ earnings, which provide information todoast dividends in
future periods, which provide information to det@renstock prices, equal to the present value afréutlividends.

m COLLEGE OF
4 /A Management
UMASS.

BOSTON

Financial Services Forum




Results of the paper provide evidence supportiegésults obtained adopting a modified version
of the Basu’s measure (Ball and Kothari 2007; Royatthury and Watts 2007), indirectly confuting
the conceptual and econometric criticism to theuBamodel, mainly by Dietrich, Muller, and Riedl|
(2007). More specifically, the paper provides evice that that (1) companies characterized byla hig
debt-to-asset ratio, contrary to expectations, geize good news about future earnings as quickly as
bad news. These companies, which are closer sulleh debt provisions than companies with low
leverage ratio, are more likely to take higher sisiad “manage” earnings through a relatively faster
recognition of expected gains (good news), in ortterreduce the chances of defaulting the
requirements of debt indentures, thus reducingaiyenmetric timeliness that I find for the rest loé¢ t
sample. Additionally, (2) companies with execusiveompensations more heavily based on the
company’s accounting performances do consistentllgibé aggressive accounting, defined as
expected gains recognized in annual earnings fdstarlosses. This provide evidence consisterit wit
a relative higher power of the firm’s executivesgahave incentives to adopt aggressive accounting t
increase an annual compensation package based eorfirth’'s accounting performance) over
shareholders, who have incentives to enforce cuvasee accounting to reduce the chances of
overpaying the firm’s management. Furthermore) anpanies that in the previous year were
audited by one of the big 7 auditing firms, and)(®lms that received an unqualified auditor opmio
show a higher conditional conservative behavionttie rest of the sample. Finally, over a reduced
sample of 6,282 firm-year observations, | find tbampanies receiving an auditors’ opinion qualified
with a going concern assumption applied aggressteeunting in the year prior to the going concern
opinion but became highly conservative in the yharqualified opinion was issued and the following
year. Significantly, during the year of the goic@ncern opinion and the following year, these firms

turned around to adopt conservative accounting) strenger than the other firms in the sample.
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The paper is organized as follows: Chapter 2 revigwor research. Chapter 3 describes the
hypotheses tested in the paper. Chapter 4 proadasort description of the sample and details its
descriptive statistics. Chapter 5 outlines theaesh design and provides results. Chapter 6 qmesfo

some sensitivity analyses. Chapter 7 concludegpamds to future avenues for research.

2. Prior Research
2.1 Conservatism Determinants

Previous literature (LaFond and Watts 2007; Wat@®32a; Ball et al. 2005) suggests five
alternative explanations for conservatism in finahceporting. The first explanation is its use as
efficient technologgmployed in firm governanceA conservative accounting approach is used &b de
with the moral hazard determined by the asymmaetfiermation, limited liability, and asymmetric
payoffs of the different parties involved in thenis, e.g. management compensation and debt
contracts. The second possible explanation foowding conservatism is limitinghareholders’
litigation. Overstating a firm’s net assets is more likelyncrease the litigation costs for the firm than
understating net assets. Thus, with conservatisenfirm reduces its expected litigation costs.eTh
third possible explanation isxation in profitable firms, conservatism reduces thesprg value of
taxe$, thus increasing the value of the firm. The fbupbssible explanation of conservatism in
financial reporting istandard setters’ and regulators’ incentiv&oth standard setters and regulators
are exposed to asymmetric loss functions becausg would be more criticized if they adopt
accounting standards that favor overstatement bfasgets instead of understatement of net assets

Finally, the fifth reason for conservatism in ficgal accounting is theoretically introduced and

" Deferring revenues recognition and acceleratingeases recognition.

m COLLEGE OF
4 /A Management
UMASS.

BOSTON

Financial Services Forum




empirically tested recently by LaFond and WattsO®® They argue that conditional conservatism
may serve as aorporate governance mechanism to reduce the irdbom asymmetryamong the
various parties (managers, shareholders, investiefkeholders in general) involved in firms’
contracts, litigation, taxation, and regulation ggsses. Much of the information asymmetry arises
from the firm’s investment opportunity sets, butallso occurs because of the way the firm’'s
management, more informed about events and investopportunities, formally collects and reports
information to stakeholders. The two common dematar factors in the economic explanation of
accounting conditional conservatism are the asymnaétboth the loss functions and information sets

that characterize the different categories of stalders.

2.2 Empirical Research Results

Basu (1997, 1995) tests conditional conservatisnrdgyessing annual accounting earnings on
stock returns for the same year separately for emmeg with negative returns and positive returns,
adopting returns as a proxy for bad/good news. ptdelicts, and actually finds, a higher coefficient
and a higher R square for the bad news sample forathe good news sample. Following Basu
(1997), a great body of literature analyzing actimgn conservatism adopted his framework in
identifying and measuring conditional conservatisnits most important consequence, namely the
asymmetric timeliness of expected gains and lasseported earnings.

Among the early researchers, Ryan and Zarowin (RbR@stigate the reasons for a decline in the

linear relation between annual stock returns armbw@atting earnings over the past 30 years. They

8 LaFond and Watts adopt the PIN score developeasyey, Hvidkjaer and O’Hara (2002) to proxy fouityg investors
asymmetric information. The PIN score is the pholitg of an information-based trade derived fronsteuctural market
microstructure model and it has been adopted byenons papers to capture the difference in the mmédion asymmetries
between informed and uninformed investors.
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found evidence supporting two related explanatidpgarnings reflect news with a lag with respect t
stock prices, and 2) earnings increasingly ovee tigflect good and bad news in an asymmetric way.

On the same issue Pope and Walker (1999) presetgnee of growing asymmetry over time in
accounting earnings.

More recently, Roychowdhury and Watts (2007) prep@s theory and provide supporting
empirical results to explain the relation betwesynametric timeliness (conditional conservatism) and
market-to-book ratio (unconditional conservatismyhen returns are driven by changes in rents and
unverifiable net assets changes, then the measwenservatism introduced by Basu (1997) is not
very accurate. Roychowdhury and Watts suggestasatnmetric timeliness is a better measure of
conservatism when it is estimated cumulatively avettiple years.

Ryan (2006) argues that, despite the limitatiorsudwented in the literature and highlighted at the
end of this section, asymmetric timeliness is tlestnairect consequence of conditional conservatism.
Hence, asymmetric timeliness should retain its payin the literature investigating conditional
conservatism. The author offers four specific ®sgigns for estimating asymmetric timeliness amd fo
interpreting it as a measure of conditional corsgsm. Among them, Ryan (2006) suggests to filter
returns when they are used as a proxy to assessradyic timeliness, in order to mitigate the proxy
biases arising from sampling of an endogenous biaiéDietrich et al. 2007).

Lobo et al. (Lobo and Zhou 2006) document an iregea conservatism in financial reporting after
the enactment of the Sarbanes-Oxley Act (SOX) d220 Others (Ball et al. 2000; Givoly and Hayn
2000; Ryan and Zarowin 2003) offer consistent ewgethat the asymmetric timeliness series varies

across time and explaining the variation with clesnig legal liability.

® SOX, among other requirements, provide that CE@sGFOs certify the firm’s financial statements.

m COLLEGE OF
4 /A Management
UMASS.

BOSTON

Financial Services Forum




Moreover, many papers in this stream of literatpresent evidence of a positive association
between accounting conservatism and:

- U.S. high-tech firms (Chandra et al. 2004), bseathey are subject to more stringent accounting
standards (SFAS 2) and higher shareholders’ libgaisk;

- public and larger firms in the U.K. (Ball and 8akumar 2005);

- firms audited by one of the Big “X” (Krishnan 28)Q with longer auditor tenure (Jenkins and Velury
2006), after an audit partner rotation (Hamiltoralet2005) and with the accounting expertise (lmit n
with non-accounting expertise) of the audit comeatmhembers (Krishnan and Gnanakumar 2006).

Starting with the critique that Basu’s approactk&an equilibrium pricing modelCallen, Hope et
al. (2005) approach the study of conservatism goaecting by adopting the Callen and Segal asset
pricing model (2004). This model expresses unebgoechanges in stock returns as a function of
unexpected changes in accruals (accruals newskpected shocks to current and expected futigle ca
flow (cash flow newy and expected return (discount rate). They ferdpirical evidence of a
significant increasing concave relation betweenxpeeted changes in stock returns and earnings
news™’

Dietrich et al. (Dietrich et al. 2007) criticizegttuse of the asymmetric timeliness measure to test
the hypothesis that reported accounting earningscamservative.” The authors identify econometric
properties of the asymmetric timeliness estimapoocedure that cause biases in the test statistics,
unless restrictive conditions are met. These biasise from the sampling formation procedure on an
endogenous variabfe- returns - and the consequent distributional ertes of the truncated sample.
They conclude that because the biases originathanasymmetric timeliness specification design

itself, alternative measures such as negative panating accruals (Givoly and Hayn 2000), market-

2 The model assumes earning news equal to the seashfflow news and accruals news.
1 Returns, indeed, can be affected by earning irdition, generating endogeneity in the Basu regressio
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to-book ratio (Feltham and Ohlson 1995), and changeash investments (Easton and Pae 2004)

should be adopted to further investigate accourdorgervatism.

2.3 Adoption of Number of Analysts’ EPS Estimataditens as a Replacement of Market Returns
Proxy

To measure conditional conservatism | will adopsBa definition - the accountants’ tendency to
require a higher degree of verification for theagrution of good news in earnings than bad news -
within the framework based on the theory of conagsm in accounting illustrated by Watts (2003b,
2003a) and Roychowdhury and Watts (2087)

However, following Basu and using stock returnsagsoxy for good and bad news about firms’
future earnings creates two main economic and enetra@ problems.

First, if returns on the market are driven by tladue or changes in the value (good and bad news)
of rents® or unobservable increases in the value of separdt assets, these changes will never be
included in reported earnings. Indeed, accounttggnizes increases in separable asset values wheg
they are completely verifiable but does not recegréhanges in rents, nor increases in unobservablg
separable net assets (Roychowdhury and Watts 200is is true, then the asymmetric timeliness
approach that Basu adopts will measure conditi@moalservatism with error (Roychowdhury and
Watts 2007), because of the noise introduced bylib&ce of the variable market returns as a measure
of good/bad news about firms’ future earnings. WBasegression approach, indeed, works only if

returns summarize news from sources other thanuatiog earnings and the news can be, at least in

2 |n this framework, the objective of accountingtisassess, at a point in time, the firm's valueilabte for interim
distribution to the company’s claimants (sharehddbondholders, employees, other stakeholderd)nahto measure the
market value of the shareholders’ equity. The antog system, as we can observe in practice, parghis objective
through the adoption of rules that recognize ineesan separable asset values only when they anpletely verifiable.
This definition of the object of measure is keytwerstanding why the variable traditionally ussda proxy of good/bad
news about the firm’s future earnings (returnsit@stors) introduces noise in the assessment dfitocmmal conservatism.
13 Where rents are defined, following the guidanc&kofchowdhury and Watts (2007), as growth optiams$ monopoly
returns.

m COLLEGE OF
4 /A Management
UMASS.

BOSTON

Financial Services Forum




principle, recognized in earnings in the same gefiRyan 2006). Rents, however, are only recognized
in the accounting system when they are acquired,wien they are generated inside the firm.
Additionally, changes in rents are recognized dioly decreases in acquired rents, and not always
consistently (cfr. SFAS 142). Returns, finallyaynnot reflect all non-accounting information
available, may reflect good and bad news depenalinpe firm’s disclosure policies, or may be driven
by the information content of earnings, creating eamdogeneity problem in the Basu regression.
Ryan’s conclusion is that: “it would be preferatdeestimate asymmetric timeliness using measures of
news other than returns” (Ryan 2006).

The second problem with Basu’s framework has beghlighted in Dietrich et al. (2007). They
argue that Basu’s model, reversing the relatioaamounting (reported earnings) and non-accounting
information driving the firm’s stock price, and gdimg instead accounting information as the
dependent variable in the regression of reportedegs on changes in the firm’s stock price (re$diyn
causes two types of biases: sample-variance-rai® dnd sample truncation bias. The regression
coefficient estimates suffer from these two biase® arising from the regression specification and
one arising from sampling on an endogenous and rasyritally distributed variable (returns).
Although those biases can be negligible, as Ry@AgPpoints out, at least one of the two is related
the adoption of returns, an endogenous variable, mgasure of news and treated in the model as ary
independent variable.

Ball and Shivakumar (2006), in an attempt to deigh the problem of using market returns as a
proxy for good/bad news, adopt instead cash flemfoperations as a proxy for good/bad news about
future firm’s earnings. However, cash flow fromeogtions shows (i) asymmetric timeliness, (ii) is
affected by different accounting choices, (iiipart of earnings (causing an endogeneity problememo

serious than the returns proxy), and (iv) is higtdyrelated with accruals.

10
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To address these problems | adopt the number afdial analysts’ estimates of earnings per share
(EPS) raised/lowered over the period as a new prdxyery time an accounting or non-accounting
piece of information reaches the market, finanaialysts evaluate the impact of the good/bad news
on future EPS and revise (or not) their EPS es@maflhis measure of news offers a few advantages
over the traditional returns proxy:

- There is no reason to beliewe,priori, that the distribution of the number of analysstimate
revisions is non symmetric, which would addresstigly, the issues raised by Dietrich et al.
(2007). Indeedex postthe symmetry plot of the change in analysts’nestes suggests that the
variable exhibits a symmetric distribution arounchaan value of —1, confirmed by the skewness
value of the distribution equal to —0.049.

- Adopting the number of analysts’ estimate revisiomsEPS does attenuate the endogeneity
problem of using returns as a proxy. Changes i8 ERlimates for yedr1 from one day after the
end of the fiscal yeat until the end of fiscal year1 should not, indeed, influence the annual
reported earnings of year This will address Ryan’s suggestion (Ryan 20ff6)sing measures of
news that do not involve returns, or filtering mes removing the portion in windows around
earnings announcements to limit the endogeneityleno.

- The number of changes in EPS estimates shoulddsenkgisy than the returns on the market in
measuring the good/bad news. This measure wikaetll, and only, the pieces of information
(news) that will impact the firm’s future earningad that will have a chance to be recorded in
annual earnings over the years, based on the &iglysfessional judgment.

- Finally, this addresses the concerns of Roychowdhamd Watts (2007) about empiricists
measuring the asymmetric timeliness over horizatsncluding the firm’s IPO, thus ignoring that

the composition of the shareholders equity at the sf the year influences the annual timeliness
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measure. The new variable that | propose to aoptchange variable that include in its initial

value (current forecasted EPS) all the piecesfofmmation available at that time.

The new approach uses the new proxy in associatithna quantile (or Least Absolute Deviation)
regression. This allows for a more precise measidreonditional conservatism, capturing the
underlying asymmetry in the timeliness in the retbgn of good/bad news in annual reported
earnings. Indeed, quantile regression assumesatiaysts deal with a linear loss function, tryiog

minimize their absolute forecast error insteachef$quare of the forecast error, as in the OLS.ase

3. Hypotheses
3.1 New Measure of Conservatism

The first hypothesis that | test in the paper igthlr, using a different proxy for good/bad news
within the Basu intuitive framework, | still findsgmmetric timeliness in the recognition of good/bad
news in reported earnings. If, by adopting the peoxy, the asymmetry disappears, then Dietrich et
al. (2007) were correct in attributing the resditsnd with the Basu model to the econometric biases
highlighted above. However, if by using the newxy (which reduces the magnitude of the two
biases related to the adoption of returns as aypfox good/bad news), the asymmetric timeliness

persists, then the asymmetric timeliness reseasiyad cannot be considered invalid.

4 The LAD estimator,'gLAD (n-element column vector), minimizes the sum &f #bsolute errors. While the OLS
regression provides unbiased estimators of the mEdre dependent variable conditional on the imthelent variables, the
LAD regression (or, more generally, quantile regi@s (Koenker and Bassett 1978)) provides unbizstidnates of the
median (n quantile) of the dependent variable danil on the independent variables. When the et variable and
the model errors are distributed symmetrically #reerrors are independent from the explanatoriglbkes adopted, both
OLS and LAD yield estimates of the same paramegetor. In this case, researchers usually cho@sedtimator with the
lower variance. The variance of the estimator ddpeon the kurtosis of the error distribution. Op®vides a lower
variance estimator in the case of normal distrdnutiwhile the LAD estimator is characterized by éswariance with fat
tails distributions (Basu and Markov 2004; Newey &owell 1987). Prior literature (Basu 1995; Feeekhd Hopwood
1983) provides evidence that scaled earnings bligtan is left-skewed, which might suggest that dwnditional
distribution of the dependent variable in mode| ébaled earnings, is skewed too.
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To test for asymmetric timeliness, | use the pigsewegression approach of Model (1), with a
dummy equal to one when the number of EPS revisioneward over the period is higher than the
number of revisions upward, which means that olerfiscal year, analysts received more bad news
about future earnings than good news. Howevecesine independent variable is now related to the
analysts’ forecast revisions, a quantile regressprmore appropriate than the traditional OLS
regression. Indeed, previous literature found tamalysts seem to process public information
regarding their earnings forecasts in a somewtlzeteloi way, due to “analysts’ optimism” (Ramnath et
al. 2006). Because of their optimism, | expectiysia to overvalue the good news and include rtyfai
quickly in their forecast revisions. Hence, upamning a traditional OLS regression, | expect the

interaction variable coefficient4 ) in the model to be statistically equal to zerdhis analysts’

inefficiency disappears if, instead of an OLS regren, researchers use a quantile (or least absolut
deviation, LAD) regression (Basu and Markov 200%Fhus, | expect to find the interaction coefficient

B, positive when | run a quantile regression. Hetioe first hypothesis:

Hypothesis 1: The value of the interaction varialgleefficient in the model adopted (1) is
significant and positive when | run a quantile regsion, while not significantly different from zero

(or even negative) when | run an OLS regression.

3.2 Conditional Conservatism Determinants

Previous literature (Watts 2003a; LaFond and W2@86) offers five alternative explanations for
conservatism in financial reporting: (1) debt andnagerial contracting, (2) taxation, (3) asymmetric
information among investors, (4) asymmetric losscfion of standard setters, and (5) shareholders’

litigation.

13
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The explanation for conditional conservatism duedédbt contracting implies that debt-holders
require the firm to adopt high conservative accmgnstandards to avoid the distribution of a firm’s
wealth to other claimholders in case of the firriigancial default. If this is the correct theony t
explain conservatism in accounting, then, all elgeal, | would expect a higher conservatism faonéir
with high leverage (higher proportion of debt oequity) than for firms with low leverage. This ¢ksa
to the second hypothesis tested in this paper:

Hypothesis 2: Firms with high leverage exhibit leglasymmetric timeliness than firms with low

leverage.

The managerial contracting theory explains the &dopof conditional conservative accounting
standards and practice as an attempt by the shdeeboto avoid overcompensating the firm's
managers based on future expected gains before fadss actually translate into positive cash flow
for the firm. The more the executives’ compensafackages are based on the firm’s accounting
performances, the more | would expect shareholtergsk for the adoption of more conservative
accounting practices. On the other hand, the ragegutives’ compensation packages are based ong
the firm’s accounting performances (in the fornbohuses), the more | would expect the executives to
use aggressive accounting, recognizing expectedsgaiore quickly than losses in earnings, to
increase their compensation. Then, the third Hgms | test in the paper is:

Hypothesis 3: Firms with compensation contracts dgecutives highly dependent on the firm’'s

accounting performance exhibit higher asymmetrimetiness than firms with compensation

contracts not based on the firm’s accounting perfance .

Previous literature (Basu 1997) also found thahgea in the level of conservatism over time were
likely due to a change in the auditors’ legal lipiexposure. When auditors are more exposetdo t

risk of being sued in relation to their work, thégnd to require the client firms to be more
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conservative. After auditors state a going conagimion, then, | would expect the clients to adopt
very rigorous conservative accounting standardsedice the risk of legal liability for the audsor
and for the management. This leads to the foytothesis that | test in the paper:
Hypothesis 4: Firms that the previous year (a) basn audited by one of the Big 7 firm, and (b)
received a going concern opinion or a clear opinwith explanatory language from auditors

exhibit higher asymmetric timeliness than othanérin the sample.

4. Sample and Descriptive Statistics

| gather market data from CRSP monthly files antbaating data from Compustat North America
annual industrial for the period between 1963 ab@b2 Data about analysts’ EPS forecasts from 1989
to 2005 come from the First Call database. Dataiaauditors’ going-concern opinions from 2000 to
2005 come from the Audit Analytics database. Mnaxecutive compensation data from 1991 to
2005 are taken from ExecuComp database.

| calculate the value of earnings deflated by thgitning of the period market valu¢/P; and
winsorized at the first and @9percenti|e valuesX/Pwin;, as earnings before extraordinary items
(CompustaDATALS for firm i in fiscal yeart, divided by the market value of equitMKtVal;, equal
to the number of shares outstanding, Compu£atA25 times price per share, Compudis&TA199
for firm i at the beginning of the fiscal yearl computeDiff;; as the difference between the sum of the
upward {_up:) and the sum of the downward revisiohglpwn) in the analysts’ EPS forecast for firm
i over the fiscal periodl (from First Call database). Moreover, to compee results with the Basu
model, | calculate cumulative buy-and-hold ann@lms R;, and winsorized at the first and "9

percentile valueRwin;) as the increase in the price of stoBk {rom CRSP) over the period starting
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9 months before and ending 3 months after thelfeswa of the yedr, divided by the stock price at the

beginning of the periodr, :[Pij—l. | also run the analysis calculating cumulativg-and-hold

t-1

annual returns for the fiscal period to make sheeresults are not driven by the time horizon agldpt
| collect compensation information for all the extees of the company from the ExecuComp
database. In particular, | sum for each compamyeath year the total sal&t{SALARY) the total
bonus’ (BONUS), and other annual compensatib(SUMOTH,) paid to the firm’s executives. The
executive ratio Exe) is calculated as ExecuComPALARY + all other annual compensation
(SUMOTH,), divided by total current compensatioSALARY+BONUS)plus all other annual
compensationUMOTH for each year and each firm. Data are at ali@wvel, as | sum salary, bonus,
and all other annual compensation for all the etreesi of the company for each year. Market-to-book
ratio MBy) is calculated as Compus2ATA25*DATA199divided byDATA6Q Leveragel(ew) is
calculated as Compust&ATAHDATA34 divided byDATAG | use the total number of analysts
following a given firm in the year (data from FirGhll) as a control variable in the regression.e Th
information about auditors’ opinions for each compaand each year come from Compustat
(DATA149 and from Audit Analyticsdgoing_concerrfield). As a control for heteroskedasticity, the
OLS regressions report White t-statistics (Whit8@9

Descriptive statistics of the sample show thatstlimple mean of total assets is $8,971 million, the
average market-to-book ratio is 3.50, and the @eetaverage ratio is 0.23. The mean of the scaled

net income before extraordinary items is positi/§ 1), even when | winsorize the variable at tist fi

!5 To ensure that the market reaction to a previeas'y earnings is excluded from the analysis.

'8 The dollar value of the base salary (cash andaash) earned by the firm’s executive officers dytime fiscal year.

" The dollar value of a bonus (cash and non-cashdzaby the firm’s executive officers during theckl year.

18 This is the amount listed under “All Other Compatien” in the Summary Compensation Table. Thiduides items
such as: 1) Severance Payments; 2) Debt ForgiveBessputed Interest; 4) Payouts for cancellatidrstock options; 5)
Payment for unused vacation; 6) Tax reimburseméentsSigning bonuses; 8) 401K contributions; 9) Lifssurance
premiums.
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and 99" percentile values (0.037). Positive is also therage value of the buy and hold returns, both
when | do not winsorize the variable (12.63%) artbw| do winsorize at the first and"™®percentile
values (10.68%), suggesting that the companiéseirsample are profitable and deliver positiverretu

to investors. The variable adopted as a proxyoodgrad news about earnin@ff, is symmetrically
distributed around the mean value that is approtaipa-1, suggesting that, on average, there is more
bad news than good news over the fiscal period.ti@average company, there are 15 upward and 16§
downward revisions in the analysts’ EPS estimates 82 months. These descriptive statistics fer th
sample are consistent with other recent studieBqhd and Watts 2006).

The correlation table, reporting Pearson corretatmoefficients, shows that returns (both
winsorized and non-winsorized) exhibit a significgositive correlation with th®iff variable, and
with the number of upward revisions in the analys8S forecast. Returns, as expected, are neggativel
correlated with the downward revisions in the as@lyEPS forecast. The proxy variable for good/bad
news, Diff, is positively correlated with the size of the qgmny, as measured by total assets value
(DATAG of Compustat), with the scaled earnings varialfter avinsorizing K/Pwin) and with the

firm’s market value of equity, while it is negatlyeorrelated with the leverage ratioe{).

5. Research Design and Empirical Results

| propose to analyze accounting conservatism withodel of earnings deflated by beginning-of-
period market value on the difference in the nundfempward and downward revisions in analysts’
EPS estimates over the fiscal year (Model 1):

Xi I Py =ao +a,Dy + B, Diffy + B,Diff, * Dy + B,NumEst (1)

it
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X, denotes the earnings before extraordinary itenesnfilistat datal8) for firmin fiscal yeart; P,_;

is the market value of equity (number of sharestanding times price on the market from CRSP) at

the beginning of the fiscal yeér Diff, is the difference between upward and downwardsrens in
the analysts’ EPS forecast for finmand period (from First Call database)l), is a dummy variable
equal to 1 if Diff, <O, and equal to zero otherwisdumeEst is the number of analysts that are

following the company throughout the year, whicidbpt as a control variable to make sure a higher
number in the variabl®iff is not coming from the size of the company or tluenber of analysts
following it, but from the amount of good/bad nessut the company'’s future cash flow. The model
builds from Basu'’s intuition of testing the diffetetimeliness of good/bad news reported in annual
earnings. There are four important differencepeet to the original Basu’'s model (1997). Fitst,
use the cumulative difference between the sum efupward and the downward revisions in the
analysts’ EPS forecast to measure good/bad newsond, | run a LAD regression instead of an OLS
regression. Third, following the findings in preus literature (Roychowdhury and Watts 2006), |
extend the analysis to two-year and three-year tiorezons. Fourth, | control in the regression for
NumEst;, the number of analysts that are following the conypdairoughout the year, as an indirect

control of the firm’s size, or visibility.

5.1 Hypothesis 1
To test the first hypothesis | estimate Model (I)serizing the variabl&i;/Pi.-1,.-1 and returns to
investors at the first and 8®ercentile values to reduce the influence of erli®

[Insert table 2 about here]

9 Non-tabulated regression results for non-winsarizariables show qualitatively similar evidence.
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| compare the results obtained estimating Modeludipg OLS and LAD regressions with the
original Basu model/variables regression resultsfiie three time horizons corresponding to j=Q, j=
and j=2. As expected, Table 2 shows that, whestimate Model (1) with a pooled cross-sectional
OLS regression, the analysts’ optimism (Ramnatil.e2006) overcomes the conservative accounting
standards and the model fails to detect any asymnretthe timeliness of recognition of good/bad
news about future earnings over the sample (inieracoefficient positive but not statistically
different from zero) when the analysis is limiteml & one year period (j=0). Expanding the time
horizon with an OLS regression to two and threeydgl and j=2) shows evidence of conditional
conservatism (interaction coefficief{ positive and statistically significant). Theseuks provide
indirect support for expanding the time horizonvo/three years when adopting an OLS regression,
because, as previous literature suggested, Baswgeperiod asymmetry is just an implication of
accounting standards requiring asymmetric verifcafor the recognition of good and bad news in
accounting earnings, and not a measure of the gagreconditional conservatism at the firm level
(Roychowdhury and Watts 2006).

When | adopt a LAD regression, to take into consitien the linear loss function that previous
research identified as more appropriate for finahanalysts (Basu and Markov 2004; Clatwhrthy et
al. 2006), | consistently find, as expected, a fpasiand significant value for the coefficient dfet
interaction term over all the time horizons (eqwad.000289, t value of 7.31 for j=0, 0.000268akue
of 5.14 for j=1, and equal to 0.000260, t valug®&3 for j=2). Results for the LAD regression shaw
consistent presence of conditional conservatismr the three time horizons. If | adopt the relative
measure of asymmetry that has been used in theistiecg literature since Basu (1997), calculating
the ratio of B,+B0)/Bo to measure how much faster bad news is recogmzezported annual earning

than good news, | find that bad news is recognirereported earnings respectively 7.1 times (for
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j=0), 4.5 times (for j=1) and 3.0 times (for j=3ster than good news. There is an evident deagpasi
trend in the asymmetric timeliné8svhen the analysis is extended from one to three-perizon,
suggesting, again, that the extension of the tiorizbn recommended by Roychowdhury and Watts
(2006) is appropriate. If | run the traditionaldBamodel over the sample (with returns as a prory f
good/bad news), | find results consistent with pnesence of conservatism as in the original Basu

model, thereby indirectly validating the sample @atéd in this study.

5.2 Hypothesis 2

To test the hypothesis of increase in conditior@aiservatism associated with increase in the
importance of debt as a source of financing for acbmpany operations, | subdivide the sample in
guartiles based on the leverage rati@y) for firm i at timet, calculated as firm's total debt
(DATA9+DATA340f Compustat) divided by total asseAT A6 of Compustat). Then, | measure the
conditional conservatism in the lowest and higliestrtile with Model (1) running a LAD regression
(Table 3 Panel A and B).

[Insert table 3 about here]

Furthermore, | run the model, based on Model (Ithwhe new variabldev, to measure the
leverage ratio (Model 2):
Xi-jo | Pojiaa = o t oDy + BoDIff  + Siley, ;, + B, Diff

Blev._,,*D, ., +B,Lev_, *Diff,_ +fLey_ * Diff

| | it—jt

*
it—j .t Dit—j,t +

) @)
Dy, + B,NUmEst_;,

it— t

20 Although | do not formally run cross-equation sefir the statistical difference of the ratio valuemong the different
time horizons, | do run simple F tests for a ranfjeonstant values to see which values each ratitatistically different
from. This creates a confidence interval for eatto. The ratio of 7.1 for j=0 is statisticallyffdrent from the value 3 (F
value of 5.12, p value of 0.0237) but not statatcdifferent from the value 4.5 (F value of 1.Qlyalue of 0.3143). The
ratio of 4.5 for j=1 is not statistically differefrom either 3 or 7.1 (respectively F value of 2.fpOvalue of 0.1470 and F
value of 0.55, p value of 0.4596). Finally, Théaaf 3 is statistically different (at 10% confiaee level) from the value
of 7.1 (F value of 3.60, p value of 0.0579) but different from the value of 4.5 (F value of 1.pOvalue of 0.2933).
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where all the variables are defined above, lagwl; is the leverage ratio. Consistent with results from
previous literature (LaFond and Watts 2006), | expedind a higher level of conservatism (higher
coefficient estimate fof31) from Model (1) for companies with high leverage ratio (&b Panel B)
than for companies with low leverage ratio (Table 3eP&). | also expect a significant and positive
value for the estimate of the coefficigdy, in Model (2), which shows how bad news is recorded in
annual reported earnings more quickly than good newsofapanies with higher leverage ratio (Table
3 Panel C).

Results for firms in the lowest quartile (Table 3 Panglwith a low annual debt-to-assets ratio
(leverage ratio mean value equal to 0.0158), show fodéV1(1) a positive and significant interaction
coefficient estimatgd; (equal to 0.00025, T value of 1.96 for j=2), providingdewnce of conditional
conservatism, i.e. bad news recognized in annualreggmore quickly than good news. Results for
firms in the highest leverage ratio quartile (Table BeP®), with leverage ratio mean value of 0.5042,
show for Model (1) an interaction coefficient estimenon-statistically different from zero (-
0.000017, T value of 0.08 for j=2), exhibiting, rathemrpsisingly, symmetric timeliness in the
recording of good/bad news in annual reported earniRgs firms with high debt-to-assets ratio, then,
there is no evidence of the use of conservative aticajnwith good news recognized in annual
reported earnings as fast as bad news. Table 3 Bamglorts the results of the estimation of Model
(2). Contrary to the expectations originating from prasibterature’s suggestion that debt contracting
is an economic reason for the presence of conditiomservatism, results show a positive association
between the level of leverage ratio and the speedcofyrétion in annual reported earnings of good
news, instead of bad news. Although these resutsnat consistent with the findings in the
conservative accounting stream of literature (LaFond Afadts 2006; Roychowdhury and Watts

2007), they are consistent with results providedhgydarnings management literature. Companies

m COLLEGE OF 21
4 /A Management
UMASS.

BOSTON

Financial Services Forum




with a high leverage ratio (closer to default in delolvisions than companies with low leverage ratio)
are more likely to take higher risks and “manage” ems\i through a relatively faster recognition of
expected gains, in order to reduce the chances ofmeeting the requirements included in the debt
indentures. This behavior would cause a reductidhanevel of conservatism in their annual reported

earnings.

5.3 Hypothesis 3

To test the third hypothesis, | gather data from theciive Compensation (ExecuComp) section
of Compustat for firms between 1992 and 2005. Firstedsare the amount of annual compensation
that does not depend on firm accounting performa8gd-ARY gqual to the dollar value of the base
salary (cash and non-cash) earned by the firm’s execotilers during the fiscal year and all other
annual compensationALLOTHTOT), which includes items such as severance paymemtist d
forgiveness, imputed interest, payouts for cancellatifostock options, payment for unused vacation,
tax reimbursements, signing bonuses, 401K contribsitiand life insurance premiums.

Second, | measure the amount of total current compeng&ALARY+BONUSyom ExecuComp
and add all other annual compensatidhl(OTHTOT) to calculate the total annual compensétion

Third, | compute Exe as the ratio of SALAR¥YALLOTHTOT divided by the total annual
compensation(SALARY+BONUS+ALLOTHTOTand use it as an index of the incentives for
executives to use an aggressive accounting pracécegnizing unrealized gains more quickly than
unrealized losses in the annual reported earnings, thigh aim to increase their total annual
compensation. The lower the index, the higher tleentives for executives to adopt aggressive

accounting practice. Managers can increase theit &otaual compensation, for example, by

2| do not use the variable total annual compensgi®C2) from ExecuComp becau3®C2 includes items such as the
net value of stock options exercised. The inclusibstock options and other stock-based compeansaicentives rather
than earnings based incentive would confound nylt®s
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accelerating the recognition in actual earnings of futumealized gains, within GAAP rules. On the
other side of the coin, shareholders know about thesamiives. In fact, previous literature provided
evidence that shareholders enforce more stringemsiecoative accounting rules as the firm executives’
incentives to adopt aggressive accounting practice®ase (Watts 2003a, 2003b). The aim is to
reduce the probability of overpaying the firm’s managers.

To test the hypothesis that firms with compensationtracts for executives highly dependent on
the firm’s accounting performance exhibit higher asymimeéitmeliness than firms with compensation
contracts not dependent on a firm’s performance, | adw@ptdliowing model, modifying Model (1)
with the introduction of a new variabkxeto measure the incentives of the firm’s executivegitupa
a more timely recognition of unrealized gains thandess annual earnings (Model 3):

Xij I Psjoaa = 0o +a,Dy +,80Diffit7“ +BExg_;, + B,Diff,_; * D

+B;Exe ;" D, + B,Exg_;, * Diffy_;, + 5;Exg_;, * Diff, ; * D

it—j.t

(3)
+ B;NumEst

it—jt it=jt
All the variables are defined above. | expect to fimel coefficient of the interaction terfdg negative
and statistically significant, indicating that, agyous literature pointed out (Watts 2003a; LaFond
and Watts 2006), one of the determinants of conditiopaservatism in accounting is its use by
shareholders as an efficient form of firm governance, paatigulin management compensation
contracts. The higher the executive ratio index véiiye), the higher the portion of the total annual
compensation thatloes notdepend on firm accounting performances. Hence, | weyjiect the
incentives for shareholders to ask for a rigorous enforcenfertnditional conservatism to decrease
in response to the decrease in the executives’ ivesnio recognize good news more quickly than bad

news in the annual reported earnings.

[Insert table 4 about here]
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Table 4 shows that, contrary to the expectatidres cbefficient estimate for the interaction tegm
for Model (3) is positive and significant at 5% leveltire two-year time horizon (j=1), and in the
three-year time horizon (j=2), while it is not statiatig different from zero in the one-year time
horizon (j=0). This provides evidence that firms impdeing executive compensation more
dependent on a firm’s accounting performances recogmrealized gains in earnings in a more
timely manner than losses, i.e. aggressive accaynfithe results seem to confirm the relative power
of the firm’s executives over shareholders. Indeed, dixesuhave incentives to adopt aggressive
accounting to increase their annual compensation gugckparticularly when the annual package
heavily depends on bonuses based on the firm’s atinguperformance, while shareholders have
incentives to enforce conservative accounting rulesetluce the chances of overpaying the firm’s

management.

5.4 Hypothesis 4

Hypothesis 4 (a) and (b) tests the association betWeeauditors’ firm and opinion at the tirzé,
and the level of conditional conservatism at tim&loreover, it tests the association between auditors
going concern opinion at timel, t, andt+1 and the level of conditional conservatism at time
Among firms with auditors’ opinion code 4, we find coms that just changed their accounting
policies from the previous year and companies wheddtas qualify their opinion with a going
concern assumption. Data about auditors’ opiniondifiaehwith a going concern assumptio8¢O)
come from the Audit Analytics database.

To test this hypothesis, | adapt Model (1) addingrtbe variableCodelto test for differences in
conditional conservatism for companies who receiveodeCl (clear) auditor opinion with respect to

other companies in the sample (Model 4):
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Xi IR, =a,+a,D, + {Diff + [ Codd, +S,Diff, * D, + 5,Codd, * D, @
+ 5,Codd, * Diff, + 5,.Codd, * Diff, * D, + ByNumESs{

where all the variables are defined above @ndelis a dummy variable equal to 1 for companies that
received Code 1 the previous year and zero otherwisdeedl, no company in the sample reports an
auditor opinion Code of 3 or 5. In fact, there are onbbdervations for companies receiving an audit
opinion Code 2 and 7 observations for companies wittudited financial statements (Code 0).

[Insert Table 5 Panel A about here]
To test the association between going concern ampsnend conditional conservatism, | adopt

Model (4b):

X, /Py = ay+a,D, + BDiff_+ BGCQ,, + B,Diff, * D, + £,GCQ,,; * D,
+ £,GCQ,* Diff, + B,GCQ,., * Diff, * D, + S,NUmEst

(4b)
Where all the variables are defined as above and thableGCQO;, with data from the database
Audit Analytics between 2000 and 2005, is equal tib the firmi received a going concern opinion
from the auditors: (1) one year before (j=-1), (2) the same {fe8), or (3) will receive a going
concern opinion the next year (j=+1), zero otherwise.
[Insert Table 5 Panel B about here]

Furthermore, | estimate model (5) to assess hypothei$, 4vhether the level of conservatism
varies with the choice of one of the BigX audit firnss smaller audit firms. | introduce in Model (1) a
variable BigX) to characterize the companies in the sample withualit opinion from one of the big

4/7 audit firms vs. the other companies. (Model 5) is:

Xy I R4 = ay +a,D; + ByDiff, + B,BigX, + B,Diff, * D, + 5,BigX, * Diff,

5
+ B,BigX, * D, + B;BigX, * D, * Diff; + S;NumEst ©

where the variables are defined as aboveBig¥ is a dummy variable equal to 1 if the company was

audited the previous year by one of the big 4/7 atadiipanies, 0 otherwise.
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[Insert Table 5 Panel C about here]

| would expect that, after receiving a clear opiniath explanatory language (Code 4), a company
will exhibit a higher conditional conservatism thaier companies in the sample, to lower the legal
liability risk for the firm’s auditor and managers. Howeyit should be noted that “better” companies,
who received a clear opinion from auditors the previoegr {Code 1) might already start from a
higher level of conditional conservatism than comesanihat receive a clear opinion but with
explanatory language. In this case, indeed, tltBt@uacknowledges that something in the firm’s
financial reporting might raise concerns, and feels thednto explain why. | would expect,
furthermore, that companies with aggressive accourigitaviors (recognizing annual earnings of
expected gains faster than losses) would switch theflravior to a more rigorous accounting
conservatism after receiving a going concern opinion ftioer auditors, to reduce the risk of legal
liability for both the auditors and the managemertdasgse of bankruptcy or default on debt provisions.

Table 5 Panel A reports the results of the estimatiddaxlel (4) for companies that received an
audit opinion code 1 the previous year. Panel B repedslts of the estimation of Model (4b) for
companies that received an opinion qualified witloeng concern assumption, and Panel C reports the
results for the LAD regression adopting Model (5). aiyy) Panel D reports the list of auditors from
Compustat with the relative number of observationfiénsample.

There is evidence (the coefficient estimate for the iotena coefficienf3s in Model (4) is positive
and significant at the 10% confidence level) of morestyrmecognition of bad news than good news in
reported earnings for companies that received an uneubbfiinion (Code 1) than for companies that
received an unqualified opinion with explanatory laage. Again, if | adopt the relative measure of
asymmetry and calculate the ratio B{f«[o)/Bo to measure how much faster bad news is recognized in

reported annual earning than good news, | find that fithad received a Code 1 audit opinion
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recognize bad news in financial statements 11.6 tfiamter than good news, while firms that received
a Code 4 opinion from their auditors recognize badsnewmfinancial statements only 3.6 times faster
than good newsd. The results are not surprising because firms thaivexte clear audit opinion
(Code 1) already exhibit a starting higher level afidibonal conservatism than other firms, as shown
when | use the contemporaneous auditor opinion variaddtead of the lagged value in Model (4)
(untabulated results).

Table 5 Panel B reports the results for the sample &26fi2m-year observations, from 2000 to
2005, with information from the Audit Analytics databagbout whether the auditors’ opinion has
been qualified with the going concern assumptionsulRe show that companies that in the next year
will receive an auditor’s opinion qualified with theigg concern assumption were less conservative,
i.e. more aggressive from an accounting point of vigan the rest of the companies in the sample,
with a coefficientf3s in column (3) negative and statistically significaegual to —0.007 (T value of
2.06). In other words, these companies were recognirinealized gains faster than unrealized losses
in annual earnings. However, the accounting behafithese firms changes the year they receive a
going concern opinion from the auditors (and the yedovahg it) with bad news recognized in the
annual earnings more quickly than good news (thenasti of coefficien3s for column 1 and 2 is
positive and highly significant).

Table 5 Panel C reports results for companies that loine of the Big 7 audit firms vs. companies
that were audited by a smaller audit firm. Results ideevidence of the presence of conditional
conservatism. Companies audited by one of the Bagdit firms (the Big 4 plus other three firms)
recognize bad news in reported earnings two times féstéer good news. Companies who were

audited the previous year by one of the Big 4 auditdifomtabulated results) recognize bad news in

22 The value of the ratio of 11.6 for Code 1 compsauige at the 10% level, significantly different fitile value of the ratio
for companies receiving a Code 4 opinion from thditars. Indeed, if | test for the difference betwethe value of the
ratio of 11.6 from a constant value of 3.6, | obtan F value of 2.94, with a p value of 0.0862.
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reported earnings 6.2 times faster than good news. WIleempare the conservative behavior of
companies that the previous year were audited bybtie Big 7 audit firms vs. smaller audit firms, |
find strong evidence that companies audited by ortleeoBig 7 audit firms are characterized by higher
levels of conditional conservatism than companies Wexe audited by smaller firms. Indeed, the
estimate of the interaction coefficiefls for model (5) is positive and statistically significant

(0.000247, T value of 2.00).

6. Sensitivity Checks
In this section | will run again a few data analysegnsure the results in the previous section are

not dependent on the specific methodology adoptéideipaper.

6.1 Fiscal Year Return

| run the Basu model again, calculating returns ower fiscal year instead of for the period
between nine months before and three months aftdisttad year end. Model (1a) is:
Xicit ! Pojpa =@+ Dy + BoR-j o + BiR - * Dy_j + BNUMESE_; | (1a)
where all the variables are defined as in chapter 4Rangd is the buy-and-hold returns of the stock
over fiscal years-j to t, winsorized at the first and 8®ercentile values, calculated as the increase in
the price of stockH;;, from CRSP) over the period starting the beginning of figealt-j and ending at
the end of the fiscal yedr divided by the stock price at the end of the perigd]l. Results,
untabulated, are similar and consistent with thelte$or the Basu model described above in Chapter

4 and tabulated in Table 2, column (3), (6), and (9).
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6.2 Fama-Macbeth Regression

To check if results presented in the paper are depemtethe particular regression model adopted
(LAD regression), | run the analysis again adoptingaana-Macbeth regression model, consistent
with previous literature (LaFond and Watts 2007; Rmyedhury and Watts 2007). This approach
runs an OLS regression for each year across the firmgeirsample, and averages the estimated
regression coefficient over the time series considereds eRpected, since the Fama-Macbeth
regression uses an OLS approach, results over the andageizon (j=0) show a non-significant
coefficient estimate for the interaction tefinin Model (1a), consistent with the results tabulated

Table 2 column (3).

6.3 Change in the Cut-off Point to Create the Dunvfasiable

One of the problems previous literature (Dietrich et BD7) finds in the asymmetric timeliness
approach to measuring conditional conservatism istti@atsub-samples good/bad news about future
cash flow are not created at the mean value of the prasgble adopted. In my findings, the mean
value for the variabl®iff is —0.96 across the sample for the one-year, -1.98héotwo-year, and —
2.95 for the three-year time horizon. | run the analyaigfining the dummy variab@ asD;.;;=1 for
Diff<—0.96 with j=0,Dyj¢=1 for Diffy.1; <~1.95 with j=1, andy.,=1 for Diffj;<—2.95 with j=223
When | run this analysis, | obtain results qualitalfvconsistent with the values presented in Chapter
4, except for hypothesis 4. With the new cut-off poihére is no statistical difference in the level of

conditional conservatism between companies thdtemtevious year have been audited by one of the

% This new cut-off point does not make, in my opimi@conomic sense. When a company received, oeetwb-year
period, one more EPS downward forecast revision thmwvard revision, even if this result is bettearththe average of the
value ofDiff for all the companies in the sample, it still medmat the market received one more negative nbastahe
firms future earnings than positive news. It wobh&la mistake to consider that company in the “goeds” sample if we
stick to the definition of good news as having moeeg's about unrealized gains than losses.
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big 4/7 audit firms and the other companies in thepar(interaction coefficienfs in Model (5) is

equal to 0,00002, T value equal to 0.2).

7. Conclusion and Future Research

Following Basu’s (1997) seminal work, accounting litera adopted the Basu single-period model
to measure conditional conservatism. However, theypocbwsen to measure the arrival of good/bad
news about firms’ future earnings, the price of the stoek, vary due to factors that will never be
recorded in firms’ reported earnings over the years. Thigliahility introduces economic and
econometric biases into the analysis (Dietrich eR@07) and causes inaccuracy in the measure of
conditional conservatism. To overcome the problenmtioduce a new measure of conditional
conservatism, applying a Least Absolute DeviatioAR) piecewise regression and adopting the
number of changes in financial analysts’ EPS forecasta proxy for good/bad news about future
earnings and extending the analysis to two-year lanegtyear time horizons.
Results of the paper provide evidence supporting ¢oent results obtained adopting a modified
version of the Basu measure, confuting the concepiuhleconometric criticism to the Basu model,
mainly by Dietrich, Muller, and Riedl (2007). The dyuprovides evidence that that (1) companies
characterized by a high debt-to-asset ratio, contraexpectations, recognize good news about future
earnings as quickly as bad news. Additionally (2) panies with executives compensated more
heavily based on the company’s accounting performadcesonsistently exhibit an aggressive
accounting behavior, recognizing expected gainsnimual earnings faster than losses. Furthermore
(3a) companies that in the previous year were auditedniyof the big 7 audit and (3b) firms that
received an unqualified auditor opinion without expl@my language show a more conditional

conservative behavior than the rest of the samplealllyj over a reduced sample of 6,282 firm-year
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observations, | find that companies receiving an awslitopinion qualified with the going concern
assumption applied an aggressive accounting behavie year prior to the going concern opinion
but became highly conservative in the year the gedlifipinion was issued and the following year.
Future avenues of research include further testing dineitonal conservative determinants
highlighted by previous literature with the new measased on Model (1). Furthermore, it would be
interesting to apply the new measure of conditionakervatism described in this paper to analyze the
interaction and the preemptive role of unconditiomad aonditional conservatism, as highlighted in
recent literature (Beaver and Ryan 2005; Ryan 20@®)ally, the adoption of a different regression
model that allows for asymmetric loss function showdekplored. Indeed, it is not clear what form of
loss function investors and financial analysts fatfeas it might be likely, they are more concerned
with overestimated than underestimated earnings, dHerear or square loss function may not be the
appropriate form to use because they both reflect symuriesses. How to specify a plausible and
non arbitrary asymmetric loss function, however, isalear. One possible solution is to follow the
method developed first by Elliot (2003), who illustsate general class of asymmetric loss functions
nesting the symmetric linear and the quadratic losstims. With such a general model, which
encompasses different forms of loss functions, researchéfraoly be constrained by assumptions
about a specific functional form, and would be morelyike closely model the complexity of the real

world.
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Table 1 Panel A Summary Statistics

Obs Mean Std. Dev. Min Max
X/P 17656 1.717104 191.9707 -10.79757 25285.71
X/Pwin 17656 .0366615 .1036586 -.571178 2420474
Diff 21201 -.9603321 26.24441] -238 204
foreup 21201 15.6253 21.50789 0 245
foredown 21201 16.58563 22.4067 0 278
R 18787 1263371 6991903 -1 27.29417
Rwin 18787 .106855 5175039 -. 7849463 2.421277
SALARY 21201 2180.806 18597.96 0 2705195
BONUS 21201 1904.259 3980.28 0 196710.9
SUMOTH 21201 485.5704 4622.145 -111.731 603851.9
Lev 20864 2331757 9548157 0 135.25
MB 19989 3.503217 42.40155 -876.9447 5603.074
MktVal 19990 5270.543 18168.66 .0325 467092.9
data6 20963 8971.586 43301.18 0 1291803
data25 20818 136.1437 419.1405 0 10862
Where:

X/P;, and X/Pwin, (winsorized at the first and Ypercentile values) is the value of earning dedlatg the beginning
of the period market value, calculated as earnirgjsre extraordinary items (CompusE2ATALS for firm i in fiscal year
t, divided by the market value of equityiktvVal, equal to the number of share outstanding, CorapOgtTA25 times
price per share, Compus@@ATA199. Diff; is the difference between the sum of the upwhrdpf) and the sum of the
downward revisionsf(down) in the analysts’ EPS forecast for fiinover the fiscal period (from First Call database).
R, and Rwin, (winsorized at the first and @Qpercentile values) is the buy-and-hold annualrrstucalculated as the
increase in the price of stocRyfrom CRSP) over the period starting 9 months befor@ ending 3 months after the fiscal

end of the year, divided by the stock price athibginning of the periodR, = Epij—l. SALARY is the sum of the
t-1

total salary, BONUS is the sum of the total bonus, aBUMOTH, is the sum of all other annual compensation paithé

executives for firmg in yeart. Ley, is the leverage ratio and it is calculated as QustgiDATAS+DATA34 divided by

DATAGfor each firm and each yeaMB; is the Market-to-book ratio calculated as CompuBrA25*DATA199divided

by DATA6Q Finally, datag, is the total value of assets athata25 is the number of shares outstanding for each caynpa

in year t, from Compustat.
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Table 1 Panel B Correlation Table

X/P | X/IPwin | Diff | f up |f down R Rwin | SALARY |BONUS | SUMOTH | Lev MB |MktVal | data6 | data25
X/P 1.000
X/Pwin 0.018| 1.000
(0.015)
Diff -0.024| 0.207| 1.000
(0.001)| (0.000)
f up -0.003] 0.124| 0.575| 1.000
(0.691)| (0.000)| (0.000)
f down 0.026| -0.125| -0.619| 0.286| 1.000
(0.001)| (0.000)| (0.000)| (0.000)
R 0.002| 0.129| 0.151| 0.054| -0.126/ 1.000
(0.797)| (0.000)| (0.000)| (0.000)| (0.000)
Rwin 0.003| 0.171| 0.188| 0.076| -0.150| 0.871| 1.000
(0.694)| (0.000)| (0.000)| (0.000)| (0.000)| (0.000)
SALARY -0.001| 0.004| 0.007| 0.029| 0.020{ 0.001| 0.003 1.000
(0.945)| (0.608)| (0.341)| (0.000)| (0.004)| (0.859)| (0.651)
BONUS -0.003] 0.120| 0.150| 0.301| 0.113| 0.012| 0.022 0.023 1.000
(0.685)| (0.000)| (0.000)| (0.000)| (0.000)| (0.112)| (0.003) (0.001)
SUMOTH | -0.002| -0.013| -0.009| 0.094| 0.101| -0.014| -0.013 0.016 0.146 1.000
(0.803)| (0.089)| (0.185)| (0.000)| (0.000)| (0.062)| (0.072) (0.019)| (0.000)
Lev -0.006] -0.131| -0.032| -0.006| 0.032| -0.015| -0.019 0.000 0.021 0.010[ 1.000
(0.391)| (0.000)| (0.000)| (0.398)| (0.000)| (0.046)| (0.011) (0.982)| (0.002) (0.148)
MB -0.004| -0.027| 0.009| 0.009| -0.002| 0.022| 0.029 -0.000 0.001 -0.002| 0.001| 1.000
(0.626)| (0.000)|(0.187)| (0.193)| (0.775)| (0.003)| (0.000) (0.993)| (0.860) (0.748)| (0.940)
MktVal 0.006/ 0.036| 0.109| 0.339] 0.201| -0.021| -0.019 0.023 0.312 0.151| -0.004| 0.016| 1.000
(0.453)| (0.000)| (0.000)| (0.000)| (0.000)| (0.006)| (0.010) (0.001)| (0.000) (0.000)| (0.566)| (0.024)
data6 0.008| 0.068| 0.038| 0.195| 0.143| -0.017| -0.016 0.017 0.484 0.126| 0.023| -0.004| 0.425| 1.000
(0.268)| (0.000)| (0.000)| (0.000)| (0.000)| (0.020)| (0.026) (0.013)| (0.000) (0.000)| (0.001)| (0.601)| (0.000)
data25 0.010| -0.009| 0.033| 0.333| 0.282| -0.041| -0.046 0.024 0.278 0.157| -0.003| 0.009, 0.840| 0.357| 1.000
(0.172)| (0.244)| (0.000)| (0.000)| (0.000)| (0.000)| (0.000) (0.001)| (0.000) (0.000)| (0.692)| (0.202)| (0.000)| (0.000)

The table includes Pearson correlation coefficievitgsiables are defined as in panel A.

BOSTON

LLEGE OF
nagement

Financial Services Forum

36




Table 2 Hypothesis 1

LAD and OLS: X,_;,

/Pt-j—l,t—l =4a, +a1Dit-j,t +180Diffit-j,t +:81Diffit—j,t * Dit-j,t +182NumESit—j,t

and Basu: Xizi / Piojoa =00 +a,Dy +130Rt-j,t +,81Rt—j,t * Dy +ﬁ2NumESit-j,t

(1) LAD j=0 | (2) OLS j=0 | (3) Basuj=0] (4) LADj=1] (0LSj=1 | (6)Basuj=1] (7)LAD =2 | (8)OLS|=2] (9)Basy=2

D -0.015904 -0.033647  0.018729 -0.023991] -0.050599  0.036636 -0.025886 -0.056992  -0.006039
(16.95)*|  (16.70)** (7.98)= |  (12.98)*|  (13.02)** (7.51)** (8.64)** (9.62)** (1.14)

Diff/ [R] 0.000047  0.000374 [-0.005015]  0.000075  0.000350 [-0.018171]  0.000129  0.000346 [-0.009125]
(1.78) (9.53)** (2.00)* (2.23)*|  (7.09)* (8.53)** (3.04)** (5.71)** (2.20)*

Diff*D/[R]*D 0.000289  0.000060 [0.201470]  0.000268  0.000259 [0.263361]  0.000260  0.000417 [0.022782]
(7.31)** 0.82)]  (21.74)* (5.14)** (51|  (17.42)* (3.93)** (3.25)** (2.62)**

NumEst -0.00032§  0.000129  0.000174  -0.000437  0.000477  0.000379 -0.000486  0.000622  0.000462
(3.99)** (0.84) (1.26) (4.64) (2.72)* (2.19)* (4.42)* (3.17)** (2.39)*

Constant 0.066130  0.05363§  0.05370§  0.127787 0.098705  0.10020§  0.186367  0.141828  0.111807
(91.81)*|  (37.13)*|  (37.32)*|  (82.41)*| (32.72)*| (32.08)*| (70.51)*| (28.70)*|  (20.03)**

Observations 17656 17656 17646 13548 13548 11995 10302 10302 9062
[Pseudo] R Squard [0.034] 0.059 0.097 [0.025] 0.053 0.066 [0.022] 0.050 0.003

For OLS regression, robust t statistics in paresghe
* significant at 5%; ** significant at 1%

Where:

The dependent variabl.;/Pi.-1 .1, iS the cumulative value of earning deflated by lfeginning of the period market value during yejato t, winsorized at

the first and 99 percentile values. It is calculated as earnirgfsre extraordinary items (CompusBATA18, divided by the market value of equity, where

market value of equityMktVal) is equal to the number of share outstanding, GmtapDATA2S times price per share, CompudiTA199. Diffy, is the

cumulative difference between the sum of the ugwfurup.;:) and the sum of the downward revisiohsdpwn;) in the analysts’ EPS forecast for fiim
between fiscal yedrj andt (from First Call database)D;; is a dummy variable equal to 1Diffi.;; <0, equal to zero otherwisédumEst;; is the number of
analyst that are following the company throughdugt year. For the OLS models based on Basu frankevmodel 3, 6, and 9R;, is the buy-and-hold
returns of the stock over fiscal yeasto t, winsorized at the first and 8®ercentile values, calculated as the increaseciptice of stockR; from CRSP) over

the period starting 9 months before the beginnih§soal yeart-j and ending 3 months after the end of the fiscak yedivided by the stock price at the
beginning of the period;j-1, andDy.; is a dummy variable equal to 1R, <0, equal to zero otherwise. Columns (1), (2), @)deport results for the 1 year
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LAD regression, OLS regression and Basu model ssgpa. Columns (4), (5), and (6) report resultstii@ 2 year LAD regression, OLS regression andiBas
model regression. Columns (7), (8), and (9) repstilts for the 3 year LAD regression, OLS regogsand Basu model regression.
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Table 3 Hypothesis 2

xit—j,t / Pit—j—l,t—l =4a, +alDit—j,t +:30Diffit—j,t +ﬁlDiffit—j,t * Dit—j,t +ﬁ2NumEsfF—j,t

Table 3 Hypothesis 2 Panel A Low Leverage Group MeaLev=0.0158

(1)LAD j=0 | (2)LAD j=1 | (3)LAD j=2

D -0.016892 -0.023323 -0.029244
(10.55)** (6.21)** (5.93)**

Diff -0.000061 0.000075 0.000060
(1.39) (1.112) (0.84)

Diff*D 0.00031¢9 0.000110@ 0.000250Q
(4.42)** (0.94) (1.96)*

NumEst -0.000891 -0.001099 -0.001149
(6.19)** (5.65)** (6.15)**

Constant 0.060561 0.114899 0.168393
(53.22)** (38.92)** (41.29)**

Observations 4434 3372 2494
Pseudo R Square 0.035 0.023 0.029

Table 3 Hypothesis 2 Panel B High Leverage Group &&an Lev=0.5042

(1)LAD j=0 | (2)LAD j=1 | (3)LAD j=2
D -0.019893 -0.032671 -0.028973
(8.90)** (6.60)** (3.06)**
Diff 0.000380Q 0.000598 0.00069¢9
(4.81)** (5.32)** (4.37)**
Diff*D 0.000064 -0.000063 -0.000017
(0.61) (0.43) (0.08)
NumEst -0.000058 0.000308 0.000204
(0.27) (1.112) (0.53)
Constant 0.065021 0.123288 0.179368
(35.77)** (28.06)** (20.29)**
Observations 4171 3107 2331
Pseudo R square 0.040 0.039 0.035

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%
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The tables present result of LAD regressions eséichaver the 1992-2005 time horizon. The low arghHeverage
groups represent the first (lowest) and the fo(ltbhest) quartile of firms ranked annually on kxeerage ratiol(evi;)
calculated as CompustaATA9+DATA34 divided byDATAGfor each firm and each year. Panel A report dselts of
the LAD regression for companies in the lowest tjigawhile panel B report the results for companieshe highest
quartile. The dependent variab¥g,;/Pi.j.1 1, is the cumulative value of earning deflated by leginning of the period
market value during yedsj to t, winsorized at the first and 99ercentile values. It is calculated as earningferie
extraordinary items (Compust®ATA18, divided by the market value of equity, where kedrvalue of equity
(Mktval) is equal to the number of share outstanding, GmtapDATAZ25 times price per share, CompudistTA199
Diffi;; is the cumulative difference between the sumhefupward f_up;:) and the sum of the downward revisions
(f_down;) in the analysts’ EPS forecast for fiinbetween fiscal yedrj andt (from First Call database)Dy.j; is a




dummy variable equal to 1 Biffij; <0, equal to zero otherwis®umEst;; is the number of analyst that are following
the company throughout the year.

40

m GO LLEGE ©OF
4 /A Management
UMASS.

BOSTON

Financial Services Forum




Table 3 Hypothesis 2 Panel C Method b)

Xit—j,t / Rt—j—l,t—l =4a, +alDit—j,t +IBOI:)if-fit,J,t +161Levlt—j,t +182Diffit—j,t * Dit—j,t
+ :83LeV|t—j,t * Dit—j,t + ﬁ4|‘evlt—j,t * Diffit—j,t + ﬁsLe\{t—j,t * Diffit—j,t * Dit—j,t + ﬁﬁNumEslI_”
(1)LAD j=0 | (2)LAD j=1 | (3)LAD j=2
D -0.012102 -0.019229 -0.017313
(9.87)** (7.72)** (4.00)**
Diff -0.000151 -0.000094 -0.000129
(4.73)** (2.97)** (2.29)*
Lev 0.007795 0.035253 0.072238
(2.63)** (5.59)** (6.27)**
Diff*D 0.000455 0.078746 0.00029¢
(8.94)** (25.66)** (3.03)**
Lev*D -0.017043 -0.026517 -0.044621
(4.06)** (2.93)** (2.78)**
Lev*Diff 0.001238 0.001325 0.001658
(10.35)** (9.26)** (7.72)**
Lev*Diff*D -0.001137 0.00011Q -0.000687
(6.55)** (0.70) (2.02)*
NumEst -0.000381 -0.000512 -0.000550
(5.34)** (6.75)** (5.65)**
Constant 0.064295 0.127512 0.172233
(74.51)** (69.10)** (52.45)**
Observations 17541 13404 10175
Pseudo R square 0.038 0.043 0.030

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%

Where:

The dependent variabl&.; /P11, is the cumulative value of earning deflated by bBeginning of the period
market value during yeaij to t, winsorized at the first and 9®ercentile values. It is calculated as earnirefsre
extraordinary items (Compust®tATA18, divided by the market value of equity, where kesrvalue of equity
(Mktval) is equal to the number of share outstanding, Gty DATA25 times price per share, Compustat
DATAL199 Diffy;; is the cumulative difference between the sumhef apward f_up;) and the sum of the
downward revisionsf(down.;) in the analysts’ EPS forecast for fiirbetween fiscal yedrj andt (from First Call
database)Dy.j; is a dummy variable equal to 10iff.j; <0, equal to zero otherwise. The leverage raty(;) is
calculated as CompustaATA9+DATA34 divided byDATAGfor each firm and each year. For j=1, it's therage
of the leverage ratio over the two-year period, #md=2 it's the average of the leverage ratio floe company for
the three-year periodNumEst;; is the number of analyst that are following thenpany throughout the year.
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Table 4 Hypothesis 3

Xt / Pojam =, ta.Dy_y, "':[;ol:)iﬂn,i,t +:81Exen—j,t +182Diffit—j,t *D
+,33|5X€r‘t-j,t * Dit—j,t +ﬁ4EX%-,—,t * Diffit—j,t +,355X%-j,t * Diff

it—=jt

(1) LAD j=0 |(2) LADj=1 |(3)LAD j=2
D 0.002629 0.003980 0.001075
(0.80) (0.55) (0.09)
Diff 0.000036 0.000218 0.000406
(0.52) (2.16)* (3.05)**
Exe -0.054391 -0.114888 -0.073033
(16.80)** (15.53)** (13.64)**
Diff*D 0.000325 -0.000037 -0.000225
(2.88)** (0.22) (0.97)
Exe*D -0.020689 -0.03560Q -0.016487
(4.46)** (3.44)** (2.16)*
Exe*Diff -0.00009Q -0.000339 -0.000265
(0.74) (1.94) (2.72)**
Exe*D*Diff -0.000026 0.000504 0.000353
(0.16) (2.00)* (2.37)*
NumEst -0.000717  -0.00089¢ -0.001015
(9.32)** (10.33)** (10.09)**
Constant 0.10181(¢ 0.206789 0.307979
(47.32)** (41.96)** (36.91)**
Observations 17656 13603 10419
Pseudo R square 0.0574 0.0542 0.0623

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%

Where:

it=jt

* Dit—j,t + :B6NumESit—j,t

The dependent variabl&.;/Pi.j.1,1, IS the cumulative value of earning deflated bg beginning of the period
market value during yeasj to t, winsorized at the first and $®ercentile values. It is calculated as earniraferie
extraordinary items (Compust®ATA18, divided by the market value of equity, where kesrvalue of equity
(Mktval) is equal to the number of share outstanding, Qs DATA25 times price per share, Compustat
DATA199 Diffy, is the cumulative difference between the sumhef apward f_up.;) and the sum of the
downward revisionsf(down.;;) in the analysts’ EPS forecast for fiirbetween fiscal yearj andt (from First Call
database)Dj; is a dummy variable equal to 1Diff;;; <0, equal to zero otherwise. The executive rdx®g.;;) iS
calculated as ExecuComBALARY +all other annual compensatiofsUMOTH) divided by total current

compensation§ALARY+BONUSY all other annual compensatioBUMOTH for each year.

Data are at firm

level, as | sum the salary, all other annual corapion, and total annual compensation for all tkexetives in the
company for each year. For j=1, it's the averaijie executive ratio over the two-year period, &ord=2 it's the
average of the executive ratio for the companytfer three-year period NumEst;;, finally, is the number of
analyst that are following the company throughduet year, that | adopt as a control variable to nsake a higher
number in the variablBiff is not coming from the size of the company ornbenber of analysts following it, but
from the number of good/bad news about the comfiatnye earnings.
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Table 5 Hypothesis 4 Panel A Audit opinion

X / Pi=a,taD, + ,BoDiff T ﬂlCOdé'it—l + ,BzDiffit *D, + ﬂ:%COddit—l* D

+ £,Coda, * Diff, + A,Codd, ,* Diff, * D, + A,NumEs{

it

(1) LAD Codel vs. Code4 t value

D -0.015576  (12.00)**
Diff 0.000119 (3.35)**
Codel -0.005365 (4.45)**
Diff*D 0.000227 (4.49)**
Codel*D -0.00088 (0.51)
Codel*Diff -0.000112 (2.49)**
Codel*D*Diff 0.000105 (1.65)
NumEst -0.000326 (4.34)**
Constant 0.069289 (72.50)**
Observations 17656

Pseudo R Square 0.036

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%
Where:
The dependent variabl&/P;.;, is the value of earning deflated by the beginrafghe period market value for
yeart, winsorized at the first and 8ercentile values. It is calculated as earningfore extraordinary items
(CompustaDATAL18, divided by the market value of equity, where keawvalue of equityNlktVal) is equal to the
number of share outstanding, Compudb8TA25 times price per share, Compusi2ATA199. Diff; is the
difference between the sum of the upwdrdig,) and the sum of the downward revisiohgdpwn) in the analysts’
EPS forecast for firm in fiscal yeart (from First Call database)D;; is a dummy variable equal to 1Dfff; <O,
equal to zero otherwiseNumEst;;, finally, is the number of analyst that are follogithe company throughout the
year.
Audit opinion codes are:
0. Financial statements are unaudited
1. Unqualified Opinion. Financial statements refleatumresolvable restrictions and auditor has noifsgmt
exceptions as to the accounting principles, thesistency of their application, and the adequacy of
information disclosed
2. Qualified Opinion. Financial statements reflect ta#fects of some limitation on the scope of the
examination or some unsatisfactory presentatiodinzncial information, but are otherwise presented
fairly. We assign this code when a company is eflocess of liquidating (even if opinion is notuadly
qualified) or when an opinion states that the foiahstatements do not present fairly the finanpigition
of the company
3. Disclaimer of or No Opinion. Auditor refuses to eags an opinion regarding the company’s ability to
sustain operations as a going concern
4. Unqualified Opinion With Explanatory Language. Almdihas expressed an unqualified opinion regarding
the financial statements but has added explan&aoguage to the auditor’s standard report
5. Adverse Opinion. Auditor has expressed an adverse

Columns (1) reports the results of the LAD regmsdor companies that received an auditor opiniodecl vs.
code 4 at tim¢-1. No company in the sample reports a code equaldo5, and there are only 4 observations for
companies receiving an audit opinion code 2 antbservation for companies with unaudited financtatements
(code 0).
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Table 5 Hypothesis 4 Panel B Auditors’ Going Concer Opinion

X, /Py = ay+a,D, + f,Diff + BGCQ,,; + A,Diff, * D, + A,GCQ,,; * D,

+ B,GCQ,* Diff, + B,GCQ,., * Diff, * D, + A,NUmEst

(1) One Year Lag (2) Contemporaneous (3) One Year Ahead

(=-1) (=0) (=+1)

D -0.017657 -0.017113 -0.017428
(10.28)** (10.32)** (10.28)**

Diff 0.000115 0.000116 0.000119
(2.97)** (3.11)** (3.10)**

GCO -0.35051d0 -0.381728 -0.065795
(21.88)** (22.32)** (1.56)

Diff*D 0.000127 0.000130 0.000119
(2.10)* (2.23)* (1.99)*

GCO*D 0.222471 0.023430 -0.300983
(9.05)** (1.12) (6.71)**

GCO*Diff -0.017224 -0.021131 0.006607
(20.93)** (3.40)** (1.91)

GCO*Diff*D 0.041935 0.026000 -0.007147
(27.47)** (4.18)** (2.06)*
NumEst -0.000420 -0.000423 -0.000428
(3.25)** (3.40)** (3.35)**
Constant 0.06139¢9 0.061391 0.061214
(46.65)** (48.38)** (47.19)**

Observations 6282 6282 6282

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%

Where:

The dependent variabl&/P;.;, is the value of earning deflated by the beginrafghe period market value for
firm i in yeart, winsorized at the first and 9%ercentile values. It is calculated as earnirgfsrie extraordinary
items (CompustdDATALY, divided by the market value of equity, where keavalue of equityNMktVal,) is equal
to the number of share outstanding, Compustat A25 times price per share, CompudbATA199. Diff; is the
difference between the sum of the upwdrdig,) and the sum of the downward revisiohgdpwn) in the analysts’
EPS forecast for firm i in fiscal year t (from RiGall database)D; is a dummy variable equal to 1Dfff; <O,
equal to zero otherwiseNumEst, is the number of analyst that are following the pamy throughout the year.
GCOQyj, from the database Audit Analytics between 2000 2005, is equal to 1 if the firm received a going
concern opinion from the auditors: (1) one yeaobef(j=-1), (2) the same year (j=0), or (3) wilcedve a going
concern opinion the next year (j=+1), zero othegewis
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Table 5 Hypothesis 4 Panel C Big7

Xy I R4 = ay+a,D; + ByDiff, + B,BigX, + B,Diff, * D, + 5,BigX, * Diff,
+ B,BigX; * D, + B;BigX, * D, * Diff; + SNumEst

LAD Big7
D -0.017185
(20.15)**
Diff 0.000132
(2.94)**
BigX -0.010895
(11.35)**
Diff*D 0.000153
(2.21)*
BigX*Diff -0.000085
(1.81)
BigX*D 0.002531
(2.89)**
BigX*D*Diff 0.000147
(2.00)*
NumEst -0.000322
(5.05)**
Constant 0.074802
(78.31)**
Observations 17656
Pseudo R Square 0.039

Absolute value of t statistics in parentheses
* significant at 5%; ** significant at 1%

Where:

BigXincludes the following audit firms: Arthur AnderseCoopers & Lybrand (Coopers & Lybrand Deloittethie
United Kingdom since April 29, 1990) (Coopers & lkghd merged with Price Waterhouse on July 1, 1908)jst

& Young (Ernst & Whinney from July 1, 1979 to Septeer 29, 1989; Ernst and Ernst prior to July 1,097
Deloitte & Touche (Deloitte, Haskins & Sells pritr December 4, 1989; Haskins & Sells prior to Mayl278),
Peat, Marwick, Main (Peat, Marwick, Mitchell prito April 1, 1987) (known as KPMG internationallygnd
PriceWaterhouseCoopers (Price Waterhouse priaulyol] 1998 merger with Coopers & Lybrand). The elegent
variable,Xi/P; 1, is the value of earning deflated by the beginrehghe period market value for firmin yeart,
winsorized at the first and 8%ercentile values. It is calculated as earnirefsre extraordinary items (Compustat
DATA18, divided by the market value of equity, where keaivalue of equityNiktVal) is equal to the number of
share outstanding, CompusBATA25 times price per share, CompudbtTA199. Diff is the difference between
the sum of the upward (up,) and the sum of the downward revisiofisdpwn) in the analysts’ EPS forecast for
firm i in fiscal yeart (from First Call database)D; is a dummy variable equal to 1 [fiff; <0, equal to zero
otherwise. BigXis a dummy variable equal to 1 if the firm was igettlby one of the big 7 audit firms the previous
year, 0 otherwise NumEst, finally, is the number of analyst that are follogiithe company throughout the year.
Column (1) reports the results of the estimatiothefmodel for companies with one of the Big 7 tardiat year t-1
vs. all the other companies in the sample.
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Table 5 Hypothesis 4 Panel D Auditors from CompustaDATA149

Code Auditor # Obs.
0 Unaudited 19
1 Arthur Andersen 2299
2 Arthur Young (prior to October 1, 1989) (mergeith Ernst & Whinney on October 0
1, 1989)
3 Coopers & Lybrand (Coopers & Lybrand Deloittalie United Kingdom since April 939
29, 1990) (Coopers & Lybrand merged with Price Wadase on July 1, 1998)
4 Ernst & Young (Ernst & Whinney from July 1, 19%0September 29, 1989; Ernst and 4232
Ernst prior to July 1, 1979)
5 Deloitte & Touche (Deloitte, Haskins & Sellsqgrto December 4, 1989; Haskins & 2995
Sells prior to May 1, 1978)
6 Peat, Marwick, Main (Peat, Marwick, Mitchell grito April 1, 1987) (known as 2614
KPMG internationally)
7 PriceWaterhouseCoopers (Price Waterhouse priduly 1, 1998 merger with 3784
Coopers & Lybrand)
8 Touche Ross (merged with Deloitte, Haskins &8sSeh December 4, 1989) 0
9 Other 115
10 Altschuler, Melvoin, and Glasser 0
11 BDO Seidman (Seidman and Seidman prior to Sdpel, 1988 118
12 Baird, Kurtz, and Dobson 3
13 Cherry, Bekaert, and Holland 0
14 Clarkson, Gordon 0
15 Clifton, Gunderson 0
16 Crowe Chizek 0
17 Grant Thornton 144
18 J.H. Cohn 0
19 Kenneth Leventhal 0
20 Laventhol and Horwath 0
21 McGladrey & Pullen (McGladrey, Hendrickson, d@dlen prior to May 1988) 19
22 Moore Stephens 2
23 Moss Adams 2
24 Pannell Kerr Forster (Pannell, Kerr, MacGilliyrin Canada) 3
25 Plante and Moran 0
26 Richard A. Eisner 6
27 Spicer and Oppenheim 0
Missing value 3907
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