
Chapter 3

Managers' Impact on Accounting
Information

3.1 Introduction

This chapter focuses on the impact of managers on ¯nancial accounting infor-
mation. The previous chapter reviewed ¯nancial accounting research that inves-
tigates ¯nancial accounting information from an investor's viewpoint, assuming
that investors are the prime audience for accounting information. This view-
point and the methodology employed are so closely related that a change of the
assumptions underlying the research requires an alternative approach. Such an
alternative approach is presented in this chapter.

The objective of the research presented in this chapter is to ¯nd empirical
support for the assumption that managers are an important party interested in
¯nancial reporting. In order to measure the interest of managers in ¯nancial
reporting, the research presented here uses contracting theory, which enables
us to explain choices of management. Below, it is demonstrated that earnings
conservatism re°ects the choices that management makes concerning ¯nancial
reporting.

The empirical research presented in this chapter investigates conservatism
of earnings reported by managers with di®erent wealth endowments, of di®erent
time-periods, and of ¯rms from di®erent industries. Furthermore, an evaluation of
Dutch earnings conservatism against that of other countries is made, as results are
presented in a format comparable to existing research investigating conservatism
across di®erent countries.

Empirical results of the research support the idea that individual preferences
of managers concerning their compensation requirements (which depend on their
wealth positions) explain di®erences in conservatism. The risk preference expla-
nation is stronger than an industry based explanation, or an explanation based
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on the hypothesis that earnings conservatism increased over time due to a general
increase in the attention to the performance of managers.

The outline of this chapter is as follows: Section 3.2 presents theory explaining
managers' impact on ¯nancial statement information. Section 3.3 develops the
hypotheses to be tested in this chapter. After this section, the methodology
underlying the research of this chapter is explained. Section 3.5 presents results
of empirical investigations of accounting conservatism of Dutch listed ¯rms over
the period 1983-1995. Section 3.6 concludes this chapter. Appendix B to the
chapter describes the Dutch ¯nancial reporting environment, and Appendix C
presents a list of ¯rms used in the chapter's empirical research.

3.2 Managers and accounting information

3.2.1 Introduction

This section presents contracting theory to explain that managers are an im-
portant party interested in reported accounting information. Subsection 3.2.3
presents a costly contracting explanation of ¯nancial reporting. It will be shown
that an important function of ¯nancial statements is to communicate a manager's
performance to parties without access to his1 private information about the ¯rm.
Subsection 3.2.6 shows that earnings conservatism facilitates communication be-
tween managers and other parties contracting with the ¯rm. But ¯rst is a brief
initiating section that explains why research concentrating on managers' demand
for accounting information requires a methodology that di®ers from the prevailing
methodology used in ¯nancial accounting research. An important concept that
drives the need for a di®erent methodology is portfolio diversi¯cation of investors.

3.2.2 Financial reporting and portfolio theory

The preceding chapter mentions that mainstream accounting research assumes
that investors are the main audience of ¯nancial reports. However, there are
reasons to believe that this assumption is too strong. Consider, for example, the
e®ects of diversi¯cation.

A diversi¯ed portfolio is a low-cost insurance against the variability of the
returns of a single stock. The e®ect of diversi¯cation arises as long as a stock
does not perfectly correlate with another stock in the portfolio held. The stock
speci¯c return variation can be diversi¯ed away at low cost. What remains after
diversi¯cation is the systematic variation, which cannot be diversi¯ed away. A
consequence of diversi¯cation is that investors who hold large and diversi¯ed

1The text uses \he" or \his" with the understanding that this refers to both men and women.
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portfolios should be interested in information concerning mainly systematic risk
factors. For the diversi¯ed investor, knowledge about ¯rm speci¯c risk is of less
concern.

The diversi¯ed investor who is not primarily concerned with ¯rm speci¯c risk
factors is probably not interested in ¯rm speci¯c information either. But, if
no investor were interested in ¯rm speci¯c information, what information would
stock prices then re°ect? Resolving this issue is beyond the scope of this thesis,
however one possibility is that there are always some investors actively searching
for ¯rm speci¯c information, and that these investors contribute to the forming
of prices by exploiting their privately obtained ¯rm speci¯c information on the
market. Given the e±cient market hypothesis, it is likely that investors obtain
their valuable ¯rm speci¯c information in some random manner. Thus, although
the diversi¯ed investor on average is not interested in ¯rm speci¯c information,
the fact that prices of individual stocks change is an indication of a process in
which at any moment in time some investors successfully exploit valuable ¯rm
speci¯c information. This point could justify the idea that ¯nancial statements
should contain (value) relevant information for investors. It could, because it
is not very likely that an investor could devise a successful investment strategy
based on information that is published regularly and in a standardized format
(news cannot be standardized).

It could be that diversi¯ed investors use ¯nancial statements to become in-
formed about systematic risk factors. This idea is more consistent with portfo-
lio theory, and could open a potentially interesting area of research. Although
probably promising, this avenue of research will not be pursued here. Although
research in this area is scarce, Ball and Brown (1969) is one of the few articles
presenting results that con¯rm the idea that ¯nancial statements are informative
about systematic risk2.

It should be noted that the diversi¯cation argument can be extended to en-
compass a wider set of diversi¯ed parties: banks, large trade creditors, ¯scal
authorities, etc. Although ¯nancial statement textbooks assume that these par-
ties have a genuine interest in ¯rm speci¯c information, the fact that they are
diversi¯ed puts that idea into perspective.

The assumption that ¯nancial statement information is value relevant for in-
vestors underlies a vast body of research that tries to value ¯rms using information
from ¯nancial statements. This approach focuses predominantly on explaining
stock returns, and on how accounting information can help forecasting returns.

2It should be noted that Beaver (1998) also addresses this issue, acknowledging that di-
versi¯ed investors are not concerned about ¯rm speci¯c information. Beaver's explanation for
the demand for ¯rm speci¯c information is that it originates from investors who purposefully
choose to be ill-diversi¯ed.
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As a result, it does not concentrate predominantly on explaining the e®ects of
accounting practice on ¯nancial statement information, which it treats more or
less as exogenous. The next subsections take a di®erent approach, concentrating
on explaining factors in°uencing ¯nancial reporting practice (and treating stock
market returns as exogenous). This approach opens a di®erent area of research
{ using di®erent methods and with outcomes that lead to di®erent implications.

3.2.3 Contracting and properties of ¯nancial reporting

Contracting theory shows that it is in the interest of managers to contract with
providers of capital to reduce their value reducing behavior (Jensen and Meck-
ling 1976, Watts and Zimmerman 1986). Given information asymmetry between
managers and providers of capital, the latter can insure itself against the expected
shirking behavior of managers by discounting the value of the claims on future
cash °ows of the ¯rm. Given e±cient markets, rational investors protect them-
selves against the value decreasing behavior of the manager by lowering share
prices { hence the term price protection. Share prices will be lowered to normal
levels { that is, to levels that will give normal returns on average.

Managers can opt to contract their value reducing behavior, which should re-
duce shirking. As such contracting lowers the cost of capital of a ¯rm, which ulti-
mately increases its chances of surviving competition and minimizes the chances
of managers being removed from their positions. Therefore, contracting is in
the interest of managers and, due to price protection, not per se in the interest
of capital providers. Financial statements play a crucial role in the contracting
process, because the information from (audited) ¯nancial statements monitors
managers' contracted behavior3. Because of the importance of ¯nancial state-
ments in the contracting process, one can maintain the assertion that reporting
is in the interest of managers.

Furthermore, managers generally value ¯rm speci¯c information higher be-
cause they are ill-diversi¯ed, especially when compared to investors. Typically,
a manager's wealth is tied to one asset: his human capital (the capitalized value

3Note that in a Jensen and Meckling (1976) environment, ¯nancial statements are used to
monitor contracted behavior. It is the (contracted) behavior of the manager which results in
lower capital costs. Some research however investigates the relation between disclosed ¯nancial
statement information and stock prices (Healy et al. 1995, 1998 and Botosan, 1997). This
research suggests a relation between the cost of capital and the amount or quality of disclosed
information in ¯nancial statements. The suggested relation assumes that asset prices are de-
termined by the amount and quality of disclosed information. However, theory supporting
this relation is weak. probably due to the following reasons: First, asset pricing models as-
sume no information asymmetry; second, asset pricing models assume that investors diversify,
whereas research investigating ¯nancial reporting generally does not take into account the ef-
fects of diversi¯cation. Both points address the di±culties in applying asset pricing models in
an information asymmetry setting or in a setting in which investors do not diversify.
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of the future income stream he expects to generate), which is generally directly
related to the performance of one ¯rm, that which the manager runs.

Lambert et al. (1991) use a similar argument to explain valuation di®erences
across individual managers, mentioning several factors that could cause individual
managers to value cash °ows accruing to their ¯rms di®erently. For example, the
structure of portfolios of assets held di®ers across individual managers. For some,
the weight of their human capital in the total portfolio of their assets is high,
whereas for others it is low. Further, some managers are not allowed to invest
in all stocks available, whereas others enjoy more freedom concerning investing.
Risk preferences also di®er across managers, which results in di®erences in the
extent to which they discount the cash °ow e®ects of their decisions. The factors
mentioned by Lambert et al. show that individual managers weigh their decisions
di®erently, and that managers evaluate their decisions against their current and
future wealth. To focus on the e®ects of reporting decisions on wealth, we use a
model of learning developed by Holmstrom and Ricart I Costa (1986).

This model assumes that investors learn managerial competence only from
reported performance. Managers know this and report in such a way that it ef-
¯ciently advances reputation building. The learning mechanism makes the past
performance of a manager function as a rational basis for forecasting future per-
formance, and links current reported performance with managers' future wages
(DeMarzo and Du±e, 1995). The empirical advantage of the learning model of
Holmstrom and Ricart I Costa is its assumption that managers are not myopic
{ they are assumed not to care about only this year's bonus. Assuming myopic
managers introduces problems concerning the timing of payment. It is likely that
managers time compensation payments in a way unforeseen by the researcher.
The learning mechanism assumes that managers care about their long term in-
come stream, which is an elegant way of resolving the timing problems concerning
the measurement of compensation. Moreover, assuming that managers are my-
opic is inconsistent with the notion of e±cient markets4.

Holmstrom and Ricart I Costa and DeMarzo and Du±e assume that reporting
about performance is perfect in a sense, i.e. it does not raise interpretation

4The assumption of managers who opportunistically manipulate earnings at the expense
of investors underlies much research investigating earnings management, but it assumes ine±-
ciencies in several markets. The idea that investors cannot see through earnings manipulation
ignores the idea that, in an e±cient capital market, rational investors price protect themselves
against opportunistic behavior of management. As a result, the manipulating manager faces
a higher cost of capital, which lowers the chances of the ¯rm surviving competition, (unless
product markets are ine±cient). E±cient markets provide the manager with many incentives
to contract his (manipulating) behavior; if he does not, he will be forced to resign, his ¯rm will
become a take-over target, or his ¯rm will go bankrupt. Given these incentives, it is not always
obvious that a manager engages in opportunistic behavior.
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problems among outside parties associating with a ¯rm. It is beyond the scope
of both articles to model the ¯nancial reporting process. Both assume a stylized
setting in which the manager chooses an investment project. At the end of
the investment project, its value becomes publicly known. The outcome of the
investment project is clear to all parties.

The next subsections elaborate on the costly contracting setting of Ball (1987),
whose analysis shows that a costly contracting setting a®ects ¯nancial reporting
properties. It shows, for example, that reported earnings become conservative.
For the manager, reporting earnings conservatively is functional, reducing po-
tential con°ict about the ex post distribution of ¯rms' cash °ows among parties
associating with the ¯rm. The reduced likelihood of con°ict is bene¯cial for the
manager, advancing the learning process, i.e. it advances reputation building.

3.2.4 The costly contracting setting

The costly contracting setting of Ball (1987) is an extension of Coase (1937),
and explains accounting phenomena in a setting in which contracting is costly.
(Contracting is assumed costly, because obtaining information about the proper
terms to be used in contracts is not free). An important alternative for contracting
is using market prices, but obtaining information about all the relevant market
prices is costly. There are situations in which it is more e±cient if one party
specializes in matching supply and demand. This party is denoted with the term
¯rm, and it is obvious that contracting within a ¯rm5 is not conducted at market
prices (Ball, 1987). This is consistent with Coase: ¯rms would not exist if all
contracting were conducted at market prices.

Imagine a setting in which a consumer has a demand for some complex prod-
uct { for example, a car. If the use of market prices were free then every consumer
with a demand for that product, in deciding about the purchase of the compo-
nents of that car, would instantaneously discover the optimal set of contracts
to be written with all available input suppliers. In negotiating with all relevant
suppliers, each consumer would negotiate a personal price for a car. Faced with
N input factors, N market prices would arise for each consumer. With C con-
sumers, N ¤C market prices would arise. As obtaining information about market
input prices is free, the use of N ¤ C market prices is e±cient. Making a car
involves many suppliers, and the demand for cars is large, so in a setting without
information search costs, myriad market prices would arise. However, if one in-
troduces information search costs or contracting costs, for example, then ¯nding
the optimal set of contracts with N suppliers of inputs could be very costly.

5It is assumed throughout this chapter that suppliers of capital and managers belong to the
group of agents that contract within the ¯rm.
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Firms step in where the process of ¯nding the optimal set of market prices
is repetitive, and contracting and gathering of information is costly. They can
then reap e±ciency gains by specializing in contracting. Firms solve the problem
of ¯nding the optimal combination among N ¤ C market prices, specializing in
solving an optimal solution among N suppliers times C customers by negotiat-
ing the right contracts with the right suppliers and the right customers. Firms
ultimately choose N suppliers and sell to C customers, which results in N + C
market prices. The e±ciency gains are especially large for complex products
(such as cars), which are sold to a large customer base. The competitive advan-
tage of a ¯rm lies in its unique way of dealing with a universe of N ¤ C possible
market prices. In ¯nding the optimal solution of N + C prices, ¯rms internalize
the pricing problem otherwise left to the market. To accomplish this task, they
use internal pricing schemes that e±ciently allocate costs and revenues. These
pricing schemes are unique to each ¯rm and they determine a ¯rm's competitive
power. An accounting system is crucial in this setting because it re°ects (or
establishes) the internal prices. In a costly contracting setting, a properly func-
tioning accounting system is crucial to a ¯rm's ability to survive competition.
The accounting system enables the ¯rm to maintain an e±cient set of internal
prices that are key in designing e±cient contracts with all parties who associate,
or plan to associate, with the ¯rm.

Important for the research presented in this chapter is the notion that every
internal pricing system has the potential to cause con°ict about the distribution
of cash °ows among parties who contract with the ¯rm. Because internal prices
are unique to each ¯rm, and because they do not correspond to market prices,
these internal prices cannot be compared to any external benchmark. Due to
the lack of external benchmarks, the internal prices lack objectivity. This might
induce parties to disagree on their interpretation, or about the interpretation of
¯nancial reports or contracts based on these internal prices. This is especially so if
one takes into account the fact that the internal prices determine the distribution
of cash °ows among contracting parties.

One way of minimizing the likelihood of con°ict is to specify the terms and
conditions of contracts in advance. Reaching agreement about the distribution
of cash °ows before signing a contract minimizes the likelihood of con°ict. Con-
tracting with a ¯rm is voluntary, and a party deciding to contract with a ¯rm
agrees with the way that particular ¯rm distributes wealth among all its partici-
pants. Therefore, the party who accepts the internal pricing system considers it
fair (Ball 1987).

The notion that it is useful to ex ante agree on the rules governing the cash
°ow distribution could explain the existence of Generally Accepted Accounting
Principles (GAAP). GAAP provides a set of standards concerning compiling and
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interpreting ¯nancial statements, which ex ante de¯ne the rules governing the
distribution of cash °ows among contracting parties. As contracting with a ¯rm
is voluntary, parties contracting with a ¯rm that follows GAAP ex ante accept a
speci¯c set of predetermined rules that determine the way cash °ow is distributed.

To tailor rules to some speci¯c situation, parties engaging in contracting can
always negotiate rules in addition to GAAP. If these additional rules become com-
monly accepted, then they will become part of GAAP. Therefore, in a dynamic
environment, GAAP will always adapt to new in°uences, markets, or innovations.
One drawback of GAAP is that some ¯rms cannot contract e±ciently under its
principles. For example, introducing US GAAP unthinkingly to a country with a
completely di®erent industry structure would be inappropriate. Take, for exam-
ple, Finland, a country where forestry is the traditionally dominating industry.
Typical to this industry is the large time lapse between seeding and harvest-
ing. Applying US GAAP to Finland would result in ¯rms delaying recognition
of pro¯ts until the moment of harvesting, because US GAAP allows recognition
of pro¯ts after the sale of products. On the other hand, accounting standards
in Finland are designed to deal with the peculiarities of forestry, allowing ¯rms
to recognize pro¯ts along the production process (Ball, 1995). US GAAP caters
to industries with less time-consuming production processes. A consequence of
the institutionally determined accounting standards is that some industries will
experience di±culties with GAAP. Transferring US GAAP to Finland could lead
managers to underinvest in forestry and overinvest in other industries, because
US GAAP biases the performance of managers working in forestry.

GAAP is functional, because it presents a standardized package of rules that
facilitates interpretation of ¯nancial reporting standards. It ex ante reduces the
likelihood of con°ict over the distribution of cash °ows among parties contracting
with a ¯rm. The drawback of GAAP is that it lags new developments, which
might sometimes lead to ine±cient outcomes: there will always be some ¯rms
unable to survive under GAAP.

A feature that GAAP shares with many types of ex ante agreed rules is
that it provides for a solution in case of ex post con°icts. In case of con°icts
about the interpretation of ¯nancial statements GAAP, requires intervention of an
auditor, whose task is to resolve unforeseen ex post con°icts about the distribution
of a ¯rm's cash °ows. Note that this last point is typical of Ball's version of
contracting theory: All contracting is complete. This di®ers from the incomplete
contracting theory of, for example, Hart and Moore (1999).

The auditor's main task, however, is certifying a ¯rm's ¯nancial statements.
It should be mentioned that certifying does not mean that the set of audited
statements is comparable to the statements of any other ¯rm; it means that the
¯rm's accounting system is generally accepted, and that transactions are recorded
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according to ex ante agreed rules. Certi¯ed accounts indicate that the distribu-
tion of wealth among parties contracting with the ¯rm is not inappropriate or
unfair (Unfair, for example, would be if a ¯rm violated ex ante agreed rules). It
is likely that parties are probably more willing to accept a ¯rm's way of distribut-
ing cash °ows if an independent auditor certi¯es that transactions are recorded
according to ex ante agreed rules6 (Ball 1987).

Thus far, no attention has been paid to the e®ects of ¯nancial reporting
regulation. The following paragraphs explore the potential e®ects of ¯nancial
reporting regulation on ¯nancial reporting.

3.2.5 Regulated ¯nancial reporting

Due to the political character of the regulatory process, di®erent stakeholders'
interests and power play an indispensable role in the outcome of decisions concern-
ing ¯nancial reporting rules. The regulatory process tends to resolve reporting
issues by making compromises between the interests of various parties, although
the outcomes of such a process are not per se economically e±cient. It is not
obvious that the political process would lead to value enhancing decisions con-
cerning ¯nancial reporting. In a costly contracting setting, accounting regulation
therefore would likely distort the internal pricing system of ¯rms.

An example of the e®ects of regulation is the treatment of purchased goodwill.
US GAAP prescribes that it should be capitalized initially, then amortized over a
period not exceeding 40 years. It is not uncommon to use the 40 year amortization
period, as it keeps future pro¯t levels relatively high. Dutch GAAP allows ¯rms to
expense purchased goodwill against equity. This has long been common practice
in the Netherlands, because it results in favorable pro¯tability ratios and high
future earnings numbers. If earnings are used to evaluate managers' performance,
then Dutch managers are encouraged to take over ¯rms. On the other hand, US
managers are encouraged to generate goodwill internally. If Dutch ¯rms apply
a general price-earnings multiple to value ¯rms, then Dutch ¯rms would buy US
¯rms more often than US ¯rms would buy Dutch ¯rms.

Dutch accounting standard setters are planning to change the rules concern-
ing the treatment of purchased goodwill. The proposed rules prevent expensing

6The function of an audit described here assumes that audits are not mandatory. Manda-
tory audits cause outsiders to lose one valuable degree of freedom in assessing whether the ¯rm
booked its transactions properly. If audits were not mandatory, then auditors would likely en-
gage only in audits that do not endanger their reputation, and ¯rms would engage in an audit
only if management considered its ¯nancial statements auditable. Therefore, if audits are not
mandatory, then the audit itself is a valuable signal. Under a mandatory audit regime, audi-
tors can still give quali¯ed opinions, but commercial motives and an asymmetric loss function
probably discourage auditors in doing so.
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purchased goodwill against equity. As a result, Dutch ¯rms will probably more
often make (at home) than buy (abroad). Further, the proposed standards con-
cerning purchased goodwill will bring Dutch ¯nancial statements more in line
with internationally accepted accounting principles, which facilitates comparison
to their international competitors. This should result in fewer problems with
the interpretation of Dutch ¯nancial statements, and as a result, should lower
contracting costs. The likely reason it takes such a long time to change the
rules is that Dutch managers will have to rede¯ne their compensation schemes to
appropriately deal with lower earnings levels.

The purchased goodwill example demonstrates that ¯nancial reporting stan-
dards could have an e®ect on real transactions. One of the assumptions underly-
ing the example is that ¯nancial reporting standards are e®ectively enforced. If
both the US and the Netherlands have no e®ective accounting enforcement sys-
tem, then the e®ects of ¯nancial reporting standards on real transactions would
be low.

The system enforcing accounting standards likely has an important e®ect on
reporting practice and the way accounting practice changes over time. An im-
portant factor driving the e®ectiveness of the enforcement system is the extent to
which it is bene¯cial to hold management (or related parties { auditors, for ex-
ample) liable for not complying with reporting standards. A system that grants
high rewards to parties that detect non-compliance creates a demand for an en-
forcement system that facilitates detection of rule breaking. Such a system will
typically have rules that are interpretable unambiguously. The more \standard"
the rules, the more easy it is to detect and verify non-compliance. Further, for
several reasons, such a system will stimulate the introduction of new standards.
A rigid and standardized accounting system creates a demand for new standards
for situations that are new to the system. Managers want new standards that
deal with these issues, because any ambiguity concerning new reporting issues
will increase exposure to liability. Further, an increase in the number of stan-
dards might be bene¯cial to parties outside the ¯rm. As the number of standards
increases, the chances increase that some ¯rm does not adhere to all standards.
This is especially true for the ¯rms that postpone adopting the new standards,
thereby creating opportunities for parties who have an interest in holding man-
agement or auditors liable for not complying with the standards.

To illustrate the point made in the previous paragraph: In the Netherlands {
a country with a tolerant enforcement system { auditors complain about a lack
of unambiguous accounting standards. As a result, they call for a less tolerant
enforcement system (Van Helleman, NRC, June 1, 1999). According to Healy and
Palepu (1993), the situation in the US is totally di®erent. They cite managers
and auditors who complain about the inundation of new accounting standards,
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considered burdensome because they hinder e®ective communication with outside
investors. This ¯ts perfectly in the litigious US ¯nancial reporting environment.
To solve this problem, Healy and Palepu suggest that ¯rms develop information
disclosure strategies. However, they leave the other alternative, relaxing enforce-
ment, untouched.

Note that under any form of GAAP, it is the right of shareholders to hold
management liable for breaking accounting standards which have been agreed
upon ex ante. If it is on average bene¯cial for investors to ¯le a lawsuit against
managers, then managers act rationally if they anticipate the costs of lawsuits,
which ultimately results in grossed up selling prices of the ¯rm's products. The
costs of regulation enforcement are thus borne by the consumers and transferred
to the investors who successfully ¯le suit, and their lawyers. If it is not bene¯cial
on average to ¯le suit, then rational investors anticipate rule breaking behavior
by managers and set stock prices accordingly. If such rule breaking behavior is
value destructing, then it is in the interest of managers to contract in a way that
reduces rule breaking behavior7.

Accounting standards in a regulated environment are the result of a political
process, which means that not all standards are value enhancing. Some standards
would not arise in a environment without regulated ¯nancial reporting. Given an
on average pro¯table lawsuit, shareholders will sue ¯rms for breaking every rule,
even the non-value enhancing rules that arise in a regulated environment.

One e®ect of regulation concerns the reputational e®ects of the law suit, which
has the potential to endanger the reputation of managers. To prevent such rep-
utational damage, managers will likely comply with all reporting standards, as
well as the standards that would not have arisen in the absence of regulated ¯-
nancial reporting. This could cause managers to report uninformatively about
their performance.

3.2.6 Earnings Conservatism

The costly contracting setting described in the sections above shows that institu-
tional arrangements have an e®ect on ¯nancial reporting practice. Managers will
not report whatever they please in whatever way they see ¯t. Their reporting
behavior is con¯ned by generally accepted accounting principles, an accounting

7Rational investors anticipate rule breaking behavior of ¯rms. If investors also hold large and
diversi¯ed portfolios, then they are price protected against the consequences of rule breaking
by a ¯rm. Therefore, one can question the seriousness of the damage the accusing investor
claims to have su®ered from a ¯rm's rule breaking, especially if the auditor did his work well.
Further, note that compensations received by investors for damages of mis-reporting is a form
of private dividend. Given these considerations, one can question the ethics of the investor who
sues management for misreporting.
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regulation enforcement system, institutional factors, and individual preferences.
The preceding sections suggest that preventing con°icts over the interpretation
of ¯nancial statements is an important factor determining managers' interest in
¯nancial reporting decisions. Given career concerns, managers are the ones with
an interest in communicating their performance to parties without access to the
private information the manager has. Managers' career concerns cause them to
have an interest in a positive evaluation by outside parties. Reporting in an ex
ante agreed way facilitates the evaluation process.

The requirement that reporting should be done in an ex ante agreed way
creates a demand for information that is veri¯able, but veri¯ability alone is not
enough: the information should be veri¯able independently of managers (Ball
1987; Ball et al. 1999). Only if reported information is veri¯able independently
of managers can one assess whether the ¯nancial statements are fair, meaning
that the information as presented does not violate ex ante agreed rules in an
inappropriate manner. Such information gives outside parties a fair opportunity
to evaluate the performance of a manager.

Basu (1997) and Ball et al. (1999) show that the process that generates earn-
ings numbers that are veri¯able independently from managers causes reported
earnings to be inherently conservative. The accounting system causes reported
earnings to be conservative, meaning that earnings re°ect favorable news less
timely than unfavorable news (Ball et al. 1999). Reported earnings are conser-
vative because it is more costly to verify gains (or news about future gains) than
losses (or news about future losses). The veri¯cation process causes reported
earnings to always re°ect economic earnings with some time-lag, i.e. earnings
are inherently untimely. The time-lag is more pronounced for gains than for
losses, resulting in an asymmetry in timeliness, which is also denoted with the
term earnings conservatism8. Both Basu and Ball et al. empirically document
earnings conservatism. As suggested by the previous subsections, (among others)
institutional factors cause variation in earnings conservatism. This is documented
by Basu and Ball et al.

Basu shows that liability exposure of auditors and managers for tardy dis-
closure of unfavorable news explains earnings conservatism, whereas Ball et al.
demonstrate it to be explained by the political in°uence on ¯nancial reporting.
Investigating properties of earnings among seven countries9 Ball et al. show that
earnings reported in common law countries are more conservative than those
reported in codi¯ed law countries.

8It should be noted that the concept of conservatism presented here is consistent with the
textbook notion of accounting prudence: losses should be recognized immediately, whereas
gains should be recognized when realized. (Basu, 1997; Ball et al., 1998).

9Ball et al. (1999) investigate earnings conservatism of the following countries: the USA,
Canada, Australia, the UK, France, Germany and Japan.
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The preceding text suggests that reporting earnings conservatively is merely
bene¯cial, but this is not per se the case. It is likely that earnings conservatism
makes reported earnings less informative about performance. The following anal-
ysis of conservatism shows that it decreases the variation of reported earnings of
¯rms with favorable future prospects. For these ¯rms, the earnings number is less
informative about performance. It is likely that the manager strikes a balance
between reporting a conservative (but not very informative) earnings number and
reporting an informative but less conservative (more timely) earnings number. In
the former case, the manager faces di±culties in communicating his performance,
but his reported earnings number is less liable to interpretation problems10. In
the latter case, the manager has the possibility to instantly communicate his
performance to outsiders. However, in doing this he increases the likelihood of
con°ict over the interpretation of his reported performance. If the negative con-
sequences of reporting timely earnings for a manager are high, then it is likely
that the manager will choose to report earnings conservatively, and as a conse-
quence, he seems willing to accept the problems involved in communicating his
performance to outsiders.

The paragraphs above show that earnings conservatism is not driven only by
institutional factors, but that it is likely that individual characteristics of man-
agers matter as well. This idea has not yet been tested empirically. Research
investigating conservatism to date has found explanations for conservatism based
on di®erences across countries, or di®erences in liability exposure over time. The
next subsection derives empirically testable hypotheses that investigate di®er-
ences in conservatism across managers and ¯rms.

3.3 Hypotheses

This section combines the ideas of Holmstrom and Ricart I Costa (1986), Lambert
et al. (1991), and DeMarzo and Du±e (1995) with the costly contracting setting
of Ball (1987). It is assumed that investors learn managerial competence from
reported performance. This learning mechanism allows the past performance of
a manager to function as a rational basis for forecasting future performance, link-
ing current reported earnings with a managers' reputation and all future wages
(DeMarzo and Du±e, 1995). The reason for using the learning mechanism is that
it assumes managers' behavior is driven by wealth concerns. Assuming wealth
concerns rules out an explanation based on managers who manipulate earnings
opportunistically; all earnings management is assumed to be non-opportunistic.
Given the costly contracting setting of Ball, managers report their performance by
reporting earnings conservatively. This reduces potential con°ict over the inter-

10Managers can also decide to report more often; instead of reporting earnings once a year,
managers might decide to do so on a quarterly basis. This could shorten the evaluation period.
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pretation of ¯nancial statements, but goes at the expense of the informativeness
of the reported earnings number for investors.

To discriminate among types of managers, this chapter's research uses an
approach similar to that of Lambert et al. (1991). With the assumption that
managers self-select into ¯rms, Lambert et al. show that managers with di®erent
risk preferences self-select into industries ¯tting these risk preferences and that
risk averse managers, who demand high wage levels that o®set wage variation,
are predominantly present in utility ¯rms. Non-risk averse managers, who do not
require such risk premiums, are overrepresented in industrial ¯rms.

Like Lambert et al., it is assumed here that individual managers value their
decisions di®erently due to di®erences in the level and structure of their wealth,
the ability to change the structure of their wealth by way of diversi¯cation, and
their risk attitude. This assumption makes it possible to explain di®erences in
earnings conservatism across managers. Di®erences in wealth concerns cause indi-
vidual managers to place di®erent weights on their decisions concerning reporting.
Whereas Holmstrom and Ricart I Costa and DeMarzo and Du±e assume that
managers can in°uence their evaluation among outside investors positively by
making the right investment projects, the research presented here assumes that
managers have an additional tool to in°uence the evaluation of their performance:
They can change the level of earnings conservatism.

Risk averse managers, who demand a risk premium that o®sets the e®ects of
the variance in their wages, act consistently by also trying to reduce con°ict over
the interpretation of ¯nancial statements. It is likely that managers fully bear
the cost of these con°icts, which increase variation in a manager's wealth. Hence,
the risk averse manager should also have an interest in reducing the likelihood of
con°ict about the interpretation of ¯nancial statement information. Therefore,
the research presented here tests the following hypothesis:

Hypothesis 1: Risk averse managers report earnings more conservative than
do non-risk averse managers.

The research of Ball et al. (1999) and Basu (1997) shows that political issues
and the degree of e®ective litigation, in°uence the degree of earnings conser-
vatism. In the Netherlands, these interfering in°uences are almost absent, and to
a high degree invariant over time. Therefore, the Dutch environment provides us
no reason to expect any changes in conservatism over time11. However, attention
to corporate governance issues did increase. Especially since the beginning of
the nineties, managers have been exposed to a higher level of scrutiny from the

11Appendix B to this chapter documents the increase in attention to corporate governance
since the beginning of the nineties in the Netherlands.
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investment community. Media attention to corporate governance and business
a®airs has increased considerably and managers are more aware of the potential
attention they can attract. Reporting in a way that it increases interpretation
problems could be harmful to a manager. Therefore, as it is in the manager's
interest to prevent such problems, he reports in such a way as not to put his
reputation too easily at stake. Reporting earnings conservatively lowers the like-
lihood of con°ict, and it is therefore hypothesized that managers responded to
the increased attention to their performance by reporting more conservatively.
Hence the following hypothesis:

Hypothesis 2: Managers responded to the increased public attention to corpo-
rate governance and business a®airs since the beginning of the nineties by report-
ing earnings increasingly conservatively.

Although the research in this chapter does not perform a cross country inves-
tigation of earnings conservatism, results are presented in a format comparable to
Basu (1997), Ball et al. (1999), and Pope and Walker (1999). Therefore, it is pos-
sible to compare conservatism in the Netherlands with that in Australia, Canada,
the USA, the UK, France, Germany and Japan. It is interesting to make this
comparison because the system enforcing reporting standards in the Netherlands
is tolerant. Bouma and Feenstra (1997), use the term permissive to characterize
the Dutch regulatory system concerning ¯nancial reporting12. Ze® et al. (1992)
conclude likewise (see also Appendix B). The result of the tolerant Dutch ¯nan-
cial reporting enforcement system is that it is di±cult to successfully prosecute
managers for breaking ¯nancial reporting standards. In such a environment, the
reputational consequences of con°icts over the interpretation of ¯nancial state-
ment information for managers are low. As a result, Dutch managers assign
a low value to reducing such con°ict. It is hypothesized that earnings in the
Netherlands are less conservative than in countries where the ¯nancial reporting
regulation enforcement system creates strong incentives to resolve almost any
con°ict concerning the interpretation of ¯nancial statements in front of courts,
or where the reputational consequences of a con°ict for managers are serious.

It is well documented that legal liability concerning reporting is an issue in
the USA; see, for example, Kothari et al. (1989), Dechow et al. (1996), Skinner
(1994), and Basu (1997). On the other hand, this liability is no serious issue in the
Netherlands. The bene¯ts of reporting earnings conservatively in the Netherlands
are relatively low when compared to the USA. Therefore the following hypothesis
will be tested:

12Results of La Porta et al. (1998) show that the Dutch rating on accounting standards is
low compared to that of many other countries. On the other hand, the same study shows that
the enforcement system in the Netherlands is of high quality generally.
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Hypothesis 3: Due to di®erences in legal systems, earnings conservatism in
the Netherlands is low compared to earnings conservatism in the USA.

The three hypotheses above suggest that the main motive to report conser-
vatively is to reduce interpretation problems concerning reported earnings. Al-
ternative explanations for earnings conservatism should therefore not hold. One
such explanation relates conservatism to industry type; currently there is re-
search suggesting ¯nancial reporting of high-tech industries di®ers from that of
other industries. Lev (1995), for example, suggests that high-tech ¯rms report
particularly untimely or conservatively. This research suggests that many intan-
gible assets of high-tech ¯rms are not re°ected in the balance sheet, which makes
the ¯nancial statement information of these ¯rms untimely. Francis and Schipper
(1999) investigate this issue using a di®erent methodology, but cannot con¯rm
the results of Lev13.

Nevertheless, ¯nancial reporting of high-tech ¯rms attracts a great deal of
attention from ¯nancial accounting researchers, and therefore this chapter mea-
sures earnings conservatism of high-tech ¯rms. It could be possible that industry
type explains conservatism. Hence the following hypothesis:

Hypothesis 4: Earnings conservatism of high-tech ¯rms di®ers from earnings
conservatism of non-high-tech ¯rms.

The hypotheses presented above are tested using pooled cross-sectional and
time-series data of Dutch listed ¯rms, over the period 1983-1995. The following
section presents the methodology.

3.4 Methodology

3.4.1 Introduction

This section presents the methodology underlying the research presented in this
chapter. The ¯rst subsection describes the methodology for measuring managers'
individual wage preferences, the second subsection describes the methodology for
measuring conservatism.

3.4.2 Measuring managers' risk preferences

The methodology for measuring managers' wage preferences assumes that com-
pensation levels for managers are set as if they are paid a premium that o®sets the
13It should be noted that Lev (1995) and Francis and Schipper (1999) use di®erent concepts

of timeliness or conservatism. Neither incorporates the asymmetry in timeliness, which means
that earning re°ects both good and bad news equally timely. The research design used in this
paper models the asymmetric response of earnings to good and bad news.
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variability of their compensations. As such, the methodology used here follows
that of Lambert et al. (1991), who show that managers who demand high premi-
ums self-select into less risky industries. Less risk averse managers self-select into
more risky industries. To distinguish risk averse managers from less risk averse
managers, Lambert et al. regress average executive compensation levels on av-
erage executive compensation variances. According to Lambert et al., the slope
coe±cient of the regression of compensation levels on compensation variances
can be used as a measure of risk aversion. A positive slope value indicates that
a manager demands a risk premium to o®set compensation variance. Likewise, a
higher slope value indicates that a manager demands a higher premium to o®set
compensation variance.

Lambert et al. empirically investigate the relation between levels of com-
pensation and variances of compensation using compensation data of 370 ¯rms,
over the period 1970-1984. The average slope value they ¯nd is :00 857 with a
t-statistic of 3.58. For utility ¯rms they ¯nd a slope value of :0 277 2 (t-statistic
5.07), and for industrial ¯rms :00 372 (t-statistic 2.47). According to Lambert
et al., these results show that managers with di®erent individual risk preferences
self-select into di®erent industries14.

The objective of this chapter's research is to partition the sample of managers
into two groups with extreme risk preferences. We will partition the data into
two di®erent groups using the risk aversion proxy of Lambert et al. (1991).

The approach of Lambert et al. assumes that risk aversion is measured by the
slope value from a regression of time-series levels of compensations on time-series
variance of compensations. Using this approach for the research presented in
this chapter requires that the sample of managers be split into two groups with
extreme slope values. To understand the reasoning underlying this partitioning
based on slope values, it should be noted that the selection of the 77 utility ¯rms
of Lambert et al. is just one selection of 77 ¯rms, selected from a sample of 320.
Strictly speaking, the only di®erence with a selection by chance is that the 77
¯rms are labeled as utility ¯rms. The high utilities slope values found by Lambert
et al. could be the result of chance. Moreover, it is likely that other selections

14Moers and Peek (2000) show that the theoretical support for the risk premium hypothesis
of Lambert et al. (1991) is weak. The intuition underlying Moers and Peek is as follows: an
extremely risk averse manager self-selects into a position with a ¯xed salary. In this case the
variance in the compensation is zero, so there is no need for a risk premium. A close to risk
neutral agent does not care about the variance in his compensation and, therefore, neither
requires a risk premium. These two extreme cases show that risk aversion cannot explain the
relation between mean and variance. On the other hand, Moers and Peek also notice that
some empirical studies ¯nd a positive relation between the time-series mean and the time series
variance of compensations. Their explanation for this ¯nding is that it is likely that the majority
of the managers is risk averse, and that most of the output accrues to the principal.
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of 77 out of 320 could return a higher dispersion in slope values between ¯rm
samples. Lambert et al. do not test if other sample selections return a higher
dispersion in slope values, but this is exactly what the research here does test.

This chapter's research exploits the idea that alternative selections of subsets
of ¯rms from a sample could return a higher dispersion in slope values. A ran-
domization procedure is employed to retrieve the ¯rms with extremely dispersed
slope values. From the 64 ¯rms with known compensation data, a random sub-
sample of 18 ¯rms is selected 10,000 times. Compensation data of these 18 ¯rms
is used in a cross-sectional regression where a ten-years time-series average level of
compensation is regressed on a ten-years time-series variance of compensation15.

The coe±cients of each regression of average executive compensation levels
on variances of executive compensation, as well as the 18 ¯rm identi¯ers, are
recorded into a database. The randomization procedure ¯lls the database with
10,000 records, each containing information from one regression: slope values,
t-statistics, standard errors, R2's, etc., together with information identifying the
eighteen ¯rms used for that particular regression. This way of recording regression
results makes it possible to retrieve ¯rms that belong to a particular regression
outcome.

After the randomization procedure the database is sorted on slope values,
partitioning the 10,000 records into ten slope deciles. Firms that dominate the
highest slope decile, while underrepresented in the lowest slope decile, are desig-
nated as ¯rms employing risk averse managers. Firms that dominate the lowest
slope decile, while underrepresented in the highest slope decile, are designated
as ¯rms employing non-risk averse managers. From the 64 ¯rms with 10 years
of time-series compensation data, 15 were designated as employers of risk averse
managers, and 15 were designated as employers of non-risk averse managers.

The partitioning of ¯rms into the two groups is robust. Regressions using size
de°ated variables, for example, led to similar ¯rms/manager selections. Di®erent
ways of ranking ¯rms also led to similar results.

Table 3.1 presents descriptive statistics for the ¯rms for which 10 years of time-
series data was available. Compensation data were hand-collected from ¯nancial
statements.

Financial reporting standards in the Netherlands allow ¯rms to report only the
total compensation accruing to executives. Due to reasons concerning personal
privacy of executives, ¯rms do not have to report compensation information for
individuals. However, the ¯nancial statements present information about the

15The regression uses size (the natural log of sales) as a control variable. The number of 18
is chosen on an ad hoc basis.
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number of executives on the board, and leaving and entering the board. This
makes it possible to determine the average { per executive { compensation.

It should be noted that the compensation data of the 15 high slope value ¯rms
display less dispersion compared with that of the other ¯rms. The 15 high slope
value ¯rms are probably a more homogeneous group than the other ¯rms. It is
likely that the inference that these ¯rms employ risk averse managers is correct,
but one should exercise caution in denoting the other 15 ¯rms as employers of
non-risk averse managers.

The ¯rms with risk averse managers display a better market performance than
do their non-risk averse counterparts. This could be the result of an industry bias,
for example. Industry descriptives of the two ¯rm/manager groups, presented in
table 3.2 below do not reveal such bias.
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Table 3.1:
Descriptive statistics of compensation data

Panel A: Total sample

Mean Median StDeva Nobsb

av compc 818.77 698.59 473.65 64

av var compd 105,304 55,231 160,458

av ln assetse 13.65 13.55 1.47

mapf 0.07 0.03 .37

Yg 4.64 3.02 5.58

Bh 37.44 23.57 41.73

PtoBi 1.92 1.32 2.29

Panel B: Risk Averse Managers

Mean Median sd Nobs

av comp 850.51 761.87 275.87 15

av var comp 126,008 104,933 190,566

av ln assets 13.79 13.76 1.37

map 0.14 0.06 0.44

Y 4.44 2.73 4.74

B 31.57 20.39 27.24

PtoB 1.77 1.22 1.78

Panel C: Non-Risk Averse Managers

Mean Median sd Nobs

av comp 903.79 596.43 823.66 15

av var comp 137,769 33,171 243,263

av ln assets 13.94 13.84 1.51

map 0.07 0.02 0.41

Y 2.57 2.75 7.13

B 30.75 20.26 28.81

PtoB 1.98 1.37 2.25

a;b Standard deviation, Number of observations
c 10-year time-series executive average compensation
(*1000)

d 10-year time-series executive variance in compensation
(*1000)

e 10-year time-series size proxy: the natural log of assets.
f The market adjusted performance: the buy and hold
return over the ¯scal year, corrected for the equally
weighed performance of the composite of the Dutch
Stock market (Datastream item TOTMKNL)

g;h;i Net income per share, after extraordinary items;
Book value of equity per share; Price to book value
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Table 3.2:

Industry Descriptives for Firm/Manager groupsa

Panel A

Risk averse Firm/Manager group

Industry Codeb N¯rmsc

Food Products 15 1

Paper Products 21 1

Publishing 22 2

Electrical Machinery 31 2

Building Constructing 45 4

Automotive Dealers and Gasoline Service Stations 50 1

Wholesale Trade 51 1

Retail 52 1

Transportation 60 & 61 & 63 1

Business Services 74 1

Panel B

Non-risk averse Firm/Manager group

Industry Code N¯rms

Food Products 15 2

Textiles 17.18 1

Publishing 22 1

Chemicals and Pharmaceuticals 24 3

O±ce Machinery and Computers 30 1

Electrical Machinery 31 1

Means of transportation, other than motor vehclis 35 1

Building Constructing 45 2

Wholesale Trade 51 1

Retail 52 1

Transportation 60 & 61 & 63 1

a Descriptives of Dutch listed ¯rms over the period 1983-1995.
b BIK 2-Digit industry code
c Number of ¯rms
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Table 3.3 shows results of the regressions and the randomization procedure.

Table 3.3:
Association between levels and variances of executive compensation

AvComp = ¯0 + ¯1V arComp+ ¯2size+ "
a

¯1 ¯2 Rsqb Nobsc

Total (medians)d :00 154 145:80 0:85 10 000 ¢ 18
Upper Decile (medians)e :00 269 105:53 0:96 1 000 ¢ 18
Lower Decile (medians)f :000 36 169:36 0:77 1 000 ¢ 18
Maxg :00 405 98:60 0:83 1 ¢ 18
(t)h (3:13) (3:53)

Mini ¡:000 16 119:75 0:77 1 ¢ 18
(t) (¡0:17) (5:56)

Risk Averse Managersj :00 293 83:12 0:99 1 ¢ 15
(t) (18:7) (3:30)

Non risk averse managersk :000 16 177:41 0:84 1 ¢ 15
(t) (0:91) (7:42)

a Results are from a randomization procedure, where a sample of 18 man-
ager/¯rm combinations was drawn 10 000 times from a pool of 64 manager/¯rm
combinations. AvComp is the 10 years time-series executive average compensa-
tion. V arComp is the 10-year time-series executive variance in compensation.
Size is the 10-year time series average natural log of assets. " is the error term.

b R-squares adjusted for degrees of freedom
c Number of observations
d Median regression coe±cients of all 10,000 regressions
e Median regression coe±cients of decile with highest slope values
f Median regression coe±cients of decile with lowest slope values
g Coe±cients of sample generating highest slope value
h White heteroskedasticity-consistent t-values
i Coe±cients of sample generating lowest slope value
j Coe±cients of the group of ¯rm/manager combinations denoted as risk averse
k Coe±cients of the group of ¯rm/manager combinations denoted as non-risk
averse

The lowest slope value found was ¡:000 16, a value not signi¯cantly di®erent
from zero (a t-value of ¡:17). The highest slope value found was :00 405, with
a t-value of 3:13. The slope value of the 15 ¯rms paying their executives a risk
premium was :00 293 (t-value of 18:7); the slope value for the 15 ¯rms paying
their executives no risk premium was :000 16 (t-value of :91). The median slope
value for the lowest slope decile was :000 36, and for the highest slope decile :00
269. The adjusted R-squares of the regressions are relatively high, with a median
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R-square value of :85 for the total sample, :77 for the lowest slope decile, and :96
for the highest slope decile. These results indicate a good ¯t of the regression
model.

The two manager groups with distinct preferences re°ecting di®erences in
wealth concerns are used in an investigation of conservatism.

3.4.3 Measuring earnings conservatism

A framework for measuring conservatism

The methodology of measuring conservatism corresponds to that of Basu (1997),
Ball et al. (1999), and Pope and Walker (1999). It assumes that accounting
earnings re°ect prior ¯rm value changes. The underlying model can be described
as follows:

Yt = f (dVt; dVt¡1; dVt¡2; :::; dVt¡n; "t) (3.1)

where Yt denotes reported earnings of ¯scal year t and dVt denotes the change
of value over the same period. "t denotes noise due to imperfect accounting
accruals (Ball et al., 1999)

Modeling earnings conservatism requires a slightly di®erent speci¯cation of
model (3.1):

Yt = f (adVt; at¡1dVt¡1; at¡2dVt¡2; :::; at¡ndVt¡n) (3.2)

where a(¢) represents the e®ect of accrual accounting by managers. In the case
of unfavorable earnings news (bad news), a(¢) has a larger e®ect on Yt than in the
case of favorable news (good news).

To measure conservatism, reported earnings (Yt) should be compared to a
benchmark. Like Basu, Ball et al., and Pope and Walker, the methodology of
this chapter assumes that economic earnings (Xt) act as a benchmark for reported
earnings (Yt). Further, the methodology assumes that stock prices perfectly re-
°ect economic earnings. Given these assumptions, it is possible to empirically
investigate the extent to which reported earnings re°ect economic earnings (at
least for listed ¯rms).

A stylized setting enables the speci¯cation of the relation between economic
earnings and stock prices. Given the assumptions of non-existence of accrual
accounting, a random walk in earnings, investors using only information of past
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earnings numbers and prices, 100% dividend pay out ratios, and constant risk ad-
justed discount rates, reported earnings are equal to economic earnings (Kothari,
1992). In such a stylized setting, the relation between prices and earnings is lin-
ear and deterministic. Let · describe the relation between prices and economic
earnings. Under these assumptions:

Pt = ·Xt (3.3)

where Pt is the market value of the ¯rm. Further, under the assumptions
mentioned above, · is the reciprocal of the appropriate risk adjusted discount
rate. Because of the deterministic relation between economic earnings and prices,
relation (3.3) can be inverted, which results in:

Xt =
Pt
·

(3.4)

In an e±cient market, the time-series behavior of an individual stock price can
be described by a random walk. Due to the relation between prices and earnings
in model [3.4), earnings therefore also follow a random walk (Pope and Walker,
1999).

The random walk in economic earnings can be described as follows:

Xt = Xt¡1 +¢´t (3.5)

where ¢´t is an update of beliefs about economic earnings. ¢´t is earnings
news, and earnings news has zero mean, constant variance, and subsequent values
of ¢´ are uncorrelated. Note that (3.4) and (3.5) together imply:

¢´t
Pt¡1

=
1

·

µ
Pt
Pt¡1

¡ 1
¶
=
1

·
(Rt) (3.6)

where Rt equals
Pt
Pt¡1

¡1, the return measured over a period that captures all the
value relevant news.

The earnings news component of model (3.5) can be split into a good news
component: ¢´+t (¢´t = ¢´

+
t > 0); a bad news component: ¢´

¡
t (¢´t = ¢´

¡
t <

0); and a variable (´t) representing the e®ects of prior period news on current
reported earnings: ´t = f

¡
¢´t¡1;¢´t¡2; :::;¢´t¡1

¢
(Pope and Walker, 1999).

Now, a model that relates reported earnings to economic earnings can be
speci¯ed as follows:
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Yt = Xt ¡ 't¢´+t + Àt¢´¡t + ´t (3.7)

This model shows that reported earnings (Yt) do not perfectly re°ect eco-
nomic earnings Xt. Parameter 't de¯nes the under-recognition of good news in
earnings (¢´+t > 0;¢´

¡
t = 0). Parameter 't makes reported earnings less opti-

mistic than economic earnings. Parameter Àt de¯nes the over-recognition of bad
news in earnings (¢´+t = 0;¢´

¡
t < 0), which re°ects the idea that reported earn-

ings re°ect unfavorable economic earnings more timely. Conservative accounting
results in positive values for both 't and Àt. Variable ´t represents the e®ect of
news of prior periods on current reported earnings: ´t = ¢´t¡1;¢´t¡2; :::;¢´t¡1
(Pope and Walker, 1999).

Standardizing by opening prices (Pt¡1) allows model (3.7) to be estimated
with the use of stock returns:

Yt
Pt¡1

=
1

·

Pt
Pt¡1

¡ 't¢´
+
t

Pt¡1
+
Àt¢´

¡
t

Pt¡1
+

´t
Pt¡1

(3.8)

Further, de°ating by opening prices reduces problems of heteroskedasticity in
regressions (Kothari and Zimmerman, 1995).

To estimate separate coe±cients for bad news ¯rms and good news ¯rms, a
dummy (News) for bad news ¯rms is introduced. It is assumed that bad news
¯rms are those with a negative market adjusted performance during period t.
Introducing the dummy variable to (3.7) and using (3.6) results in the following
speci¯cation:

Yt
Pt¡1

=
1

·
+
1¡ 't
·

Rt +
't + Àt
·

News ¢Rt + ´t
Pt¡1

(3.9)

This model underlies Basu (1997) and Ball et al. (1999), who use the following
regression equation:

Yt
Pt¡1

= ¯0 + ¯1News+ ¯2Rt + ¯3News ¢Rt + "t (3.10)

According to Pope and Walker, the expected parameter values of model (3.10)
are, for the intercept values:

E(^̄0) =
1

·
+ E

µ
´t
Pt¡1

¶
;E(^̄1) = 0; (3.11)
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and for the slope values:

E(^̄2) =
1¡ 't
·

;E(^̄3) =
't + Àt
·

(3.12)

The slope coe±cients of regression equation (3.10) measure the responsiveness
of reported earnings to the news captured in prior returns. The slope coe±cients,
therefore, can be denoted as return response coe±cients (RRC 's).

The regression equation used in this chapter di®ers from that used by Basu
and Ball et al. The regressions are performed on pooled time-series and cross-
sectional data. It is likely that the error terms are serially correlated. It is
assumed that they follow an AR(1) process, therefore the regression estimates an
additional coe±cient, a ¯rst-order serial correlation coe±cient ½. This results in
the following regression speci¯cation:

Yt
Pt¡1

= ¯0 + ¯1Newst + ¯2Rt + ¯3News ¢Rt + "t (3.13)

"t = ½"t¡1 + ºt (3.14)

The framework presented above enables empirical comparisons of conser-
vatism. Basically, comparisons of conservatism require a comparison of the slope
values for good news ¯2 versus the slope coe±cient of bad news to each other
¯2 + ¯3. Figure 3.1 illustrates the concept of conservatism used in this chapter.
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Figure 3.1 Earnings Conservatism
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The horizontal axis represents stock returns, the vertical axis represents the
earnings response to earnings.

Due to conservatism, the good news slope value (¯2) is lower than the bad
news slope coe±cient (¯2 + ¯3). The steeper slope indicates that reported earn-
ings (Y ) re°ect economic earnings (R) better when ¯rms face unfavorable future
prospects, and to a lesser extent when they face favorable prospects. Earnings of
`bad news' ¯rms re°ect bad news better than do earnings of `good news' ¯rms.
The larger the dispersion between the slope values, the more conservative are
reported earnings. Note that the intercept is positive. This is due to the delayed
recognition of gains from prior periods in the current earnings number. Gains
from the past have a positive e®ect on a number of future earnings. Losses are
recognized immediately, and therefore a®ect only a few future earnings numbers.

The research here uses a conservatism measure (CM) that standardizes the
bad news slope value by the good news slope value:

CM =
¯2 + ¯3
¯2

=
1 + Àt
1¡ 't

(3.15)

Earnings conservatism results in CM values that exceed the value of 1: bad
news earnings are more responsive to returns than are good news earnings. Low
denominator values, however, could cause \exploding" values of this measure.
Empirical results of Basu (1997) and Ball et al. (1999) show that low denomi-
nators are not uncommon in empirical investigations that use measure (3.15) for
investigations of conservatism. However, it should be noted that the measure
of conservatism (3.15) is chosen because it facilitates comparison with existing
research, and it is una®ected by the cost of capital (·), not because it is superior
when compared to alternative measures16.

Related issues

An alternative approach for measuring conservatism does not compare slope val-
ues with each other, but estimates the average e®ect of asymmetric timeliness
on the ratio of reported earnings to lagged stock price (Pope and Walker 1999).
This results in the following measure:

'0
·
RfP f ¡ À0

·
RuP u (3.16)

where RfP f (RuP u) is the average return for good (bad) news observations times
the sample proportion of good (bad) news ¯rms. Measure (3.16) re°ects the

16Pope and Walker (1999) present a detailed and thorough analysis of various conservatism
measures, showing that none of the conservatism measures is perfect. However, in empirical
work, most measures give relatively comparable results.
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extent to which conservatism biases the a typical earnings to price ratio. The
typical value would be the long run steady state estimate of an earnings to price
ratio, because all e®ects of conservatism on reported earnings eventually cancel
out.

If measure (3.16) takes the value of 0:1, then this means that conservatism
biases the long run steady state earnings to price ratio to (1¡ 0:1 = :9) ; or 90%
of its typical value.

A feature of (3.16) is that it can be used for estimating the cost of capital.
In a long term steady state all deviations of reported earnings from permanent
earnings reverse, and measure (3.16) would re°ect only the delayed e®ects of prior

period news on current reported earnings
³

´t
Pt¡1

´
.

Note that the intercept estimate (¯0) includes the variable representing the
delayed e®ects of prior period news on current reported earnings. Recall that the
intercept estimate is:

¯0 =
1

·
+

´t
Pt¡1

(3.17)

If one substitutes measure (3.16) for ´t
Pt¡1 in the intercept speci¯cation of 3.17, it

possible to estimate ·.

Given the assumed relation between the delayed e®ects of prior period news
on current reported earnings and measure (3.16):

´t
Pt¡1

=
'0
·
RfP f ¡ À0

·
RuP u (3.18)

and the parameters representing the recognition of good and bad news:

'0 = 1¡ ¯2· (3.19)

À0 = · (¯2 + ¯3)¡ 1
the value of the intercept can be described as follows by:

¯0 =
1

·
+
1¡ ¯2·
·

RfP f ¡ · (¯2 + ¯3)¡ 1
·

RuP u (3.20)

Solving for 1
·
gives:

1

·
=
RfP f ^̄2 +R

uP u ^̄2 +R
uP u ^̄3 + ^̄0

1 +RfP f +RuP u
(3.21)
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Equation (3.21) shows that the cost of capital can be estimated using coe±-
cient estimates ^̄0,

^̄
2, and

^̄
3. As a result, given the possibility to estimate the

cost of capital it now is possible to use a wider set of measures of conservatism.
One could, for example, use a measure of the sensitivity to bad news:

¯2 + ¯3 =
1 + Àt
·

(3.22)

This measure does not su®er from the low denominator value problem of
measure (3.15).

Alternatively, one could use a measure of the incremental sensitivity of bad
news over good news:

¯3 =
'0 + Àt
·

(3.23)

Although the number of measures of conservatism is large, Pope and Walker
(1999) show that the results of these measures lead to similar conclusions con-
cerning earnings conservatism. Therefore, the research presented here employs
measure (3.15) (CM), de¯ned above.

It should be noted that the conservatism framework presented in this chapter
can also be used to distinguish noise from earnings conservatism. The error term
in the regression equation (3.10) re°ects noise of the earnings number as well
as the lagged earnings response to news. These two factors a®ect the R2. On
the other hand, the slope coe±cient is a®ected only by the lags in the earnings
response to value relevant information (Ball et al., 1999). A comparison of the
R2 values to the slope values ratio gives an indication of the noise in reported
earnings.

The measure of conservatism presented in this chapter measures the response
of earnings to prior returns. If one uses a regression without a news dummy, the
slope value of a regression of earnings on prior returns measures the timeliness of
earnings. It should be noted that this concept of timeliness di®ers from that used
in accounting research using association models { the earnings response coe±cient
(ERC) instead of the returns response coe±cient. This seems a bit awkward, two
inversely related measures being used to measure the single concept of timeliness.
The explanation for this \twist" is that in research using association models, the
concept of timeliness probably originates from event study methodology, mea-
suring the price reaction to an earnings announcement. An instantaneous and
large price reaction would result in a high ERC, indicating a timely reaction.
When one uses a long return window (instead of event study methodology), it
is not clear how to interpret the ERC; it measures how earnings explain leading
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returns, which is a bit strange on ¯rst sight when one assumes market e±ciency.
On the other hand, the preceding chapter shows that the ERC is used quite often
in mainstream literature. See, for example, Collins et al. (1994).

Basu (1997) shows that the RRC should be favored as a measure of timeliness.
If one leaves out the news dummy variables in regression speci¯cation (3.10), then
the slope coe±cient is related to the regression's R2 as follows:

RRC : ¯2 = R2
var (Yt)

var(Rt)
(3.24)

The assumption underlying the framework presented here is that timely earn-
ings varying more than do untimely earnings. The RRC is consistent with this

idea: the slope coe±cient increases with the variation ratio
³
var(Yt)
var(Rt)

´
in timeliness.

Compare this to the ERC:

ERC : ¯2 = R2
var (Rt)

var(Yt)
(3.25)

If timeliness increases with the variance in Yt, then the ERC will become lower,
which is inconsistent with the idea that higher ERC values re°ect timeliness.

This section demonstrates that it is possible to measure conservatism of re-
ported earnings numbers, even in various ways. It should be noted that the
framework for measuring conservatism is derived from the contracting theory (in
particular the costly contracting analysis of Ball, 1987). A point worth mention-
ing (also following from Ball, 1987, but mentioned as well in Ball et al., 1999) is
that the conservatism measurement framework requires that ¯nancial reporting
practice di®er from what accounting standards \preach". If reporting practice
would follow the rules exactly, then one would expect less variation in reporting
practices across ¯rms. The description of the ¯nancial reporting environment in
the Netherlands (see Appendix B) shows that this assumption certainly holds
there.
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3.5 Empirical Results

3.5.1 Introduction

This section describes the results of an investigation of earnings conservatism
in the Netherlands. It was hypothesized that career concerns, along with en-
forceability of accounting regulation, have an e®ect on accounting conservatism.
After a description of the data, tests of the hypotheses concerning conservatism
are presented.

3.5.2 Data

The sample consists of yearly observations of ¯rms listed on the Amsterdam
Exchanges that have accounting data coverage in Jaarboek van Nederlandse On-
dernemingen, over the period 1983 - 1995. Prices, returns and other market
data are obtained from Datastream, a Primark Company. Eight ¯rms with ¯scal
year-ends other than December 31 are excluded.

The sample of ¯rms includes observations of merged ¯rms for which Datas-
tream maintains historical price data. In the case of merging ¯rms, observations
of the merger year and the ¯rst ¯scal year after the merger are excluded.

Observations of ¯rms with extreme low trading volume (here, ¯rms with un-
changed stock prices for more than two consecutive months) are excluded. Ob-
servations of ¯rms that have become delisted due to bankruptcy are not included
in the sample data17. The total number of ¯rms in the data set, a list of which
appears in Appendix C, is 124.

Regression variables are trimmed. Values crossing a bound that is 3 times the
standard deviation away from the mean are excluded from the sample. Table 3.4
presents summary statistics for key variables of the research. Reported statistics
in the upper panel are from pooled ¯rm-year observations.

17Twelve ¯rms that could have been included in the sample went bankrupt during the period
1983-1995. Excluding the data of these ¯rms could introduce survivorship bias in the results.
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Table 3.4:
Panel A: Descriptive Statistics

Mean Median Std Deva Nobsb Cross Sectionsc

Mapd 0:07 0:01 0:41 1245 122
Ye 4:72 3:20 9:09 1294 124
Y
P
f 0:12 0:11 0:11 1183 122

CY g 4:93 3:12 8:35 1294 124
CY
p
f 0:12 0:11 0:11 1189 122

R12
h 0:22 0:17 0:43 1214 122

a Standard deviation
b Number of observations
c Number of ¯rms in the cross-section
d The market adjusted performance: the buy and hold return over
the ¯scal year, corrected for the equally weighed performance
of the composite of the Dutch stock market (Datastream item
TOTMKNL)

e The reported per share net income number after extraordinary
items

f Price de°ated earnings per share, standardized for the stock price
at beginning of ¯scal year

g Y before extraordinary items
h The raw buy and hold return over the ¯scal year

Panel B: Firms across year

year ¯rms
1983 69
1984 73
1985 76
1986 89
1987 96
1988 104
1989 107

year ¯rms
1990 112
1991 112
1992 112
1993 114
1994 115
1995 115

The lower panel shows that the number of ¯rms included in the sample ranges
from 69 in 1983 to 115 in 1995. The increasing number of ¯rms in the sample
period can be attributed mainly to newly listed ¯rms. Table 3.5 presents industry
descriptives of the ¯rm sample.
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Table 3.5:

Industry Descriptivesa

Industry Codeb N¯rmsc

Food Products 15 10

Textiles 17 and 18 4

Paper Products 21 3

Publishing 22 6

Chemicals and Pharmaceuticals 24 5

Rubber, Plastics 25 6

Glass, Pottery, Concrete. 26 3

Steel 27 1

Metal Products 28 3

Machinery 29 3

O±ce Machinery and Computers 30 1

Electrical Machinery 31 6

Optical Instruments 33 1

Motor Vehicle Parts and Supplies 34 1

Means of transportation, other than motor vehclis 35 2

Furniture 36 1

Building Constructing 45 14

Automotive Dealers and Gasoline Service Stations 50 2

Wholesale Trade 51 18

Retail 52 3

Hotels 55 1

Transportation 60 & 61 & 63 4

Telecommunications 64 1

Finance 65 & 67 7

Insurance 66 4

Real Estate 70 1

Information Technology 72 5

Business Services 74 8

a Descriptives of Dutch listed ¯rms over the period 1983-1995.
b BIK 2-Digit industry code
c Number of ¯rms

The table re°ects the traditional industry structure of the Netherlands, trade,
food processing, construction, and business services dominate the sample com-
position.

The data used for this research cover a limited period of time, the years 1983-
1995. Although accounting regulation in its current form began in 1984, data
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of 1983 are not excluded for two reasons: First, ¯rms often change their policies
in advance of anticipated changes in regulation; Second, the number of ¯rms in
the 1983 sample is relatively small. It is assumed that the weight of the 1983
¯rm-year observations does not bias the results unfavorably.

Due to limited availability of data, it is not feasible to obtain data from years
prior to 1983. Therefore, it is di±cult to evaluate the e®ects of a major change
in the reporting regulation, as no such changes took place in the measurement
period (see Appendix B).
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3.5.3 Results

This section presents empirical results of tests of conservatism. The ¯rst table,
3.6, presents regression results from regressions that use regression speci¯cation
(3.13). Tables 3.7 and 3.8 present tests that investigate the robustness of the
results displayed in table 3.6.

Table 3.6 displays pooled cross-sectional time-series regression results. The
panels present results of regressions of two di®erent earnings numbers, net earn-
ings (Y ) and net earnings before extraordinary items (CY ). Further, the panels
show results of regressions of two di®erent buy and hold return windows: one of
12 months and one of 15 months. Both return windows start at the beginning of
the ¯scal year. The 15-months window incorporates value relevant information
published in the period after the close of the ¯scal year, and closes before results
of the ¯rst quarter are published.

Results of the 12-months window along with the net earnings number (Y),
and results of the 15-months window along with the earnings number before
extraordinary items (CY), are presented. Additional regression results (from a
15-months window together with net earnings, for example) are not presented
here. These results, however, are consistent with the results presented in table
3.6.

Panel A of table 3.6 displays results of regressions performed on the entire
sample. The slope values for good news (¯2) and the incremental bad news slope
(¯3) are comparable with results of the code law country conservatism values of
Ball et al. (1999). When compared to results of Basu (1997) and to Pope and
Walker (1999), the conservatism measure shows that Dutch earnings numbers are
less conservative than UK or USA earnings. This result con¯rms hypothesis 3.

Panels B to D of table 3.6 show regression results of samples of ¯rms with
di®erent characteristics. Panel B displays results of conservatism across ¯rms
employing executives with di®erent risk preferences; results displayed in this panel
are a test of hypothesis 1. Panel C shows results of di®erences of conservatism
over two time periods (up to and including 1990, and after 1990); This tests
hypothesis 2. Panel D tests hypothesis 4, displaying tests of conservatism across
two distinct ¯rm types, high-tech versus non-high-tech.
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Table 3.6:
Contemporaneous Asymmetric Association Between

Earnings and Leading Returns
(C)Yt
Pt

= ¯0 + ¯1Newst + ¯2Rt + ¯3NewsRt + "t
a

"t = ½"t¡1 + ºt

Panel A: Overall sample

¯0 ¯1 ¯2 ¯3 ½ CM

E (:) b 1
·
+ ´

Pt¡1
0 1¡'

·
'+À
·

1+À
1¡' =

¯2+¯3
¯2

Y;RW(12;0) 0.11 -0.02 0.04 0.05 0.36 2.13

tc 18.80 -3.77 4.97 2.11 7.82

pd 0.00 0.00 0.00 0.03 0.00

Nobse 1013 R2:f 0.30 DW:g 1.92

CY;RW(15;0) 0.10 -0.01 0.06 0.03 0.38 1.43

t 19.55 -1.55 8.61 1.51 5.73

p 0.00 0.12 0.00 0.13 0.00

Nobs 1019 R2: 0.34 DW: 1.81

Panel B: Samples Partitioned on Risk Preferences

Risk Averse Non-Risk Averse

¯2 ¯3 CM ¯2 ¯3 CM
Y;RW(12;0) 0.07 0.10 2.46 0.09 0.01 1.06

t 2.54 1.72 5.02 0.10

p 0.01 0.09 0.00 0.92

Nobs;R2; DW 138 0.33 2.30 159 0.37 2.02

CY;RW(15;0) 0.05 0.11 3.37 0.05 0.01 1.14

t 2.44 2.34 5.84 0.30

p 0.02 0.02 0.00 0.77

Nobs;R2; DW 140 0.40 1.70 155 0.69 2.12

a Results are from pooled time-series and cross-sectional regressions of variables
of Dutch listed ¯rms over the period 1983-1995. Conservatism results in
conservatism measure (CM) values larger than 1. Yt, (CYt) are the earnings
of ¯scal year t after (before) extraordinary items. Rt is the raw buy and hold
return over the return window. Pt is the stock price at the start of the return
window. Newst is the news dummy variable for ¯rms with negative market
adjusted performance. ½ is the First-order serial correlation coe±cient. E(:)
are the expected values of coe±cients. RW(m;¿) is the raw buy and hold
return over the return window of m months length starting at the beginning
of the ¯scal year minus ¿ months

b 1
· is the appropriate risk adjusted discount rate; ' is the parameter of under-
recognition of good news, À is the parameter of over-recognition of bad news;
´ is the e®ect of news of prior periods on current reported earnings

c;d White heteroskedasticity-consistent t-values; and p-values
e;f;g Number of observations, R-squares adjusted for degrees of freedom, and
Durbin Watson Statistic
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Table Continued

(C)Yt
Pt¡1 = ¯0 + ¯1Newst + ¯2Rt + ¯3NewsRt + "t

a

"t = ½"t¡1 + ºt

Panel C: Sample partitioned in periods

Early (< 1991) Late (> 1990)
¯2 ¯3 CM ¯2 ¯3 CM

Y;RW(12;0) 0.08 0.06 1.70 0.05 0.05 1.90

tb 7.03 1.84 2.95 1.30

pc 0.00 0.07 0.00 0.19

Nobs;R2;DW d 512 0.35 1.69 512 0.15 2.02

CY;RW(15;0) 0.06 0.01 1.21 0.06 0.06 1.95

t 7.62 0.58 4.15 2.24

p 0.00 0.56 0.00 0.03

Nobs;R2;DW 506 0.34 1.89 513 0.29 1.92

Panel D: Samples Partitioned on the basis of industry type

High-Tech Non-High-Tech

¯2 ¯3 CM ¯2 ¯3 CM
Y;RW(12;0) 0.07 0.03 1.43 0.08 0.03 1.43

t 3.95 0.56 6.97 1.28

p 0.00 0.57 0.00 0.20

Nobs;R2;DW 148 0.33 2.13 864 0.27 1.78

CY;RW(15;0) 0.07 0.06 1.97 0.06 0.02 1.30

t 3.40 1.54 7.82 0.97

p 0.00 0.13 0.00 0.33

Nobs;R2;DW 144 0.38 1.60 863 0.33 1.84

a Results are from pooled time-series and cross sectional regres-
sions of variables of Dutch listed ¯rms over the period 1983-
1995. Conservatism results in conservatism measure (CM) val-
ues larger than 1. Yt, (CYt) are the earnings of ¯scal year t after
(before) extraordinary items. Rt is the raw buy and hold return
over the return window. Pt¡1 is the stock price at the start
of the return window. Newst is the news dummy variable for
¯rms with negative market adjusted performance. ½ is the First-
order serial correlation coe±cient. E(:) are the expected values
of coe±cients. RW(m;¿) is the raw buy and hold return over the
return window of m months length, starting at the beginning of
the ¯scal year, minus ¿ months

b;c White heteroskedasticity-consistent t-values; and p-values
d Number of observations, R-squares adjusted for degrees of free-
dom, and Durbin Watson Statistic
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The results of panel B are the most prominent, coming from regressions per-
formed on the two groups of ¯rms that employ managers with distinct risk pref-
erences. The results show that ¯rms of risk averse managers report earnings more
conservative than do ¯rms of non-risk averse managers. The conservatism mea-
sures of the ¯rms with risk averse managers (2.46 and 3.37) are higher than these
of ¯rms that hire non-risk averse managers (1.06 and 1.14). The conservatism
measures of the ¯rst group are even higher than the overall conservatism mea-
sures (2.13 and 1.43) shown in panel A. Further, the incremental bad news slope
values (¯3) are signi¯cant for the ¯rst group of ¯rms at the 10% level, whereas
they are not for the second group. Good news slope values are signi¯cant for
both ¯rm-manager groups.

Panel C shows similar results for the behavior of earnings conservatism over
time. However, the results are not as strong as in panel B. This is especially so
for the 12 months/net earnings results. The increase in conservatism from 1.70
for the years before 1991 to 1.90 for the later years is small.

For the 15-month window the results are stronger, however. The conservatism
measure rises over time, from 1.21 to 1.95. The increase in conservatism could be
even higher, since the incremental bad news slope value (¯3) for the early years
does not signi¯cantly di®er from zero. This indicates a likelihood that earnings
before 1991 were not at all conservative.

Panel D investigates claims about high-tech ¯rms reporting di®erently from
other ¯rms. For this chapter, high-tech ¯rms are those with two-digit BIK indus-
try codes: 24 (chemicals and pharmaceutics), 30 (o±ce machinery and comput-
ers), 31(electrical machinery), 33 (optical instruments), 64 (telecommunications),
and 72 (information technology). Two high-tech ¯rms, one from machinery and
one from business services were added, making the total number of ¯rms denoted
as high-tech 21.

The results of panel D are not very strong. The incremental bad news slope
coe±cients (¯3) are not signi¯cant for all regressions. Further, the conservatism
measures for both 12-month window regressions are equal (however, it should be
noted that this inference is based on insigni¯cant slope values). The results of
the 15-month window regressions are slightly better, however here as well the
inferences about conservatism are based on insigni¯cant coe±cient values.

Except for one regression, the explained variation for regressions with earn-
ings before extraordinary items combined with a 15-month buy and hold return
CY;RW(15;0) is higher than for the regressions using the net income Y;RW(12;0)

earnings number and the 12-month buy and hold return. This is caused mainly
by the di®erence in return window length. This suggests that earnings re°ect the
long window return better than the short window return.
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Tables 3.7 and 3.8 test if the slope values used in the conservatism measures
found in panels B to C from table 3.6 di®er signi¯cantly from each other. At ¯rst
sight, ¯rms hiring risk averse managers report more conservatively than do ¯rms
of non-risk averse managers. At least, this is what panel B of table 3.6 suggests.
Panel C of table 3.6 suggests an increase of earnings conservatism over time. As
table 3.6 uses regressions performed on separate subsamples, one cannot make
inferences about the extent to which the coe±cients di®er from each other. In
order to resolve this problem, table 3.7 introduces an additional dummy for ¯rms
employing risk averse managers. With the additional dummy variable (Rav), a
single regression performed on the entire sample su±ces. Table 3.8 uses the same
method, but introduces a dummy for ¯rms reporting after 1990. The results
of panel D of table 3.6 are not powerful enough to justify additional tests of
di®erences of conservatism across industries.

The sample of table 3.7 consists of ¯rms from the two groups of ¯rms hiring
managers with distinct risk preferences18. Table 3.8 uses the entire sample.

Table 3.7 shows that the incremental bad news coe±cient for ¯rms hiring risk
averse managers (¯7) is positive (0:14) and signi¯cant (p-value of 0:07) at the
10% level (12-month return window). The incremental bad news coe±cient for
¯rms hiring non-risk averse managers (¯5) does not di®er signi¯cantly from zero.
Furthermore, the conservatism measures for both ¯rm types di®er considerably
(6:52 vs. 1:16). For the 15-month return window, the results are stronger: the
value of coe±cient (¯7) is higher and its signi¯cance (p-value of 0:01) goes beyond
the 5% level. Here also, (¯5) remains insigni¯cant; these results again support
hypothesis 1. Further, the R2 value of the 15-month window regression (0:53)
is high when compared to R2 values of other regressions. This indicates a good
model ¯t.

The results of table 3.7 con¯rm the hypothesized relation between managers'
individual risk preferences and earnings conservatism, reported in table 3.6. Risk
averse managers likely assign a high value to reducing the e®ects of compensation
variance, and to reporting in such a way that it reduces the possibility of con°ict
over the ex post distribution of cash °ows. An interpretation of this result is that
risk averse managers behave in such a way that they safeguard their wealth for
both the short term (by requiring higher compensation) as well as the long term
(reporting in a way that e±ciently advances the build-up of a track record).

18Regressions using all the ¯rms (totaling 124, with Rav dummies assigned to the 15 ¯rms
of risk averse managers), thus not only those assigned to the two compensation groups, show
results consistent with those presented here.
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Table 3.7:
Contemporaneous Asymmetric Association Between

Earnings and Leading Returns

Results for di®erences in risk preferences

(C)Yt
Pt

= ¯0 + ¯1Newst + ¯2Ravi + ¯3NewstRavi+

+¯4Rt + ¯5NewstRt + ¯6RaviRt+

¯7NewstRaviRt + "t

"t = ½"t¡1 + ºta

¯4 ¯5 ¯6 ¯7 CMRAVh CMNon-RAVh

Y;RW(12;0)
b 0.05 0.01 -0.02 0.14 6.52 1.16

tc 2.67 0.16 -0.58 1.79

pd 0.01 0.87 0.56 0.07

N;R2; DW 293e 0.38f 2.03g

CY;RW(15;0) 0.07 -0.03 -0.03 0.15 3.43 0.60

t 5.03 -0.90 -1.05 2.51

p 0.00 0.37 0.30 0.01

N;R2; DW 290 0.53 1.97

a Results are from pooled cross-sectional and time-series regressions of vari-
ables of Dutch listed ¯rms over the period 1983-1995. Conservatism results
in conservatism measures (CMRAV and CMNon-RAV ) values larger than
1. Yt, (CYt) are the earnings of ¯scal year t after (before) extraordinary
items. Rt is the raw buy and hold return over the return window. Pt
is the stock price at the start of the return window. Ravt is the dummy
variable for ¯rms that employ risk averse managers. Newst is the news
dummy variable for ¯rms with negative market adjusted performance. ½
is the First-order serial correlation coe±cient

b RW(m;¿) is the raw buy and hold return over the return window of m
months length starting at the beginning of the ¯scal year minus ¿ months

c White heteroskedasticity-consistent t-values
d p-values of the coe±cient
e Number of observations
f R-squares adjusted for degrees of freedom
g Durbin Watson Statistic
h CMRAV & CMNon-RAV are measures of conservatism, for both ¯rm
groups that hire managers with distinct risk preferences: risk averse and
non-risk averse CMRAV = (¯4 + ¯5 + ¯6 + ¯7) = (¯4 + ¯6)

CMNon -RAV = (¯4 + ¯5) =¯4
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Table 3.8:
Contemporaneous Asymmetric Association Between

Earnings and Leading Returns

Di®erences in conservatism over time

(C)Yt
Pt

= ¯0 + ¯1Newst + ¯2 Latei + ¯3Newst Latei+

+¯4Rt + ¯5NewstRt + ¯6 LateiRt+

¯7NewstLateiRt + "t

"t = ½"t¡1 + ºta

¯4 ¯5 ¯6 ¯7 CMLateh CMEarlyh

Y;RW(12;0)
b 0.08 0.06 -0.03 -0.01 1.96 1.69

tc 7.21 1.95 -1.59 -0.70

pd 0.00 0.05 0.11 0.49

Nobs;R2;DW 1024e 0.28f 1.79g

CY;RW(15;0) 0.07 0.01 -0.01 0.05 2.23 1.17

t 8.11 0.53 -0.68 1.51

p 0.00 0.60 0.50 0.13

Nobs;R2;DW 1019 0.34 1.82

a Results are from pooled time-series and cross-sectional regressions of
variables of Dutch listed ¯rms over the period 1983-1995. Conservatism
results in conservatism measures (CMLate and CMEarly) values larger
than 1. Yt, (CYt) are the earnings of ¯scal year t after (before) ex-
traordinary items. Rt is the raw buy and hold return over the return
window. Pt is the stock price at the start of the return window. Latet
is the time dummy variable for observations of 1991 and later. Newst
is the news dummy variable for ¯rms with negative market adjusted
performance. ½ is the First-order serial correlation coe±cient

b RW(m;¿) is the raw buy and hold return over the return window of m
months length, starting at the beginning of the ¯scal year, minus ¿
months

c White heteroskedasticity-consistent t-values
d p-values of the coe±cient
e Number of observations
f R-squares adjusted for degrees of freedom
g Durbin Watson Statistic
h CMLate & CMEarly are measures of conservatism for both time periods
(1991 and later, and before 1991)

CMLate = (¯4 + ¯5 + ¯6 + ¯7) = (¯4 + ¯6) CMEarly = (¯4 + ¯5) =¯4

Table 3.8 shows less prominent results. The conservatism measures are higher
for the years after 1990, but this inference is based on insigni¯cant coe±cient val-
ues. The coe±cient of interest (¯7) is signi¯cant at the 15% level and only for the
15-month return window. For the 12-month window results, the coe±cient driv-
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ing the denominator of the conservatism measure (¯6) is signi¯cant (p-value of
0:11). This indicates underreporting of good news, also inherent in conservative
reporting. One might therefore only conclude with care that earnings conser-
vatism has increased since the beginning of the nineties. Hence, there is support,
albeit weak, for hypothesis 2.

More important is that the results show a variation in earnings conservatism
across managers. Furthermore, managers' individual preferences, assumed to
be driven by di®erences in wealth concerns, explain the variance rather well.
This explanation for conservatism dominates a cross time explanation, or an
explanation based on industry type.

Results of regressions performed on untrimmed variables, and of regressions
using a lagged dependent variable as an instrument instead of using a ¯rst-order
serial correlation coe±cient ½ return results supporting those reported above.
However, it should be noted that although the variables are trimmed, Jarque-
Bera test statistics reject normality consistently. Further, error distributions of
the regressions show fat tails, indicating that outliers a®ect the results. On the
other hand, removing outliers until error distributions are normally distributed
goes at the expense of sample information.

3.6 Concluding remarks

The research presented in this chapter investigates conservatism of reported earn-
ings, a property inherent in accounting. It is shown that conservatism is a®ected
by a manager's concern with respect to reporting credibly about his ability in
managing a ¯rm. Firm performance determines the wealth of the manager to
a large extent thus it is in the interest of managers to communicate e±ciently
about ¯rm performance, which can be done by reporting in a such way as to mini-
mize the ambiguity about performance perceived by outside parties. To minimize
potential con°ict over measured ¯rm performance (and therefore over the distri-
bution of cash °ows among parties contracting with a ¯rm), a manager has an
incentive to report earnings conservatively.

The chapter revisits research in the positive tradition introduced by Watts
and Zimmerman (1978), the main focus of which is to explain ¯nancial account-
ing practice. This chapter concentrates on explaining one particular property of
reported earnings numbers, earnings conservatism. Whereas current research has
resulted in a country based or legal liability based explanation for conservatism,
this chapter shows that individual preferences of managers also explain earnings
conservatism. Since managers ultimately decide the way ¯nancial reporting is
conducted at a ¯rm, and given the results, it is reasonable to assume that man-
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agers' individual preferences drive much of the variation in earnings conservatism.

The existing explanations for earnings conservatism (based on country, or on
changes in legal liability regime) are consistent with the explanation based on
preferences of individual managers, developed in this chapter. An important re-
sult of the focus on individual preferences of managers is that it invites researchers
to explore this avenue further and to investigate factors that have an e®ect on
both reporting and managers' wealth.

The research in this chapter shows weak evidence of an increase of earnings
conservatism over the period 1983-1995. An explanation for the increased conser-
vatism of reported earnings numbers could be that managers rationally responded
to outside pressure to report about performance more objectively, or veri¯ably.
This could be the result of increased attention to their performance.

When compared to other common law countries, conservatism in the Nether-
lands is low, which may be due to a manager-friendly ¯nancial reporting enforce-
ment system. Without a more e®ective ¯nancial reporting enforcement system,
it does not pay to ¯le a lawsuit against a ¯rm that breaks accounting standards.
As a result, Dutch managers are probably not overly concerned about reporting
veri¯ably.

It is sometimes suggested that high-tech ¯rms contributed to the increased
conservatism in accounting numbers. Our results, however, show that the conser-
vatism in reporting of high-tech ¯rms does not di®er from that of non-high-tech
¯rms.

It should be noted that the results concerning managers' individual risk pref-
erences presented here are quite strong when compared to existing research in
the positive tradition. There are three possible explanations for these strong re-
sults: First, the research presented here assumes that managers do not manage
earnings for opportunistic reasons, but report earnings in such a way to preserve
long term future income. Assuming that managers do not act opportunistically
is consistent with the notion of e±cient capital and managerial labor markets;
Second, until recently, research assumed a linear relation between earnings and
returns. However, Basu (1997) shows that this relation is not linear, consistent
with the costly contracting analysis of Ball (1987). Last, the research assumes
that investors are not the prime audience for ¯nancial statements, which requires
the use of a di®erent research design. Explanations of the results relate mainly
to the research design, and therefore future research could bene¯t from these
considerations.

The relation between wealth concerns of managers and conservative reporting
behavior could also have policy implications. Most initiatives concerning ¯nan-
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cial reporting regulation assume that investors bene¯t from changed regulation.
These initiatives generally require that managers disclose more information, and
that the information disclosed be of a higher quality. Furthermore, discussions
about corporate governance show a decrease in tolerance concerning disclosure
requirements. These developments set the stage for a more e®ective and powerful
¯nancial reporting enforcement system. The research presented in this chapter
has shown that it is likely that such changes in reporting regulation could have
an e®ect on the way a manager communicates about his ability in running a ¯rm.
It is likely that such regulation leads to increased earnings conservatism and, due
to the increased exposure of managers to litigation threat, to managers requiring
higher wage levels.

The results show that managers do not mechanically apply ¯nancial reporting
standards; wealth concerns play a role. Managers do not per se practice what
standards preach. On the other hand { when one takes into account the liberal
reporting environment of the Netherlands { it is clear that managers do not
turn ¯nancial reporting into a chaos. The results of this chapter show that
earnings conservatism in the Netherlands is low when compared to for example
the USA. Low levels of earnings conservatism make the earnings numbers for
¯rms facing favorable future prospects more informative. Also, a less conservative
reported earnings number leads to a more symmetrical earnings-returns relation.
Therefore, the Dutch reporting environment demonstrates that strict enforcement
of accounting standards or highly standardized accounting standards, do not
always result in more informative ¯nancial reporting.

To change regulation in a way that leads to increased conservatism is nat-
urally a political choice. However, it is not implied that such regulation leads
to increased wealth for society. There are reasons to believe that initiatives to
increase the quality of ¯nancial statement information for investors might lead to
adverse results. If increased quality were arranged by a more e®ective accounting
enforcement system, ultimately consumers would likely lose and those involved in
the enforcement system would likely gain. The investor, for whom the changed ¯-
nancial reporting rules originally were meant, probably would not bene¯t greatly
from changed regulation; on average he earns a normal return.

One remark about the Dutch enforcement must be made, however. It was
mentioned that the Dutch regulatory environment is very manager friendly {
this is caused by a weak enforcement system. Investors, therefore, probably rely
on price protection more than on protection from law. So be it. However, the
text might give the impression that the enforcement system, due to its impo-
tence, is also neutral. This is not the case. The manager friendliness of the
reporting standards was part of their design; the \insight principle" is key in the
manager friendliness. It grants managers the right to change the rules of the
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reporting game along the way, which is not always fair for outside parties. And,
Ball (1987) shows that fairness is an important property of ¯nancial reporting.
Therefore, the quality of the Dutch ¯nancial reporting system could be raised by
taking into account the potential adverse e®ects of the \insight principle". Note
that the preceding sentence does not suggest abolishing this principle. There
are alternative solutions to deal with the \insight principle" { for example, by
requiring ¯rms to announce changes to their accounting policies in advance.




