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Chapter 1

Introduction

1.1 Introduction

This thesis investigates the mechanisms that shape ¯nancial statement informa-
tion, taking two approaches. The ¯rst approach focuses on investors, the second
concentrates on managers.

The ¯rst approach assumes that ¯nancial statements are for investors. This
view on the role of ¯nancial statements is the view adopted by the mainstream of
¯nancial accounting research. It is also the view supported by ¯nancial reporting
standard setting bodies and advanced by textbooks. The idea that investors
are the main audience for ¯nancial statements is widely accepted. In fact, this
idea is so widespread that it creates a form of laziness in the minds of those
advocating this view: few people question it. A subsequent other accepted idea
is that investors depend on ¯nancial statement information, and that ¯nancial
reporting should be regulated in order to protect investors against the capricious
reporting behavior of managers. On the other hand, the fact that investors do not
base their decisions predominantly on published ¯nancial statements information
cannot be ignored. Also, capital markets are the most obvious institutions for
dealing and hedging all forms of ¯nancial risks. Proponents of the view that
investors depend on speci¯c ¯rms' ¯nancial statement information neglect this
function of capital markets. This is especially so when they express the idea
that investors deserve protection against the opportunistic behavior of managers.
These casual observations give reason to adopt an alternative viewpoint on the
mechanism that shapes ¯nancial statement information.

This alternative viewpoint investigates the party that reports ¯nancial infor-
mation: the managers. This view assumes that managers have an interest in
determining the outcomes of the ¯nancial reporting process, more in line with
observations of managers' behavior. For example, not seldomly managers leave
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¯rms after the announcement of disappointing earnings numbers. And, not sur-
prisingly, good earnings performance advances a manager's career.

This thesis shows that the ¯rst approach, the one that concentrates on in-
vestors' interests in ¯nancial reporting, su®ers from methodological and theoreti-
cal problems. The alternative approach, with a focus on managers' interests, has
a better theoretical foundation and is less a®ected by methodological problems.
This approach shows that managers' individual preferences concerning their own
wealth have an e®ect on the way they conduct ¯nancial reporting. This result
shows that in addition to accounting standards, managers' individual preferences
concerning the outcome of the reporting process is a factor that determines re-
porting practice. Further, the results of this thesis suggest that the enforcement
of ¯nancial reporting regulation a®ects reported earnings in such a way that the
reported earnings number has less bearing on the ¯rm's market value. Contrary
to what regulators assume, the results of this thesis suggest that ¯nancial report-
ing regulation, and its enforcement in particular do not always have a positive
e®ect on the information re°ected in reported earnings numbers. Therefore, ac-
counting standards setters should take into account the e®ect of standards on the
wealth of managers.

The research presented in this thesis is market based accounting research.
The availability of data on Dutch listed ¯rms makes it possible to \confront"
information from ¯nancial reports with information from markets. Such a \con-
frontation" enables an analysis of ¯nancial reporting phenomena, and advances
our understanding of ¯nancial reporting. The quality of the analysis depends
on the methods used. For that reason, this thesis devotes considerable space to
theories and methods used in ¯nancial accounting research.

Market based research has its limitations. It investigates ¯nancial reports
from listed ¯rms, which makes it di±cult to generalize the results to the case
of non-listed ¯rms. Further, market based research investigates an aggregate of
¯rms. Due to aggregation, a great deal of information on individual ¯rms disap-
pears. Also, the quality of market based research depends on the quality of the
data. The number of data sources increases over time, but few deliver data per-
fectly suitable to research purposes. Many data providers do not maintain long
histories, for example. This limits researchers to investigate only recent devel-
opments. Also, data providers have the propensity to stop maintaining data on
¯rms that become de-listed from stock markets. If one does not correct for this
survivorship bias, then conclusions on only surviving ¯rms are generalized to all
¯rms. Another problem is that some data providers make corrections in reported
data, or ¯ll in missing numbers. This also results in a loss of valuable information.
But even if the data match the required speci¯cations, another problem remains.
Financial reporting research generally assumes that numbers reported in ¯nan-
cial reports are what they stand for. It assumes equal accounting treatment of
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transactions, which is not always the case. Di®erent ¯rms interpret accounting
standards di®erently, which makes the interpretation of reported numbers am-
biguous. And, as noted in the previous paragraph, correcting data results in a
loss of valuable information.

Despite these problems, market based accounting research dominates ¯nancial
reporting research. Researchers have learned to accept that some of the problems
that accompany the data are beyond their control. The remaining problems are
the researcher's challenge.

Before this thesis starts with reviewing existing theories, and before it begins
presenting research, it ¯rst describes the context of ¯nancial accounting research.
Section 1.2 presents a brief review of current and past developments in accounting
research. Because ¯nancial reporting research has close connections with the
setting of ¯nancial reporting standards, section 1.3 discusses a selection of current
issues in ¯nancial reporting regulation. After a context description, section 1.4
presents the objective and outline of this thesis.

1.2 Contemporary accounting research

1.2.1 Introduction

This section presents a brief sketch of ¯nancial reporting research from the last
four decades. Section 1.2.2 discusses the normative approach in ¯nancial re-
porting research. This approach dominated the pre-seventies, and devoted much
attention to ¯nding the best approach to ¯nancial reporting. Financial reporting
alternatives were evaluated against the concept of true income, a concept that
required the reported income to relate to a ¯rm's \true" value. The controversy
caused by the true income approach gave way to two alternative approaches in
¯nancial accounting research: a pragmatic approach that still focused on the
relevance of accounting information for decision making but de-emphasized the
income number, and an approach that changed accounting research rather dras-
tically { market based accounting research.

Section 1.2.3 is a brief review of empirical { or market based { research.
Market based research confronted researchers with the e±cient market hypoth-
esis. This hypothesis posed problems to ¯nancial reporting research because its
message of substance over form seemed to trivialize accounting principles. A
reaction to the idea that ¯nancial statements were assumed trivial came from
positive accounting theory (PAT). Section 1.2.4 shows that PAT advanced ¯nan-
cial reporting research during the eighties by integrating concepts derived from
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micro economic theory, such as the principal-agent theory1.

At the end of the eighties, PAT lost its dominance in ¯nancial accounting re-
search to research that returned the focus to the relevance of accounting numbers
for decision making. This approach focused on the relevance of ¯nancial account-
ing information for mainly investors. It has much in common with fundamental
investment analysis, a mode of investment analysis dominating the pre-seventies.
Current mainstream ¯nancial accounting research adopts this view.

While Chapter 2 extensively reviews research that focuses on ¯rm fundamen-
tals, section 1.2.5 presents a taste of it and is followed by a brief review on research
that more or less revisits PAT. This research investigates factors that a®ect the
way earnings are reported.

1.2.2 Normative ¯nancial accounting research

Until the end of the sixties, ¯nancial accounting research had committed much
e®ort to ¯nding the best method of ¯nancial reporting. It was assumed that the
purpose of ¯nancial reporting was to inform investors and creditors about the
stewardship role of management. In the absence of observable market values for
many assets and liabilities, marked-to-market accounting was not thought to be
a feasible reporting alternative. Further, cash °ow accounting was considered
unsuitable for the stewardship role, because cash °ows were thought to be unin-
formative regarding e®ort. These considerations made accrual accounting a good
accounting alternative. However, basic concepts of accrual accounting like those
of matching, realization2, and of prudence3 led to the development of a myriad
alternative accounting methods. Without some benchmark, it was impossible to
evaluate all these methods.

The economic income concept provided a theoretical benchmark for evaluating
accounting methods. It assumed that accounting methods should lead to an

1It should be noted that before the introduction of PAT, an avenue of economic based ac-
counting research already existed (see, for example, Gonedes and Dopuch, 1974). This avenue
of research is generally denoted with the term analytical accounting research. The di®erence
with PAT is that the objective of analytical accounting research is not per se to develop empiri-
cally testable models. Also, Watts and Zimmerman denoted marked based accounting research
as positive research. This text however characterizes PAT as a substream of market based
accounting research.

2Paton and Littleton (1940) formalized the concept of matching. It states that revenues and
expenses should be recorded in a way that e®orts and accomplishments are properly aligned.
The concept of realization states that revenues should be recognized in ¯nancial statements
only when the prices to be received for the products or services become reasonably certain.

3The concept of prudence states that foreseeable losses are recognized in the ¯nancial state-
ments immediately, and that the recognition of pro¯ts should be postponed until the period
the pro¯t is realized.
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accounting income number re°ecting the net present value of future cash °ows,
after adjustments for deposits and withdrawals. Economic income, therefore,
incorporates the future e®ects of decisions made by management into the current
measure of income. Formulated this way, economic income could be used for
stewardship evaluation, but problems related to the uncertainty of future cash
°ows impaired the concept's value for evaluating stewardship. This was already
noticed by Canning (1929), whose ideal was Irving Fisher's income approach.
To overcome problems inherent to Fisher's forward-looking income approach,
Canning proposed a series of surrogate measures that would bring accounting
closer to the economic income (Whittington, 1986). Note that it was then already
clear that accounting income would never perfectly match economic income.

Other problems related to the quest for ¯nancial reporting based on economic
were the lack of user interest, and the lack of attention to other sources of infor-
mation relevant to investors and creditors. \These di±culties have led various
academics, from Beaver and Demski (1979) to Solomons (1991), to despair of
economic income as either a model for, or an estimate available from, accounting
pro¯t." (Rees 1995).

One response to the problems inherent in the economic income concept was
a more pragmatic approach that assumed that di®erent users of ¯nancial state-
ments had di®erent information needs, and therefore required more than one
income number. This pragmatic approach de-emphasized the importance of one
sole income number. It focused on other accounting information as well. An ex-
ample of research contributing to this view on accounting information is Edwards
and Bell (1961), who adopt a \di®erent incomes for di®erent purposes approach"
(Whittington, 1986). One of these income concepts provides a pro¯t measure
that consists of current cost operating pro¯t and holding gains or losses. This
is a form of \comprehensive income". It re°ects a broader concept of total in-
come, because it presents not only the pro¯t from current operations, but also
the changes in the ¯rm's market value.

The ideas of Edwards and Bell (1961) are interesting for another reason: one
of their approaches presents a framework that establishes a link between pro¯ts,
dividends, and ¯rms' market values. With Edwards and Bell, accounting research
embarked upon fundamental investment analysis, at that time a popular mode
of investment analysis, which uses accounting information to select undervalued
stocks.

A second response to the controversial economic income approach introduced
a new view on ¯nancial reporting that ventured the idea that market prices could
reveal something about the relevance of accounting numbers. The results of this
approach were rather devastating for those who were convinced that there exists
an accounting income number that re°ects true income perfectly.
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1.2.3 Market based accounting research

In 1968, Ball and Brown introduced market based accounting research with the
objective to constitute \an appropriate test of usefulness" (Ball and Brown, 1968).
One motivation for the pair's research was to counter assertions that historical
cost was an inadequate basis for ¯nancial reporting. At that time, accounting
standard setters (probably inspired by discussions about the economic income
concept) proposed current cost accounting as an alternative to historical cost
accounting. Current cost accounting would bring book values more in line with
(economic) market values. Their Chicago School roots in°uenced Ball and Brown
to test the usefulness of accounting information empirically, so that their results
could be used to evaluate the assertion that historical cost accounting was inad-
equate4.

The basic idea behind the paper is simple. \Because net income is a number of
particular interest to investors, the outcome we use as a predictive criterion is the
investment decision as it is re°ected in security prices" (Ball and Brown, 1968).
This idea refers to the e±cient market hypothesis. Results of Ball and Brown
are in conformity with the e±cient market hypothesis and put into perspective
the idea that accounting information adds much to what is already known by the
market. Ball and Brown show \that 85-90 percent is incorporated into the share
price before disclosure." The remaining information is captured timely after the
announcement.

Beaver (1968) investigated share trading volume e®ects of earnings announce-
ments. Beaver demonstrates that earnings numbers have information content.
Beaver's research method measures trade volumes of stocks around the time of
earnings announcements. The results show that surrounding an earnings an-
nouncement, trading volume is particularly high. Beaver (1968) is an example of
research that supports the idea of relevance of ¯nancial statement information.

It should be noted that Beaver, in demonstrating the information content of
earnings, probably overstates the usefulness of ¯nancial statement information.
To illustrate, note that there is one subtle but important di®erence between the
methodology used by Beaver and that of Ball and Brown. The latter study
uses a return based index { in this case, the abnormal performance index {
for measuring the usefulness of earnings. Returns are the accepted standard
for measuring information (See, for example, Campbell et al., 1997). Volumes
of trade are probably related to new information, but there is no theoretical
benchmark that makes it possible to interpret them in a meaningful way. Demski

4Boland and Gordon (1992) note that Chicago School economics place a high value on the
usefulness of theories to policymakers: \Usefulness is the keystone of the positivism promoted
by Chicago School economics ... Providing positive theories that can be used as instruments
by policymakers is an obvious goal for Chicago School economics."
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and Feltham (1994) formalize this notion, by showing that trade volume is not
necessarily related to the moment of release of information. A comparison of the
results of Ball and Brown { who show that prices already re°ect much of the
earnings announcement information { with the results of Beaver { who shows
that trade volumes react strongly to earnings announcements { shows that trade
volumes probably overstate the economic e®ects of an earnings announcement.
Beaver's results, therefore, seem to overstate the usefulness of accounting earnings
numbers. The titles and introductory sections of both articles also support the
idea that there is a subtle di®erence in interpretation of the usefulness of earnings
numbers. The title of Ball and Brown is \An Empirical Evaluation of Accounting
Income Numbers", a display of an unbiased attitude with respect to the issue of
the usefulness of accounting information. Their introductory section shows the
same sort of candidness. On the other hand, Beaver's \The Information Content
of Annual Earnings Announcements" assumes that earnings announcements have
information content before the results are presented. In his introductory section,
Beaver expresses his concerns about the usefulness of accounting information with
respect to the accounting profession. Having noted this subtle di®erence, it must
be said that both articles were the ¯rst to empirically demonstrate the relation
between earnings and stock prices.

Many researchers have extended the work of Ball and Brown and Beaver. Ex-
amples are Foster (1977) using quarterly accounting data, and Patell and Wolfson
(1984), who investigated the intraday speed of adjustment of stock prices to earn-
ings announcements. Evidence from these studies con¯rms the idea of e±cient
capital markets5.

One phenomenon not in conformity with the e±cient market hypothesis is the
post-announcement drift, which suggests that investors trade on public earnings
information for quite a while after the announcement. Foster et al. (1984) doc-
ument a post-announcement drift, but they also show that its existence depends
on the proxies chosen for the measurement of unexpected earnings. Ball (1992)
comments likewise, emphasizing that one should be aware of limitations inherent
in the research design before accepting the existence of an \anomaly". However,
Bernard and Thomas (1990) document a post-announcement drift, and this re-
sult is di±cult to relate to an erroneous research design. Moreover, their implied
investment strategy is feasible, which seems to suggest that the e±cient market
hypothesis is not entirely descriptive.

Note that ¯nancial accounting research bene¯ts somewhat from the suggested
ine±ciency of capital markets. The suggestion that investors can trade on pub-
lished earnings numbers supports the view that ¯nancial reports are mainly useful

5Market e±ciency generally refers to the semi-strong form of e±ciency de¯ned by Roberts
(1967) and Fama (1970).
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to investors. It is often suggested that the e±cient market hypothesis makes the
use of accounting standards for ¯nancial reporting irrelevant. This notion chal-
lenged research, especially around the beginning of the seventies. As a result,
new ways of thinking about ¯nancial statements emerged. First, there was a
relatively defensive view that emphasized the relevance of ¯nancial statements.
The second view incorporated the e±cient market hypothesis and made use of
other developments in ¯nancial economic theory.

Concerning the defensive approach, note the following: after Ball and Brown
(1968), an avenue of research emerged that \undermined the a priori approach6

in which logic alone was used to demonstrate the superiority of one accounting
approach over the other" (Dopuch, 1996). In just a few years, the ideas about
the relevance of ¯nancial reporting changed dramatically. Brown (1987) refers to
Beaver (1973)7 and notes that \the state of the art circa Beaver presumed that
cosmetic accounting changes had no cash °ow consequences and that footnote
disclosure was a perfect substitute for including information in the body of the
¯nancial reports."

To prevent an erosion of the perceived relevance of ¯nancial statements,
Beaver devised a new approach in ¯nancial reporting research (Beaver, 1989)8.
What he calls an accounting revolution is the introduction of the informational
needs of di®erent users, along with the notion of a complex ¯nancial reporting en-
vironment. The introduction of user needs in ¯nancial accounting research might
have diverted some researchers' attention from economic theories and toward
other research ¯elds, such as psychology. Examples of such research are Abdel-
khalik and Keller (1979), Lee and Tweedie (1975, 1976), and Feenstra (1985)
who use qualitative research methods and concentrate on how people interpret
¯nancial statements.

The other view on ¯nancial accounting information that emerged after Ball
and Brown (1968) accepted market e±ciency, and advanced research in ¯nancial
accounting by internalizing concepts from ¯nancial economic theory. This view
is the subject of the following section.

1.2.4 Positive accounting theory

With Towards a Positive Theory of the Determinants of Accounting Standards,
Watts and Zimmerman introduced Positive accounting theory (Watts and Zim-
merman, 1978). Positive accounting theory (PAT) deals with ¯rms' accounting

6The a priori approach refers to the normative approach.
7Brown (1987) refers to Beaver (1973), an article relating the implication of the e±cient

market hypothesis to the ¯nancial reporting standard setting process.
8Beaver's Financial Reporting, an Accounting Revolution of 1989 is a second edition. The

¯rst edition of this volume appeared in 1981.
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choices. The objective of PAT was to explain and predict accounting method
choice and it addresses the choice between FIFO or LIFO as a method for inven-
tory valuation or the choice between accelerated depreciation versus straight-line
depreciation.

The introduction of PAT was an innovation in accounting research. It reacted
to the normative approach of the pre-seventies because it focused on explaining
accounting practice, not prescribing it. It also reacted to the informational ap-
proach in ¯nancial accounting, because the no-cost frictionless world underlying
that approach was not considered descriptive. It led to the uncomfortable impli-
cation that footnote disclosure was equivalent to disclosing items in the ¯nancial
statements. Note that neither the normative or the no-cost informational ap-
proach explained or predicted why ¯rms chose particular accounting methods.

To deal with the unease caused by the normative and informational ap-
proaches, Watts and Zimmerman introduced information and transaction costs
to explain and predict accounting choice. It is important to emphasize that they
preferred to adhere to economics to explain accounting choice, giving PAT the
potential to advance economic research in ¯nancial reporting more so than other
approaches, such as the user needs approach.

PAT dominated ¯nancial reporting research during the eighties, which al-
lowed ¯nancial accounting research to ¯nalize a transition from the normative
approach (sometimes called engineering approach) to the positive or informa-
tion approach in economics. Many ¯elds of economic research had gone through
such a transition during the seventies. In ¯nancial economics, Akerlof (1970),
for example, is often associated with the start of the transition towards infor-
mation economics, which introduced elements of game theory in economics. In
information economics, agents intelligently interact with other players in order to
maximize utility, whereas in the engineering approach, agents were regarded as
programmable machines that could achieve an optimal result without interacting
intelligently with others.

As mentioned before, PAT introduces contracting costs to explain and predict
accounting choice. Accounting numbers are assumed to play a role in contracts.
Due to the fact that only e±cient ¯rms survive, an \accepted set" of accounting
procedures survives with these ¯rms. The accepted set would also arise in the
absence of a government that mandates accounting procedures. It might vary
across di®erent types of ¯rms, although some overlap in procedures could exist.
Further, it limits managers in exercising accounting discretion opportunistically.
However, PAT assumes there is still some freedom to select procedures from the
accepted set.

The extent to which accounting choice a®ects the contracting parties' wealth
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depends on the relative magnitudes of contracting costs. To illustrate these mag-
nitudes, and to empirically test their theory, Watts and Zimmerman hypothesize
the following regarding:

² agency costs: Watts and Zimmerman suggest that accounting numbers in
compensation contracts are useful for minimizing agency costs, suggesting
the possibility that accounting choice could a®ect wealth (Watts and Zim-
merman, 1990, p. 133). Managers of ¯rms with bonus plans are more likely
to choose accounting procedures that shift reporting earnings from future
to current periods (Watts and Zimmerman, 1986, p. 208).

² bankruptcy and agency costs: The closer a ¯rm is to a particular restric-
tive accounting-based covenant, the more likely the manager is to use pro-
cedures that increase current earnings. Watts and Zimmerman transform
this reasoning into the testable debt/equity hypothesis: The larger a ¯rms'
debt/equity ratio, the more likely the ¯rm is to select accounting proce-
dures that shift reported earnings from future periods to the current period
(Watts and Zimmerman, 1986, p. 216).

² political costs: Watts and Zimmerman assume that large ¯rms are more
politically sensitive and have relatively larger wealth transfers imposed on
them than do smaller ¯rms (Watts and Zimmerman, 1986 p. 235). There-
fore they hypothesize: The larger the ¯rm, the more likely it is to select
accounting procedures that defer reported earnings from the current period
to future periods.

Many researchers have extended and improved positive accounting research.
In their Ten Years Perspective paper of 1990, Watts and Zimmerman review
and evaluate positive accounting research, asserting that the evidence of research
to date is consistent with the three hypotheses. In their view, PAT literature
highlighted the importance of contracting costs and provided a framework for
predicting accounting choices. They thus remain con¯dent about their theory,
but also acknowledge that \while the positive accounting literature has yielded
empirical regularities and explanations for these regularities, it is clear there are
many research opportunities available beyond those currently exploited ... The
major breakthroughs are likely to come from viewing accounting as a choice
that is endogenous with the choice of organization, contracting, and ¯nancial
structures."

Many criticized PAT, the criticisms addressing many issues. Like Boland and
Gordon (1992) do, it is possible to place the criticisms into three groups. First
are criticisms about technical issues of positive accounting research. An example
is Ball and Foster (1982), who comment on the often used size variable and
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note that size might proxy for other omitted variables. However, one can argue
whether the comments about technical issues should be regarded as a criticism
on positive accounting research alone, because commenting on technical issues is
part of the art of empirical research in general.

Second are criticisms about issues of philosophy of science. The criticism
often address the positive stance of Watts and Zimmerman. Sterling (1990),
for example, notes that by promoting positive research, Watts and Zimmerman
are normative. Tinker et al. (1982) argue that positive accounting theories are
as value-laden as the normative theories Watts and Zimmerman argue against.
On the other hand, one could question the pronounced attention to the word
\positive". Watts and Zimmerman wanted to distinguish their research from
the non-empirical accounting research of the pre-seventies, as well as from the
empirical accounting research that assumed a no-cost and frictionless world. They
had to name their research { with the bene¯t of hindsight, one could say that
Watts and Zimmerman erred in choosing the word \positive". If instead they had
used \empirical", then they would likely have received less criticism. Watts and
Zimmerman probably used the word \positive" to associate their research with
\science", \rationality", and \objectivity"; and as a result they o®ended other
researchers by suggesting that other research is subjective, has little to do with
rationality, or is not scienti¯c. By emphasizing the positive-normative distinction
in accounting research, they seem to have overplayed their hand.

The third group of criticisms addresses economics-based research in account-
ing. These criticisms are more fundamental, and it seems that Watts and Zim-
merman have di±culties in dealing with them. In their 1990 article Watts and
Zimmerman respond to the articles that critically comment on PAT, with the
notable exception of Demski (1988). Demski questions the appropriateness of
applying neoclassical economics to the domain of accounting theory. \Market
value maximization, present value and wealth are useful constructs from the
world of perfect and complete markets" (Demski, 1988). In such a world, it is
possible to calculate equilibrium prices that clear markets. But if markets are not
perfect and not complete, then supply does not meet demand perfectly, and as a
result some agents do not maximize their utility. The contradiction in Watts and
Zimmerman's theory is that they base it on the utility maximizing agent on the
one hand (they embrace neoclassical economics), but on the other hand, intro-
duce market failures and information costs. This contradiction seems di±cult to
resolve, as Watts and Zimmerman (1990) more or less admit by remaining silent
on this point.

The criticisms mentioned in the paragraphs above certainly make sense. On
the other hand, there are also criticisms that are inappropriate in some ways.
Sterling (1990), for example, is often referred to as someone very critical on PAT.
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He criticizes PAT for trying to explain accounting practice: \They have proposed
a research program with the objective of explaining and predicting words and nu-
merals without mentioning their correspondence... to things and events... they
have fallen in love with pictures (¯nancial statements) without recognizing that
they need be images of matter (economic goods)". According to Sterling, account-
ing research should investigate ways to arrange ¯nancial statements so that they
correctly re°ect some underlying reality, and ¯nancial statements should present
an objective view of the ¯rm's ¯nancial position. With his claims, Sterling clearly
expresses his commitment to the non-empirical research of the pre-seventies. He
ignores the important achievement of Watts and Zimmerman having pointed out
that the idea of objective ¯nancial statements is a fallacy. Leaving the idea of
the existence of objective or true ¯nancial statements for what it is opens the
way to research that investigates accounting method choice. And from manage-
rial accounting research it is known that accounting matters, because it a®ects
managers' behavior. Thanks to Watts and Zimmerman the connection between
¯nancial reporting and managerial behavior is made.

Many other problems with PAT arose from the empirical side of the research.
The typical behavior of managers hypothesized by Watts and Zimmerman might
only occur in speci¯c circumstances. Empirical research often aggregates infor-
mation on managers and does not perfectly control for the circumstances in which
they operate. This makes it di±cult to e®ectively test hypotheses in a way that
the results are generalizable. This is especially true for the three hypotheses ad-
vanced by Watts and Zimmerman, and the way they are tested. It all looks quite
simplistic: the use of a dummy for the existence of a bonus plan, for example,
only tests whether there is a bonus plan. It tests nothing about the characteristics
of the bonus plan, which are likely to vary considerably across ¯rms and across
managers9. On the other hand, if Watts and Zimmerman were to have access to
larger data sets, then they could have performed more sophisticated tests.

At the beginning of the nineties, PAT rapidly lost momentum. Developments
in ¯nance literature caused a transition in ¯nancial reporting research, and a
growing number of ¯nance researchers began questioning the CAPM framework.
An article that caused much controversy is Fama and French (1992), which tests
CAPM empirically. The results demonstrate that the CAPM ¯ does not relate to
risk, but that the book to market ratio of equity does instead. Financial reporting
researchers anticipated the regained importance of book values for ¯rm valuation
purposes, and they began changing the research agenda accordingly. This led to
a return to fundamentals.

9See Sterling (1990) for additional examples of the somewhat simplistic nature of the em-
pirical tests of Watts and Zimmerman.
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1.2.5 The return to fundamentals

Since the beginning of the nineties, attention to fundamental values10 as explana-
tory variables for ¯rm value increased. Publications by Fama and French (1992)
and Haugen (1995), for example, demonstrate the relevance of the book-to-market
ratio for valuation purposes. The regained interest for investors' interests resulted
in a stream of textbooks explaining how to create shareholder value (Stern and
Stewart, 1995; Copeland et al., 1995). These publications basically use an income
concept that resembles that of Edwards and Bell (1961).

More important for ¯nancial accounting research were the publications of
Ohlson and Feltham, who introduced models that formalized the relation be-
tween market values and book values. Prior to Ohlson (working paper dated
back to 1989, published in 1995) and Feltham and Ohlson (1995), market based
accounting research assumed a link between accounting values and ¯rm value, but
there was not a theoretical model to support that assumption; see, for example,
Collins and Kothari (1989).

Feltham and Ohlson made a shift in \what we consider the ultimate objective
of research on the relation between accounting data and ¯rm value { that is,
research bearing on fundamental analysis. It leads us away from an emphasis on
explaining stock price behavior and towards a focus on predicting future earnings
and future growth in book value" (Bernard, 1995).

Fundamental analysis involves the discovery of value without reference to
capital market prices. According to Penman (1992), fundamental analysis was
the primary focus of research in investment analysis until 1968. From then on
capital market research, clinging to the e±cient market hypothesis framework,
departed from fundamental analysis. Ohlson (1995) and Feltham and Ohlson
(1995) were the ¯rst to start investigating fundamental analysis again.

Since Ohlson (1995), accounting information has become relevant again, the
informational perspective changing to a measurement perspective. Penman (1992)
puts it into words: \From an accountant's viewpoint the model is particularly
pleasing, for we now have a representation of accounting data as fundamentals.
Again, we were always a little unsure whether accounting numbers were funda-
mentals. Are not dividends the fundamentals, we would ask". The traditional
informational approach \left us a bit worried, because all the time we felt that,
if you are reporting income, you were making money".

The Ohlson (1995) model de¯nitely changed research in ¯nancial reporting.
Much research e®ort is put into its testing, other research bases its research de-
10These publications refer to the pre-Miller and Modigliani (1961) era when investors used

information from ¯nancial statements for their investment decisions. This mode of investment
analysis is denoted as fundamental investment analysis.
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sign on it. One of the ¯rst e®orts to test the model against alternative valuation
models is the study of Penman and Sougiannis (1996). They conclude that \eq-
uity valuation models based on GAAP (accrual) earnings and book values have
practical advantages over dividend discounting and discounted cash °ow analy-
sis". Examples of research implementing the Ohlson model are Huijgen (1996)
on the valuation of purchased goodwill, and Botosan (1997) on disclosure and
cost of capital.

The return to fundamentals embodies more than direct applications and tests,
however. The assumption driving fundamentals research is that ¯nancial state-
ments should be relevant for investors, and mainstream ¯nancial reporting re-
search supports this assumption.

An example of research assuming that ¯nancial statements are relevant for
investors is that which investigates the value-relevance of particular ¯nancial
reporting items. The stronger an item correlates with returns, the more value
relevant it is supposed to be. Often, when research ¯nds a strong relation between
an accounting item and stock returns, it claims that the particular item contains
valuable information for investors { the item is considered value relevant.

Another example of a avenue of research that generally assumes that ¯nan-
cial statements are important for investors is that which investigates earnings
management. The notion of managed earnings is normative. It assumes that
unmanaged earnings are \better". Often \better" is expressed in terms of mar-
ket values or value relevance. An article illustrating this point is Dechow et al.
(1996), which investigates the cost of capital for ¯rms that have been subject
to enforcement actions by the SEC; according to the SEC, these ¯rms manipu-
lated earnings numbers. Dechow et al. show that earnings manipulation results
in higher costs of capital. The assumption underlying this article is that there
exists a benchmark (or objective) income number, and the implication is that
¯rms should report income numbers close to this benchmark.

The next chapter deals in depth with fundamentals research. It should be
noted that fundamentals traditionally dominated ¯nancial accounting research
over the past decades, with the exception of the seventies and eighties. The other
decades show research that concentrates on relating book values to economic
values. During the pre-seventies, research concentrated on ¯nding a measure
of objective or economic income. Today, it focuses on value relevance, and on
¯ltering away managed components from reported earnings, so that reported
earnings are more in line with market values.
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1.2.6 Positive accounting theory revisited

The fundamentals approach treats the ¯nancial reporting information as given.
The focus on investors' interests causes less attention to be paid to underlying
mechanism that shapes the properties of the reported ¯nancial accounting infor-
mation.

Recently, a number articles have appeared that reverse the focus. These arti-
cles take market values as given, and explore how the accounting system translates
them into information reported in the ¯nancial statements. Basu (1997), Ball et
al. (1999), and Pope and Walker (1999) are empirical examples of papers that
investigate the e®ect of the conservatism principle on reported earnings. An ana-
lytical article is Feltham and Ohlson (1996), which investigates how depreciation
a®ects the way how market value is re°ected in earnings.

This new approach has the potential to give insight into the factors deter-
mining the properties of earnings numbers. This is an interesting development in
¯nancial accounting research, because it suggests that developments in account-
ing research are repeating. After the normative approach, with a focus on true
income, a positive approach emerged. Positive accounting theory tried to explain
properties of the ¯nancial accounting system; it concentrated on opening the
black box of ¯nancial reporting. After the positive era, research returned to fun-
damentals, with a strong orientation towards identifying accounting information
that re°ects ¯rm value. And just recently, some articles have begun investigating
factors a®ecting properties of ¯nancial accounting information again. Here, the
focus is on explaining factors that determine reported accounting information.
The third chapter intends to support this return to positivism.

1.3 Issues in Financial Reporting Regulation

Financial reporting research has always had a strong orientation towards reg-
ulatory issues. The reason that Ball and Brown wrote their 1968 paper, for
example, was a concern about claims expressed by accounting regulators that
historical cost was an inadequate basis for ¯nancial reporting. Regulators some-
how favored current cost as a basis for ¯nancial reporting then. Whittington
(1986), Beaver (1986), and Dopuch (1996) also elaborate on the relation between
¯nancial reporting research and ¯nancial reporting standard setting.

This section comments on recent developments in ¯nancial reporting policy
making, focusing mainly on the discussion about the relevance or quality of ¯-
nancial statements.

Note that accounting standard setting bodies share many of their values with
the fundamentals view on ¯nancial statements. Accounting standard setters ad-
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here to the idea that ¯nancial statements ¯rst serve investors' interests. The In-
ternational Accounting Standards Committee (IASC), for example believes that
¯nancial statements are prepared for the purpose of providing information that
is useful in making economic decisions. The ¯rst type of economic decision men-
tioned by the IAS is the decision to sell, hold or buy an equity investment (IAS
framework for preparation, Preface); the ¯rst user group mentioned by the IASC
are the investors (IAS framework for preparation, Users and Their Information
needs). Furthermore, the IASC requires that ¯nancial statements should pro-
vide information on future cash generating ability. The IAS state that (without
referring to research) \users are better able to evaluate this ability to generate
cash and cash equivalents if they are provided with information that focuses on
the ¯nancial position, performance and changes in ¯nancial position of an en-
terprise" (IAS framework for preparation, Financial position, Performance and
Changes in ¯nancial position). This illustrates the orientation of the IASC11

towards fundamentals.

The reason to address the sharing of values among ¯nancial reporting regu-
lators and fundamentals research is that accounting standard setters are inclined
to use results from research of the fundamentals approach to expand regulation.
But, according to Dopuch (1996), over the last couple of decades accounting
standard setters have become skeptical regarding the relevance of research that
went against their biases. Researchers should be aware of this and use caution in
advancing policy implications of their research.

A particular issue that attracts the attention of reporting regulators is the
quality of ¯nancial statements. An interesting property generally associated with
this issue is the timeliness of ¯nancial statement information. Timeliness is re-
lated to conservatism (as this thesis shows), and as both properties are the subject
of the research presented in this thesis, it is worthwhile to investigate policymak-
ers' opinions about them.

Many parties such as auditors, accounting regulators, researchers and account-
ing practitioners refer to timeliness and conservatism when proposing improved
accounting standards or discussing contemporaneous shortcomings of ¯nancial
statements. Some examples illustrate this point:

² Some accounting regulation reformers propose forward-looking accounting
standards. They want to reform accounting standards in such a way that
auditors have control over what managers disclose about the future per-
formance of their ¯rm. The rationale for prospective accounting is that

11An example illustrating the position of parties involved in reporting regulation in the
Netherlands is Hoogendoorn and Mertens (1996), who elaborate on the Limperg Financial
Statements Quality Project and state that investors are the primary user group of ¯nancial
statements.
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current ¯nancial statements are uninformative about the future, this is a
complaint about a lack of timeliness of ¯nancial statements (Elliott, 1994;
Hoogendoorn, 1996).

² Some claim that corporations today operate in such a dynamic world that
accounting has become inherently untimely (Lev, 1995; Elliot and Jacobson,
1991). The introduction of new accounting standards is expected to solve
this problem.

² Others notice that much of a ¯rm's value does not appear in the balance
sheet (Wallman, 1995), or that investors turn to alternative information
sources (Rimerman, 1990; Amir and Lev, 1996). Wallman believes that
only a dramatic change of the accounting system could solve this problem.
Both are complaints about the timeliness of ¯nancial statement information.

² The Financial Accounting Standards Board (FASB) also acknowledges the
importance of timeliness in its Statement of Financial Accounting Concepts
No. 2 of 1980, Summary of Principal Conclusions: \Timeliness, that is,
having information available to decision makers before it loses its capacity
to in°uence decisions, is an ancillary aspect of relevance. If information
is not available when it is needed, or becomes available so long after the
reported events that it has no value for future action, it lacks relevance and
is of little or no use. Timeliness alone cannot make information relevant,
but a lack of timeliness can rob information of relevance it might otherwise
have had."

Typical of the above claims is lack of support by an impressive body of em-
pirical research. However, this is the case for accounting regulation in general.
Ball et al. (1999) ¯nd it remarkable that the IASC, like other regulating bodies,
seems to develop new accounting standards without using theory or evidence on
how accounting regulation a®ects properties of ¯nancial statements. In the same
way, Buijink (1992) comments on the Dutch ¯nancial reporting regulators.

The lack of interest from regulators in how accounting standards a®ect in-
volved parties contrasts with the rapidly changing regulation occurring world-
wide. The IASC has just ¯nished the development of a set of international ac-
counting standards, and several national regulatory bodies (including the Dutch)
are changing their accounting standards to bring them in line with the inter-
national standards. The lack of empirical research on the e®ects of ¯nancial
reporting regulation makes it interesting to investigate properties of ¯nancial
statements.

Furthermore, it is particularly interesting to investigate properties of Dutch
¯nancial statements, because the Dutch enforcement of accounting standards
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is not e®ective. The consequences of the reporting regulation are not severe
for Dutch ¯rms, compared to, for example, the United States. Therefore, the
research that investigates properties of Dutch ¯nancial statement information
could provide us a \natural benchmark" that shows how reporting is done in an
environment were ¯rms are relatively free to conduct their ¯nancial reporting in
a way that suits them.

1.4 Objective and Outline

The objective of this thesis is to investigate the forces that shape ¯nancial state-
ment information. The research presented takes two viewpoints: an investor's
viewpoint and a manager's viewpoint. Chapter 2 addresses the investor's impact
on ¯nancial statement information, mainly by presenting a review of articles that
study ¯nancial statement information from an investor's viewpoint. Much atten-
tion is paid to the methods used in ¯nancial accounting research to measure the
relevance of ¯nancial statement information for investors. By investigating this,
current accounting research mainly employs a research design that measures the
association between stock prices or stock returns and accounting numbers. These
studies use association models, which the chapter investigates in depth. It will
be shown that association models are vulnerable to speci¯cation errors. Further-
more, one of their purposes is to make inferences about the quality of ¯nancial
statements { it will be shown that association models are not perfectly capable
for this purpose. A slight change in the research design often leads to di®erent
conclusions and interpretations of the quality of accounting information. Fur-
ther, the chapter shows that there are more problems (theoretical and empirical)
related to the use of association models.

The problems with association models led to the adoption of a di®erent ap-
proach for measuring the mechanism shaping properties of ¯nancial statement
information. Chapter 3 shows that managers are an important party with an
interest in the outcome of the ¯nancial reporting process. The results show that
properties of reported income numbers vary among di®erent \types" of managers:
di®erent managers report di®erently. The research in Chapter 3 originates from
the ideas of Positive Accounting Theory that dominated the ¯nancial accounting
research of the eighties. A decade ago, that avenue of research lost momentum,
but the results of Chapter 3 make one wonder why that happened. The approach
taken in Chapter 3 is less tormented by theoretical and empirical problems than
is the approach presented in Chapter 2. Furthermore, because it is currently
underdeveloped, there are many opportunities to improve this path of research.

The two main chapters (2 and 3) are largely self-contained. However, Chapter
2 critically reviews the use of association models in ¯nancial accounting research,
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and thus can be seen as a chapter that tries to persuade the reader to take alterna-
tive approaches; not because they are exciting just because they are alternative,
but because the use of association models in mainstream ¯nancial accounting
research has resulted in a vast amount of research results that are di±cult to
interpret, and if one wants to interpret the results, extreme care should be exer-
cised. In a sense, Chapter 2 prepares the reader for a di®erent approach, which
is then presented in Chapter 3. Both chapters make clear that there is a demand
for ¯nancial reporting information, that the demand from investors is di±cult to
measure, and that it is di±cult to assess the relevance of ¯nancial statements for
investors. More important, the chapters make clear that managers also have an
interest in the outcomes of the ¯nancial reporting process.

Chapter 4 contains a summary of the research, strengths and weaknesses,
policy implications, and suggestions for future research.





Chapter 2

Investors' Impact on Accounting
Information

2.1 Introduction

This chapter investigates the impact of investors on ¯nancial accounting infor-
mation. The previous chapter mentions that, today, mainstream research and
accounting standard setters acknowledge that investors are the primary party
interested in ¯nancial accounting information. It is assumed that ¯nancial state-
ments enable investors in determining ¯rm value. The research investigates the
relation describing ¯rm value in terms of accounting numbers. It focuses on
¯nding accounting numbers that associate with market measures of value, for
example with stock prices.

The continuous desire to improve has led research to develop a large number
of model speci¯cations describing the relation between accounting numbers and
market values. These model speci¯cations are denoted with the term association
models, and di®er in their treatment and use of types of accounting and market
information. For example, some association models specify a relation between
prices and earnings, whereas others use returns and earnings, or returns, earn-
ings, and equity book values. The use of association models involves, among
other things the answering of two questions: First, which information should be
included in the association model? Second, how should one treat the information?
The answers depend on the way the association models are evaluated.

Generally, association models are evaluated on the degree of association they
display in regressions, and also on their compactness. The ideal association model
should return a high R2 and high slope coe±cient values, while using only a few
accounting numbers. Obviously, such an ideal model does not exist. However,
this does not mean that modeling the relation between accounting information
and market values is infeasible. This chapter will demonstrate that relatively
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simple association models can be used to describe the relation between market
values and accounting numbers.

Association models are used for various purposes. One obvious purpose is
¯rm valuation. In a practical context investors could use them to value ¯rms,
or a share of a ¯rm's stock. In this context, association models compete with
models that also make use of information from ¯nancial statements, but do not
use variables typically associated with accounting1.

In the context of accounting research, association models are thus used for
valuation purposes, however generally on a more aggregate level. Further, the
research focuses on evaluating accounting numbers against market values, not
predominantly on valuation. The use of association models in this context allows
research to evaluate the relevance of accounting numbers for economic decision
making. The term value relevance is often used to evaluate accounting numbers;
in general, an accounting number is considered particularly value relevant if it
displays a high degree of association with a market measure of value. Examples
of literature using this concept of value relevance are Amir et al. (1993), Harris
et al. (1994), Amir and Lev (1996), Pope et al. (1996), Collins et al. (1997), Lev
and Aboody (1998), and Francis and Schipper (1999).

Additionally, it is possible to investigate the value relevance of a particular
accounting standard. This is because it is assumed that accounting standards
a®ect accounting numbers. The higher the degree of association between ac-
counting numbers and prices `produced' under a speci¯c accounting standard,
the more relevant that accounting standard is considered to be. This particular
use of association models should be of interest to policymakers in evaluating the
e®ects of changes of standards.

The concept of value relevance refers to the degree of association between
accounting numbers and the market value of a ¯rm. Generally, the R2 from a
regression analysis of market values on accounting numbers measures the degree
of association.

The regression results can be used to measure another important concept of
¯nancial accounting information, its timeliness. The general notion of timeli-
ness is that timely ¯nancial statement information re°ects value relevant events
as early as possible. See, for example, Kothari and Sloan (1992), Alford et al.
(1993), Lev and Thiagarajan (1993), Pope (1993), Collins et al. (1994), Lev
(1999). To measure timeliness, ¯nancial accounting research generally uses the
slope coe±cients from a regression of market values on accounting numbers. An
illustration of the concept of timeliness is the issue of whether to recognize intan-
gible assets in the balance sheet, which is often not done. Recognizing intangibles

1An example of such a competing model is the free cash °ow valuation model.



2.1 Introduction 23

should enhance the timeliness of ¯nancial statements. This is because intangible
assets represent unrealized future gains, and recognizing these gains makes that
¯nancial statements re°ect value relevant information to a higher extent.

The de¯nition of timeliness resembles another important ¯nancial account-
ing concept: conservatism. Mainstream ¯nancial accounting research generally
de¯nes accounting conservatism as the extent to which book values of equity
are lower than market values. This de¯nition is used by, for example, Amir et
al. (1993), Pope (1993), Harris et al. (1994), Pope et al. (1996), and Feltham
and Ohlson (1996). The concept of conservatism is related to the concepts of
timeliness and value relevance, presented above. Increased timeliness results in a
higher association between accounting numbers and market values, which leads to
higher value relevance, and higher value relevance means decreased conservatism.
Often, a lack of timeliness of accounting information and low value relevance are
associated with accounting conservatism. Because of these considerations, this
chapter does not distinguish timeliness (better, a lack thereof) and low value
relevance from conservatism, unless it is inconsistent with the context in which
these concepts are described, i.e. the focus is on investigating value relevance and
timeliness.

It should be noted that, although researchers and policymakers together agree
that timeliness is an important feature of accounting information, the number of
articles investigating timeliness empirically is strikingly small { thoughts of time-
liness are underdeveloped, it seems. This chapter shows that the concept is slip-
pery when applied in association studies. So, although timeliness is considered an
important feature of ¯nancial statements, the analysis in this chapter shows that
association studies are not the right vehicle to investigate it. As a result of this
¯nding, Chapter 3 presents an alternative empirical measure of timeliness. The
current chapter, however, distinguishes timeliness from value relevance by de¯n-
ing value relevance as the degree of association between accounting information
and market values, and timeliness as the extent to which accounting information
co-varies with market values.

This chapter reviews association models used ¯nancial accounting research.
The objective is not to provide a complete overview of research investigating the
relation between accounting numbers and market values, but instead to provide
a general overview of the progress made in ¯nancial accounting research con-
cerning the development of models that describe the relation between accounting
information and market values. Further, the overview of literature presented in
this chapter presents the context in which ¯nancial accounting research is con-
ducted, knowledge of which is useful for evaluating new advances in research.
Particularly, the literature presented in this chapter makes it possible to better
understand why the next chapter was written.
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The chapter concentrates on the measurement of concepts such as value rele-
vance and timeliness. Important underlying concepts are addressed as well. For
example, it is shown that expectations of the time-series behavior of earnings play
an important role in ¯nancial accounting research. This refers to the concepts
of permanent and transitory earnings. The assumption about the time-series be-
havior of earnings is important for the choice of the research design. The issue is
whether subsequent earnings are mean reverting { which is equivalent with the
idea of transitory earnings { or if they follow a random walk, which is equivalent
with the idea of permanence in earnings.

The chapter is organized as follows: section 2.2 introduces the basic account-
ing association models, which use only earnings data. In a stylized setting, they
all give basically the same results. Empirical issues dictate that one model should
be preferred over the others; the subsequent subsections introduce these empir-
ical issues. Section 2.3 elaborates on the time-series behavior of the accounting
earnings number and it introduces the concepts of permanence in earnings, and
transitory earnings. The time-series behavior of earnings is an important factor
in°uencing the empirical properties of association models.

Section 2.4 introduces the e®ect of earnings anticipation on association mod-
els. It is assumed that earnings follow a random walk, but that investors an-
ticipate future earnings changes. This idea a®ects the treatment and choice of
accounting and market variables in association studies. It also determines the
measured timeliness of accounting earnings. Section 2.4.5 elaborates on the ef-
fect of noise on association models.

Section 2.5 reviews Ohlson (1995) and Feltham and Ohlson (1995). Ohlson
(1995) adds equity book values as an explanatory variable in accounting asso-
ciation models. Research designs that follow Ohlson (1995) could be used to
measure the value relevance of equity book value information. Further, Feltham
and Ohlson (1995) enables the measurement of accounting conservatism. Section
2.6 concludes and serves as a prelude to Chapter 3.

Some concepts require formal proofs. Appendix A to this chapter presents
these proofs separately.

Further, wherever possible, concepts are illustrated using data from Dutch
listed ¯rms, over the period 1983-19952.

2The sample consists of yearly observations of ¯rms listed on the Amsterdam Exchanges,
which have accounting data coverage in Jaarboek van Nederlandse Ondernemingen (Yearbook
of Dutch Corporations) over the period from 1983 to 1995. See Chapter 3 for a detailed
description of the data used.
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2.2 Association models

One purpose of mainstream ¯nancial reporting research is to evaluate information
in ¯nancial statements against information contained in stock prices. Association
models are used for this purpose. The idea is that investors demand value relevant
information from ¯nancial statements, and that ¯nancial statement information
displaying a high association with market values indicates value relevance.

Most association models measure stock returns over a period of twelve months3.
The reason for using a return period with this length is that the period should
be long enough to capture the information related to a ¯rm's accounting mea-
surement period. For annual ¯nancial statements, one therefore should associate
the stock return over a ¯scal year with ¯nancial statement information over that
year. Some association models use a shifted return period, which would start
three months after the beginning of the ¯scal year, and end three months after
the end of the ¯scal year. The reason for making this shift in return periods is
to minimize the interference of information from other ¯scal years. For example,
most ¯rms publish information about a past year during the ¯rst quarter, and
the ¯rst quarterly results of the current year are presented right after the end
of the ¯rst quarter. Therefore, using a shifted return period that captures the
information generated between these two moments makes sense. Some associa-
tion studies do not shift, but expand the return measurement period with three
months into the next year. Such a ¯fteen-month return measurement period cap-
tures the information published both in the ¯rst quarter of the year and after
year-end.

The use of a long return measurement period is typical to association stud-
ies4. It di®ers, for example, from the event study approach, which is also widely
used in ¯nancial accounting research. The objective of an event study is to as-
sess the amount of news conveyed to investors by the announcement of an event.
The announcement of an earnings number is a typical event investigated in ¯-
nancial accounting research. The amount of information conveyed through the
announcement of an earnings number is often referred to as `information content'
(Beaver, 1968, 1989). Ball and Brown (1968) is an example of an early but well
known event study methodology. Due to data limitations, Ball and Brown used
monthly return data, making the return measurement periods quite long5. But in

3There are also models that use stock prices at the end of the relevant accounting measure-
ment period, instead of using returns over a period. The use of prices versus returns will be
discussed below.

4This is also a reason for using the term association models instead of the term valuation
models. The regression analyses using association models use realized market information
and realized accounting information for the purpose of evaluating accounting numbers. The
retrospective nature of this evaluation process has little bearing on valuation.

5Ball and Brown (1968) use market data from the Center for Research in Security Prices
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its nature, the methodology employed is that of an event study. Today, a typical
event study uses cumulated abnormal stock returns generated during, at most, a
few days surrounding an event6.

This chapter concentrates on reviewing association models, not on event study
methodology. The main reason for this is that the research described concentrates
on how well accounting numbers re°ect information embodied in market prices,
which refers to the concept of value relevance. An event study does the reverse:
it measures the information content of announcements of accounting informa-
tion, i.e. how well market prices re°ect new information presented in ¯nancial
statements.

Another reason to concentrate on association models instead of event study
methodology is that event study methodology has become standardized, or ma-
ture. It is a standardized tool for measuring the information contained in an
announcement made by a ¯rm to its investors. Association models have not yet
reached such a level of maturity. There is no consensus on a standard way of
using association models for measuring concepts such as value relevance or time-
liness. The following review of association models should help in explaining why
this is so.

The model that de¯nes the relation between accounting information and mar-
ket values has the following general form:

V = f(A; À) (2.1)

where V is a variable representing some market measure of value. V could be the
current market price of the ¯rm (market capitalization), or the return accrued
over a given period. A could be any vector of accounting variables. À could be
any vector of information other than information in accounting numbers.

Model (2.1) underlies mainstream ¯nancial accounting research. This chapter
reviews various speci¯cations of this model. These speci¯cations are denoted as
association models. This section reviews only speci¯cations of model (2.1) where

(CRSP) covering the years 1946-1966. Beaver (1968) suggests that the CRSP has daily market
data only since 1961. Further, Ball and Brown (1968) use a measure of returns that calculates
monthly returns only. This might explain why Ball and Brown (1968) use monthly, and not
daily, data.

6Often, the term event window is used to denote the number of days surrounding an event.
The power of an event study depends positively on the number of cross-sectional observations,
and negatively on the length of the event window. For samples of over eighty cross-sectional
observations, the power of an event study decreases rapidly with the length of the event window
(Campbell et al., 1997). Whenever possible, one should choose the shortest possible event
window.
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A contains one element: accounting earnings. Section 2.5 reviews speci¯cations
of model (2.1) using accounting earnings and equity book values.

A simple representation of model (2.1) assumes stock price to be some function
(a multiple) of accounting earnings:

Pt = f (Xt) (2.2)

where Pt is this period's t ultimo stock price, andXt is accounting earnings for pe-
riod t. In order to specify model (2.2) we assume that { for stock pricing purposes
{ investors use only information from current and past earnings, that accounting
earnings follow a random walk, that expected returns are constant over time and
that accounting earnings are paid out completely7. These assumptions result in
the following association model (Kothari, 1992):

Pt =
E(Xt+1)

r
=
Xt
r

(2.3)

where r is the appropriate risk adjusted rate of return.

The 100% dividend pay-out assumption makes model (2.3) consistent with
the dividend discount model, because it allows substituting accounting earnings
for dividends.

Due to the assumption that investors use only the current earnings number
to forecast future earnings values, it is possible to replace E(Xt+1) with Xt in
(2.3).

From the assumption of a constant risk adjusted rate of return and the random
walk in earnings, it follows that price in model (2.3) is the discounted value of a
perpetuity of earnings.

The assumptions distinguish between the time-series behavior of earnings and
investors' expectations regarding the time-series of earnings. In this simple set-
ting, these two assumptions mean the same thing: the time-series behavior of
earnings expected by investors does not di®er from the realizations of future
earnings { both refer to a random walk in earnings. As investors use only ex

7Note that the 100% dividend pay out assumption may seem unrealistic, but it is used to
simplify the analysis. It has no in°uence on the implications presented here (Kothari, 1992).
A less than 100% pay out ratio changes the time-series property of earnings in a random walk
with a drift, because of earnings reinvestment. Some articles (Kothari and Sloan, 1992) present
a theoretical earnings response coe±cient of (r+1r ), which is correct when using prices that
include dividends.
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post earnings information and no other information for estimating future earn-
ings numbers, they estimate future earnings as if earnings follow a random walk.
This coincides with the assumed time-series behavior of earnings. Later, this
chapter reviews association models where investors' expectations regarding the
time-series behavior of earnings di®er from the underlying earnings process.

Model 2.2 can be estimated using the following regression speci¯cation:

Pt = ®+ ¯Xt + ²t (2.4)

where ® and ¯ are the intercept term and the slope coe±cient, respectively, ²t
is an error term. Pt is the ¯rm speci¯c ex-dividend ¯rm price. The theoretical
value of ® is zero. The slope coe±cient ¯ has a theoretical value of 1

r
in this case.

Association model (2.4) is a simple P/E -multiple model. Therefore, from here
on, this equation is referred to as the price earnings model.

Using the assumptions from the paragraphs above, it is possible to rewrite
the price earnings model in a return format by dividing it by the stock opening
price8:

Pt
Pt¡1

=
®

Pt¡1
+ ¯

Xt
Pt¡1

+
²t
Pt¡1

(2.5)

or

Rt = ®
0 + ¯

Xt
Pt¡1

+ ²0t (2.6)

where Pt¡1 is last period's ultimo stock price, Rt is the raw buy and hold return
over the period t, ®0 equals ®

Pt¡1
¡ 1, because Rt equals Pt

Pt¡1
¡ 1, and ²0t equals

²t
Pt¡1 . This model speci¯cation is referred to as the return model.

It is also possible to rewrite model (2.4) in a `change' format:

Rt = ®
00 + ¯

¢Xt
Pt¡1

+ ²00t (2.7)

where ¢Xt is the earnings change over period t. ®
00 equals ¢®t

Pt¡1
and ²00t equals

¢²t
Pt¡1

.

Rt, the raw return over period t, equals
¢Pt
Pt¡1 . This is the changes speci¯cation of

model (2.2), which will be referred to as the changes model.

8Firm speci¯c indicators are assmed to be understood.
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It is possible to extend the number of speci¯cations further, however these
are the basic models used in ¯nancial accounting research. Furthermore, the
speci¯cations illustrate a particular point: due to the assumptions mentioned
before (in particular the assumed random walk in earnings, and the assumption
that investors use only information from current and past earnings), the slope
coe±cients in these three forms are equal by de¯nition (Kothari and Zimmerman,
1995)9.

Empirical accounting research using association models considers the coe±-
cient ^̄ and the R2 of models (2.4), (2.6), (2.7) to be important.

The slope coe±cient is denoted with the term earnings response coe±cient
(ERC), and is de¯ned as a measure of the stock price response to a unit change
in accounting earnings. It should be noted that the determinants of the ERC
are persistence, growth, risk, and the risk-free interest rate (see Kothari, 2000).
Section 2.3 elaborates on the e®ect of persistence on the ERC and shows that
the ERC is positively related to earnings persistence. If earnings are informa-
tive about growth opportunities then growth is positively related to earnings
persistence (Collins and Kothari 1989). Both the risk-free interest rate and risk
negatively a®ect the ERC, because both factors work through the denominator
r in (1

r
)10.

The ERC is used as a measure of timeliness of accounting earnings. Estimated
values of ¯ lower than 1

r
are an indication of untimely accounting (see Collins and

Kothari, 1989 and Collins et al. 1994 who relate the earnings response coe±cient
to timeliness).

This text assumes that the association models are estimated using cross-
sectional data. When compared to time-series regressions, cross-sectional re-
gressions have some pleasant features. Time-series regressions are sensitive for
survivorship bias: surviving ¯rms dominate the results of these regressions. Fur-
ther, time-series data are a®ected by ¯rm speci¯c factors. An important ¯rm
speci¯c factor that a®ects the regressions is risk, and the preceding paragraph
shows that risk determines the ERC.

The R2 from a regression applying an association model measures the degree
of association between market values and { in the case that only earnings are
used { earnings. The introductory section of this chapter mentions that ¯nancial
accounting research assumes that the degree of association between a market

9The intercept values are zero, except for that of the return model, which has a theoretical
value of -1.
10There is a vast amount of research on earnings response coe±cients. As this chapter

focuses on association models it limits the discussion of research on ERC's, which receive a
more elaborate discussion in Kothari (2000).
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value and an accounting number re°ects the value relevance of that accounting
number. So, the R2 from a regression using an association model is a measure of
the value relevance of the accounting earnings number.

In order to measure the timeliness and value relevance correctly, one must
correctly specify function (2.2). Among other choices, this means that one should
choose one of the three association models presented above.

An important factor determining the choice between accounting association
models is the assumed time-series behavior of the earnings process. These as-
sumptions depend for an important part on the way in which information on
expectations about future earnings and future value-determining variables enters
the accounting association model. The next section illustrates the issues involved
in assuming particular earnings time-series processes.

2.3 Earnings, permanent or not...

2.3.1 Introduction

This section elaborates on the time-series behavior of earnings. Like the previous
section, this reviews only earnings based association models. Furthermore, it
concentrates on accounting association models that use past earnings information
only.

The assumption about the earnings time-series behavior is important for em-
pirical research because it determines which accounting association model should
be used. There are basically two types of earnings time-series behavior, `perma-
nent earnings', and `transitory earnings'. These are two extremes of the spectrum
of earnings' time-series processes. The next subsection elaborates on permanent
earnings and is followed by the explanation of transitory earnings.

2.3.2 Permanent earnings

Permanence in earnings means that the current level of earnings is representative
of all future levels of earnings:

E(Xt+n+1) = Xt (2.8)

Where Xt are the earnings of the current period, and E(Xt+n+1) denotes the
expected earnings of any future period. In order to simplify the analysis, n is
assumed zero from now on. A change in earnings over a period is an earnings
surprise:
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¢Xt = Xt ¡Xt¡1 (2.9)

Earnings follow a `random walk' if ¢Xt has zero mean and a constant variance,
and if subsequent earnings numbers are not correlated. Permanence in earnings
is consistent with earnings following a random walk.

The random walk in earnings assumption is often used in ¯nancial accounting
research. Ball and Brown (1968) is a well known example of research assuming
the random walk in earnings.

The rationale for using the random walk assumption in ¯nancial accounting
research is a consequence of the assumed relation between accounting information
and value. To test this relation, one can regress prices on earnings. This regres-
sion will probably con¯rm the price-value relationship: rising prices and rising
earnings often occur simultaneously, especially in the long run. However, this
does not per se demonstrate the causality in the relationship between accounting
information and prices.

In order to increase the power of the test, one should regress departures of
earnings from their expected levels on changes of prices (changes in prices are
driven by news). To test the in°uence of the news contained in earnings on price
changes, one should therefore regress price changes on earnings surprises. The
most powerful test employs event study methodology.

The challenge for empirical research is to ¯nd a measure of unexpected earn-
ings, or earnings surprises, which are the di®erence between expected and realized
earnings11. Realized earnings numbers are publicly available, but expected earn-
ings are not. Therefore, research can only approximate expected earnings. There
are some alternatives for estimating earnings' expectations, for example, it is
possible to gather information on expected earnings from analysts. The advan-
tage of analyst forecasts is their timeliness, which makes it possible to use them
in event studies. On the other hand, their use can be problematic. Analysts
generally cover a limited number of ¯rms, which makes it di±cult to generalize
the results over ¯rms not covered. This problem is especially severe in small and
underdeveloped markets, where only a few ¯rms are covered. Further, investment
analysts, especially sell-side, probably give optimistic forecasts in order to gener-
ate trade. McNichols and O'Brien (1997) show that the optimistic bias in analyst
forecasts might be the result of analysts who drop a followed ¯rm if unfavorable
future stock price performance is expected. Other problems concerning biased

11Young Cho and Jung (1991) use the term unexpected earnings instead of realized earnings.
This text uses realized earnings because it refers to empirical work that tests association models
using realized earnings values.
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analysts forecasts are documented by DeBondt and Thaler (1990) and Capsta®
et al. (1995). For this reason, it is advisable to use buy-side analyst forecasts
instead, however these are di±cult to obtain. But even the use of buy-side an-
alyst information might give biased empirical results. Kothari et al. (1999), for
example, show that even if analysts give unbiased forecasts, truncation of data
biases empirical results in such a way that the results suggest analyst optimism.
As data truncation is commonly practiced in empirical research to solve problems
concerning outliers, the implications of Kothari et al. can be quite serious. Given
these issues, the use of analyst forecasts is not always advantageous.

A solution to the problems concerning estimating earnings expectations, is
to assume that earnings follow a random walk; that is, to assume that last pe-
riods' earnings number serves as a proxy for expected earnings. The earnings
changes then re°ect the surprise in earnings, which can be regressed on a price
change. The advantage of the use of last periods' earnings is their availability.
On the other hand, the random walk assumes that the last periods' earnings
number is the best possible estimate of next periods' earnings; it naively ignores
all information published after the last announcement.

Empirical research that supports the random walk in earnings are Ball and
Watts (1972), Albrecht, Lookabill and McKeown (1977), and Watts and Leftwich
(1977). These articles demonstrate that earnings follow a random walk, or a
random walk with a drift. The drift is assumed to be caused by reinvestment of
earnings, which results in earnings growth.

Note that expectations about future earnings play an important role in re-
search assuming the random walk in earnings. Changes in earnings expectations
are assumed to drive price changes, a notion embodied in the simple price-earnings
model (2.4). Using a price-earnings multiple for evaluating the value of a share,
therefore, means that one assumes permanence in earnings.

2.3.3 Transitory earnings

The assumption of transitory earnings means that the earnings change is expected
to be non-permanent. This is a departure from the random walk in earnings
assumption and it means that expected future earnings revert to some prede¯ned
level. This type of time-series behavior of earnings is also referred to as `mean
reversion in earnings'.

The idea that earnings revert to some level in the future is plausible. Prof-
itable ¯rms, for example, attract competition, which deteriorates the pro¯ts of
incumbent ¯rms. Moreover, ¯rms reporting losses will eventually, in the long run,
stop reporting losses. Other factors that make earnings transitory are one time
outlays such as reorganization provisions, or one time gains such as the gain on
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the sale of an associated business. Furthermore, the observed behavior of man-
agers to accumulate the recognition of losses in one period, often denoted with
\taking a big bath", makes earnings transitory.

If earnings are transitory, then they revert to some level. In general, this level
is determined by competition.

The result of mean reverting earnings is that earnings changes revert to zero.
For example, if the earnings time-series behavior can be described by:

Xt+1 = 0:2 ¢Xt + 1 (2.10)

and we give X0 a starting value of ¡1, then earnings follow the sequence

[-1, 0.8, 1.16, 1.23, 1.24,..., 1.25, 1.25]

and earnings changes follow the sequence

[1.80, 0.36, 0.07, 0.01 ,..., 0, 0]

If one assumes transitory earnings, then earnings surprises have a relatively
small impact on expected future earnings. In the example, the e®ect of an earn-
ings change disappears after about 5 periods.

The most extreme form of transitory earnings is where current earnings o®set
an earlier earnings surprise directly and completely after one period. A change
in earnings that reverses so quickly has no e®ect on expected earnings for the
periods after the reversal, and a rather small e®ect on value. In this extreme case
of transitory earnings, there is no reason to use changes in earnings as a proxy
for unexpected future earnings because current earnings changes are canceled out
immediately, and unexpected future earnings are assumed to be zero.

Note that, if earnings are completely transitory, then ¯rm value is determined
by earnings levels only, and market values are of no use. In this case, the use
of models relating accounting information to market values does not seem to be
useful.

Completely transitory earnings are an extreme case of the time-series behavior
of earnings. Empirical research using association models implicitly assumes that
earnings do not behave in such a way.

Ali and Zarowin (1992) provide a straightforward method that measures per-
manence in earnings. They use the following regression equation for a cross-
section of ¯rms:
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(Xt ¡Xt¡1)=Pt¡1 = C0;t + C1;t(Xt¡1 ¡Xt¡2)=Pt¡2 + "t¡1 (2.11)

where Xt is earnings of ¯rm i for period t, and Pt is period t's closing stock price.
C1;t measures persistence in earnings. If C1;t is zero then earnings are permanent,
because successive earnings numbers are independent of each other. Negative
C1;t values indicate transitory earnings. A C1;t value of ¡1 is an indication
of completely transitory earnings: a change in earnings over a period is o®set
completely in the next period. Empirical results of Ali and Zarowin show that
earnings are transitory to some extent, i.e. that the random walk is not entirely
descriptive. They show values between zero and ¡0:26 (with a t-value of ¡3:8)
and 0:07 (not signi¯cantly di®erent from zero at the 5% level).

Beaver et al. (1980) use another model describing the time-series behavior of
earnings. They use an integrated moving average, IMA(1,1) process:

Xt = Xt¡1 + at ¡ µat¡1 (2.12)

The expected value of at is zero, its standard deviation is constant, and sub-
sequent values of at are uncorrelated

12. µ describes the earnings process. If µ
is zero, then earnings follow a random walk. If µ is between zero and one, then
earnings are mean reverting. If µ is one, then earnings are completely transi-
tory. The results of Beaver et al. (1980) are consistent with Ali and Zarowin,
and show that earnings do not follow a random walk. Further, Ali and Zarowin
(1992), Beaver and Morse (1978), and Ou and Penman (1989) show that earnings
are more permanent for ¯rms with non-extreme price to earnings ratios.

The next table shows a partial replication of Ali and Zarowin (1992) for Dutch
listed ¯rms. Panel A illustrates that the permanence coe±cient takes on a value
of -0.25, signi¯cant at the 5% level. This supports the idea that earnings are
mean reverting. Panels B and C of table 2.1, however, show that mean reversion
is sensitive for the time period chosen. For the period 1983-1988, mean reversion
is more pronounced than for the period 1989-1995. For the latter period, the
coe±cient designating permanence does not di®er signi¯cantly from zero, which
indicates permanence in earnings for that period.

12Beaver et al. (1980) do not de¯ne a.
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Table 2.1:
Persistence of Earnings of Dutch Listed Firms

(Xt ¡Xt¡1)=Pt¡1 = C0;t +C1;t(Xt¡1 ¡Xt¡2)=Pt¡2 + "ta

Panel A: 1983-1995

C0;t C1;t Rsqb Nobsc

0.01 -0.25 0.07 996

t 1.50d -1.97

p 0.13e 0.05

Panel B: 1983-1988

C0;t C1;t Rsq Nobs

0.01 -0.60 0.18 285

t 0.66 -1.63

p 0.51 0.10

Panel C: 1989-1995

C0;t C1;t Rsq Nobs

0.01 -0.18 0.04 711

t 1.32 -1.32

p 0.19 0.19

a Xt is the published earnings of ¯scal year t , per share, corrected
for extraordinary items. Pt is the stock price at the start of ¯scal
year t . Results are from pooled time-series and cross-sectional
regressions of variables of Dutch listed ¯rms over the period 1983
to 1995. Coe±cient C1;t indicates the degree of permanence of
earnings. Transitory earnings display negative C1;t values. C1;t
values near to zero, indicate permanence in earnings.

b R-squares adjusted for degrees of freedom
c Number of observations
d White Heteroskedasticity-consistent t-values
e p-values (probabilities) of coe±cients

The results in table 2.1 show an important ¯nding, because the association
models above all assume the random walk in earnings to be descriptive. Empirical
research should take into account that earnings are, sometimes to some extent,
transitory. Not appropriately correcting for transitory earnings will lead to re-
search results showing low slope coe±cients or weak responses of market values
to earnings. Such results indicate low value relevance and untimely accounting,
while in fact such conclusions are the result of an inappropriate assumption about
the time-series behavior of earnings.
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Up to this point, the use of the random walk model has been discussed to
clarify the concept of permanence in earnings. The consequences of the random
walk assumption for studies using association models are not investigated yet.
Section 2.4 below on modeling earnings anticipation, as well as subsequent sec-
tions, elaborates on the empirical issues involved with association models and the
assumption of the random walk in earnings.

Note that, up to this point, the review of accounting association models is
restricted to research using information related to one period only. That is, the
association models describe the relation between returns and earnings assuming
that both refer to the same accounting measurement period. Or when prices
are used instead of returns, then only a relation between current earnings and a
periods' ultimo price was modeled. All variables referred to one and the same
accounting measurement period. The next section presents research that uses
leading returns, accommodating the fact that investors forecast earnings some
periods ahead. Furthermore, it is expected that the inclusion of leading returns
will increase the quality of inferences about the timeliness of accounting numbers.

2.4 Anticipation of Earnings

2.4.1 Introduction

This section reviews accounting association models that assume earnings are an-
ticipated some periods ahead. Above, section 2.2 mentions that most association
models start from the random walk in earnings assumption. The previous section
addressed the issue of the time-series behavior of earnings, showing that earnings
need not follow a random walk per se, and that research results are biased if one
incorrectly assumes a random walk in earnings.

This section addresses investors' expectations of the earnings process.

Underlying the three basic association models presented above is the assump-
tion that investors' expectations about future earnings are synchronous to the
earnings time-series behavior. That is, it was assumed that investors based their
earnings forecasts on the same model that describes the time-series of earnings,
speci¯cally, the random walk model. This section reviews the empirical behavior
of the association models under the assumption that investors use more infor-
mation in their forecasts. That is, investors are assumed to anticipate future
earnings some periods ahead, which means that investors' earnings expectations
no longer correspond with the time-series behavior of earnings.

Before addressing the concept of anticipated earnings, the next section starts
with an introduction on the use of earnings and returns measurement windows of
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di®erent lengths. This should facilitate understanding of the analysis of earnings'
anticipation.

2.4.2 Return Measurement windows

The objective of association models is to measure the extent to which accounting
information re°ects the information in stock prices. Therefore, many association
studies use a one-year return window and regress buy and hold returns of one year
on the earnings of that year. The one-year-window is a relatively logical choice
for association studies, because it minimizes the interference of price related in-
formation from other years. Figure 2.1 below, illustrates the di®erent types of
window used in ¯nancial accounting research. The arrows designate the length
of the return window, in years. The grey bars refer to the ¯scal years covered by
the earnings number.

T15
T12
E92
KS92
C94

-… -4 -3 -2 -1 0 1 2 3 4 … 10
Years

T15 Traditional with 15 month buy and hold return
T12 Traditional with 12 month buy and hold return
E92 Easton et al. (1992)
KS92 Kothari and Sloan (1992)
C94 Collins et al. (1994)

Figure 2.1: Return windows and earnings in accounting association studies.

Use of the traditional one-year measurement windows led to low explanatory
power of the returns-earnings regressions. Lev (1989) notices the typical low ex-
planatory power and response coe±cients of the traditional research designs, and
he expects that longer measurement windows might improve regression results.

Easton et al. (1992) respond to Lev (1989) and use longer measurement
windows, regressing earnings on returns over windows of up to 10 years. As
¯gure 2.1 shows, the returns and earnings windows overlap. Using a long window
of ten years, they ¯nd R2's of about 0.63 and an earnings response coe±cient
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of 1.659. These results are a substantial improvement when compared to results
from the traditional one-year-window13.

Easton et al. (1992) build on Hicksian income theory (Hicks, 1939) to model
the expected correspondence between earnings and returns, allowing them to re-
solve a problem inherent in long measurement windows methodology. This prob-
lem concerns the relation between returns of several years and earnings numbers
of several years. How do they relate to each other? Do investors' expectations
relate to next years' earnings or to earnings of any future year, or to the aggregate
of earnings?

According to Easton et al., the Hicksian approach solves this problem because
it de¯nes value in terms of aggregated earnings, no matter when the earnings
occur. This makes it possible to aggregate earnings over many years, and to
compare these aggregated earnings to returns measured over an equal number of
years.

The results of Easton et al. present high R2's. On the one hand, this con-
¯rms their priors about the returns earnings relation: aggregated earnings explain
returns. On the other hand, the results are not very surprising since when ag-
gregating both earnings and returns over many years, much of the variation due
to noise in both the returns and earnings processes disappears. A regression of
aggregated returns on aggregated earnings leaves less variation to be explained,
which should naturally lead to higher R2's.

Note that the long-window approach of Easton et al. assumes transitory
earnings. This should not come as a surprise, especially when it concerns long
measurement windows { it is highly likely that earnings revert to some mean
in the long run. The discussion on transitory earnings time-series behavior in
section (2.3) above demonstrated that in the case of transitory earnings, changes
in earnings are not relevant, but levels are. This is in conformity with Hicksian
income theory.

An alternative approach concerning the choice of measurement windows is
Collins et al. (1994). Basically, they extend only the earnings window into

13The earnings response coe±cients exceed the value of 1 for windows of ¯ve years and longer.
Easton et al. (1992) are surprised by this result: they expect that in the long run, a dollar
change in earnings leads to a dollar change in returns. Hence, they expect a slope value of 1.
On the other hand, they do not articulate the relation between returns and earnings. \Less
attention will be paid to the behavior of... " the slope coe±cient (p.125). Easton et al. (1992)
use return models, with long returns and earnings windows. The analysis in section 2.2 shows
that for short windows a dollar earnings change results in a more than 1 dollar change in returns
if the discount rate r is smaller than 1, which is often the case. Easton et al. (1992), therefore,
would do better to concern themselves with the low slope values of the short return - earnings
windows.



2.4 Anticipation of Earnings 39

the future: future earnings are regressed on current returns. They incorporate
up to three future earnings years in their returns-earnings regressions, which
increases the returns-earnings association considerably. Collins et al. ¯nd levels
of explained return association that are up to six times higher when compared
to regressions that only use contemporaneous earnings.

An issue touching both Easton et al. and Collins et al. is that both studies
include realized { lagged { earnings in the regressions. Including future realized
earnings values proves useful for increasing the R2's and slope coe±cients. How-
ever, neither article is very appealing for fundamental investment analysis, since
its challenge is to value ¯rms using only current, available, information about
fundamentals, such as earnings; both articles only make use of earnings realized
over a rather long period. Although the results show a relation between earnings
and returns over the long term, it would be more interesting if one could forecast
future earnings using current, available information.

Kothari and Sloan (1992) present a methodology that resolves this issue.
Their research design, based on Kothari (1992), shows that earnings are antici-
pated by investors at least some periods ahead. Kothari and Sloan ¯nd high R2's
but do not make use of future realizations of earnings to achieve this result. In
analyzing leading returns, the next subsection elaborates in depth on this idea.

2.4.3 Modeling earnings' anticipations

Since Ball and Brown (1968), it is known that investors anticipate future earnings
numbers at least some months ahead. This is what is meant by `prices lead
earnings'. Prices lead earnings because the accounting system does not re°ect
information about future earnings in a timely way, whereas investors immediately
adjust prices to their expectations of future pro¯tability.

Allowing for the assumption that prices lead earnings a®ects the empirical
properties of the association models. This idea means that investors not only
use the information in past or current earnings' numbers for stock pricing, but
are assumed to use more information. It was already mentioned that a result
of earnings anticipation is that the time-series properties of the earnings process
di®ers from the market's expectations of future earnings. It will be shown that
including leading returns in regressions of returns on earnings `restores' the re-
lation between the earnings process and investors' expectations of that earnings
process.

We now enter into a more formal description of the e®ects of the price lead
earnings assumption on empirical results. If investors anticipate part of the ran-
dom walk earnings surprise, then, according to Kothari (1992) and Kothari and
Zimmerman (1995), the earnings surprise consists of an anticipated component
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and a surprise component. This idea should lead to a change in the representation
of the general model (2.1) into the following function:

Pt = f (Xt; A; S) (2.13)

To make the model more speci¯c we denote the random walk earnings surprise, or
the change in earnings over the last period, as ¢Xt. This results in the following
time-series of earnings speci¯cation:

Xt = Xt¡1 +¢Xt (2.14)

Now, suppose that part of the surprise is anticipated one period ahead, and
another part of the surprise is anticipated two periods ahead:

¢Xt = At;t¡1 +At;t¡2 + St (2.15)

where At;t¡1 and At;t¡2 denote anticipated earnings surprises at prior periods t¡1
and t ¡ 2. The surprise component St contains the unexpected earnings news.
The time-series of earnings can now be described as follows:

Xt = Xt¡1 +At;t¡1 +At;t¡2 + St (2.16)

Because price also incorporates information about anticipated future earnings,
price is no longer a constant multiple (1=r) of earnings (Xt), which was the case
in the association models described in section 2.2. Price will be larger than Xt=r
when investors anticipate earnings growth, and it will be smaller than Xt=r when
investors expect declining earnings.

Earnings anticipation a®ects the empirical properties of the association models
described in section 2.2 above. The explanatory power of the price earnings model
(2.4), for example, decreases when the weight of the anticipated fraction of the
earnings change increases. Earnings anticipation causes variation in the price
of the price earnings model. However, this model only captures the variation
of current earnings, not of the anticipated earnings. As a result of earnings
anticipation, the simple price earnings model leaves much variation unexplained,
leading to low R2 values.

The intercept and slope coe±cients of the simple price model (2.2) remain
unbiased, however. A proof of this is included in Appendix A to this chapter.

Although the coe±cients of the price model are una®ected by earnings antici-
pation, the price model su®ers from problems of heteroskedasticity (Kothari and
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Zimmerman, 1995). An illustration of this problem is that ¯rms with high mar-
ket capitalization in absolute terms display high price variance, and ¯rms with
low market capitalization display low price variance. The e®ect on the regression
results is that ¯rms with high market capitalization dominate the outcomes of
the regressions. To solve the problem of heteroskedasticity one could standardize
the stock prices somehow, one way being to de°ate the prices by the periods'
opening stock price. This generates the return model.

The e®ect of prices leading earnings on return models is that it biases the
earnings response coe±cient downward. The intuition behind this bias is as fol-
lows: From models (2.15) and (2.16) it is known that, when prices lead earnings,
the earnings change contains both the anticipated and the surprise components.
Due to earnings anticipation, the weight of the anticipated information compo-
nent in the returns earnings regression increases at the expense of the weight of
the surprise component. The surprise component in (2.16) is the only relevant
component for explaining returns. Due to earnings anticipation, the magnitude of
the surprise component diminishes, resulting in a lower earnings response coe±-
cient. Assuming that the in°uence of the surprise component and the anticipated
components on returns is equal, and that prices lead earnings up to only two pe-
riods14, then the expected value of the regression slope coe±cient ¯ will be biased
to 50% of its `true' value. The formal proof of this e®ect of anticipated earnings
surprises is included in Appendix A.

If we assume prices lead earnings by more than two periods, then the expected
earnings response coe±cient will be biased further. Further, in the paragraphs
above, it was assumed that the in°uence of surprise and both the anticipated
components were equal. However, if the weight of the anticipated component in
earnings increases, the earnings response coe±cient further biases towards zero.
If earnings are completely anticipated, then the earnings response coe±cient will
approximate zero.

If prices lead earnings, thenR2's will also be biased. If, for example, prices lead
earnings up to two periods, the expected values of R2's will be biased downward to
about 16% of their true value. This bias arises under the favorable conditions that
all components (At;t¡1, At;t¡2, and St) contribute equally to total information,
and that earnings are only anticipated up to two years ahead. A proof of this
e®ect is also demonstrated in Appendix A.

Kothari and Sloan (1992) present a method that uses leading period returns
to control for the biased coe±cients of return models. Kothari and Sloan extend
the return measurement period to several years before the traditional ¯scal year

14If one assumes that prices lead earnings only by one period, then it can be shown that the
return speci¯cation still generates an unbiased earnings response coe±cient (Kothari, 1992).
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of interest, and this results in higher earnings response coe±cients. Figure 2.1
illustrates this idea.

The intuition behind the method of Kothari and Sloan is that the leading
returns (re-)capture part of the surprise component. Thus, the leading returns
contain a higher amount of `surprise', which should strengthen the covariance
between earnings and returns. Kothari and Sloan report an increase in the av-
erage earnings response coe±cient from 3.1 for the one-year earnings response
coe±cient, up to 6.0 when three leading return periods are included. Including a
fourth leading return period does not substantially increase the earnings response
coe±cient.

Table 2.2 presents results of a replication of Kothari and Sloan (1992) for
Dutch listed ¯rms15. The table shows earnings response coe±cients that are all
positive and signi¯cant, and increase from 2.02 for the shortest return window
to 4.87 for the longest. The increase is most pronounced for the return windows
starting up to two years before the beginning of the ¯scal year. Extending the
return window another 12 months does not lead to an increase of the earnings
response coe±cient. It is clear that there exists a considerable delay in which
reported earnings re°ect value relevant events. In other words, table 2.2 shows
that prices lead earnings for a period of up to at least three years. These results
are analogous to Kothari and Sloan (1992). The R2 values also increase due to
the inclusion of leading return periods. Table 2.2 clearly shows that extending
the return period backwards results in higher association between market values
and earnings.

15Kothari and Sloan (1992) perform a time-series regression. Due to the relatively low number
of years with available observations, this replication uses a pooled cross-sectional regression.
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Table 2.2:
Timeliness of Earnings of Dutch Listed Firms (1983-1995)

Rt¡¿ = ¯0;¿ + ¯1;¿
Xt
Pt¡¿ + "t

a

¿ ¯0 ¯1
b Rsqc Nobsd

0 0.05 2.02 0.20 1164

(1.82)e (9.71)

1 -0.00 3.55 0.38 1047

(-0.06) (13.69)

2 -0.00 4.77 0.45 951

(-0.17) (14.50)

3 0.07 4.56 0.45 841

(1.06) (10.93)

4 0.25 4.19 0.46 733

(2.96) (9.64)

5 0.39 4.87 0.45 625

(2.51) (7.31)

a Results are from pooled time-series and cross-sectional regressions
of variables of Dutch listed ¯rms over the period 1983 to 1995. The
return window begins at ¿ years before the start of ¯scal year t.
For any value of ¿ the return window ends three months after ¯scal
year t. Rt¡¿ is the raw buy and hold stock return on over a return
window of 15+12¿ months. Xt is the reported earnings number of
year t, per share, before extraordinary items. Pt¡¿ is the appropriate
opening price of the stock.

b ¯1;¿ , the ERC, measures timeliness of accounting earnings
c R-squares adjusted for degrees of freedom
d Number of observations
e White heteroskedasticity-consistent t-values

The use of leading returns e®ectively captures the surprise component. Note
that table 2.2 and results of Kothari and Sloan make clear that the low slope
coe±cient values and low R2's often found in ¯nancial accounting research could
have been caused by neglecting anticipated earnings.

2.4.4 Earnings' anticipations, earnings levels and changes

Articles by Ohlson and Schro® (1991), Easton and Harris (1991), and Kothari
(1992) discuss the use of earnings changes versus earnings levels in returns earn-
ings regressions. Under the assumptions presented in section 2.2, there is no real
di®erence between a model that uses earnings levels or earnings changes. In em-
pirical research, however, the di®erence matters (or should matter). In section 2.3
it is made clear that in event studies the use of earnings changes gives the results
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with the highest power. But the decision about the use of levels or changes is
less clear-cut for association models. This subsection shows that there are good
reasons for using levels, and not changes, of earnings in association studies.

Ohlson and Schro® (1991) present an analytical study of the issue of earnings
levels versus earnings changes. Their article seems to argue against the com-
mon use of earnings changes in regressions. They demonstrate that if investors
use other information than information in earnings and dividends alone (so the
random walk in earning model is not necessarily descriptive), there is a reason
to prefer one speci¯cation over the other. They show that a levels speci¯cation
is appropriate in this case. They extend their analysis to show there exist con-
ditions under which the levels speci¯cation dominates the changes speci¯cation,
even if the random walk property of earnings' time-series is descriptive. Their
analysis goes even further, in that Ohlson and Schro® assert that \the time-series
behavior of earnings is irrelevant for identifying the earnings variable most highly
correlated with returns and unexpected earnings", which is a daring statement.
But their point is clear: the use of earnings changes is not always obvious. Un-
fortunately, Ohlson and Schro® do not present empirical tests of their analysis.

Easton and Harris (1991) empirically investigate the issue of levels versus
changes empirically. Their cross-sectional study uses a one year buy and hold
return window that is regressed on both levels and changes of earnings. The
results show that the earnings levels variable is more often signi¯cant than the
change variable. Based on their research, Easton and Harris claim that earnings
levels outperform earnings changes in association studies. Results from separate
univariate regressions support this claim: regressions using only levels of earnings
show higher R2's than do those using only changes in earnings.

Although the Easton and Harris (1991) approach is used in a great deal of
empirical research { see, for example, Strong and Walker (1993), Harris et al.
(1994), Dumontier and Labelle (1998), and Francis and Schipper (1999) { the
research design is not very convincing from a methodological point of view. Like
Ohlson and Schro®, Easton and Harris put into perspective the widespread use
of earnings changes in ¯nancial accounting research. However, they base their
claim that levels are a better explanatory variable than changes on an inconsistent
comparison: they compare the use of levels in associations studies with the use of
changes in event studies. These two types of studies are very di®erent from each
other, so it is not clear why one should compare them the way like Easton and
Harris do. This dichotomy is also demonstrated by a mismatch between their
research and the article title: Easton and Harris (1991) is a clear example of an
association study, but the title suggests a causality appropriate for event studies:
Earnings as an Explanatory Variable for Returns.
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Kothari (1992) presents analytical support for the levels speci¯cation, but
now in a setting where returns lead earnings. The analysis shows that under the
assumptions that both the surprise component and the anticipated component
contribute equally to total information, and that earnings are anticipated only
one year ahead, the expected ERC of a changes speci¯cation becomes half of the
`true' ERC. The R2 in the changes speci¯cation also su®ers from a bias due to
earnings anticipation; the bias is stronger than that of a levels speci¯cation. A
proof is presented in Appendix A. Given earnings anticipation, one should prefer
the levels speci¯cation16.

Kothari and Sloan (1992) support the analysis of Kothari (1992), empirically
demonstrating that the use of leading returns along with levels of earnings give
satisfactory R2 values.

Although di®erent methods are used to arrive to the same result, the re-
search discussing the choice of levels versus changes of earnings in association
studies favors the use of levels. Kothari (1992) presents the analytical arguments
for this ¯nding, and Kothari and Sloan (1992) provide the empirical evidence.
Furthermore, Kothari and Sloan show that including leading returns results in
higher explained variation. This makes their approach a potentially powerful
tool to evaluate accounting numbers. Further, this approach is more appealing
to fundamental investment analysts, because they can use available information
to forecast future earnings.

The next table illustrates the relation between stock returns and earnings
levels and earnings changes in regressions. It is a replication of Easton and
Harris (1991) and is presented here to illustrate how levels and changes perform
in regressions.

16Kothari (1992) and Ohlson and Schro® (1991) obviously disagree on this matter. While
Kothari (1992, p.176) considers (and demonstrates) that unexpected earnings are the logical
variable in return earnings studies, Ohlson and Schro® argue that \to explain returns empirically
the modeling of unexpected earnings and the time-series behavior of earnings serves no useful
purpose".
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Table 2.3:

The Relation between Returns, Earnings Levels, and Earnings Changes

Rt = ¯0 + ¯1
Xt
Pt¡1

+ ¯2
¢Xt
Pt¡1

+ "t
a

Panel A Panel B Panel C

Full Regression Levels Only Changes Only

Year ¯0 ¯1 ¯2 Rsqb Nc ¯0 ¯1 Rsqb ¯0 ¯2 Rsqb

1984 -0.02 2.59 -0.90 0.35 64 0.05 1.93 0.30 0.40 0.45 0.01

td -0.25 5.30 -2.22 0.58 4.65 8.44 1.58

1985 0.37 2.85 0.58 0.38 67 0.29 3.30 0.38 0.83 2.68 0.26

2.48 3.19 0.67 2.72 5.59 12.63 4.57

1986 0.02 1.51 1.07 0.11 72 -0.04 2.18 0.09 0.18 1.64 0.08

0.14 1.49 1.59 -0.37 2.65 4.13 2.75

1987 -0.18 0.28 0.25 0.02 83 -0.19 0.39 0.02 -0.16 0.40 0.01

-5.47 1.20 1.06 -5.66 1.41 -6.22 1.60

1988 0.39 3.30 0.17 0.29 91 0.37 3.44 0.29 0.92 1.08 0.07

3.28 5.07 0.53 3.51 5.90 13.60 1.56

1989 0.26 1.42 -1.02 0.05 98 0.36 0.46 0.00 0.42 -0.14 0.02

3.60 3.07 -3.54 4.67 0.89 8.64 -0.55

1990 -0.20 2.40 1.56 0.37 97 -0.26 3.04 0.31 0.02 2.66 0.21

-3.96 4.88 2.48 -6.01 7.11 0.81 3.71

1991 0.12 0.42 0.59 0.06 98 0.09 0.76 0.04 0.16 0.84 0.06

2.60 1.07 1.49 2.25 2.62 6.86 3.02

1992 -0.11 1.48 0.46 0.28 103 -0.13 1.74 0.27 0.02 1.30 0.14

-2.19 3.14 1.58 -3.18 4.24 0.87 3.52

1993 0.33 2.36 0.62 0.23 101 0.31 2.59 0.22 0.54 1.25 0.06

4.15 3.31 1.25 4.33 4.12 15.53 2.23

1994 -0.24 3.59 1.04 0.37 103 -0.23 3.84 0.36 0.07 2.15 0.07

-5.33 8.27 2.06 -4.95 8.48 2.58 2.90

1995 0.08 2.29 1.30 0.09 110 0.04 2.86 0.08 0.28 2.93 0.05

0.92 2.43 0.86 0.51 3.65 6.90 2.21

a Results are from cross-sectional regressions, using data from Dutch listed ¯rms. Rt is the
raw buy and hold return over a return window of 15 months that starts at the beginning
of ¯scal year t. Panel A shows results of the regression equation displayed in the table
header. Panels B and C show results of univariate regressions that use Xt

Pt¡1
and ¢Xt

Pt¡1
as

regressors. Xt

Pt¡1
is the ¯rm's earnings over year t before extraordinary items, de°ated

by price at beginning of year t. ¢Xt is the change in earnings: Xt ¡Xt¡1. "t is the
error term.

b R-squares adjusted for degrees of freedom
c Number of observations
d White heteroskedasticity-consistent t-values
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Table 2.3 shows coe±cient estimates on earnings levels and earnings changes
and explained variation by year. Panel A shows the results of the full regression
of returns on earnings levels and earnings changes. Panel B shows results of
regressions on earnings levels alone, and Panel C on changes of earnings alone.

Panel A shows that the earnings levels coe±cients (¯1) { when signi¯cantly
di®erent from zero { all exceed the changes coe±cients (¯2). The levels coe±cients
are more often signi¯cantly di®erent from zero than are the changes coe±cients.
The coe±cient of the earnings level variable ranges from 0.28 to 3.59 throughout
the sample period. The median levels coe±cient value is 2.33, the median t-value
3.17.

The coe±cient of the earnings change variable is positive in all but two years,
and its signi¯cance is less pronounced than that of the earnings level variable.
The coe±cient of the earnings change variable varies from -1.02 to 1.56. The
median of the changes coe±cient is 0.59, the median t-value 1.15.

Overall, R2-adjusted values are reasonably high. They are extremely low
for the years 1987, 1989, and 1991, which could be explained by the poorly
performing stock markets in these years.

Both the slope coe±cients (¯1; ¯2) and the R
2's presented in table 2.3 are

higher when compared to the results of Easton and Harris (1991). For the three
years (1984, 1985, and 1986), investigated both here and by Easton and Harris17,
the slope coe±cients are more than twice as high. As in Easton and Harris, the
changes coe±cients are lower than the levels coe±cients. When compared to Eas-
ton and Harris for the three years 1984-1986, the changes coe±cients presented
in table 2.3 display a higher dispersion.

Panels B and C support the results of panel A: regressions using only earn-
ings levels as an explanatory variable perform better than regressions using only
earnings changes.

It should be noted that the issue of levels versus changes has been discussed
in the early eighties in macro-economics. Using Dickey and Fuller unit root
tests (Dickey and Fuller, 1979, 1981), a number of studies investigated whether
economic and ¯nancial variables are random walks or trend reverting (Pindyk
and Rubinfeld, 1991). Performing Dickey and Fuller tests could reveal the time
series properties of earnings and resolve the levels versus changes issue. On the
other hand, Dickey and Fuller tests require lengthy time-series { exceeding at
least 24 observation18, which are not always available.
17Easton and Harris (1991) investigate the years 1968-1986. Table 2.3 presents results from

the years 1984-1995 the studies have only three years in common.
18The augmented Dickey-Fuller test routine in LeSage's MATLAB Econometric Toolbox

returned valid results using time-series with at least 24 observations.
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The next section discusses the e®ect of noise in returns-earnings regressions.
Thus far it was assumed that the variables measured the underlying quantities
without noise.

2.4.5 Noise

Introduction

The interpretation of noise common in accounting research is the di®erence in
expectations of future cash °ows conveyed to the market through ¯nancial state-
ments, and investor's expectations on these future cash °ows (see Collins et al.,
1994). According to this de¯nition, noise causes misstated book values. Ac-
counting information re°ecting value with less noise is assumed to be more value
relevant.

Generally, two sources of noise are referred to in accounting research. The
¯rst is the accounting measurement system, or generally accepted accounting
principles (GAAP). GAAP requires that ¯nancial statements re°ect a true and
fair view of the ¯rm. This view (by de¯nition) di®ers from a view on the ex-
pectations of future cash °ows. The second source of noise is the discretion of
managers in presenting information in ¯nancial statements. In exercising discre-
tion over earnings, managers might try to present a view of the value of the ¯rm
that di®ers from underlying expectations about future cash °ows.

The noise component in earnings biases the slope coe±cient in an association
model downward. This can be seen from the way the slope coe±cient is estimated
{ in a univariate regression, the slope estimate is de¯ned as the covariance between
the dependent and the independent variables, de°ated by the variance of the
independent variable (see Pindyk and Rubinfeld, 1991).

Consider the price earnings model (2.4), where earnings now contain an `un-
garbled'19, value relevant earnings component X; and a noise component ¹. Let
the slope coe±cient ¯ (ERC) be estimated using:

^̄ =
cov (X + ¹; P )

var(X + ¹)
(2.17)

The noise component does not co-vary with the dependent variable P (by de¯-
nition). Therefore the ¹ can be removed from the numerator, but not from the
denominator. This reduces equation (2.17) to:

19This refers to the word garbling used by Beaver et al. (1980). In fact, garbling is a form of
noise. The idea in Beaver et al. (1980) is that accounting income measures economic income
with noise.
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^̄ =
cov (X;P )

var(X + ¹)
(2.18)

It is clear from (2.18) that noise (¹) biases the estimated slope coe±cient.

The e®ect of noise can be severe biasing the earnings response coe±cient
downward. Ryan and Zarowin (1995), for example, document estimated earnings
response coe±cients that are about 7% of their `true' value.

Noise a®ects the R2 as well and can be illustrated as follows: Kothari and
Zimmerman (1995), for example, express the R2 as the product of the squared
slope and the ratio of the variance of the independent variable over the variance of
the dependent variable. When applied to equation (2.18), the following equation
appears:

R2 = ^̄
2var (X + ¹)

var(P )
(2.19)

Equation (2.19) shows a relation between the squared ^̄ and the coe±cient of
variation: a biased ^̄ results in a biased R2.

Noise is common to regressions; it is a factor biasing regression results. Ac-
counting research should control for noise by adopting the correct research design.
The research in Chapter 3, for example, deals with the \noisy" accounting vari-
able by using reversed regressions where earnings are regressed on returns. The
noise of the dependent earnings variable will appear in the error term.

Earnings' anticipation and noise

The subsection on anticipated earnings shows that low explanatory power from a
returns-earnings regression is due to incorrectly capturing anticipated earnings.
The preceding subsection demonstrates that noise also biases R2's. When con-
fronted with low values of explained variation, it is di±cult to attribute this to
noise or the fact that investors anticipate earnings. Is it noise or a lack of time-
liness that causes the low R2's? Using two `tricks', Collins et al. (1994) present
a method that helps making this distinction.

First, they estimate a return-earnings relation for future earnings windows
of varying lengths, as explained in ¯gure 2.1 above. If the inclusion of future
earnings increases the explained variation in the return-earnings regression, then
a lack of timeliness is an issue. On the other hand, if the inclusion of future
earnings would not improve the explained variation, then noise might be the
cause of the low contemporaneous returns-earnings relation.
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Second, they test for the existence of noise using di®erent levels of aggregation
of the data: for ¯rm, for industry, and for the economy level. If noise in accounting
numbers were to be present, then it should be diversi¯ed away by using aggregated
data. In the presence of noise, the return-earnings regression using industry or
economy data should give higher levels of explained variation than the regressions
using ¯rm data. On the other hand, if the use of aggregated data were to have
no e®ect on the explained variation, then a lack of timeliness might cause the low
contemporaneous returns-earnings association.20

The main result of Collins et al. (1994) is that the inclusion of future earnings
strongly improves the returns earnings association. They do not ¯nd such results
for the noise hypothesis. These ¯ndings are consistent with the hypothesis that
the lack of timeliness is the main cause of the low contemporaneous returns
earnings association. That is, the fact that investors forecast earnings biases the
measured coe±cients downwards.

2.4.6 Concluding on prices leading earnings

The results of the analysis above show that the phenomenon of prices leading
earnings should be taken into account when conducting association studies; doing
so a®ects the results of association studies dramatically. The results shown in
table 2.2 above, for example, show that the inclusion of leading returns in a
returns-earnings regression increases slope coe±cients and R2's to a large extent.
Further, the analysis of Kothari (1992) shows that if prices lead earnings, then
one should use earnings levels instead of earnings changes. Table 2.3 supports
this result.

There is an important °ip-side to the use of leading returns: leading returns
make us wonder what the association models actually measure. The purpose
of association models is to assess the relevance of accounting information for
investors. An indicator of value relevance is the R2. Another important variable
of the association models is the slope value, which is presented as a measure
of timeliness. The problem is that these two regression coe±cients depend on
the length of the leading return window more than on the quality of ¯nancial
statements. Moreover, if the results of association models show low R2's and low
slope values, then this is interpreted as a result of low quality ¯nancial statements.
However, this is an erroneous interpretation of the results. Low R2's and low
slope values might be the result of investors' anticipations that are not correctly
captured by the association model.

The next section elaborates on models that include book equity values in
association models. It should be noted that none of the models presented include
leading return.
20Note that Collins et al. (1994) assume noise to be uncorrelated between ¯rms.
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2.5 Including equity book values in association

models

2.5.1 Introduction

This subsection illustrates the e®ects of including equity book values as an extra
explanatory variable in association models. Chapter 1 already illustrated that
attention for accounting valuation models based on fundamental values has grown
since the beginning of the nineties. Since then, models using equity book values
along with earnings received theoretical support. The use of equity book values in
association models requires an assumption that replaces the 100% dividend pay-
out assumption underlying the association models presented in the section above.
This assumption is the clean-surplus relation, which makes it possible to link
current accounting numbers to market value. However, a theoretically consistent
model relating accounting numbers to market values requires a speci¯cation of
the time-series behavior of earnings. This link is referred to as `linear information
dynamics' (Ohlson, 1995).

This section shows that the clean surplus assumption, along with linear in-
formation dynamics, result in a theoretical framework that relates ¯rm value to
accounting numbers, in particular to earnings and book values of equity.

The section is organized as follows: The use of books values in accounting
association models can be best demonstrated by explaining the Ohlson (1995)
framework. To understand Ohlson, an explanation of the clean-surplus relation is
presented in subsection 2.5.2, followed by an explanation of the linear information
dynamics and a review of the Ohlson framework in section 2.5.3.

Feltham and Ohlson (1995), an extension of the Ohlson (1995) model, presents
a model featuring a measure of accounting conservatism and is discussed sepa-
rately in subsection 2.5.4. Subsection 2.5.5 concludes this section.

2.5.2 Clean Surplus Accounting

The clean surplus relation requires that income over a period equals net divi-
dends21 and the change in the book value of equity.

Typical to clean surplus accounting is that it does not allow direct changes
in a ¯rms' equity that pass the income statement. Under clean surplus account-
ing only direct changes in equity that are the result of transactions with own-
ers/stockholders, such as dividend payments, equity o®erings, etc., are allowed.
All other changes in equity should bear a relation with the pro¯t and loss account.

21Net dividends are dividends net of equity capital contributions.
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Directly writing o® purchased goodwill against equity, for example, violates the
clean surplus relation, turning accounting into `dirty surplus' accounting. A clean
surplus treatment of purchased goodwill requires that it be expensed immediately,
or over subsequent periods through amortization. The clean surplus relation is
also known as the all-inclusive concept of earnings.

Financial accounting theorists have long discussed clean surplus accounting,
since the beginning of this century. Dicksee (1905), Dickinson (1908), and Paton
and Stevenson (1916) are early examples of literature discussing clean surplus.
Other contributors to the discussion are Littleton (1940) and Edwards and Bell
(1961), the latter devising a ¯rm valuation model that required clean surplus
accounting.

There are probably two reasons why clean surplus is being discussed. The
¯rst reason is a theoretical one, concerning the role of the income statement in
¯nancial statements. Theorists adopted two di®erent viewpoints concerning the
purpose of the income statement. One favors the idea that the income statement
should enable prediction of future income numbers. This viewpoint assumes
that income follows some trend, and that the income statement should help in
revealing that trend. Therefore, non-recurring items should not be re°ected in the
income statement. These items increase the variability of the income number,
and therefore these non-recurring items obscure the view on the (true) trend.
This view favors dirty surplus accounting. The other viewpoint favors clean
surplus accounting. According to this view, income can not be judged on a
stand-alone basis. It assumes that one income number is just one occurrence
of a series of income numbers generated during the life of a ¯rm. This view
considers income to be \a snapshot of a rather arti¯cially conceived ¯nancial
condition" (Paton, 1934). According to Littleton (1940), the sum of periodic
income numbers should approximate lifetime income. This view requires that
income include all transactions that a®ect lifetime income, which is a reference
to the all-inclusive concept of income.

Note that the discussion about these two views on the role of the income
statement resembles the discussion on the time-series behavior of earnings. The
dirty surplus view emphasizes the use of current earnings numbers for the purpose
of forecasting future earnings; it assumes permanent earnings. The clean surplus
view emphasizes the transitoriness of income, placing much weight on income
summed over the lifetime of a ¯rm.

The second reason why clean surplus is being discussed is that ¯rms practice
dirty surplus accounting, whereas accounting standard setters favor clean surplus
accounting. Dirty surplus accounting allows charging expenses directly against
equity. This leads to favorable future earnings values and favorable ¯nancial ra-
tios, but probably goes at the expense of the required true and fair view of ¯nan-
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cial statements. The FASB revealed its position in the clean surplus discussion
especially around the time of the release of Statements of Financial Accounting
Standards (SFAS) 822 (1975) and 16 (1977)23. These controversial SFAS's showed
that the FASB favored the all-inclusive concept. Under much pressure the FASB
reconsidered these and others SFAS's, which caused the FASB to become less
dogmatic in propagating the all-inclusive concept of income. However, the FASB
maintained its all-inclusive position. In 1997, for example, it introduced SFAS
130. This statement requires ¯rms to report a comprehensive income in a state-
ment displayed with the same prominence as other ¯nancial statements (Revsine
et al., 1999). Its recent introduction shows that the debate has not yet come to
an end. This is true for ¯nancial reporting policymakers as well as for current
research in ¯nancial accounting investigating association models building on the
clean surplus relation.

The research on the clean surplus relation began gaining impact again24

around the time that Ohlson's work appeared on the working papers circuit
around 1990. As this section demonstrates, the model of Ohlson { which was
published in 1995, hence Ohlson (1995), added a new feature to the clean sur-
plus relation. This feature, the linear information dynamics, made it possible to
relate a time-series of abnormal earnings to market values. To understand how
this works, the clean surplus relation will be discussed ¯rst.

The clean surplus relation makes it possible to express value in terms of earn-
ings and equity book values. This idea should lead to a change in the represen-
tation of the general model (2.1) into the following function:

Pt = f (Xt; Bt) (2.20)

where Xt is earnings for the period t, and Bt is equity book value at the end of
period t.

The clean surplus relation is an accounting identity. A formal representation
appears as follows:

Bt = Bt¡1 +Xt ¡Dt (2.21)

22SFAS 8 deals with accounting for the translation of foreign currency transactions and foreign
¯nancial statements.
23SFAS 16 deals with prior period adjustments.
24Apparently, around 1990, Ohlson continued where Edwards and Bell halted in 1961 {

hence the word `again'. From the sixties to the nineties, accounting research focused on the
consequences of the e±cient market hypothesis on the relevance of ¯nancial reporting, and on
Positive Accounting Theory. Penman also makes note of a return to fundamentals. See Chapter
1 for a chronological review of paradigms in ¯nancial accounting research.
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where Dt is net dividends paid at the end of period t. Rewriting identity (2.21)
so that it de¯nes dividends gives:

Dt = Xt +Bt¡1 ¡Bt (2.22)

It is possible to distinguish normal earnings from abnormal earnings. Here,
normal earnings are de¯ned as the risk-free rate times the opening book value of
equity.

Xn
t = rBt¡1 (2.23)

where Xn
t are the normal earnings. Abnormal earnings are the di®erence between

realized earnings and normal earnings:

Xa
t = Xt ¡ rBt¡1 (2.24)

Combining de¯nitions (2.23) and (2.24) with (2.22) results in:

Dt = X
a
t + (1 + r)Bt¡1 ¡Bt (2.25)

Now, we introduce the no arbitrage dividend discount model:

Pt =

1X
¿=1

Et(Dt+¿ )

(1 + r)¿
(2.26)

where Pt is the ultimo price for period t, Et(Dt+¿ ) is the dividend for period t+¿ ,
expected in period t, and r is the required rate of return.

If one combines the clean surplus relation as represented by (2.25) with the
no arbitrage dividend discount model (2.26), and assumes that book value at in-
¯nity contributes zero to current value, and further assumes that the appropriate
discount factor equals the risk-free rate, then the following model emerges:

Pt = Bt +

1X
¿=1

Et(X
a
t+¿ )

(1 + r)¿
(2.27)

This is a speci¯cation of a model that converts the stream of future residual
incomes into current price. For this reason, model (2.27) is referred to as a valu-
ation model; this model is also known as the residual income model. Preinreich
(1938), Edwards and Bell (1961), and Peasnell (1982) already recognized model
(2.27).

Edwards and Bell (1961) use the notion of a target rate of return, de¯ned
as \the interest that could be earned by converting its (the ¯rm's; ML) assets
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into cash that can be earned on the money invested." Ohlson (1995) uses the
risk-free rate in his analysis, because in that framework risk enters the valuation
model through the numerator (of the right-side term in (2.27)), not through the
denominator. Feltham and Ohlson (1999) explain in depth why the risk-free rate
of return is appropriate for this type of valuation model.

From here on this text refers to residual income or residual earnings, instead
of using the term abnormal earnings. This is because the latter concept is more
appropriate in the context of an event study methodology, where abnormal has
the connotation of news.

Accounting researchers claim that the advantage of the residual income model
(2.27) over the no arbitrage dividend discount model (2.26) is that it uses earn-
ings and book values, which are claimed to be observable whereas dividends, and
especially liquidating dividends, are not. The paradox of the theoretically pre-
sumed correct dividend discount model that uses unobservable dividends as an
input is known as the dividend conundrum; see Penman (1992) for an explanation
of this term.

Bernard (1995), probably inspired by the dividend conundrum issue, tests
residual income model (2.27) empirically and shows that the model performs
well in terms of explained variation. Using an estimation period of (only) four
years of earnings forecasts, the model shows a higher explained variation when
compared to a model using forecasted dividends. The inclusion of book values
of equity results in higher explained variation by the estimated residual income
model. The dividend discount model falls short in explaining variance because it
depends heavily on (expectations of ) future dividends.

Penman and Sougiannis (1996) perform similar tests and also apply the Feltham
and Ohlson (1995) extensions of the residual income model, but now with varying
time windows. Instead of earnings forecasts, they use realized earnings values.
The results, however, are comparable to the results of Bernard (1995): valuation
models that include accounting information generate higher explained variation
than does the dividend discount model. Further, the contrast between the ac-
counting valuation models and the dividend discount models becomes stronger for
short measurement periods that include only a few future observations. Collins et
al. (1997) test the residual income model (2.27) empirically and show that book
values have become increasingly important in explaining market values during
the 40 years included in their research.

An example of research that actually uses the residual income model instead
of calibrating or comparing it to other models, is Botosan (1997). Botosan uses
the residual income model in a cross-sectional setting to measure the cost of
equity capital. Botosan uses the residual income model (2.27) instead of CAPM
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for measuring the cost of capital because she wants to control for the e®ects of
risk in the cross-section of ¯rms.

The research presented above using the residual income model (2.27) refers to
the model as the Ohlson (1995) model without exception. However, as Dechow et
al. (1999) and Lo and Lys (2000) note, research claims to use the Ohlson model
while in fact it does not, because it uses the residual income model. The Ohlson
(1995) model di®ers from Edwards and Bell (1961) because the former introduces
a feature that makes it possible to link current to future accounting information,
known as linear information dynamics.

2.5.3 Linear information dynamics

It was mentioned earlier that the random walk in earnings assumption implies
a valuation model that uses earnings only. It is likely that a valuation model
using both earnings and book values requires a di®erent assumption about the
time-series behavior of earnings. It was already mentioned in section 2.3 on
the time-series behavior of earnings and section 2.4.4 on levels and changes that
including levels of earnings (or book values) in association models assumes partly
transitory earnings. As the residual income model uses earnings and book values,
one should therefore expect that the appropriate time-series behavior for that
model assumes mean reversion. This is what the linear information dynamics in
Ohlson (1995) does.

According to Ohlson, the residual income model remained silent on the time
series behavior of earnings expectations, and how information relevant for valuing
a ¯rm enters the valuation function. He advanced the knowledge about the
residual income model by resolving this point, stating that the linear information
dynamics completes the residual income framework. It provides the link missing
in the residual income model { the link that connects current to future accounting
values.

A formal representation of the linear information dynamics model is:

~Xa
t = ! ~Xa

t¡1 + Àt¡1 + ~"1;t (2.28)

~Àt = °Àt¡1 + ~"2;t (2.29)

where ~Xa
t , the variable representing expected residual income, and ~Àt both satisfy

stochastic processes. The parameter ! is the persistence parameter. If ! equals
one, earnings are permanent. In this case, the earnings time-series follows a
random walk (if one assumes Àt¡1 away). Earnings are transitory if ! equals
zero.

The variable Àt is a scalar capturing all value relevant information, except that
in contemporaneous earnings. The way (2.28) is speci¯ed makes it impossible for
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the value relevant information Àt to \bypass" the ¯nancial statements. Further,
Àt should be thought of as summarizing information that has yet to have an
impact on the ¯nancial statements (Ohlson, 1995, p. 668).

Parameters ! and ° are de¯ned in such a way that they have values between
zero and one. Further, the two error-terms ~²1;t and ~²2;t have an expected value of
zero, and the variance and covariance between these two terms is unrestricted.

The linear information dynamics make it possible to express the value of
a ¯rm as a weighted sum of current book value, current residual income values,
and other value relevant information. Therefore, the representation of the general
model (2.1) changes into

Pt = f (Xt; Bt; Àt) (2.30)

where Àt is other value relevant information. Ohlson combines the clean surplus
equation and the linear information dynamics, and the result is the following
valuation function:

Pt = Bt +
$

1 + r ¡$X
a
t +

1 + r

(1 + r ¡$) (1 + r ¡ °)Àt (2.31)

(Ohlson, 1995, p.669). This valuation function can be rewritten in terms of book
values, earnings, and dividends. To make the analysis tractable, we use the
following de¯nitions:

® =
$

1 + r ¡$ (2.32)

± =
1 + r

(1 + r ¡$) (1 + r ¡ °) (2.33)

Using these equations, the valuation function (2.31) can be rewritten as:

Pt = Bt + ®X
a
t + ±Àt (2.34)

If one now uses the de¯nition of residual earnings (2.24) and the clean surplus
relation (2.21), then it is possible to rewrite the valuation function (2.31) as:

Pt = Bt (1¡ k) + k ('Xt ¡Dt) + ±Àt (2.35)



58 Investors' Impact on Accounting Information

where

k = ®r =
r$

1 + r ¡$ (2.36)

and

' =
r + 1

r
(2.37)

In (2.35), ¯rm value is de¯ned as a weighted sum of equity book value, an
earnings multiple net of dividends, and other information. The k-term

¡
r$

1+r¡$
¢

varies between zero and one, depending on the permanence of residual earnings.
The earnings multiple ' equals r+1

r
and resembles the price-earnings multiplier

of section 2.2, which was de¯ned as 1
r
. As mentioned in footnote 7 of this chap-

ter, the di®erence between the latter and former earnings multiple is caused by
the dividend pay-out assumption. In section 2.2, 100% dividend pay-out was
assumed; here this is not done.

If we assume that Àt = 0, then this turns the linear information dynamics
(2.28) into a special form of an autoregressive process. It also turns the valuation
function (2.35) into a model that de¯nes value as the weighted sum of equity
book value and an earnings multiple net of dividends:

Pt = Bt (1¡ k) + k ('Xt ¡Dt) (2.38)

To illustrate some properties of the model, we ¯rst assume high permanence
in earnings by imposing a value of one for !. If ! equals one then k also equals
one, which turns the valuation model (2.38) into:

Pt =

µ
r + 1

r

¶
Xt ¡Dt (2.39)

or

Pt =
1

r
Xt +Xt ¡Dt (2.40)

If we now assume 100% dividend pay-out (Dt = Xt), then the two rightmost
variables drop out, which results in the price earnings association model (2.3) from
section 2.2. The two speci¯cations di®er only in the applied discount rate: Ohlson
uses the risk-free rate, whereas association model (2.3) uses the risk adjusted
rate. Further, association model (2.3) assumes 100% dividend pay-out to make it
consistent with the no arbitrage dividend discount model. Ohlson assumes clean
surplus for that purpose.
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The other extreme of permanence is when the variable ! equals zero. If !
equals zero then k also equals zero, turning model (2.38) into:

Pt = Bt (2.41)

which is a pure equity book value model. If earnings were to be completely tran-
sitory, retained earnings (or book values of equity) represent ¯rm value. This
notion is also mentioned in section 2.4.2 where the Easton et al. (1992) interpre-
tation of Hicksian (1939) income theory is discussed.

A point often overlooked by research referring to Ohlson (1995) is that the
relation between model (2.35) and the dividend discount model is purely alge-
braic. Research often interprets model (2.35) by referring to accounting concepts.
However, model (2.35) works regardless of accounting principles measuring earn-
ings and book values, and does not even require that clean surplus accounting
be applied in the past (Ohlson, 1995). This means that one can use any value
for Bt in model (2.35), even one that results from dirty surplus accounting. The
same value will always result, because the right-side term in (2.35) corrects for
any misrepresented value of Bt.

One important point of Ohlson (1995) is that it expresses ¯rm value as the
weighted sum of residual earnings and book value, where ! is the weighing coe±-
cient. The question of which value ! takes is naturally an empirical one. Dechow
et al. (1999) attempt to estimate the value of !. They show that the value of
! takes on a value of 0.62, which means that accounting earnings are not com-
pletely permanent. This can be interpreted as support for the Ohlson framework,
since a positive value of ! means that book value represents value, together with
earnings.

The Ohlson model also has its peculiarities. The ¯rst is that the pure book
value model is a pure earnings model as well. The pure book value model is the
result of ! being zero, and results in

Pt = Bt

(which equals model 2.41). Normal earnings are de¯ned as

Xn
t+1 = rBt (2.42)

If ! = 0 then there are no residual earnings (Xa
t+1 = 0) and, therefore, earnings

equal normal earnings:

Xt+1 = X
n
t+1 (2.43)
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This allows the three equations (2.41), (2.42), and (2.43) above can be rewritten
as a price-earnings model:

Pt =
Xt+1
r

(2.44)

This looks a bit strange though, because we also found a price-earnings model
when we assumed a ! of one. However, it is consistent with residual earnings
being completely transitory, which is denoted by ! = 0. Further, model (2.41)
also assumed 100% dividend pay-out and hence no-growth, which is consistent
with completely transitory residual earnings.

An issue left almost unexplained by Ohlson is the interpretation of the variable
for all other value relevant information, Àt. Ohlson (1995) evaluates his framework
extensively with the Àt variable set to zero. One possible reason for keeping the
interpretation of Àt deliberately vague is that its de¯nition is very broad. Àt is
the unrecorded goodwill of the ¯rm, accounting for the di®erence between market
values and equity book values. It captures all information not re°ected in the
past time-series of earnings and book values; hence Àt could be anything.

Another unresolved issue of the Ohlson valuation model concerns the claimed
dividend irrelevance. Lundholm (1995) notices that dividend irrelevance does
not hold in the residual income model, one that allows liquidation of a ¯rm with
no e®ect on earnings (Lundholm, 1995 p.752). This would be an incentive for
managers to increase dividend payments rapidly. According to Lundholm, this is
unrealistic. To illustrate the point Lundholm makes, note that he compares the
residual income model to the Miller and Modigliani (1961) version of the earnings
valuation model, which is:

Vt =

1X
¿=1

1

(1 + ½)t+¿+1
[Xt+¿ ¡ It+¿ ] (2.45)

where the value of the ¯rm Vt depends on earnings minus the capital It+¿ required
to maintain future earnings at its speci¯ed level (Miller and Modigliani,1961).
Note that ½ is the opportunity cost of capital, which di®ers from Ohlson's risk-
free rate of return r. Note also that model (2.45) contains no dividend variable.

Model (2.45) di®ers from the residual income valuation model because it does
not assume clean surplus accounting:

Bt¡1 = Bt ¡Xt +Dt (2.46)
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If one uses the clean surplus relation (2.46) and substitutes it in the de¯nition
of residual earnings Xa

t , so that X
a
t becomes Xt ¡ r (Bt ¡Xt +Dt), then the

residual income model (2.27) would look as follows:

Pt = Bt +
1X
¿=1

Et [Xt+¿ ¡ r (Bt+¿ ¡Xt+¿ +Dt+¿ )]
(1 + r)¿

(2.47)

This shows that future dividend values Dt+¿ matter, and that this model allows
liquidation with no e®ect on earnings Xt+¿ .

Lundholm demonstrates the inconsistency of dividend irrelevance in the resid-
ual income model, stating that Ohlson's linear information dynamics repairs this
inconsistency. This is because the linear information dynamics establishes that
a dollar dividend paid reduces next period's earnings with r. (Lundholm, 1995,
p.753).

For several reasons, this is not a very convincing ¯x. First, Lundholm's initial
problem with the residual income model was that it allows liquidation with no
e®ect on future earnings. But, even after Lundholm's ¯x, the linear information
dynamics allows liquidating a ¯rm without future earnings consequences. Ac-
cording to Lundholm, the linear information dynamics establishes that a dollar
dividend paid reduces next period's earnings with r. However, this still means
that if all assets are paid out, next period's earnings decrease with the amount of
rBt, without an e®ect on future earnings. Therefore, Lundholm's initial problem
concerning earnings neutral liquidation still holds, even under linear information
dynamics.

Secondly, the linear information dynamics can be speci¯ed so that it models
various types of earnings' time-series behavior. Both Ohlson and Lundholm,
however, limit their analyses to a few types. Lundholm demonstrates his ¯x
under the assumption that residual earnings are completely transitory: ! = 0.
Therefore, the claim that the linear information dynamics solves the problems of
the residual income model seems a bit speculative.

A third reason why the relevance of the linear information dynamics should
be put into perspective is presented by Feltham and Ohlson themselves (Feltham
and Ohlson, 1999). This article presents a completely reworked residual income
valuation model that abandons the linear information dynamics.

A last point concerning the consistency with the Miller and Modigliani (1961)
dividend irrelevance is made by Lo and Lys (2000). The analysis of Miller and
Modigliani assumes a setting without information asymmetry, and in such a world
there is no need for accounting. Therefore, the clean surplus relation and linear
information dynamics are irrelevant in a Miller and Modigliani setting.
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Whether or not dividend irrelevancy holds in Ohlson (1995) is not a crucial
point in evaluating the Ohlson framework. A pro-forma evaluation of an invest-
ment project using the residual income model leads to the same results as does
a normal net present value calculation, because in project evaluation, (net) div-
idends often are assumed zero. Further, if one uses the Ohlson framework for
evaluation of ¯nancial statement information, instead of for valuation purposes,
than the problem of dividend irrelevancy becomes relatively trivial. Thus, us-
ing Ohlson for association models is not problematic. On the contrary, Ohlson
presents a model that justi¯es the inclusion of book values in association models.

The next subsection addresses the Feltham and Ohlson (1995) extension of the
Ohlson (1995) framework, which is an innovation because Feltham and Ohlson
separate ¯nancial activities from operating activities, which results in modeling
accounting conservatism.

2.5.4 Conservatism

Ohlson pursues his line of reasoning along with Feltham in Feltham and Ohlson
(1995), separating the accounting for ¯nancing and operating activities. They
de¯ne a model that values ¯nancial and operating activities separately, while
`maintaining' dividend irrelevance. The reason to separate out ¯nancing activities
is that it is assumed that they are not informative about value, whereas operating
activities are. The reason for presenting Feltham and Ohlson brie°y in this section
is to introduce a de¯nition of accounting conservatism. The next chapter uses a
di®erent de¯nition of conservatism.

In the Feltham and Ohlson (1995) model, the book value of ¯nancial assets
equals its market value. The ¯nancial assets earn a normal income. Residual
incomes are generated by the operating assets.

Introducing a separation between ¯nancing and operating activities gives way
to the modeling of conservatism in accounting. Conservatism in the Feltham
and Ohlson framework means that the value of economic goodwill (the di®erence
between book and market values) on average is positive, whereas in unbiased
accounting, goodwill converges to zero. Conservatism applies to the accounting
for operating assets only, because ¯nancial assets are valued at market value.
Conservatism also means that future residual operating assets are smaller than
the market value of these assets. Further, it means that future operating earnings
on average are higher than zero, given transitory earnings time-series, whereas in
an unbiased accounting setting future residual operating earnings and goodwill
converge to zero.
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In short, accounting conservatism requires a valuation model that corrects
for understated operating assets. If accounting were unbiased, then the Ohlson
(1995) valuation function applies. Thus, one would expect the Feltham and
Ohlson (1995) valuation function to greatly resemble the Ohlson (1995) valuation
function. In fact, the Feltham and Ohlson valuation function looks as follows:

Pt = Bt +
$11

1 + r ¡$11
OXa

t +
$12 (1 + r)

(1 + r ¡$22) (1 + r ¡$11)
OAt + ¯ºt (2.48)

where !11 is the operating earnings persistence parameter. The value of !11 is

between zero and one for transitory and permanent operating earnings OXa
t . !12

is the parameter representing conservative accounting. It has a lower boundary
of zero, which denotes unbiased accounting, and turns the valuation function into
the Ohlson valuation function speci¯ed by 2.31. Positive values of !12 indicate
conservative accounting. !22 de¯nes the long term growth in operating earnings.
!22 has a lower boundary of one for no-growth settings. Values larger than one
denote growth in operating earnings. ¯ is a coe±cient on other value relevant
information À22.

It can be seen from this valuation function that both the growth parameter !22
and the parameter on conservatism !12 in°uence the outcome of the valuation
model. Feltham and Ohlson (1995) acknowledge this point. Therefore, it is
di±cult to separate the in°uence of growth from that of conservatism in (2.48),
which makes it di±cult to trace the in°uence of growth on the outcome of the
model.

2.5.5 Concluding on the Ohlson Framework

It is important to stress that the major achievement of Ohlson (1995) is that
it succeeds in modeling a link between accounting information and ¯rm value,
which advanced theory in ¯nancial accounting research considerably. Research
of the pre-Ohlson era merely assumed there was a link between dividends and
accounting information25. Currently, almost without exception, researchers use
the clean surplus relation, sometimes along with linear information dynamics, to
model this link.

It was already mentioned that Ohlson (1995) and Feltham and Ohlson (1995)
are, to some extent, ambiguous about the use of market values. This addresses
the issue of whether their models can be regarded as valuation models. Ohlson

25Collins and Kothari (1989) or Easton and Harris (1991) are typical examples of articles
that assume this link exists but do not present a comprehensive framework that models the
relation between market values and accounting information.
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(1995), for example, presents his model as an association model: \...the function
that relates a ¯rm's market value to contemporaneous accounting/information
variables" (p.663). However, he also refers to valuation as an objective of his
model. From later work, Feltham and Ohlson (1996), for example, it becomes
clear that market values are assumed exogenous. This shifts the focus of their
work from valuation to understanding how accounting numbers re°ect market
values. The achievement of Ohlson for the research using association models is
that it allows the evaluation of not only earnings, but also of book values as
variables re°ecting value.

Much research, however (see for example Penman, 1992) reverses the assump-
tion about market values and accounting numbers. Such research uses models in
the spirit of Ohlson (1995) as tools to discover value relevant accounting numbers,
suggesting that these numbers, such as earnings and book values, can help in-
vestors in discovering mispriced ¯rms. It treats market values as endogenous, and
accounting numbers as exogenous variables, in an attempt to turn these models
into valuation models. As noted above, later work of Feltham and Ohlson shows
that models in the spirit of Ohlson (1995) were not per se meant to serve funda-
mental investment analysis.

Related to the issue about the use of Ohlson (1995) for ¯rm valuation is the
claim advocated by many ¯nancial accounting researchers that the its framework
is an alternative to the classical dividend discount valuation framework or to
valuation models used in ¯nance. This claim is not entirely valid for two reasons.

First, there are many examples of valuation models that require the use of
information from ¯nancial statements. These models are consistent with the neo-
classical valuation framework (provided that one uses some assumptions that
bridge the gap between the real and the Miller and Modigliani (1961) no-cost
and frictionless world). Copeland et al. (1995) and Benninga and Sarig (1997),
for example, use a free cash °ow approach, one that is also consistent with the
neoclassical approach. This chapter has shown that even a simple price earnings
model is consistent with the dividend discount model, although it involves rather
stringent assumptions. The only advantage of these models is that they require
neither clean surplus accounting nor the linear information dynamics.

The second reason concerns the practice of valuation. Many accounting re-
searchers singing the praises of the residual income models or the Ohlson (1995)
model suggest that these models make valuation a straightforward task because
they use observable variables such as earnings and book values of equity. How-
ever, the valuation models used in ¯nance also use information from ¯nancial
statements. Furthermore, whether one uses the residual income model or not,
valuation will never be a straightforward and easy task. It requires interpreting
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information presented in ¯nancial statements, as well as projections of terminal
values, and unless one believes in fundamental analysis it also requires the use
of much more information than that in ¯nancial statements alone. So, from this
point of view, the residual income approach is not necessarily better an alterna-
tive for ¯rm valuation purposes.

2.6 Concluding remarks

This chapter reviews ¯nancial accounting research that investigates ¯nancial
statement information from an investor's viewpoint, concentrating on models
devised for the purpose of evaluating ¯nancial accounting information. These
models are denoted with the term association models because they associate mar-
ket values, such as stock prices or stock returns, with accounting numbers. The
strength of the association indicates the (value) relevance of accounting informa-
tion for investors. The association models also generate an earnings response co-
e±cient that measures the extent to which earnings changes re°ect price changes.
Therefore, the earnings response coe±cient can be interpreted as a measure of
the timeliness of earning numbers.

The research reviewed in this chapter presents a number of association mod-
els. These models all behave di®erently in empirical research, so the choice of
model matters. These models are very sensitive to the assumed behavior of their
variables, and to the way they are speci¯ed.

This chapter devotes a great deal of attention to factors a®ecting the empirical
behavior of association models, one being the assumed time-series behavior of
earnings. If, for example, earnings are assumed permanent, i.e. if they follow a
random walk, then one might consider using an association model that relates
market values to earnings alone. However, if earnings are transitory, then one
could choose an association model that relates market values to earnings and to
book values.

Another factor a®ecting the empirical properties of association models is in-
vestors' expectations about future earnings. It is shown that these might behave
di®erently from the time-series behavior of earnings. It is conceivable that in-
vestors anticipate earnings changes, while earnings behave in an unforeseen man-
ner, as if earnings follow a random walk. This chapter demonstrates that earnings
anticipation by investors a®ects the empirical properties of association models.
For example, earnings anticipation biases the earnings response coe±cient and
the R2 of a regression of returns on earnings. One could, therefore, revert to a
model regressing prices on earnings. Such price models generate unbiased earn-
ings response coe±cients, but su®er from problems of heteroskedasticity26.
26The price model su®ers from an uncorrelated omitted variables problem: a great deal of
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The review of the e®ects of earnings anticipation also shows that regressions
using changes of earnings generate earnings response coe±cients and R2's that
are biased more so than are the coe±cients generated by models that use levels
of earnings instead.

Another factor a®ecting regressions is noise. Accounting standards and the
interpretation of accounting standards by managers might generate accounting
numbers that are noisy proxies of ¯rm value. The e®ect is that noise biases both
the earnings response coe±cient and the R2's downward.

A factor not addressed in this chapter is the non-linearity in the relation be-
tween market values and accounting information. To date, little research on the
issue of non-linearity has been conducted. However, the next chapter presents
research showing that the relation between accounting numbers and market val-
ues is not linear. Inappropriately assuming linearity probably leads to incorrect
inferences about the value relevance and the timeliness of accounting numbers.

Since association models are sensitive to these factors, the results derived from
these models should be interpreted with extreme caution. More often than not,
research presents results that give an incorrect impression of the value relevance
and timeliness of accounting numbers. It is likely that low earnings response
coe±cients and low R2's found in accounting research are the result of model
misspeci¯cation, and not of accounting standards that produce value irrelevant
accounting information.

Lev (1989) notes that low earnings response coe±cients and R2's are common
in empirical accounting research. Many researchers responded to this article and
improved the association models. This chapter shows that a decade of research
after Lev (1989) only marginally advanced the development of association models
useful for empirical work. Certainly, work of Ohlson, Feltham, and Kothari con-
tributed to our theoretical understanding of the relation between market values
and accounting information, but there is currently no association model upon
which the empirical research agrees. This is because non-linearity, noise, antic-
ipation, and the time-series properties of earnings jointly a®ect the association
models. Correcting one of these factors introduces new problems concerning the
others; this makes it di±cult to devise an ideal association model. A consequence
of the lack of a reliable tool for measuring value relevance and timeliness is that

the return variation is not explained by the independent variable (earnings), but by variables
uncorrelated with earnings, which are omitted from the regression speci¯cation. This is a
general problem a®ecting association models because returns always display more variation
than earnings do, and it results in low R2 values. The return model su®ers form an errors
in variables problem: returns contain information about future cash °ows; the independent
variables measure returns with error because they contain information from the past.
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¯nancial accounting research cannot e®ectively aid ¯nancial reporting standard
setters.

There are reasons to believe that the problems concerning the development of
association models are due to the assumptions underlying this avenue of research.

One example is the de¯nition of noise presented in this chapter. This de¯ni-
tion, derived from Collins et al. (1994), de¯nes noise as a phenomenon obscuring
information about a ¯rm's market value. Furthermore, according to this de¯ni-
tion of noise, there are two sources of noise: GAAP and managers manipulating
accounting numbers. This de¯nition of noise suggests that it can be removed from
accounting numbers by changing GAAP and their enforcement. It also suggests
that, once noise is eliminated from accounting numbers, the ¯nancial statements
will correctly re°ect market values. Both suggestions are likely not very realistic.

Furthermore, current research investigating the value relevance of accounting
information also adheres to the idea that accounting numbers should display a
high level of association with market values. The research places a high value
on achieving results showing high R2's and high response coe±cients. However,
the idea that high R2's and high response coe±cients signify value relevance or
timeliness is not very realistic. Requiring high R2's and high response coe±cients
causes the information in ¯nancial statements to re°ect the same information
re°ected in stock prices, which makes ¯nancial statements useless. Market prices
are available on a daily basis, at low cost, whereas ¯nancial statements are made
available only a few times each year, are costly, and because they appear days
after the end of a reporting period, are untimely.

An issue related to the idea that accounting should display a high level of
association with market values is the following: given the ease with which one
can retrieve market values, why do ¯rms not switch to `perfect value relevant'
accounting? This can easily be done by reporting the market value of equity at
year-end as book equity. The fact that ¯rms continue to report `mis-stated' book
values, while market values can be easily looked up suggests that the research
that investigates value relevance does not fully comprehend the relation between
market values and accounting numbers.

Another reason why research using and developing association models is prob-
lematic is the emphasis placed on the notion that investors are the primary audi-
ence of ¯nancial statements. This notion should be put into perspective because
investment theory makes clear that investors who hold diversi¯ed portfolios of
securities are not interested in ¯rm speci¯c risk, which also has an e®ect on the
demand for ¯rm speci¯c information.
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Ignoring diversi¯cation probably overstates the demand for ¯nancial state-
ment information from investors. As research often assumes that investors are
the primary audience of ¯nancial statements, it reminds standard setters about
the importance of ¯nancial statement information for investors. The frequently
found low R2's and low response coe±cients indicate that the value relevance
of ¯nancial statements is low, and encourage standards setters to announce rel-
evance increasing accounting standards. Due to the methodological problems
inherent in association studies, the measured e®ect of such new standards will be
disappointingly small, leading to calls for new and better standards. Alternative
methodologies can help breaking this vicious circle.

The last point concerning association studies addresses the validity of the
earnings response coe±cient (ERC) as a measure of timeliness of accounting.
The response coe±cient covaries with stock prices or stock returns. It is therefore
likely that the ERC picks up changes in investors' expectations about future ¯rm
performance. High returns, perhaps the result of a favorable business cycle or low
interest rates, for example, will produce high ERC's. Furthermore, Kothari and
Sloan (1992) show that leading returns forecast future earnings, which is more
a demonstration of market e±ciency than of timeliness of earnings. Research
that measures ERC's suggests that the timing of earnings matters, but it is
not likely that investors care about timing. Note that the ERC
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earnings ratio. This is used to describe the expected future pro¯tability of a
¯rm. Sometimes it is used to describe the quality or sustainability of earnings
(see Revsine et al., 1999). However, it is not informative about the timing of
accounting earnings. As a result, one can doubt whether the ERC is an indicator
of the quality of ¯nancial statements.

The next chapter presents research that uses a di®erent approach in measuring
properties of accounting information, taking into account the diversi¯cation ef-
fect. It de-emphasizes the idea that investors are the primary audience of ¯nancial
statements. Further, it focuses on measuring timeliness and conservatism, both
concepts now de¯ned di®erently. The focus is not on the R2's, it de-emphasizes
measuring value relevance.



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.



3.5 Empirical Results 99

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.





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.





Appendix A

Prices Leading Earnings

A.1 Introduction

This section presents formal proofs that relate to Chapter 2. The analysis is
analogous to Kothari (1992) and Kothari and Zimmerman (1995). First follow
some basic speci¯cations of the relation between prices and earnings in a setting
in which prices anticipate { or lead { earnings. We use the abbreviation PLE
to denote the concept of prices leading earnings. After the presentation of these
basic speci¯cations we study the e®ects of PLE on di®erent speci¯cations of
regressions models used in association studies.

A.2 A general framework

We start with an earnings expectations model of the form:

E (Xt+1) = Xt (A.1)

This model can be rewritten as follows:

Xt+1 = Xt + St (A.2)

where St is an earnings surprise. Assume that St has an expected value of zero,
and subsequent values of St are not correlated. If there is a relation between
earnings and equity prices, then the surprise St causes a revision in the expec-
tations of investors about all future earnings, and hence leads to a revised price.

If we assume that the random walk in earnings is descriptive, then price is a
multiple of current earnings:
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Pt =
E (Xt+1)

r
=
Xt
r

(A.3)

For the analysis of PLE we now assume that investors anticipate part of the
surprise component. We assume that they anticipate earnings changes up to
two periods ahead, which results in the following speci¯cation of time series of
earnings:

Xt = Xt¡1 +At;t¡1 +At;t¡2 + St (A.4)

or

¢Xt = At;t¡1 +At;t¡2 + St (A.5)

where At;t¡1 and At;t¡2 denote anticipated earnings changes, expected in prior
periods t¡1 and t¡2. The surprise component { containing unexpected earnings
news { is St. The market expects that next year's earnings will be:

Et(Xt+1) = Xt +At+1;t +At+1;t¡1 (A.6)

If we assume a constant risk adjusted return, then the price determined by
the market is an annuity of:

Xt +At+1;t +At+1;t¡1 +At+2;t (A.7)

In period t + 1, earnings are expected to be lesser than the perpetuity by
At+2;t discounted over one period (Kothari and Zimmerman, 1995):

Pt =
E(Xt+1)

r
=
Xt +At+1;t +At+1;t¡1 +At+2;t

r
¡ At+2;t
(1 + r)

(A.8)

The e®ect of the rightmost term in (A.8) is relatively small because it repre-
sents only a one-period cash °ow from the anticipated earnings: At+2;t.

Due to the small e®ect of At+2;t
(1+r)

the RHS of (A.8) can be rewritten as:

Pt ¼ E(Xt+1)

r
=
Xt +At+1;t +At+1;t¡1 +At+2;t

r
(A.9)

The analysis above can be used to evaluate the econometric properties of
di®erent association models.
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A.3 PLE and the price model

It is shown that the ERC of the price model is not biased. The price model
appears as follows:

Pt = ®+ ¯Xt + ²t (A.10)

The slope estimate ^̄ or the Earnings Response Coe±cient (ERC) is:

^̄ =
cov (Pt; Xt)

var (Xt)
(A.11)

and, after introducing earnings' anticipations:

^̄ =
cov [(Pt¡2 +¢Pt¡1 +¢Pt) ;Xt¡2 + St¡1 +At¡1;t¡2 +At¡1;t¡3 + St +At;t¡1 +At;t¡2]

var [Xt¡2 + St¡1 +At¡1;t¡2 +At¡1;t¡3 + St +At;t¡1 +At;t¡2]

=
cov [Pt¡2; (Xt¡2 +At¡1;t¡2 +At¡1;t¡3 +At;t¡2)] + cov [¢Pt¡1; (St¡1 +At;t¡1)] + cov [¢Pt; St]

var [Xt¡2 +At¡1;t¡2 +At¡1;t¡3 +At;t¡2] + var [St¡1 +At;t¡1] + var [St]

=
1=r (var [Xt¡2 +At¡1;t¡2 +At¡1;t¡3 +At;t¡2] + 1=r var [St¡1 +At;t¡1] + 1=r var [St])

var [Xt¡2 +At¡1;t¡2 +At¡1;t¡3 +At;t¡2] + var [St¡1 +At;t¡1] + var [St]

= 1=r (A.12)

This ERC equals that of the model without anticipated earnings changes. If
prices lead earnings then this does not bias the estimate of the ERC.

A.4 PLE and the ERC of the returns model

The slope coe±cient of a regression of returns on earnings (ERC) becomes bi-
ased due to anticipated earnings changes. The estimate of the earnings response
coe±cient of the return model

Rt = ®
0 + ¯

Xt
Pt¡1

+ ²0t (A.13)

from Chapter 2 is:

^̄ =
cov [Xt=Pt¡1; Pt=Pt¡1]

var [Xt=Pt¡1]
(A.14)
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If we assume earnings anticipation, then ^̄ should be estimated using:

^̄ =
cov [(Xt¡1 + St +At;t¡1 +At;t¡2)=Pt¡1; Pt=Pt¡1]

var [Xt¡1 + St +At;t¡1 +At;t¡2)=Pt¡1]
(A.15)

In the covariance term of (A.15) Xt¡1 and both anticipated components At;t¡1
and At;t¡2 are irrelevant, because these components have no e®ect on current
returns. Only the surprise component matters. This reduces (A.15) to:

^̄ =
cov(St=Pt¡1; Pt=Pt¡1)

var [(Xt¡1 +At;t¡1 +At;t¡2)=Pt¡1] + var [St=Pt¡1]
(A.16)

Here, the denominator biases the ERC because of earnings' anticipation.

It is possible to reduce (A.16) further. Note that the time-series process in
(A.4) assumes that the market expects an earnings perpetuity of:

Xt +At+1;t +At+1;t¡1 +At+2;t (A.17)

see also speci¯cation (A.9):

Pt ¼ Xt +At+1;t +At+1;t¡1 +At+2;t
r

(A.18)

Note that r is assumed constant, and as a result, it is possible to rewrite
(A.18) into:

(Xt¡1 +At;t¡1 +At;t¡2) + (At+1;t¡1)
Pt¡1

¼ r (A.19)

which is also a constant. A result of (A.19) being constant is that variation in
Xt¡1+At;t¡1+At;t¡2 should be compensated by variation in At+1;t¡1. Therefore,
these two components are almost perfectly negatively correlated. This makes
var(Xt¡1 +At;t¡1 +At;t¡2=Pt¡1) and var(At+1;t¡1=Pt¡1) equal.

Now we assume that the surprise and anticipated components contribute
equally to total information; that is, the variances of At;t¡1, At;t¡2, and St all
are equal. This results in

var(At+1;t¡1=Pt¡1) ´ var(St=Pt¡1) (A.20)

which reduces the de¯nition of the slope coe±cient (A.16) to:

^̄ =
cov(St=Pt¡1; Pt=Pt¡1)

2 var(St=Pt¡1)
(A.21)

If prices lead earnings up to two periods, the expected ^̄ equals 1
2
1
r
(compare

slope estimate (A.12) to the slope estimate (A.11), which di®er with a factor
of 1

2
). The result shows that earnings anticipation biases the earnings response

coe±cient to 50% of its true value.
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A.5 PLE and biased R-squares

If we use the return model, then it is possible to use the following de¯nition of
the regression R2:

R2 = ^̄
2var((Xt¡1 + St +At;t¡1 +At;t¡2)=Pt¡1)

var [Pt=Pt¡1]
(A.22)

Due to the e®ect of anticipated changes in earnings, ^̄ becomes biased down-
ward. As shown in the section above, the estimate of ^̄ is:

^̄ =
1

2

1

r
(A.23)

If we assume that the variations of At;t¡1, At;t¡2, and St are equal

var (At+1;t¡1=Pt¡1) ´ var(St=Pt¡1) (A.24)

then it is possible to simplify the estimate of the R2 (A.22):

R2 =

µ
1

2r

¶2
¢ 2 ¢ var(St=Pt¡1)
var(Pt=Pt¡1)

(A.25)

The surprise component St accounts for only one-third of total information,
and therefore

var(St=Pt¡1)
r2 var(Pt=Pt¡1)

=
1

3
(A.26)

This reduces estimate (A.25) to:

R2 =

µ
1

2

¶2
2

3
=
1

6
(A.27)

which means that if prices lead earnings up to two periods and we use a return
model, then we should expect an R2 biased to 16% of its `true' value.

A.6 PLE and the `changes' model

Using the basic speci¯cations from above, but now with the assumption that
prices lead earnings by one year instead of two years, we de¯ne the earnings
response coe±cient of the change speci¯cation as follows:

^̄ =
cov(¢Xt=Pt¡1; Pt=Pt¡1)
var(¢Xt¡1=Pt¡1)

(A.28)
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^̄ =
cov((St +At) =Pt¡1; Pt=Pt¡1)

var(St +At¡1=Pt¡1)
(A.29)

The information in At;t¡1 is not correlated with contemporaneous returns, there-
fore we can reduce (A.29) to

^̄ =
cov(St=Pt¡1; Pt=Pt¡1)
var((St +At¡1) =Pt¡1)

(A.30)

or

^̄ =
cov(St=Pt¡1; Pt=Pt¡1)

var(St=Pt¡1) + var(At;t¡1=Pt¡1)
(A.31)

Assuming that both variance terms in the denominator are equal, A.31 can be
rewritten as

^̄ ¼ cov(St=Pt¡1; Pt=Pt¡1)
2 var(St=Pt¡1)

(A.32)

which results in an expected earnings response coe±cient of approximately ( 1
2r
).

The explained variation is also biased downward:

R2 = ^̄
2var(¢Xt=Pt¡1)
var(Pt=Pt¡1)

=
1

4r2
2 var(St=Pt¡1)
var(Pt=Pt¡1)

(A.33)

The assumption that both the surprise and anticipated components contribute
equally to total information makes the variances of these components equal. It
can thus be shown that

var(St=Pt¡1)
r2 var(Pt=Pt¡1)

= 0:5 (A.34)

Therefore, the expected R2 of (A.33) is 0.25.

This ¯nding shows that the changes speci¯cation already gives biased returns
when it is assumed that prices are anticipated only one year in advance.



Appendix B

The Dutch ¯nancial reporting
environment

B.1 Introduction

This appendix describes relevant characteristics of the Dutch institutional setting
concerning ¯nancial reporting. The ¯rst subsection describes ¯nancial reporting
regulation in the Netherlands and is followed by a brief description of the discus-
sion on corporate governance in the Netherlands.

B.2 Financial reporting

Since 1970, Dutch civil code has contained a signi¯cant set of requirements con-
cerning publication of ¯nancial statements of limited companies. Before 1970
Dutch law contained a limited set of requirements, which dated from 1928. It af-
fected a limited number of ¯rms (2,449, see Buijink and Eken, 1999) and required
them to publish only a handful of items.

The requirements of 1970, also known as the Wet op de Jaarrekening van
Ondernemingen (Act on the Annual Financial Statements of Companies), con-
tained disclosure rules concerning balance sheet, income statement and notes on
asset valuation. The scope of the disclosure rules was limited to public limited
companies (NV's), and \open" private limited companies (BV's). The new rules
a®ected about 3,000 companies (Maijoor, 1991, Mertens,1997 ).

The law included rather minimal requirements on disclosure. An important
but general requirement of the law was that the ¯nancial statements of a company
should give a faithful representation of its assets and performance. Through the
absence of detailed regulation, the legislator showed con¯dence in the willingness
of companies to improve regulation themselves (Cam®erman, 1997).
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The 1984 incorporation of the Fourth EU directive into Dutch law led to an
increase in the number and details of disclosure rules and rules prescribing the
valuation of assets. With the incorporation of the fourth directive, the scope
of the rules was extended to include all limited companies, private and public,
with some exceptions in the disclosure requirements for small and medium-sized
companies. The number of a®ected ¯rms increased accordingly; after full im-
plementation of the new rules, about 200,000 ¯rms were a®ected (Bollen, 1996).
In addition to the changes in the law, two administrative decrees were issued {
one prescribing a presentation format for ¯nancial statements, and one prescrib-
ing rules for assets valuation in ¯nancial statements. From 1984 onward, there
have been no drastic changes in legislation. The situation as of 1984 generally
describes the current setting (Maijoor, 1991)1.

An important objective of the Dutch legislation on ¯nancial statements is
that it requires ¯nancial statements to comply with norms acceptable in the
economic and social climate2. Dutch legislation thus acknowledged the fact that
contemporary ¯nancial reporting is subject to change. The Dutch legislators
chose not to adapt the law permanently to new issues in ¯nancial reporting, but
to delegate these issues to the Council on Annual Reporting3 and the Enterprise
Chamber of the Court of Amsterdam4.

The Council on Annual Reporting is a private sector reporting standards body,
but it derives its mandate, support, and funds from the government. The Council
considers its task that of de¯ning the norms acceptable in the economic and so-
cial climate concerning ¯nancial reporting. The Council plays a complementary
and important role in the development of Dutch ¯nancial reporting standard set-
ting. Council members are appointed by organizations of employers, employees,
¯nancial analysts, and auditors5. The composition of the Council, representing
a variety of stakeholders in Dutch ¯nancial reporting, should add to its support.

The fact that employers and employees both have seats in this Council is
rather unique in the world, but for the Dutch the situation it is not special. Such
a structure ¯ts into the way Dutch society is organized. The government also
cooperates with employers' organizations and unions in other advisory bodies 6.

1In 1988 Dutch law incorporated the Seventh EU directive on consolidated accounts. This
is a minor change compared to that of 1984 because the 1984 changes already included rules
on consolidated accounts.

2In Dutch: \Normen die in het maatschappelijk verkeer als aanvaardbaar worden
beschouwd."

3In Dutch: \Raad voor de Jaarverslaggeving" or \RJ".
4In Dutch: \De Ondernemingskamer van de Amsterdamse Rechtbank".
5Speci¯cally, these auditors are certi¯ed public accountants (in Dutch \Register Accoun-

tants" or \RA's "), all of them are members of their professional association: Royal NIVRA,
or NIVRA.

6The typical Dutch approach to organizing society is also known as the Poldermodel.
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The Council advises on ¯nancial reporting issues, mainly by way of publishing
guidelines. These guidelines, however, are often compromises between di®erent
stakeholders of ¯nancial reporting. An unfortunate consequence of this approach
is that the guidance is characterized by ambivalence and a lack of clear directions
for improvements. Furthermore, companies are able to depart from the guidelines
without disclosure of justi¯cation in the ¯nancial statements (Ze® et al., 1992).

Another factor weakening the position of the Council is the growing interna-
tionalization of accounting standards development. NIVRA has committed itself
to promoting the use of the international accounting standards of the IASC in the
Netherlands. But NIVRA is also represented in the Council on Annual Reports,
appointing four of the twelve Council members. Furthermore, the president and
ten of the twelve members are certi¯ed public accountants (RA), and thus mem-
bers of NIVRA (Annual report RJ 1997); this might lead to a con°ict in loyalty.
But as the in°uence of international standard setting bodies grows, NIVRA in-
creasingly leans toward accepting international standards, thereby a®ecting the
Council's position on ¯nancial reporting issues accordingly. Cam®erman (1997),
for example, notes that since 1987 the Council has become increasingly docile in
its position towards international developments, in particular the activities of the
IASC.

The position of the Council on Annual Reporting would de¯nitely be stronger
if their guidelines were enforceable, but they are not; employers' associations and
NIVRA opposed making them so (Buijink and Eken, 1999). Thus a serious °aw
was built into the design, and here the Enterprise Chamber enters into the ¯eld
of the Dutch ¯nancial reporting regulation structure.

Dutch parliament created this special court to resolve disputes involving legal
entities. Disputes on ¯nancial reporting belong to the jurisdiction of the Enter-
prise Chamber. However, the court primarily follows the law, and not the council
guidelines, which undermines the authority of the Council.

In addition to the °aw of non-enforceability of the guidelines, which weakens
the position of the Council on Annual Reporting, Dutch law contains a rule a®ect-
ing the authority of the Enterprise Chamber as well. Dutch company law requires
that ¯nancial statements give a faithful representation of the ¯nancial position of
the reporting company. In cases where rule-following would prevent ¯rms from
giving a faithful representation of the ¯nancial position, the law requires that
¯rms at least give su±cient information to allow inference of its ¯nancial posi-
tion. This is the principle of \insight", and Dutch company law assigns a higher
priority to this than to rule-following (Schoonderbeek, 1997). The insight princi-
ple is especially bene¯cial to the managers of the reporting ¯rm. With the insight
principle, the law grants managers the opportunity to justify all their reporting
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decisions, which is particularly unfair for outside parties because managers do
not have to announce their planned reporting decisions in advance.

Firms learned quickly about the insight principle in the few cases held at
the Enterprise Chamber. In some instances they successfully took advantage of
the insight principle to justify their reporting behavior, which must have been
frustrating to plainti®s, and in the end to the court as well (see the description
of the Pakhoed 1977 case in Buijink and Eken, 1999).

The subjective interpretation of the insight principle and the otherwise unclear
¯nancial reporting norms might have had an adverse e®ect on the functioning of
the Enterprise Chamber. Perhaps best the word \disappointing" characterizes
the functioning of the Enterprise Chamber's verdicts in ¯nancial reporting issues.

Illustrative of the Enterprise Chamber's functioning is the small number of
¯nancial reporting cases it settled. In more than two decades, only 54 cases have
been held at the Enterprise Chamber (Buijink and Eken, 1999). The number
reached its peak during the end of the seventies and the beginning of the eighties
and has since then decreased to a minimum.

The result of a system where the insight principle rules, with an Enterprise
Chamber functioning disappointingly, and with guidelines of the Council on An-
nual Reporting that can relatively easily be ignored is that companies ultimately
enjoy a great deal of freedom in the way they disclose their ¯nancial information.

Adding to this relative freedom are the reporting requirements of the tax au-
thorities. The pro¯t number published by companies in their ¯nancial statements
is not tied to that reported to the tax authorities. For tax purposes, companies
make an additional set of ¯nancial statements. The requirements for valuation of
assets and liabilities di®er from those for published ¯nancial statements, result-
ing in an earnings number reported to the tax authorities that di®ers from that
reported to the public. The tax independence of published ¯nancial statements
is typical to the Netherlands, especially compared to many continental Euro-
pean countries. It magni¯es the perception of the liberal reporting regulatory
environment and gives Dutch ¯nancial reporting an Anglo-Saxon °avor.

The freedom in Dutch ¯nancial reporting has not been detrimental to the
perceived quality of ¯nancial statements. Dutch corporations have been free
to introduce innovations in ¯nancial reporting, thereby themselves de¯ning the
norms acceptable in the economic and social climate. Traditionally, Dutch ¯rms
that operate on a worldwide scale have introduced ¯nancial reporting innovations
from abroad, mainly from the US (Cam®erman, 1997). It might be that, due to
their innovative behavior, these ¯rms gave Dutch ¯nancial statements their repu-
tation of high quality { documented, for example, by Hoogendoorn and Mertens
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(1996). On the other hand, according to La Porta et al. (1998) the quality of
accounting standards is not very high.

B.3 Corporate governance

From the beginning of the nineties, managers' attitudes towards outside parties
{ in particular investors { seems to have changed. The traditional tripartite way
of organizing society dictated that investors' interests were for a long time of
no major importance. The composition of the Council on Annual Reports still
re°ects this attitude: there is no seat for investors' representatives. Since 1984
there has been one seat for ¯nancial analysts, but it is not obvious that analysts
serve the interests of investors.

The attitude toward investors might have begun to change around 1991, when
Philips Electronics NV announced a major restructuring of its business. Along
with a depressed business cycle around that time, this gave way to a number of
corporate reorganizations, performed mostly under the back to core business and
creating shareholder value themes. From that moment on, business a®airs have
gained increased attention.

In 1996, the Association of Share Issuing Companies7 and the Association of
Security Traders8 initiated the Committee on Corporate Governance9.

In its 1997 report, the Committee published its recommendations for im-
provements in Dutch corporate governance. The letter accompanying the report
mentions that the main reasons for initiating the discussion on corporate gov-
ernance in the Netherlands were the regained attention to the value created by
companies for Dutch society and the increased international attention to the role,
position, and in°uence of suppliers of capital. These reasons do not convincingly
explain the late timing of initiating the Committee. More convincing is a \me
too" argument. The letter reveals that the initiating parties must have found
their inspiration in the Cadbury report issued in the UK in 1992.

At the time the report of the Committee was issued, no Dutch manager would
disagree with the idea that the shareholder orientation is the leading paradigm
in corporate governance. On the other hand, Dutch managers did not commit
themselves to implementing the recommended improvements of the Committee
on Corporate Governance. Investigations by the Association of Security Own-
ers10, published in its report of October 22, 1998, show that many ¯rms adopted

7In Dutch: \Vereniging van E®ecten Uitgevende Ondernemingen" or \VEUO".
8In Dutch: \Vereniging voor de E®ectenhandel."
9In Dutch: \Commissie Corporate Governance", also known as the \Commissie Peters".
10In Dutch: \Vereniging van E®ectenbezitters (VEB)."
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mainly the non-controversial recommendations. Thus, the results of the Commit-
tee are disappointing. Further, the agreement reached between unions, the home
secretary, and employers' representatives to make compensation information pub-
lic (Het Financieele Dagblad, June 22, 2000) supports this idea. It shows that
current institutional arrangements are °exible enough in dealing with a demand
for a change in Dutch corporate governance.

The increased attention to investors is also re°ected by an increase in the
number of { small { investors who, due to low interest rates and soaring stock
prices, exchanged their savings accounts for stocks. Investing in the stock market
became increasingly popular, attracting media coverage of business a®airs. Also,
managers received increasing media attention.

A study of La Porta et al. (1998) on corporate governance and law over the
world shows that Dutch legal shareholder and creditor protection is of low quality,
although the general quality of the enforcement system is high.



Appendix C

List of Firms

The list below displays the 124 ¯rms used for the empirical analyses of Chapters
2 and 3.

AALBERTS
ABN AMRO
ACF HOLDING
AEGON
ROYAL AHOLD
ROYAL AHREND
AKZO NOBEL
ALANHERI
ALGEMENE BANK.NEDERLAND.
AMSTERDAM RUBBER
ASM LITHOGRAPHY
ATAG
ATHLON
BALLAST NEDAM
BAM
BATENBURG
BEERS
BLYDENSTEIN-WILLINK
DE BOER WINKEL BEDRIJVEN
LUCAS BOLS
BOLSWESSANEN
BOSKALIS WESTMINSTER
BUHRMAN.-TETTERODE.
CAP GEMINI GROUP
ROYAL TEN CATE
CETECO HOLDING
CINDU
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CONTENT BEHEER
DELFT INSTRUMENTS
DICO INTERNATIONAL
DRAKA HOLDING
DSM
ECONOSTO
ELSEVIER
EMBA
ERIKS HOLDINGS
EVC INTERNATIONAL
FLEXOVIT INTERNATIONAL
FORTIS AMEV
ROYAL FRANS MAAS
FUGRO
GAMMA HOLDING
GETRONICS
GEVEKE
GIESSEN-DE NOORD
GIST-BROCADES
GOUDA VUURVAST
GOUDSMIT - UNIQUE
ROYAL GROLSCH
GRONTMIJ
GTI
HAGEMEYER
HEIDEMIJ
HEIJMANS
HEINEKEN
HOEK'S MACHINE
HOLLANDSCHE BETON GROEP
HOOGOVENS
HUNTER DOUGLAS
IHC CALAND
ING
INTERNATIO MULLER
KÄUHNE & HEITZ
KEMPEN & CO
KLENE
KNP (FROM 1991 ONWARD)
ROYAL KNP BURMANN TETTERODE (UP TO 1990)
KOPPELPOORT HOLDING
KPN
KRASNAPOLSKY HOTELS



139

LANDR¶E EN GLINDERMAN
LCI COMPUTER
MACINTOSH
VAN DER MOOLEN
MULTIHOUSE
NAEFF
NAGRON
NATIONALE NEDERLANDEN
NBM AMSTELLAND
NEDAP
NEDERLANDSE PARTICIPATIE MAATSCHAPPIJ
NEDLLOYD
NEDSCHROEF
NEWAYS
NKF HOLDING
NORIT
NUTRICIA
ORDINA
OTRA
ROYAL PAKHOED
PHILIPS ELECTRONICS
PIRELLI TYRE
POLYGRAM
POLYNORM
PORCELEYNE FLES
RANDSTAD
REESINK
ROOD TESTHOUSE
DE BOER BOEKHOVEN (UP TO 1992)
ROTO SMEETS DE BOER (FROM 1993 ONWARD)
ROYAL DUTCH / SHELL
SCHUTTERSVELD
SIMAC TECHNIEK
SLIGRO BEHEER
SMIT INTERNATIONAL
STAD ROTTERDAM
STORK
TELEGRAAF HOLDING.
TULIP COMPUTERS
TWENTSCHE KABEL
UBBINK
UNILEVER
VAN MELLE
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VAN OMMEREN
VILENZO INTERNATIONAL
VNU
VOLKER STEVIN
VREDESTEIN
VRG-GROEP
WEGENER ARCADE
WELNA
WESSANEN
WEWELER
WOLTERS KLUWER
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Nederlandse Samenvatting

Dit proefschrift bestudeert de invloed van twee speci¯eke partijen op jaarreke-
ninginformatie: beleggers en ondernemingsbestuurders (voortaan managers ge-
noemd). Het onderzoek valt in het paradigma van marktgeoriÄenteerd verslagge-
vingsonderzoek. In marktgeoriÄenteerd verslaggevingsonderzoek staat de relatie
tussen kapitaalmarktgrootheden, zoals aandelenprijzen en rendementen, en de
informatie uit jaarrekeningen centraal. Een onderzoeksstroom die het huidige
marktgeoriÄenteerd verslaggevingsonderzoek domineert concentreert zich op het
meten van de relevantie van informatie uit jaarrekeningen voor beleggers. Voor
het meten van waarderelevantie wordt overwegend gebruik gemaakt van associ-
atiemodellen. Deze modellen meten de relatie tussen aandelenprijzen, of aan-
delenrendementen, en informatie uit jaarrekeningen. De waarderelevantie van
informatie uit jaarrekeningen neemt toe naarmate het verband tussen aandelen-
prijzen of aandelenrendementen en informatie uit jaarrekeningen sterker is.

Dit proefschrift laat zien dat het onderzoek naar de waarderelevantie van jaar-
rekeningen gehinderd wordt door methodologische en theoretische problemen. De
problemen waar het onderzoek naar waarderelevantie van jaarrekeninginformatie
mee kampt betre®en enerzijds de methodologie van associatiemodellen en ander-
zijds het uitgangspunt dat de belegger centraal staat.

Het eerste deel van dit proefschrift brengt de associatiemodellen in kaart,
alsmede de problemen die aan het gebruik van deze modellen verbonden zijn.

Het tweede deel van het proefschrift kiest, vanwege die problemen, voor een
alternatieve aanpak. Deze aanpak bestudeert de invloed van managers op de
jaarrekeninginformatie. Door niet de aandeelhouder, maar de manager centraal
te stellen, komt de gevolgde methodologie tegemoet aan een aantal bezwaren van
het op waarderelevantie gerichte onderzoek.

Dit deel van het proefschrift richt zich op het meten van de invloed van ma-
nagers op eigenschappen van externe verslaggeving. Er wordt daarom onder-
zocht of er een verband is te leggen tussen karakteristieken van managers en
de eigenschappen van jaarrekeninginformatie. Op grond van onder meer Ball's
interpretatie van de contracttheorie (Ball, 1987) en Basu's onderzoek naar con-
servatisme in gerapporteerde winsten (Basu, 1997) wordt de hypothese getoetst
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of de risicohouding van managers van invloed is op conservatisme in gerappor-
teerde winsten. De hypothese dat er geen verband bestaat tussen risicohouding
en conservatisme wordt verworpen: men kan hieruit voorzichtig concluderen dat
de meer risico-averse manager winsten conservatiever rapporteert.

Hoofdstuk 1 beschrijft de geschiedenis en context van marktgeoriÄenteerd ver-
slaggevingsonderzoek. Tot de jaren zestig was het onderzoek op het gebied van
de externe verslaggeving normatief van karakter. Het onderzoek besteedde veel
aandacht aan het zoeken naar een optimale winstberekenings- en waarderings-
methode. Verschillende interpretaties van externe verslaggevingsuitgangspunten
leidden echter tot een groot aantal winstberekenings- en waarderingsmethoden.

Bij het evalueren van deze methoden speelde het begrip economische winst een
belangrijke rol. Het begrip economische winst is nauw verwant aan veranderingen
van marktwaarden van het eigen vermogen van de onderneming. Door de nadruk
te leggen op het economisch winstbegrip werd het gebruik van winstberekenings-
en waarderingsmethoden die uitgingen van marktwaarden of surrogaatmarkt-
waarden zoals actuele waarde of vervangingswaarde gestimuleerd. Geen van de
theorieÄen slaagde erin een onaanvechtbare winstberekenings- en waarderingsme-
thode te ontwikkelen. Een belangrijke reden voor dit falen was dat marktwaarden
voor veel activa en passiva niet met zekerheid (of in het geheel niet) zijn vast te
stellen, terwijl een jaarrekening wordt opgesteld onder de eis dat ze activa, pas-
siva en mutaties daarin juist, volledig, en getrouw weergeeft. De onoplosbaarheid
van deze discrepantie heeft er in belangrijke mate toe bijgedragen dat onderzoek
naar het vinden van een onaanvechtbare winstberekenings- en waarderingsme-
thode sinds eind jaren zestig sterk aan belang heeft ingeboet.

MarktgeoriÄenteerd accounting onderzoek deed zijn intrede met de publicaties
van Ball en Brown (1968) en Beaver (1968). Het onderzoek wordt pragmatisch
van aard; nut en bruikbaarheid van informatie uit jaarrekeningen krijgen vanaf
dat moment de aandacht. Ball en Brown (1968) laten zien dat het bekendmaken
van jaarcijfers een e®ect heeft op aandelenkoersen. Dit e®ect is relatief klein, veel
informatie is bij de bekendmaking van jaarcijfers al in aandelenprijzen verwerkt.
Beaver (1968) komt tot een soortgelijke conclusie.

Watts en Zimmerman (1978) merken op dat het onderzoek in navolging van
Ball en Brown (1968) en Beaver (1968) tekort schiet in het verklaren van de
keuze van winstberekenings- en waarderingsmethoden. Daarom introduceren zij
de Positive Accounting Theory met het doel waarderingsmethoden te verklaren
en te voorspellen. Positive Accounting Theory heeft voornamelijk gedomineerd
in de jaren tachtig, en heeft sindsdien aan invloed ingeboet.

In het begin van de jaren negentig verschijnen een aantal publicaties waarin
het bestaan van marktine±ciÄenties wordt gesuggereerd (bijvoorbeeld Fama en
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French, 1992). De accountingliteratuur wordt verrijkt met het Ohlson (1995) mo-
del dat de relatie tussen winstcijfers, boekwaarden en marktwaarden beschrijft.
Tegelijkertijd neemt de aandacht voor aandeelhouders toe. Deze factoren hebben
er toe geleid dat het marktgeoriÄenteerd verslaggevingsonderzoek zich richtte op
onderzoek naar de waarderelevantie van informatie uit jaarrekeningen. Sinds-
dien staat het e®ect van jaarrekeninginformatie op de prijsvorming van aandelen
centraal.

Hoofdstuk 2 besteedt voornamelijk aandacht aan de methodologie van on-
derzoek naar waarderelevantie. Voor dit onderzoek worden associatiemodellen
gebruikt, modellen die aandelenprijzen of aandelenrendementen regresseren op
winstcijfers, of op winstcijfers en boekwaarden van het eigen vermogen. De re-
gressieresultaten geven weer in hoeverre het winstcijfer waarderelevante informa-
tie weergeeft. Hoe sterker de associatie tussen marktgrootheden en informatie
uit jaarrekeningen, hoe hoger de gemeten waarderelevantie.

De theorievorming over de relatie tussen jaarrekeninginformatie en markt-
waarden heeft de afgelopen jaren, mede dankzij het werk van Ohlson, een be-
hoorlijke vooruitgang geboekt. Zo laat het model van Ohlson (1995) zien dat
de waarde van een onderneming beschreven kan worden als een gewogen som
van winsten en boekwaarden van het eigen vermogen. De waarde van de we-
gingscoÄe±ciÄenten hangt af van de mate waarin z.g. abnormale winsten terugke-
ren naar een bepaald niveau. Het model van Ohlson (1995) heeft veel onderzoek
naar de waarderelevantie van informatie uit jaarrekeningen geÄ³nspireerd. Echter,
over het algemeen zijn de uitkomsten van onderzoek naar waarderelevantie niet
bevredigend. Vaak geven de resultaten een lage waarderelevantie weer.

Hoofdstuk 2 laat zien dat er vier factoren zijn die het meten van waardere-
levantie met behulp van associatiemodellen vertekenen. De eerste factor is het
tijdpad dat winsten volgen. Het gebruik van een associatiemodel met alleen
winsten als regressor is bijvoorbeeld alleen valide wanneer de winsten een z.g.
random walk volgen. Wanneer winsten in werkelijkheid convergeren naar een
constant niveau zal zo'n associatiemodel de waarderelevantie te laag weergeven.

Verwachtingen van beleggers over toekomstige winsten zijn een tweede factor
die de uitkomsten van associatiemodellen vertekenen. Veel associatiemodellen
gebruiken als afhankelijke variabele het aandelenrendement gedurende het boek-
jaar van de onderneming. Kothari en Sloan (1992) laten zien dat deze modellen
onvoldoende rekening houden met winstverwachtingen van beleggers. Aandelen-
prijzen voorspellen de uitkomsten van winstcijfers vaak een aantal jaren vooruit,
het e®ect hiervan op de regressies die gebruik maken van associatiemodellen is
dat deze een te lage waarderelevantie meten.

Verder bevat jaarrekeninginformatie ruis en geeft derhalve de waarde van de
onderneming niet perfect weer. De ruis wordt geÄ³ntroduceerd door managers
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die externe verslaggevingsregels een eigen interpretatie geven, of door de externe
verslaggevingsregels zelf wanneer deze regels vereisen dat waarden worden ge-
rapporteerd die niet eenduidig te herleiden zijn op marktwaarden. De ruis die
hierdoor in de jaarrekening wordt geÄ³ntroduceerd zorgt ervoor dat de gemeten
waarderelevantie ook te laag wordt weergegeven.

De laatste factor is de non-lineairiteit in het verband tussen winsten en aan-
delenprijzen. De meeste associatiemodellen veronderstellen het verband lineair.
Hoofdstuk 3 laat zien dat dit vaak niet het geval is, de lineairiteit hangt bijvoor-
beeld af van de toekomstverwachtingen van de onderneming.

Bovengenoemde factoren leiden tot resultaten die de waarderelevantie van
jaarrekeninginformatie te laag voorstelt. Aangezien veel marktgeoriÄenteerd ver-
slaggevingsonderzoek in de traditie van de Chicago School gericht is op het ver-
scha®en van beleidsaanbevelingen, motiveert onderzoek dat een lage waarderele-
vantie van jaarrekening informatie weergeeft, beleidsmakers op het gebied van de
externe verslaggeving de regels uit te breiden of strenger toe te zien op de nale-
ving, dit in de verwachting dat nieuwe regels en een verscherpte naleving leiden
tot hogere waarderelevantie. Het probleem is dat het e®ect van deze veranderin-
gen door de vier genoemde factoren niet betrouwbaar te meten is.

Er is ook een theoretisch bezwaar aan te voeren tegen het onderzoek naar
waarderelevantie. Het onderzoek houdt onvoldoende rekening met het feit dat
beleggers kunnen diversi¯Äeren; voor de gediversi¯eerde belegger geldt dat deze
minder geÄ³nteresseerd is in ondernemingsspeci¯eke informatie. Door het idee dat
beleggers kunnen diversi¯Äeren te negeren wordt het belang van de waarderele-
vantie van jaarrekeninginformatie overschat.

Hoofdstuk 3 onderzoekt de invloed van managers op jaarrekeninginformatie.
De keuze voor de manager als partij die belang heeft bij de jaarrekeninginformatie
is ingegeven door het hiervoor genoemde diversi¯catieargument. Managers kun-
nen hun belangrijkste actief, hun human capital, niet diversi¯Äeren. De waarde
van hun human captial hangt af van de prestaties van de onderneming die de ma-
nager bestuurt. Het onderzoek veronderstelt dat het gerapporteerde winstcijfer
de ondernemingsprestaties weergeeft.

Het gerapporteerde winstcijfer heeft in dit onderzoek een asymmetrische re-
latie met aandelenkoersen. Het verband tussen winsten en aandelenkoersen is
relatief zwak voor ondernemingen met gunstige toekomstvooruitzichten. Deze
ondernemingen presenteren winstcijfers relatief voorzichtig. Een reden om winst-
cijfers voorzichtig te rapporteren is dat het kostbaar is om goede vooruitzichten,
die betrekking hebben op toekomstige winsten, te veri¯Äeren. De veri¯catie van
nieuws over verliezen is minder kostbaar. Ondernemingen rapporteren verliezen
eerder ten volle in de jaarrekening. De relatie tussen koersen en gerapporteerde
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winsten is derhalve niet symmetrisch, zij hangt af van de toekomstvooruitzichten
van de onderneming. Deze asymmetrie in het verband tussen aandelenkoersen
en winstcijfers wordt in het onderzoek aangeduid met het begrip conservatisme
(conservatism): goed nieuws wordt voorzichtiger in winstcijfers opgenomen dan
slecht nieuws.

Conservatisme als eigenschap van externe verslaggeving is gedocumenteerd in
recent onderzoek van Basu (1997) voor de Verenigde Staten en door Ball et al.
(1999) voor de VS, Canada, AustraliÄe, Engeland, Frankrijk, Duitsland en Japan.
Uit deze studies blijkt dat institutionele factoren, zoals de aansprakelijkheidswet-
geving voor accountants en het karakter van het rechtssysteem invloed hebben
op conservatisme. Een deelresultaat uit hoofdstuk 3 bevestigt het onderzoek van
Ball et al. (1999): ondernemingen in Nederland, een land met gecodi¯ceerde wet-
geving, rapporteren winsten minder conservatief dan ondernemingen uit landen
met een op basis van jurisprudentie ingericht rechtssysteem.

Hoofdstuk 3 breidt het onderzoek uit naar de individuele manager. Veron-
dersteld wordt dat managers die waarde hechten aan een lage volatiliteit in hun
beloningen, relatief conservatieve winstcijfers rapporteren. Bij gunstige voor-
uitzichten zal de manager winsten voorzichtig rapporteren, bij ongunstige voor-
uitzichten zal de manager ervoor kiezen verliezen ruim te nemen. Een van de
factoren die van invloed is op de wijze waarop een manager een goed waardeert is
zijn risico-houding (Lambert, Larcker en Verrecchia, 1991). Het onderzoek toetst
de hypothese dat de mate van conservatisme afhangt van de risico-houding van
de manager. Met een aan Lambert, Larcker en Verrecchia ontleende risicoaver-
siemaatstaf wordt de groep (beursgenoteerde) ondernemingen gesplitst in twee
groepen: een met risicoaverse managers, een met niet-risicoaverse managers. De
resultaten van de toets laten zien dat de eerste groep conservatiever rapporteert
dan de laatste.

Een tweede onderzoek toetst of managers onder druk van de toegenomen aan-
dacht voor corporate governance ook conservatiever zijn gaan rapporteren. Toe-
genomen aandacht voor de wijze waarop managers hun ondernemingen besturen
zal er waarschijnlijk toe geleid hebben dat er een grotere druk op de veri¯eer-
baarheid van de door managers gerapporteerde resultaten is komen te liggen.
De toets van deze hypothese levert gemengde resultaten op: regressies waarbij
conservatisme vergeleken wordt over twee deelperioden laten wel verschillen zien,
terwijl een toets op de signi¯cantie van de verschillen in conservatisme tussen
beide perioden geen signi¯cante resultaten oplevert.

Onderzoek naar waarderelevantie van jaarrekeningen suggereert dat de waar-
derelevantie van jaarrekeningen van ondernemingen waarbij immateriÄele activa
een belangrijke rol in de waardering spelen relatief laag is. Dit zou duiden op een
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verschil in de wijze van rapporteren tussen deze ondernemingen en ondernemin-
gen waarbij immateriÄele activa geen overwegende waardecomponent zijn. Met
ondernemingen waarbij immateriÄele activa een belangrijke rol in de waardering
spelen worden over het algemeen ondernemingen in de high-tech sector bedoeld.
Het onderzoek in dit hoofdstuk toetst op een verschil in conservatisme tussen
de groep als high-tech aangeduide ondernemingen en de niet als zodanig aan te
merken groep. De resultaten laten geen verschil in conservatisme tussen deze
twee groepen ondernemingen zien.

De methodologie en de resultaten van hoofdstuk 3 van het proefschrift to-
nen aan dat de informatie in jaarrekeningen niet los staat van de wijze waarop
managers omgaan met de kennis die zij over de waarde van de onderneming
en de koers van het aandeel van de onderneming hebben. Dit resultaat schetst
derhalve een ander beeld over de factoren die invloed hebben op jaarrekeningin-
formatie dan onderzoek naar de waarderelevantie van jaarrekeningen. Onderzoek
naar waarderelevantie veronderstelt een zekere maakbaarheid van de kwaliteit
van jaarrekeninginformatie. Het onderzoek uit hoofdstuk 3 relativeert dit idee:
managers creÄeren een eigen dynamiek in de jaarrekeninginformatie: winsten wor-
den conservatiever gerapporteerd naarmate het belang van de manager bij het
gerapporteerde winstcijfer stijgt. Dit uit zich in een sterkere asymmetrie in de
relatie tussen gerapporteerde winstcijfers en de waarde van de onderneming. Een
resultaat uit hoofdstuk 3 suggereert dat verscherpte handhaving van externe ver-
slaggevingsregels leidt tot een sterkere asymmetrie in de relatie tussen gerap-
porteerde winsten en de waarde van de onderneming. Wanneer ondernemingen
gewaardeerd worden met een lineair model, zoals bijvoorbeeld de koers-winst ver-
houding, dan zou verscherpte handhaving van externe verslaggevingsregels leiden
tot een paradoxale situatie: verscherpte handhaving is bedoeld om beleggers ten
dienste te zijn bij het waarderen van de onderneming, terwijl managers op ver-
scherpte handhaving reageren door een winstcijfer te presenteren dat, vanwege
de sterkere asymmetrie, minder informatief is over de ondernemingswaarde.

Het onderzoek dat in hoofdstuk 3 wordt weergegeven is een van de weinige op
dit moment. Het is onderzoek in het verlengde van Positive Accounting Theory
die als doel heeft eigenschappen van externe verslaggeving te verklaren. Deze on-
derzoeksstroom heeft sinds het begin van de jaren negentig aan invloed verloren.
Hoofdstuk 3 laat zien dat met behulp van nieuwe methoden relatief goede resul-
taten geboekt kunnen worden. Het onderzoek maakt gebruik van tamelijk ruwe
benaderingen (proxies) voor variabelen. Zo worden ondernemingen met goede
vooruitzichten gescheiden van ondernemingen met minder goede vooruitzichten
middels een dummie die gebaseerd is op de verandering in marktwaarde van de
onderneming over een heel boekjaar. Zo wordt de suggestie gewekt dat mana-
gers op informatie van een heel achterliggend boekjaar reageren. Deze methode
kan ver¯jnd worden. Verder is er gebruik gemaakt van geaggregeerde en gerap-
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porteerde beloningscijfers van managers. Aangezien beloningen per individuele
manager kunnen verschillen, en aangezien managers ook beloningen ontvangen
die niet worden gepubliceerd, mag men zich afvragen of de gebruikte beloningin-
formatie van voldoende kwaliteit is. Ook hier kan verder onderzoek naar gedaan
worden. Eveneens bestudeert het onderzoek slechts enkele winstcomponenten;
dit kan uitgebreid worden naar een verdere ver¯jning van winstcomponenten.
Een laatste mogelijkheid voor vervolgonderzoek is het uitbereiden van de groep
ondernemingen, om de variatie in de groep managers te verhogen.




