
Chapter 4

Concluding remarks

4.1 Introduction

This ¯nal chapter discusses the main results, implications, and suggestions for
further research. Section 4.2 summarizes the main result and section 4.3 elab-
orates on the strengths and weaknesses of this thesis. Policy implications of
the thesis are discussed in section 4.4, and section 4.5 ends with suggestions for
further research.

4.2 Summary of main results

This thesis investigates the interests of two particular parties in ¯nancial state-
ment information, adopting two approaches. The ¯rst focuses on the investor's
side of ¯nancial reporting, the second on ¯rm managers being interested in ¯-
nancial reporting. The reason for choosing this dichotomous approach is that
Chapter 2 sets the stage for the research presented in Chapter 3. One could
argue that Chapter 2 in itself is redundant. However, it critically reviews main-
stream literature and draws attention to methodological issues that could be
taken into account when conducting mainstream oriented ¯nancial accounting
research. Chapter 3 concentrates on managers' interests in ¯nancial reporting.
Research taking this approach is currently scarce. However, some recent initia-
tives in the ¯eld of ¯nancial accounting research show that studies of managers'
reporting interests have the potential to gain impact.

The review in Chapter 2 concentrates on research investigating the value rel-
evance of ¯nancial statements. Value relevance refers to the idea that ¯nancial
statement information should correlate with stock prices to a high extent. Re-
search investigating the value relevance of ¯nancial statements has (re)gained
momentum since the beginning of the nineties. Investors and researchers who
believe in fundamental investment analysis welcomed this research; see, for ex-
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ample, Penman (1992). A vast body of papers and articles investigating the
value relevance of ¯nancial statements (and of items of ¯nancial statements) has
emerged since then. The main contribution to this ¯eld of research is the seminal
article of Ohlson (1995), which introduced an innovation to accounting based
valuation models. Accounting valuation models existed before Ohlson, but none
that correctly dealt with the time-series properties of earnings. Ohlson's linear
information dynamics resolved this issue. The linear information dynamics re-
sulted in a consistent accounting valuation model that expresses ¯rm value as a
weighted sum of current earnings and current book values. Ohlson demonstrated
the feasibility of valuing ¯rms using current and observable information from ¯-
nancial statements, which should be regarded as a major achievement in ¯nancial
accounting research.

Research in the spirit of Ohlson generally takes two di®erent two approaches.
The ¯rst has the objective to test, improve, or re¯ne accounting based valuation
models. The other uses the models to empirically assess the value relevance of
information in ¯nancial statements. This approach evaluates ¯nancial statement
information under some regime of ¯nancial accounting standards, and as a result
often leads to policy implications concerning accounting standard setting. Gen-
erally, the results show that an investigated item of ¯nancial statements is (to
some extent) value relevant because most ¯nancial statement items correlate to
some extent with market values. This leads researchers to the conclusion that
standard setters should consider prescribing that ¯rms disclose the investigated
item.

One could question this approach in research, however. For example, one
could ask if it is desirable to conduct research mainly for policy matters. More
important, as shown in Chapter 2, research that investigates value relevance
of ¯nancial statements is extremely vulnerable to factors beyond the researcher's
control. These uncontrollable factors lead to biased results, inappropriately giving
the impression of low value relevance, and they make it important that tests of
value relevance be interpreted with extreme care.

The review presented in Chapter 2 also shows that research investigating value
relevance belongs to a particular paradigm. The research within that paradigm
takes place against the background of a revived focus on investors interests, which
has grown since the US corporate merger wave of the mid-eighties. Since then,
the concept of creating shareholder value has gained momentum. The growing
importance of this concept resulted in a demand for education to help managers
understand it. This demand a®ected research, and partly explains why account-
ing valuation models and measuring value relevance became popular in accounting
research: the shareholder value literature shows that ¯nancial statements are an
important instrument in the value creating process. Another explanation for the
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regained focus on investors is the evidence on markets not being e±cient, pre-
sented by, for example, Fama and French (1992). This article shows that book
values play an important role in ¯rm valuation.

Typical to the paradigm of value relevance research is that it focuses on partic-
ular attributes and properties of ¯nancial statements. The research, for example,
considers it important that accounting earnings correlate with market returns.
The higher the proportion of variance of returns explained by earnings, the more
value relevant earnings are. Next to value relevance, timeliness is also considered
an important aspect of ¯nancial statement information. In the paradigm of value
relevance, timeliness of earnings refers to the idea that earnings explain returns
within a relatively short time frame. The higher the e®ect of earnings on returns,
the more timely earnings number are.

The concept of timeliness, once investigated more in depth, introduces a turn-
ing point in the research of this thesis. The article that introduces this turning
point is Kothari and Sloan (1992). Kothari and Sloan show that the traditional
one-year window leads to the suggestion that accounting information is untimely.
Their results suggest that the timeliness of earnings depends on the length of
the leading return window, and not only or per se on properties of accounting
earnings. It shows, much in the same way that Ball and Brown did in 1968,
that prices anticipate earnings. Kothari and Sloan denote this phenomenon as
prices leading earnings, which refers to market e±ciency. Note that this concept
reverses the causality in ¯nancial accounting research. Value relevance research
generally assumes that earnings can help forecast prices, i.e. earnings lead prices
(see, for example, Easton and Harris, 1991). Kothari and Sloan however, show
the reverse: prices lead earnings. This concept refocuses the attention to the ef-
¯cient market hypothesis, which the history of ¯nancial accounting research has
shown to have inspired Watts and Zimmerman (1978) to introduce Positive Ac-
counting Research. The impact of Kothari and Sloan on research was relatively
moderate compared to Ball and Brown and Watts and Zimmerman, but it was
important enough to be the turning point of the research of this thesis.

Chapter 3 adopts the reversed research perspective, exploring accounting re-
search along the lines of the positive tradition. It focuses on the manager as the
party interested in ¯nancial reporting. A manager cannot diversify his1 main
asset (his human capital), but he can contract on his behavior, and report about
his (or his ¯rm's) behavior to outside parties in an ex ante agreed way. He has
an interest in communicating performance to outside parties in a way that does
not lead to interpretation problems among parties contracting with his ¯rm. To
reduce the likelihood of misinterpretation, the manager reports earnings conser-
vatively. The results of Chapter 3 are consistent with the idea that managers'

1The text uses \he" or \his" with the understanding that this refers to both men and women.
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preferences in°uence reporting practice. Managers who demand a relatively high
risk premium in their compensation also report more conservatively. In request-
ing compensation for risk on the one hand, and in trying to reduce chances of a
con°ict over ¯nancial reporting on the other, the manager acts consistently. It
is likely that managers at the executive level bear the consequences of misinter-
pretations of ¯nancial statement information. A manager who tries to limit the
consequences of mis-reporting probably also uses other mechanisms that limit or
o®set changes in his wealth position { for example requiring a compensation for
compensation variance.

The results also show that managers' risk preferences explain conservatism
better than do other factors, such as industry type, or time. The results found in
Chapter 3 are consistent with research from the small number of investigations of
conservatism to date. The results of these studies are relatively consistent with
the idea that factors a®ecting the wealth of a manager { or in the case of Basu
(1997), the manager and the auditor { drive reporting behavior. Accounting
standards therefore might have an e®ect on behavior, especially if the rules are
enforceable { that is, if adverse reporting has consequences for the wealth position
of managers. This idea might explain why accounting conservatism is low in the
Netherlands and in other European countries, and high in litigious countries such
as the USA. The implication of this idea is that the e®ects of accounting standard
setting are unpredictable to a large extent if one ignores the consequences of
regulation for managers.

The methodology used in Chapter 3 di®ers from the positive accounting re-
search of the seventies and eighties in two ways: First, the positive tradition
generally assumes that managers behave opportunistically. As pointed out in
Chapter 3, opportunistic behavior arises when at least one party assumes that
markets are not e±cient, which is inconsistent with the idea of price protection
and contracting. Further, this assumption directs the attention of researchers
toward short term management compensation plans, such as bonus plans. As
pointed out in Chapter 3, the focus on the short term could introduce measure-
ment problems related to the timing of payments of the compensations, which are
probably di±cult to track in empirical research. For these reasons the research
in Chapter 3 assumes that managers are not myopic, and therefore care for their
long term income generating potential. This assumption eliminates the timing
problem, and further, is not inconsistent with market ine±ciencies.

The other di®erence between the research presented in Chapter 3 and Positive
Accounting Research is that the research introduces cross-sectional variance in the
extent to which managers display an interest in reporting. Watts and Zimmerman
(1986) show that reporting is in the interest of managers, but do not allow for
that interest to vary among ¯rms or managers. The main result of Chapter 3
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is that it shows that there is theoretical and empirical support for the idea that
managers might display di®erences in their interest in reporting.

4.3 Strengths and weaknesses

Some of the strengths and weaknesses of the research are discussed in the pre-
ceding text. However, it is worthwhile to make some general remarks about the
strengths and weaknesses of this thesis. A strong point of Chapter 2 is that
it critically reviews association models used in ¯nancial accounting research. It
shows the limitations of association models, but it also shows where there is room
to improve this type of market based accounting research. Chapter 3 is an ex-
ample of research that takes into account some of the limitations of the research
presented in its predecessor.

A strong point of the research presented in Chapter 3 is that it displays a more
consistent integration of theory, hypotheses, and the empirical tests of those hy-
potheses than does the research presented in Chapter 2. The reason much care
was taken in developing a consistent research design was to minimize the chances
of giving the impression of a ¯shing expedition. Further, the idea to investigate ¯-
nancial reporting from the viewpoint of the manager exploits the typical ¯nancial
reporting environment in the Netherlands. In a country with a liberal ¯nancial
reporting environment, it is hard to believe that managers' individual preferences
have no in°uence on reporting practice. Further, the research of Chapter 3 shows
that empirical research in the Netherlands is feasible, and that the typical Dutch
¯nancial reporting environment can be a source of inspiration for it. On the
other hand, although Chapter 3 presents research that is stronger in the applied
research design, it probably does not appeal to an investor interested in using the
results to discover undervalued stocks.

Two general problems concerning empirical research are the availability of
data and the methodology employed. Especially in small countries, data for
market based accounting research is not available in large numbers. The results
of the research in Chapter 3 might be sensitive to the size of the population under
investigation. Whether this is true can only be discerned by using larger data
sets.

A second problem concerns the research design, which is not °awless. For
example, the research in Chapter 3 uses a bad news dummy variable whose value
depends on the stock performance of the ¯rm; if the stock outperforms the market
the dummy is zero, and it is one otherwise. It is thus assumed that managers
exercise their discretion over reported earnings conditional upon the sign of prior
stock performance, which is a rather crude way of modeling manager's reporting
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behavior. It might be that other factors in°uence managers' decisions as well. It
is, therefore, worthwhile to investigate the validity of the news dummy variable.

The use of long return windows also introduces some econometric issues.
These (raw) stock returns might not proxy for the underlying variable, ¯rm's
economic pro¯t. Kothari and Warner (1997), for example, suggest that cumu-
lated abnormal returns (CARs) lead to a better proxy for economic pro¯t, since
they adjust for risk. The cross-sectional nature of the regressions decreases the
need for correcting for risk and, therefore, a ¯ner measure of risk will likely not
lead to di®erent results. However, this issue remains yet unresolved. Future
research might devise a better proxy of economic pro¯t.

Another issue not tested in this thesis is the e®ect of the way in which data
is treated. Most variables were standardized by opening prices. This is a way of
reducing potential adverse e®ects of heteroskedasticity (Kothari and Zimmerman,
1995; Christie, 1987). However, it might be done in an imperfect way, which may
still lead to biased or spurious results. One issue not addressed by the research
using association models, for example, is whether variables are stationary or not,
or whether they are cointegrated. The market value of the ¯rm, if unde°ated, is
likely to be non-stationary. One way to make the variable stationary is to detrend
it. However, if market prices follow a random walk, then it is appropriate to
take ¯rst di®erences, instead of detrending. If variables are cointegrated, then a
regression using a levels speci¯cation is to be preferred over a changes speci¯cation
because the former reveals the long term relation between variable better than
does the latter. Testing for stationarity requires lengthy time-series; and one
disadvantage of lengthy time-series is survivorship bias. Few ¯rms have a history
of being listed about 25 consecutive years or more2, and it is likely that the
time-series properties of these ¯rms di®er from the ones with a shorter listing
history.

The research predominantly uses traditional statistical tests, as the research
design gives no indication for the need to use computer intensive statistical meth-
ods, such as bootstrapping or jack-kni¯ng. Only once does the research demon-
strate the use of computer intensive methods, and that was to partition ¯rms
into two groups based on compensation characteristics.

The only source on compensation data available at the time this research
was conducted was compensation information from ¯nancial statements, which
disclose only a part of the total compensation of managers. Using information
about compensation plans, options granted, etc., could have led to other results
and new insights, however here a balance between availability of resources and
the possible bene¯ts of the use of additional data was struck.

224 is the required number of observations for a Dickey-Fuller test in LeSage's MATLAB
Econometric Toolbox, 1999.
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This thesis is an example of empirical research, and typical to empirical re-
search is that many decisions concerning its design and execution are left to the
researcher's judgement. An important factor contributing to the quality of the
research is experience in empirical research, and with experience comes the abil-
ity to decide on a stopping point. The number of weaknesses in the research is
possibly in¯nite, the paragraphs above mention the most obvious.

4.4 Policy implications

The preceding chapters mentioned some policy implications of this thesis, the
bottom line being that ¯nancial reporting policymakers should be very careful
in proposing and implementing new regulation. The task of policy makers is to
propose and introduce new rules, and they accept research that aids them in
designing these new standards. The accounting research community has proved
helpful in guiding policymakers. The use of concepts such as timeliness, value
relevance, and dirty surplus accounting are to some extent value laden; they
display a concern about changing accounting standards in the same direction as
policymakers want to change them.

However, as demonstrated in Chapter 2, researchers should be careful in men-
tioning policy implications concerning accounting standard setting, because of the
sensitivity to uncontrollable factors of the popular research designs.

Chapter 3 focuses attention on the interests of managers. The results show
that the individual wealth position of a manager might drive reporting behavior
more than was previously thought. The implication for standard setters is that
they should take into account the e®ect of decisions on the wealth of individual
managers and the e®ect of managers' wealth on reporting decisions.

Another implication of the results of Chapter 3 is that enforcement of ¯nancial
reporting standards might a®ect reporting behavior more than do the standards
themselves. It is not clear that enforcement increases the quality of ¯nancial
reporting, since the research of Chapter 3 shows that enforcement a®ects the
way managers report about their performance. Some managers accept this e®ect
of enforcement, others do not. The e®ects of enforcement rules might therefore
in°uence managers in deciding to enter or exit the labor market, or in the com-
pensation they require. Note that the foundation of the research of Chapter 3
is the costly contracting analysis of Ball (1987), which suggests that enforcing a
set of accounting standards without taking into account institutional factors is
inappropriate. Introducing and enforcing a completely di®erent set of account-
ing standards overnight, certainly leads to ill-measured ¯rm performance, and
as a result could in°uence managers' investment behavior. However, accounting
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standards change gradually in practice. There are many institutional arrange-
ments that enable ¯rms to make a transition to new standards without incurring
dramatic switching costs.

Chapter 3 also demonstrates that reporting practice behaves (to some extent)
independently from reporting standards, and that managers are an important
party determining reporting practice. On the other hand, current reporting prac-
tice is not completely unsatisfactory either. Under the liberally (or non-) enforced
Dutch accounting standards, ¯rms produce ¯nancial statements of satisfactory
quality. Therefore, if it were possible to suggest anything concerning policy mak-
ing, then this thesis would lead to the suggestion that standards setting should
take note of and follow accounting practice, not lead it.

4.5 Suggestions for further research

The research presented in this thesis clearly favors that of the positive tradition.
Although this avenue of research might not be very attractive from an investors'
point of view { it does not directly help to discover undervalued stocks { it is clear
that understanding what drives ¯nancial reporting practice ultimately advances
our understanding of the role of ¯nancial statement information in economic
decision making. So, it is expected that understanding conservatism leads to
better accounting association models. Thus far, no accounting association model
incorporates the concept of conservatism used in Chapter 33. However, it is
expected that research improving these models will bene¯t from an increased
understanding of earnings conservatism.

Chapter 3 studies ¯nancial reporting from the viewpoint of the manager, fo-
cusing only on conservatism. However, managers might use their discretion to
in°uence other aspects of ¯nancial reporting as well; they use accruals to in°u-
ence reported earnings, for example. It is worthwhile investigating the use of
accruals, because they are interesting indicators of managers' decision making
behavior concerning ¯nancial reporting. Thus far, a vast amount of literature
studying accruals has emerged. This literature is denoted with the term earnings
management literature, and it is worthwhile to explore earnings management as
done in Chapter 3. Earnings management literature generally assumes that man-
agers act opportunistically, that all managers are equally interested in reporting
outcomes, and that reporting is in the interest of investors (see, for example,
Healy and Wahlen, 1998). Chapter 3 demonstrates that these assumptions need
not be descriptive or valid. Therefore, it is assumed that the quality of earnings

3This concept of conservatism refers to Basu (1997), who denotes it with the term asymmet-
ric timeliness: earnings re°ect losses timelier than gains. This contrasts with the conservatism
concept of Feltham and Ohlson (1995), who de¯ne conservatism as book values that are lower
than market values.
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management literature would bene¯t if one would acknowledge non-opportunistic
behavior and cross-manager variation in interests concerning reporting.




