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1. 
 Introduction 
This study aims to find the possible effect conditional conservatism has on the association between firms with stock-based executive compensation and accrual-based earnings management. Before going further into the themes, the foundation and the reason of choosing the topics above are first explained in this chapter. The following paragraphs give an overview of this paper and how the paper is structured.

1.1 Background
The many aspects of earnings management, including types and methods, have induced a lot of research to be done on it (e.g. Healy & Wahlen, 1999; Dechow & Dichev, 2002). According to Ronen and Yaari (2008) there are three areas of earnings management; ‘black’, ‘white’, and ‘gray’. ‘Black’ is considered opportunistic or leaning towards fraudulent, ‘white’ earnings management is beneficial for more than one stakeholder and ‘gray’ is where earnings management is not surely known to be self- or socially beneficial. Researchers are still trying to find the most efficient way to detect or prevent the manipulating ones so as to set a better accounting standard and improve transparency of financial reports. The methods for conducting earnings management itself come in different forms whereby only the two most commonly used will be discussed in this paper. They are accrual-based, which is the manipulation of accounting numbers, and real-activity manipulation of company’s projects (Graham et al., 2005). In this paper, I will focus on differentiating between income smoothing that is done for future earnings predictive reason (‘white’) and opportunistic earnings management (‘black’) using accrual-based measures. The trade-off between accrual-based and real-activity manipulation earnings management and the choice of accrual-based for this study will be explained in chapter 2.
Similar to earnings management, conservative accounting is also still investigated of its benefits such as if it would help to reduce opportunistic motive of managers (Watts, 2003; LaFond & Roychowdhury, 2008). It is claimed to be an undesirable practice by accounting regulators such as the International Accounting Standard Board (IASB) and Financial Accounting Standard Board (FASB) (Hellman, 2008). Conservatism in accounting implies that the accounting method has more authentication steps for profits realization than losses (Watts, 2003). This is also known as ‘asymmetric timelines in earnings’ (Basu, 1997). From the different types of accounting conservatism known; balance sheet, earnings, conditional and unconditional conservatism, this paper only focuses on conditional conservatism as it is argued to counter tendencies to manage earnings. Conditional conservatism may be an effective method in reducing agency costs through its asymmetric reporting timeliness, nevertheless, firms also instigate stock-related executive compensation to anchor managers’ bonuses to firm’s performance and thus ensuring the alignment of managers’ and shareholders’ motives (Armstrong et al., 2010). Firm’s preference between the two potential agency-cost reducing measures may have an association with the type of earnings management (predictive or opportunistic) it engages in. Moreover, in Europe, the introduction of International Financial Reporting Standard (IFRS) by IASB allows researchers to conduct accounting studies across borders since with its mandatory adoption in 2005, the accounting system is now standardized for some EU countries[footnoteRef:1]. Furthermore, the true and fair view factor of IFRS is a support ground for predictive earnings management (Adut et al., 2013).  [1:  Adopter countries of IFRS for EU: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Greenland, Hungary, Iceland, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Norway, Poland, Portugal, Romania, Slovac Republic, Slovania, Spain, Sweden, UK] 


1.2 Motivation
Studies have investigated the relation between accounting conservatism and earnings management, and accounting conservatism and executive compensation. Previous studies have also found evidence of the relation between executive’s compensation that are highly tied to company’s stock performance and earnings management (Cheng & Warfield, 2005; Bergstresser & Philippon, 2006, Armstrong et al., 2010). While researchers take firm size and litigation costs into account, it was rare to find the ones that control whether the firm uses conservative accounting system or not. In this study, I aim to find whether accounting conservatism affects the level and type of earnings management in a firm with high stock-related compensation.
Accounting conservatism also arises from the concerns over agency costs. The use of stock-related compensation allows shareholders to align managers’ incentives to that of the company’s (Bergstresser & Philippon, 2006). Managers with high equity-incentives are affected by both the concern over agency costs factor and earnings management to increase their compensation, and since conservatism helps to reduce information asymmetry (LaFond & Roychowdhury, 2008), conservative accounting may be an influencing factor for high equity incentives managers to manage earnings. 
Since 2005, adoption of IFRS is mandatory for some European countries. The standardization of the accounting system makes it manageable for accounting research to be done across borders in European setting. In the setting where IFRS adoption is mandatory, it will be interesting to see if conservative accounting affects the type of earnings management exercised in companies in Europe. Since conservatism is deemed undesirable by IASB, the result of this study specific on the existing level of conservatism in companies in EU, will show how the statement of IASB is applied in practice. As most of the research on this topic is done in the US, conducting it with samples from countries in Europe would make this study different than the established ones. 

1.3 Research question

How do conditional conservatism and executive compensation differentiate predictive from opportunistic accrual-based earnings management?

Sub-questions:
1. What are accounting conservatism, earnings management and executive compensation and how do they relate to each other?
2. How do executive’s incentives affect the level of accrual-based earnings management and/or conservatism in accounting in a firm?
3. What are the statistical relations between level of accruals, conservatism and managerial ownership?


1.4 Structure
The background and motivation of this research is included in chapter 1. It also contains the main research question and the sub-questions. The answer to each sub-question will be answered in chapter 2, 3 and 4 respectively. 
Chapter 2 contains background theory that serves as a foundation of this study. In chapter 2, the definition and types of accounting conservatism, earnings management and executive conservatism are explained. The chapter continues with discussion of the prior empirical findings of those three factors. The legal aspects of this study such as the regulation of IFRS are also included in chapter 2. 
Chapter 3 consists of the design of this research including the hypotheses and their motivation and prediction, sample and equations used. There are Libby boxes after each hypothesis to provide better understanding of the models. 
In chapter 4, the statistical findings will be described and analyzed. The hypotheses are answered in this chapter including discussion of any difference between the findings and the expected value or prior findings.
Chapter 5 contains the conclusion and limitations of the study.




2 	Theoretical Background
2.1	Introduction
To start on the research, this chapter will explain the theory of accounting conservatism, earnings management and executive compensation. There are underlying theories that precede the event of conservatism and earnings management. The first theory is positive accounting theory (PAT). PAT attempts to justify an event or a relationship and forecast its future occurrence (Deegan and Unerman, 2011). For example, it tries to explain the effect an accounting method has on the correlation between the release of earnings reports and performance of stock price. PAT’s function to explain and forecast a relationship links it to the agency relationship and thus, agency theory (the second theory). An agency relationship is first introduced by Jensen and Meckling in 1976. It is a formal agreement where a person (the agent) is assigned a duty by another person or an organization, and the agent has the power of applying his or her own judgment. Agency theory arises when the involved parties all want to maximize their needs in spite of the others and act selfishly in the process and consequently, results in agency cost to the firm. Agency cost may appear in the form of information asymmetry, which is the phenomenon where one party has more access to information than the other. The last underlying theory is the legitimacy theory. With legitimacy theory, companies attempt to work within the standards set by the society so that they fulfill what society expects them to perform. More details on conservative accounting, earnings management and executive compensation will be elaborated in the next subsections, followed by existing findings of these factors. This chapter will conclude with the specifics of the factors that are chosen for this study.

2.2	Accounting Conservatism
There are different understandings of conservatism in accounting. The traditional definition as according to Bliss (1924) is to “anticipate no profits, but anticipate all losses" while the more commonly adopted definition is less extreme, which is the swiftness in recognizing losses as they occur while taking more steps to verify profits (Basu, 1997; Watts, 2003). These different understandings lead to the existence of different types of conservatism. As Watts (2003) explains in his paper, conservatism is an indication of the financial effects that accumulated in the balance sheet, income and earnings of a company. Conservatism in the balance sheet is the “understatement of the book value of net assets relative to their market value (the existence of expected unrecorded goodwill)” (Beaver & Ryan, 2005, p.269) while conservatism in income and earnings is the difference in the rate of recognizing losses and profits (Basu, 1997).
The difference in the recognition rate of bad news and good news of earnings is coined as asymmetric timeliness and used as a measure of accounting conservatism by Basu (1997). The conservatism level is measured according to this difference in the verification required in recognizing profits than losses; the bigger it is the higher the conservatism level is (Watts, 2003). Conservatism in earnings is also evident when the use of one accounting practice results in lower earnings than when the other accounting practice is used. An example used by Penman and Zhang (2002, p.240) is when LIFO (Last In First Out) inventory accounting results in “lower accumulated earnings (because of the relatively accelerated expensing of costs) and consequently lower carrying values than” FIFO (First In First Out) inventory accounting implying the conservativeness of LIFO accounting.
Besides balance sheet and earnings conservatism, conservatism is also differentiated on its independence. While unconditional conservatism is independent of events, conditional conservatism is event dependent (Beaver & Ryan, 2005). Under unconditional conservatism, unrecorded goodwill is expected to incur from the production of assets and liabilities. Under conditional conservatism, when considered necessary, book values are being understated but not being returned to their normal level when the situation becomes better. It leads to a measure of conservatism based on the market-to-book ratio or MTB, different than the use of asymmetric timeliness introduced by Basu (1997). Beaver and Ryan (2005) state that since unconditional conservatism was created at the establishment of assets and liabilities, it comes before conditional conservatism and that those two types serve the benefits of accounting conservatism simultaneously.
Although undesirable, there are several benefits obtained from having conservative accounting. By understating net assets values, conservatism serves to mitigate moral problems due to agency costs. In practice, any opportunistic tendency from the management is reduced and the resulting higher firm value is experienced by the firm as a whole. Relating to litigation theory, conservative accounting practice is applied to keep exposure to potential litigation issue to a minimum (Watts, 2003) especially when there is more vulnerability for auditor work (Basu, 1997). Beaver and Ryan (2005) claim that both unconditional and conditional conservatism serve alike objectives such as providing investors and other interested parties information that would otherwise be unavailable to them; keeping firm’s expenses on litigation, tax and regulation low; and assisting standard setters to enhance economic stability and prevent potential disagreement against the standards.
When focusing mainly on conditional conservatism, the asymmetry timeliness in earnings report is more prominent. As Basu (1997) claims, conservatism leads to higher stability of earnings reported during negative period than in positive period; the understatement of net asset values is persistent. He differentiates between timeliness and persistence. Higher rate of timeliness implies that news, which values are more relevant, are reported more in current earnings while those that are less relevant are delayed to the future earnings. On the other hand, higher level of persistence implies that the news in current earnings are those with less current value relevance and will continue to be reported in the future earnings. Because bad news earnings are recognized more easily, its report is also expected to be less constant. With current bad news being reported immediately and practically excluded from future earnings, any bad news reported in the future would appear as a “transitory shock or a one-time dip in the earnings process” (Basu, 1997, p. 22). On the contrary, a peak of good news is seen as recognition of expected gains and thus, the outcome will be distributed throughout a number of earnings period in the future that the one-time gain is likely to present as numerous constant shocks in the earnings curve. Because the written-off current earnings decrease during negative earnings period, the same amount of the reduction will be added to the current earnings in the next period. Hence, any decrease in current earnings will reverse in the year after. This mechanism of conservative accounting might drive firms to apply conditional conservatism to mitigate the agency problem. Managers who have the tendency to manipulate financial reports may no longer be able to do so since conservative accounting would require early recognition of bad news than good news. With this reason, this study specifies on conditional conservatism and at its potential association with accrual-based earnings management and executive compensation. The choice of conditional conservatism is also supported by existing literatures that have already assessed the association between conservatism and executive compensation (e.g. LaFond & Roychowdhury, 2008; Shuto & Takada, 2010; Iyengar & Zampelli, 2010).
Conservatism, moreover, does not have a single uniform measure. There are two main measurement models that are commonly adopted; the timing difference of positive and negative earnings disclosure (e.g. Basu, 1997; LaFond & Roychowdhury, 2008) or market-to-book (MTB) ratio (Eg. Beaver & Ryan, 2005; Hui et al., 2009). When deciding on which conservatism measure to use, one has to take the period of observation into account since the length of the research period affects whether the result would differ or not when assessed with the other measurement tool (Roychowdhury and Watts, 2007). The measurement model adopted in this study is the Basu (1997) model that focuses on the difference of bad and good news reporting. The Basu (1997) model has already been used in association with executive compensation in several papers (Eg. Lafond & Roychowdhury, 2008; Shuto & Takada, 2010) and seen suitable for this study. Furthermore, the observation period of 8 years should allow this study to yield the same results if re-assessed with Beaver and Ryan (2005) model of MTB ratio. The Basu (1997) model as adopted by this study will be described in chapter 3.

2.3	Earnings Management 
The definition of earnings management is broader than the literal meaning of its name such as the manipulation of earning numbers in financial reports. Throughout the years, there are different views to earnings management both in academic and practical worlds. Considering the different views, the definition as stated by Healy and Wahlen (1999, p.368) is chosen; “Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers.”
Earnings management can be seen as a positive (‘white’) or negative (‘black’) action or somewhere in between the two, referred to as the ‘gray area’ (Ronen and Yaari, 2008). Earnings manipulation can be profitable (‘white’) when it is done to improve the clarity of financial reports by separating consistent earnings from occasional shocks, which would show a firm’s long-term value better. ‘Black’ or disadvantageous earnings management is the deliberate presentation of reports in a specific way. It can sometimes be considered as fraud through distorted earning numbers. Earnings management is deemed as ‘gray’ when the activity is carried out while still adhering to the applicable accounting rules. The party benefiting from 'gray' earnings management is not always the same; it may be an individual (e.g. a manager) or general society (e.g. a whole firm).
Motives for earnings manipulation stem from the importance of having positive earnings (e.g. Burgstahler & Dichev, 1997) as believed by several industries such as communication industry and investment services, and as a consequence, managers feel the importance of manipulation to have a positive firm value. In practice, this view is shared by the CFOs surveyed by Graham et al. (2005). Moreover, as Core et al. (2003) mention, accounting earnings is used as one of the measurement basis of CEO’s performance in a contract.
The most common types of earnings management are real activities manipulation and accrual based. Real activities earnings manipulation is done by consciously altering the timetable of a project, investment or financing agreement or how they are carried out and which have relatively significant effects in business (Zang, 2012). In a survey done by Graham et al. (2005), managers admitted that they would modify some expenditures such as research and development (R&D), marketing and maintenance costs or delay some potential projects to have better earning numbers. Those are the forms of real activities manipulation. Accrual based earnings management, on the other hand, is done by altering the methods or estimates used in the presentation of an event in financial reports (Zang, 2012). This is made possible because accruals are not included in current cash flows and their structure and presentation are dependent mostly on the managers (Bergstresser & Philippon, 2006). One significant example is the big bath accounting. It is an action where managers report low earnings numbers in one year to provide an appearance of a large increase in earnings in the following year.
Depending on the type; benefits and costs of earnings management may be enjoyed by managers or the whole firm.  Opportunistic earnings management, while beneficial to managers, is disadvantageous for the firm since it raises a firm’s agency costs. It further disadvantages the firm by posing a high risk on its future earnings since the managers merely care for the short-term benefits (Cheng & Warfield, 2005). Predictive earnings management, on the other hand, benefits the firm as a whole because it lowers the risk carried by information asymmetry and subsequently lowers the firm’s cost of capital (Graham et al., 2005).
Manipulating earnings is an expensive action that most firms tend to choose either one of the two types of earnings management. Adut et al. (2013) imply that some information on financial statements can also provide financial users insights on the firm’s future cash flows that would be better presented by smoothed earning, which is a form of predictive earnings management. Moreover, the presentation of manager’s private information is a form of opportunistic earnings management since managers may profit from the showcase of such private information or lack thereof. When analyzing the reason of managers manipulating earnings, for example, if the motive is for future prediction or opportunistic (Adut et al., 2013) or whether to move the earnings upward or downward (Burgstahler & Dichev, 1997), most studies examine the event by means of firm’s use of accruals. Since this paper attempts to study the association between predictive or opportunistic motives of managers and conditional conservatism, accrual-based earnings management is used.
Burgstahler and Dichev (1997) find evidence of managers using cash flow from operations and fluctuations in working capital to maintain earnings from decreasing. Comparing accruals and cash flow is a plausible means to detect whether the accrual-based earnings management managers engage in is predictive or opportunistic. A positive match does not only show a high accrual quality (Dechow & Dichev, 2002) but also shows that the earnings manipulation is done for predictive reason (Adut et al., 2013) while a negative match signals the existence of opportunistic earnings management. Using this matching model, the two different purposes of earnings management done in a firm can be distinguished. On that account, this study follows the model used by Adut et al. (2013) closely to find the association between executive compensation and the two types of earnings management; further description of the model is available in chapter 3.

2.4	Executive Compensation
Compensation for a firm’s executives is part of corporate governance structure where the amount is decided by the board for their managers so as to equalize both managers and shareholders’ view of the company. Executive’s incentives can be based on earnings, profit, stock, or option and take the form of cash (‘non-price’) and stock or/and option ownership (‘price’). Bergstresser and Philippon (2006) see a rise in incentives that are stock and option related between 1990 and 2005. They claim that by tying the incentives to company’s stock, CEO would be more exposed to the stock performance and would work to maintain or increase the stock price and thus made the CEO’s aim the same as that of the shareholders’. Whilst Cheng and Warfield (2005) support this notion, they also argue that managers would tend to focus on short-term stock prices because they would care more on the stock prices that are beneficial to them. They further explain that stock-related incentives may lead to sales of short-term stocks by managers to reduce their exposure. Dissimilar to cash bonus where the relation with the company’s performance ceases when the performance target is achieved, stock- and option-related bonus carry relatively high firm performance-related risk with it. Furthermore, the pressure to achieve the determined performance target may lead managers to manage the firm’s earnings. Whether the incentive is based on earnings or stock’s market value, according to agency theory, managers may manipulate the earnings in order to increase the stock price to sustain their bonus. Therefore, the executive compensation used for this study includes salary, bonus, total cash compensation and number of options owned by managers.

2.5	Prior Findings on Executive Compensation and Earnings Management
Incentives for executives in a firm come in many forms such as a cash bonus, salary, stock and option related bonus. Based on the agency theory, the granting of these incentives may prompt managers to manipulate earnings to their own advantage. From the survey results of Graham et al. (2005), it is discovered that managers wish to meet or beat analysts’ forecasts of earnings to develop their reputation in the capital market, keep the share price and management’s outlook at the desired level, and to show their growth potential. The managers surveyed also reveal that the majority of earnings management done are through real activity rather than distortion of accounting numbers and methods. Managers have a high level of concerns over short-terms earnings benchmark and might manipulate or delay projects and other transactions to meet or beat that benchmarks. Furthermore, the survey results also support the theory that there is an inclination for smoothed earnings by managers (Adut et al., 2013) as managers believe that it gives potential investors signals of the firm’s low risk. They feel that stock price would benefit from smoothed earnings as future income would be easier to forecast. This may explain managers’ likelihood in smoothing earnings for those whose compensation are related to stock price.
Incentives that are not stock price-related may also induce earnings management such as when managers need to reach a certain earnings threshold to obtain their bonuses. In that way, earnings management occurs due to opportunistic motives.  The survey results of Johnson et al. (2012) show that the amount of compensation is likely to determine managers’ decision on earnings manipulation. Their evidence supports their hypotheses that when the action of earnings management would benefit managers, managers would be more relax in their view towards earnings management. Rather than seeing it as an unethical activity, they would see it as a necessary means to achieve the bigger rewards. The acceptance of earnings management activities by managers is even bigger when there are negative consequences from not engaging in potentially beneficial earnings management; the “participants judged the action as more ethical” (Johnson et al, 2012, p.921). This implies that managers are more willing to manage earnings in order to avoid losses than to obtain benefits. Relating this finding to managerial ownership and equity-based incentives, managers would be likely to alter earnings to keep a company’s share price from falling and thus keeping their compensation from decreasing in value.
Besides the use of real-activities manipulation as explained earlier, another way to manipulate earnings is through the use of accruals. Based on previous accounting scandals such as the one involving Xerox in 2002, Bergstresser and Philippon (2006) expect managers to sell their shares after they exercise their options to reduce the risk of their compensations being related to the firm’s shares performance. In their study, a direct relation between accrual-based earnings management and executive financial compensation is found. Firms where the CEO compensation is highly related to firm share prices show stronger signs of earnings management. Similarly, Cheng and Warfield (2005) also hypothesize a positive relation between earnings manipulation and the level of equity-based compensation. They only focus on managerial ownership and equity-related incentives, unlike Bergstresser and Philippon (2006) who also include salary and non-equity bonus in their study. Cheng and Warfield (2005) find evidence of a positive relationship between their measure of equity incentives and the probability of the managers’ future trading of their short-term sales. This shows that the larger the equity incentives are the higher probability of managers selling their stocks is. Furthermore, they also find that the stronger the incentives are tied to the firm’s equity, the higher is the likelihood of meeting or just beating analysts’ forecasts. This goes hand in hand with the findings of Graham et al. (2005) where executives put a lot of importance in meeting or just beating earnings benchmark. All in all, the evidences of Cheng and Warfield’s (2005) conclude that earnings management practices in firms with equity-based compensation can be resulted from sales of stocks.
There is, however, a different finding of association between earnings management and numbers of exercised options. While Bergstresser and Philippon (2006) find an unexplained increase in numbers of options exercised when the accruals are high, Cheng and Warfield (2005) find no significant association between exercisable options and earnings management. Cheng and Warfield (2005) measure earnings management with missing and meeting or just beating analyst forecast. The difference in Bergstresser and Philippon (2006) and Cheng and Warfield (2005) methods in measure earnings management may cause the diverse findings of correlation of exercised options. 
Adut et al. (2013) take a further step in examining the relation between executives’ compensation and earnings management by differentiating earnings management into predictive or opportunistic. They find that for firms that exhibit signs of predictive earnings management, the executive compensation that are made up of salary, bonus, and total compensation except equity, are higher compared to compensation in firms with managers engaging in opportunistic earnings management. Furthermore, their correlation test shows that the higher salary and total compensation are, the lower the probability of engaging in opportunistic earnings manipulation is. The structure and amount of compensation are also found to be dependent on the type of earnings management that exists in the firm. The higher level of predictive income smoothing, the higher the amount of incentives provided while the reverse occurs in firms that show self-benefiting earnings management. This supports their initial prediction where companies would create corporate governance structure that substantiates the type of earnings management desired by the management. It would appear that, when the results benefit the firm, the firm environment would endorse and sustain the manager’s decision on the earnings management practiced.

2.6	Prior Findings on Executive Compensation and Accounting Conservatism
Stock- and option- related incentives for executives are established with the same purpose as conservatism; to reduce manager’s opportunistic behavior. Since there is a particular cost to incur for either option, a firm is likely to choose between the two methods to align the shareholders and the manager’s motives.  In lieu of that motion, LaFond and Roychowdhury (2008) expected and find a negative relationship between asymmetric timeliness of earnings, which is Basu (1997) measure of conservatism, and managerial ownership. When managerial ownership is tested against the reporting period of good news, it is found that there is a positive relationship. Hence, when managerial ownership increases, the reporting of good news becomes timelier while the asymmetric timeliness of earnings decreases. This also means, as managerial ownership becomes greater, the standard is less different in verifying good news as profits and bad news as losses. It is also found that the result is stronger when ownerships of top five managers are used compared to solely the CEO’s. More importantly, the writers note that unlike the directly owned stocks, no significant relations found between their measure of conservatism and option-related incentives.
The study of Shuto and Takada (2010) of the relation between managerial ownership and accounting conservatism in Japan finds similar evidence with LaFond and Roychowdhury (2008). There is a negative correlation between managerial ownership and asymmetric earnings timeliness for companies in Japan. A decrease in the level of managerial ownership leads to an increase in reporting timing difference between good and bad news. Shuto and Takada (2010) distinguish the level of managerial ownership into low, medium and high and look into the demand for conservatism at each level. While the association with demand for conservative accounting is negative at low and high levels, the association is positive at medium level.  The writers suggest that the results show a fall in the demand for conservative accounting with a fall in agency problem which supports the theory of incentives being a tool to equalize managers’ and shareholders’ interests.
The importance of conservatism as a means to equalize managers’ and shareholders’ motives is also supported by the study of Iyengar and Zampelli (2010). They find a significant correlation between changes in market rate and accounting numbers and changes in cash incentives. Furthermore, it is also found that when there is a rise in conservatism level, manager incentive becomes more sensitive with movements in accounting numbers. Conservatism, in their opinion, should be combined with accounting performance-related incentives for an efficient contract that keep managers and shareholders in line. Without conservatism, risky accounting practices may be used by managers with firm performance-related compensation to increase their short-term benefits that while beneficial to shareholders as well, may be harmful to the firm in the long run.

2.7	Summary on Prior Findings
This section discusses some of the results mentioned earlier, and the complete summary of the literatures used is available in tables in appendix 1. The findings of Graham et al. (2005) give insights to managers’ views of earnings management. They show the connection between theoretical and practical world and the reality of earnings management in the working environment. This improves the relevance of earnings management studies as standard setters seem to keep looking for refinement in accounting regulation that can mitigate manager’s attempt to modify earnings. Although the survey results reveal that real activity manipulation is favored over accrual-based earnings management, the respondents nevertheless admit that smooth earnings is preferred which can also be achieved through accrual-based earnings management. Inadvertently, the revelation of manager’s preference over smoother earnings shows association between income smoothing and executive compensation. The respondents believe that stock price would benefit from smoothed earnings and eventually, improves stock-based compensation. Johnson et al. (2012) find conclusive evidence on the effect the amount of compensation has on the likelihood of engaging in earnings management. Furthermore, it is also learned that managers might use the end benefits to justify their decision to manipulate earnings. The survey of Johnson et al. (2012) can only be generalized to a certain extent since the respondents are self-voluntary meaning that they might already possess certain characteristics that cannot always be found in all managers (e.g. altruism). Nevertheless, their findings shed light on how influential the end result is to the managers. The empirical findings of Bergstresser and Philippon (2006) and Cheng and Warfield (2005) strengthen the argument that executive compensation, regardless of its forms, has significant influence on managers’ likelihood to manipulate earnings. When earnings management is dissected between predictive and opportunistic, managerial incentives are found to be higher for firms that appear to smooth income than firms that manage earnings for opportunistic reasons (Adut et al., 2013). It appears that a firm does not steer away from earnings management when it benefits the firm as a whole. This will be investigated again in this study.
The established empirical findings of executive compensation and conservative accounting seem to move in the same direction. Accounting conservatism, however, only has a negative association with the level of directly owned stocks by managers and not with option-related incentives (LaFond and Roychowdhury, 2008). Since the negative association is also found in Japan (Shuto and Takada, 2010), a code law country, the result is likely to be applicable to code law countries that make up the majority of EU countries. Interesting suggestion is mentioned by Iyengar and Zampelli (2010) where a firm should not choose between accounting conservatism or stock-based executive compensation to reduce agency cost but to use them in combination. This would also reduce the probability of earnings management. Per their suggestion, it may be deduced that firms that manage earnings while applying conservatism and granting stock-based executive compensation may do it for future predictive purposes. In general, the findings of LaFond and Roychowdhury (2008), Shuto and Takada (2010), and Iyengar and Zampelli (2010) point to the similar conclusion of a negative relationship between asymmetric timing difference in earning reports and the level of stock ownership by managers.

2.8	Theory on legal aspects
As explained earlier, there are three forms of earnings management from the ethical point of view: white, gray and black. This is also relevant to its legal background as earnings management is legally allowed as long as it is done within the applicable regulation (e.g. US GAAP, IFRS). While fraud (black earnings management) is illegal, the other types, such as accrual-based earnings management is allowed. Similarly, conservative accounting is also legal if it adheres to the current accounting regulation. For example, the use of LIFO (an example of balance sheet conservatism mentioned in section 2.2) is still allowed under US GAAP whereby it is prohibited under IFRS (Palepu et al., 2010). The legality explains the continuing use of conservative accounting and IASB’s view on it will be elaborated further under IFRS explanation below. 
One important aspect of this study is the adoption of IFRS in EU countries that allows for cross-countries accounting research. International Financial Reporting Standards (IFRS) is a set of standards released by IASB (International Accounting Standard Board) (Walters & Bowman, 2009) that is aimed to harmonize accounting regulation across the globe. IASB is an independent accounting standard setter that is based in London with members from different countries and past experience. While some firms and countries already voluntarily adopted IFRS after its release in 2003, its adoption, in EU countries, was made mandatory for listed companies in 2005. The standards are also made different for different types of companies; there are separate IFRS rules for big firms, and small and medium enterprises (SME). The true and fair view concept of IFRS originated from the use of that concept in financial report preparation in the UK, the country where IASB is based in (Hussey & Ong, 2005). No specific legal definition of the concept is given and it is in contrast with US GAAP as it is built on rules-based system. Fair value itself means “the amount of consideration that would be agreed upon for which an asset or liability could be exchanged or settled in an arm’s length transaction between informed and willing parties.”  (Hussey & Ong, 2005, p.259)
Besides governing the accounting methods used and aligning financial information presentation to accommodate its users, accounting regulations also have some effects on accounting practices such as earnings management and conservatism. As Ronen and Yaari (2008) note, legal regulations play a crucial role in accounting reporting system since it may aid or limit managers’ likelihood to engage in earnings management. While the authors talk about the involvement of SEC in the comment above, that claim is applicable on other accounting regulation as well. IFRS promotes true and fair view reporting that is likely to discourage possibilities for managers to manipulate earnings. By requiring both involving parties to deliberate the amount of transaction that they would agree on, fair value reporting reduces information asymmetry that subsequently lowers the potential to manipulate earnings.
According to Hellman (2008), the inclusion, and consequently, support of conservatism in IFRS framework might induce a conservatism bias. IASB, in its conceptual framework, states that conservatism is an undesirable quality in financial reports (Hellman, 2008). Auditors may already introduce conservatism bias in their work to avoid potential litigation risk and if conservatism is included in the accounting framework, the practice of accounting may become more conservative. The concept of IFRS emphasizes on reporting the true and fair value of accounting numbers and conservatism may diminish that neutrality factor. Three sub-standards in IFRS according to Hellman (2008) specific to regulate conservatism in accounting are IAS12, IAS38 and IAS11. IAS12 regulates the presentation of deferred tax receivables when there is loss being carried to the next period, IAS38 regulates impairment and recognition as assets of development expenditures and IAS11 regulates accounting methods for construction contracts; completed contract, when no reasonable output estimation is possible to be extracted from a construction contract, and percentage of completion (Hellman, 2008; Hussey & Ong, 2005). With these existing standards and IASB statement on excluding conservatism from its conceptual framework, companies may still exercise conservative accounting to reduce agency costs and due to other reasons that have been explained above. With this study, it is hoped to learn more on the trend of conservative accounting in EU firms despite the view of conservatism by IASB.

2.9 	Summary
This chapter contains the various theories that this paper is based on. The explanation of the theoretical framework continues with the relevant past empirical findings and the discussion of their similarities and differences. Next, the rules and regulation of the current accounting system that is applicable to this study is discussed.  It concludes with the possible contribution this paper might have in relation with IASB’s stance on conservatism in accounting.
3.	Methodology
3.1 	Introduction
In this chapter, the foundation and the model of research method of this paper are explained. The explanation starts with the development of hypotheses where the past findings that contribute to the hypotheses are explained. It continues with the research design that contains the model and equations necessary for the data process and the sources of the models. It ends with elaboration on the sample and summary. 

3.2	Hypotheses development
According to agency theory, managers have the tendency to undertake activities that work in their benefits even though those activities may not have positive effects on the firm or other stakeholders. Such opportunistic actions give rise to agency cost to the firm and hence undesirable. Conditioning executive compensation to be related to firm’s performance is one way to reduce agency cost; executives have to take firm’s welfare into consideration when deciding on certain projects that are beneficial to their compensation. Accounting conservatism, with its understatement of net values and timeliness of bad news reporting over good news, is also useful to lower down agency cost. Since the two measures, accounting conservatism and executive compensation, are taken for the same purpose, there likely to be a trade-off between the two because firms are likely to choose only one measure to run. The level of accounting conservatism is predicted to be low when the level of managerial ownership is high.  (Watts, 2003; LaFond & Roychowdhury, 2008)

H1: There is a negative association between accounting conservatism and executive compensation.
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The factor-in of firm’s performance level into executive compensation may have encouraged managers to control the firm’s earnings to maintain their compensation at the desired level (Bergstresser & Philippon, 2006). Conclusive evidence have been found showing the increased likelihood for managers to manipulate earnings when the level of equity incentives is high and when there is large number of managerial ownership (Bergstresser & Philippon, 2006; Cheng & Warfield, 2005). The prospect theory explains how people tend be risk avoiders than takers. This theory may suggest that managers manipulate earnings to avoid losses more than to achieve gain. If their incentives are threatened to decrease as earnings fall, the firm’s earnings might be adjusted to keep earnings from decreasing and the managers’ incentives from falling. Although many papers establish the theory that managers tend to manage earnings upwards to their advantage, Burgstahler and Dichev (1997) argue that some firms manage their earnings downwards to meet the benchmark set by regulators and this may appear in the data result. Nevertheless, this paper focuses more on the potential association between executive compensation and earnings management and the second hypothesis is expected to not be rejected.
H2: There is a positive association between earnings management and executive compensation.
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There is an association between the level of conservatism and the sensitivity of manager incentives towards activities of accounting numbers (Iyengar and Zampelli, 2010). When accounting numbers become more conservative, executive incentives become more sensitized to the performance of accounting figures. Iyengar and Zampelli (2010) suggest a combination of accounting performance-related incentives and conservatism for an efficient motive-alignment system between managers and shareholders. Adut et al. (2013) propose a theory where executive incentives are related to the value of the benefits brought by the executives; the value of the gains should surpass the cost of granting the incentives and thus, the incentives are higher when the value is positive. They further suggest that according to this theory, management or compensation committee is more likely to grant higher incentives when predictive earnings management is done since this type of earnings management has more useful information. The evidence of their study implies that larger incentives are given for executives in firms engaging in predictive earnings management. To summarize the findings of Iyengar and Zampelli (2010) and Adut et al. (2013), conservative accounting leads to a stronger tie between executive compensation and accounting performance, and larger executive compensation is given when predictive earnings management is undertaken. Merging the findings of the two different papers, it can be hypothesized that there is a positive association between conservative accounting, executive compensation and income smoothing. 
H3a: There is a positive association between firms with conservatism and high executive compensation, and predictive earnings management.
H3b: There is a negative association between firms with conservatism and high executive compensation, and opportunistic earnings management.

3.3	Research Design
This paper aims to find an association between executive incentives, accrual-based earnings management and accounting conservatism. The survey results of Johnson et al. (2012) suggest that the size of compensation matters in influencing managers’ decision to manipulate earnings. The study by Bergstresser and Philippon (2006) also find a positive association between earnings manipulation and executive compensation. Those findings lead to an interest in looking if conditional conservatism is associated with those findings, as discussed in chapter 2. Chapter 2 also explains several findings on the association between conditional conservatism and executive incentive or managerial ownership. In applying the findings to this paper, the negative association found between the number of shares owned by managers and the need for conservative accounting in Roychowdhury and Watts’ (2007) paper that was based on US market (a common law country) is also found in Japan (Shuto and Takada, 2010), which is a code law country. This implies that the result would likely be applicable in EU setting as most of EU countries are code law countries. This paper uses the measure of conditional conservatism based on the Basu (1997) measure: 
X/P = 0 + 1 D_R + 0 R + 1 R*D_R						(1)
Where,
X = earnings per share
P = beginning share price
D_R = a dummy variable that takes the value of one if R is negative and zero when it is positive
R = stock returns
To answer hypothesis 1, the following equation is estimated to measure the association between conditional conservatism and executive compensation. The executive compensation consists of salary, bonus, total cash compensation and number of options owned by executives. 
Et = 0 + 1 Rt + 2 D_Rt + 3 Rt*D_Rt + 4 SALARY + 5 BONUS + 6 CASH + 7 OPTIONS + 8 SIZE + 9 Rt*SALARY + 10 Rt*BONUS + 11 Rt*CASH + 12 Rt*OPTIONS + 13 Rt*SIZE + 14 Rt*D_Rt*SALARY + 15 Rt*D_Rt*BONUS + 16 Rt*D_Rt*CASH + 17 Rt*D_Rt*OPTIONS + 18 Rt*D_Rt*SIZE + 19 D_COUNTRY + 20 D_CRISIS + 	(2)
Where,
E = earnings per share divided by opening stock price
R = stock returns, 
D_R = dummy variable equals to one if R is negative and zero when R is positive
R*D_R = interaction term between stock returns and dummy variable
SALARY = executive salary
BONUS = bonus
CASH = total cash compensation
OPTIONS = total number of options owned scaled by total assets
SIZE = year-end capitalized market value scaled by total assets
D_COUNTRY = dummy variable of code or common law countries
D_CRISIS = dummy variable of the periods affected by the 2008 mortgage crisis

The variables are normalized using logarithm method to obtain a normal distribution for each variable.
LOG_E = 0 + 1 LOG_R + 2 D_R + 3 LOG_R*D_R + 4 LOG_SALARY  + 5 LOG_BONUS + 6 LOG_CASH + 7 LOG_OPTIONS + 8 LOG_SIZE + 9 LOG_R*SALARY + 10 LOG_R*BONUS + 11 LOG_R*CASH + 12 LOG_R*OPTIONS +13 LOG_R*SIZE + 14 LOG_R*D_Rt*SALARY +15 LOG_R*D_Rt*BONUS + 16 LOG_R*D_Rt*CASH +17 LOG_R*D_Rt*OPTIONS +18 LOG_R*D_Rt*SIZE + 19 D_COUNTRY + 20 D_CRISIS + 											(3)

To measure conservatism, the coefficients from above regression will be looked into. Coefficient 1 explains the rate of reaction of earnings to returns for positive returns, and the sum of 1+3 explains the rate of reaction for negative returns. To indicate conservatism, the sum of 1 and 3 should be larger than 1, (1+3>1) where 3>0 (Roychowdhury and Watts, 2007). 3 is what Basu (1997) calls the asymmetric timeliness coefficient.
To test for the second hypothesis, the Modified Jones model is used as an earnings management measure. From the paper of Dechow et al. (1995), the Modified Jones model is the most efficient model to detect accrual-based earnings management. Compared to the other models (the Healy model, the DeAngelo model and the Industry model), the Jones and Modified Jones models have higher success in obtaining nondiscretionary accruals from the time-series models. Exclusion of nondiscretionary accruals part is important because it is the part of accruals that cannot be controlled by managers and by taking it out of the equation, the analysis of the earnings management model will better reflect the accruals part that is purposefully manipulated. The Modified Jones model is also chosen because it has been used and proven useful by established papers (e.g. Dechow et al., 1995; Bergstresser and Philippon, 2006) in detecting earnings management.
To estimate the nondiscretionary accruals, the total accruals are first calculated following the equation used by Dechow et al. (1995).
TAt = (CAt - CLt - Casht + STDt – DEPt) / At-1					(4)
In which,
TA = the total accruals of the firm scaled by lagged assets, 
CA = change in current assets in period t compared to period t-1, 
CL = change in current liabilities in period t compared to period t-1,
Cash = change in cash and cash equivalent in period t compared to period t-1
STD = long term debt in current liabilities in period t compared to period t-1,
DEP = depreciation and amortization expense. 
The discretionary accrual is then estimated according to the Modified Jones model (1991) below:
TAt/At-1 = a1 (1/At-1) + a2 (REVt/At-1) + a3 PPEt/At-1 				(5)
NDAt = 1 (1/At-1) + 2 (REVt - REC) /At-1 + 3 PPEt/At-1			(6)
DAt = TAt – NDAt									(7)
In which,
NDA = non-discretionary accruals, 
DA = discretionary accruals, 
REV = the change in period t revenues compared to period t-1
REC = the change in receivables in period t compared to period t-1
PPE = gross property, plant and equipment 

To detect whether the suspected earnings management is predictive or opportunistic, Adut et al (2013) suggest a matching test between accruals and cash flow. A positive correlation shows predictive earnings management while a negative correlation shows an opportunistic one. Hence, to answer the second hypothesis, the following equation is estimated:
DAt =	 + 1 CFOt-1 + 2 CFOt + 3 CFOt+1 + 4 SALARY + 5 BONUS + 6 CASH + 7 OPTIONS + 8 SIZE + 9 D_COUNTRY + 10 D_CRISIS + 	(8)
In which,
CFO = cash flow from operation
The variables are normalized using logarithm method to obtain normal values.
LOG_DAt =	 + 1 LOG_CFOt-1 + 2 LOG_CFOt + 3 LOG_CFOt+1 + 4 LOG_SALARY  + 5 LOG_BONUS + 6 LOG_CASH + 7 LOG_OPTIONS + 8 LOG_SIZE + 9 D_COUNTRY + 10 D_CRISIS + 	(9)
After regressing equation (9), the suspect firms will show signs whether they engage in predictive or opportunistic earnings management or neither. Firms that do not show signs of earnings manipulation will be excluded from the sample to conduct test for the third hypothesis. The rest of the firms will be examined to look for possible association between the type of earnings management exist in those firms and the level of accounting conservatism and executive incentives.
LOG_E = 0 + 1 LOG_R + 2 D_R + 3 LOG_R*D_R + 4 LOG_SALARY  + 5 LOG_BONUS + 6 LOG_CASH + 7 LOG_OPTIONS + 8 LOG_SIZE + 9 LOG_R*SALARY + 10 LOG_R*BONUS + 11 LOG_R*CASH + 12 LOG_R*OPTIONS +13 LOG_R*SIZE + 14 LOG_R*D_Rt*SALARY +15 LOG_R*D_Rt*BONUS + 16 LOG_R*D_Rt*CASH +17 LOG_R*D_Rt*OPTIONS +18 LOG_R*D_Rt*SIZE + 19 D_COUNTRY + 20 D_CRISIS + 21 D_EM + 										(10)
Equation (10) is the modification of equation (3) whereby at this stage, firms that do not show engagement in earnings management are taken out of the sample. In this equation, the result of equation (9) is included where D_EM is the dummy variable of companies that engage in earnings management. It takes the value of 0 when the subject shows predictive earnings management, and 1 when the subject shows opportunistic earnings management. 
Several control variables included in the equations are:
Firm size: Previous studies (Roychowdhury and Watts, 2007; Shuto and Takada, 2010) find significant association between the interaction term market returns and firm size that shows the substantial effect that firm size has on the level of conservatism in a firm. Firm size hence becomes one of the control variables.  
Code/common law countries: Ball et al. (2000) find that in comparison to code law countries, accounting system in common law countries show higher level of conservatism. They find that in the US and the UK settings, managerial equity ownership is higher and accounting earnings play more crucial role for valuation according to the investors. In comparison, stock ownership in France and Germany are less diverse compared to the US and the UK and there is predominant direct monitoring which reduce the likeliness of accounting information being used as a valuation tool. 
Period of financial crisis: The result of the study might be affected by the 2008 financial crisis. 


3.4 Validity
The research method of this paper follows the research methods of existing literatures on earnings management and accounting conservatism closely. The Basu (1997) model used to measure conservatism has been used extensively by other researchers (e.g. Watts, 2003; Roychowdhury & Watts, 2006; LaFond & Roychowdhury, 2008; Shuto & Takada, 2010; Ahmed & Duellman, 2012). The Modified Jones model (1991) used to measure accruals has also been used often as a reference for other papers (e.g. Dechow et al., 1995; Bergstresser & Philippon, 2006; Adut et al., 2013). Considering the validity of the models used in this study, the construct validity is believed to be high. The models have been able to capture what the researchers wanted to discover in the past. 
Since this study is an association study, the internal validity is relatively low. There are some external factors influencing the variables that cannot be controlled. Nonetheless, the size of the firm, the type of country law and the period of financial crisis are controlled via the control variables. The external validity of this study is relatively high to a certain extent. Since this study is conducted on a sample of EU firms listed on S&P 350, the result can be generalized to big firms that follow IFRS accounting system. Different accounting systems have different regulation on what is considered conservative accounting (e.g. US GAAP) and hence, the application of this study is valid on firms under the same accounting system. 

3.5	Sample
The sample consists of companies that are listed on the S&P Europe 350 list for the period of 2006-2012. The period stated is chosen as it is the period after mandatory IFRS adoption by European Union companies. Furthermore, since the mandatory adoption only applies to large firms, the choice of S&P Europe 350 is seen apt. The sample will exclude financial institutions and utility companies since financial institutions have different accounting rules and utility companies may have different motivation to engage in earnings management. Moreover, firms from countries that are not mandatory adopter of IFRS are also excluded. The data of executives’ salary & bonus are to be taken from Compustat Capital IQ while the financial ones are from Worldscope. 

3.6	Summary
	This chapter contains the background and explanation of the methods needed to conduct this study. The first hypothesis tests on the association between accounting conservatism and executive compensation. The second hypothesis tests on the association between earnings management and executive compensation. The third hypothesis is divided into two parts to combine the first and second hypothesis; it looks for the association between firms with conservatism and high executive compensation, and predictive or opportunistic earnings management. The results of the regression will be explained in chapter 4.

4.	Research Findings

4.1	Introduction
In this chapter, the results of the empirical analysis are presented. The explanation begins with the description of the necessary tests of assumptions such as normality, multicollinearity and homogeneity of variance. It continues with the trends of the findings during the sample period and comparison of means, followed by analyses on the multivariate regressions. The analyses discuss how the regression results relate to the hypotheses described in chapter 3; whether the hypotheses are accepted or rejected. Afterwards, the results are compared with prior findings and any difference or similarity will be discussed. It concludes with the summary of the analyses, the answer to the research question, and how this paper contributes to the existing accounting research.

4.2	Descriptive Statistics
There are statistical assumptions regarding a data population that have to be met before a regression analysis is run (Field, 2009). The population data should be free from outliers, have normal distributions, have no perfect multicollinearity and is homoscedastic. From the initial histograms in appendix 2, it can be seen that most variables are skewed and that there are several outliers. To obtain distribution close to normal for each variable, the variables for both hypothesis 1 and 2 are transformed and normalized through logarithm base 10. As can be seen in appendix 2.1, the histogram and normal distribution lines of the logged variables are normal or close to normal. To test for homoscedasticity, Levene’s test of homogeneity variance is done. To be deemed homoscedastic, the variance of each predictor variable should be constant, and the Levene’s statistics should have p-value>0.05. Some of the variables in this study fall under this requirement as shown in appendix 2.1. However, there are variables with Levene’s statistics of p-value<0.05 which show that the variances are significantly different and violate the homoscedasticity assumption. Variables with p-value<0.05 are Log_R, Log_BONUS, Log_SIZE, log_R*SALARY, Log_R*BONUS, Log_R*CASH, Log_R*SIZE, Log_DA.
To test for multicollinearity, the distribution of Spearman’s Rho correlation matrix is assessed. Spearman’s Rho correlation is chosen over Pearson’s correlation since there are original variables that are not normal and have to be transformed with logarithm base 10. From the first correlation matrix (hypothesis 1), Log_R and Log_E have a positive correlation of 0.072 which shows that there is some information of total annual returns that is reflected in earnings. There are several correlations that take the value of 1 or close to 1 for some variables. As can be seen from the table, the variables that have a high correlation are the ones that contain the dummy variable D_R. Variable D_R takes the value of 0 when total annual returns (Log_R) are positive and consequently, the many interaction terms (Log_R*D_R) that take the value of 0 lead to the multiple high correlations. Second, there are variables that have correlation value higher than 0.5. Some of these variables are interaction variables which have that high correlation value against variable Log_R. Since Log_R affects those variables, it is acceptable for the variables to have relatively high correlation value. Furthermore, those correlation values are below 0.9 and thus are still acceptable.
From the second correlation matrix (hypothesis 2), there are notably high, significant, correlations. The correlations between Log_CFOt-1, Log_CFOt and Log_CFOt+1 are high possibly due to the repeated appearance of the same CFO numbers for different years. The correlation values are still below 0.9, however, and do not affect the regressions in a substantial way. In line with hypothesis 2, the correlation of Log_OPTIONS is positive (p-value=0.018) suggesting a direct association with Log_DA; the number of options given to executives increase when discretionary accruals increase. Unlike Log_OPTIONS, the other components of executive compensation (Log_SALARY, Log_BONUS, and Log_CASH) have negative correlations, but since the correlations are significant, these findings are not sufficient to reject hypothesis 2. Furthermore, the small value of Log_OPTIONS correlation requires regression analysis to draw better conclusion. The equation used for hypotheses 3a and 3b is the same as the one used for hypothesis 1 and hence, there is no additional correlation matrix provided.
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To assess potential relation between earnings management and executive compensation, the trends of discretionary accruals and executive compensation throughout the sample years are compared.

[image: ][image: ][image: ]Figure 1. Median of Log_DA, Log_SALARY, Log_BONUS, Log_CASH, and Log_OPTIONS.

While no clear relation between the median of Log_DA and Log_SALARY, Log_BONUS, and Log_CASH can be seen, there appears to be a relation between median of Log_DA and median of Log_OPTIONS. From the line graphs, the changes of Log_DA seem to follow the changes of Log_OPTIONS. While the median of Log_OPTIONS falls and increases before and after year 2007 and falls again after year 2009, the median of Log_DA falls before and after year 2008 and decreases again after year 2010. It can be inferred that manipulation of accruals follows the movement in executive option ownership. Further analysis on this part will be discussed later under the regression section.
The last part of the empirical study attempts to find the association between conservatism and firms suspected of earnings manipulation (hypothesis 3). It is predicted that firms shown to manage earnings for opportunistic reason would have a higher level of conservatism than firms that manage earnings for predictive reason. As explained in chapter 3, firms with negative Log_CFOt+1 coefficient are suspected of managing earnings for opportunistic reason while firms with positive Log_CFOt+1 coefficient are suspected of managing earnings to allow better future earnings prediction. Table 1 provides the comparison of means between firms suspected of engaging in earnings management for predictive reason and opportunistic reason. The means for most variables in this equation are larger for predictive than the opportunistic one except for Log_BONUS, Log_CASH, Log_OPTIONS, Log_SIZE, Log_R*D_R*BONUS, and Log_R*D_R*CASH. The means of Log_E and Log_R are larger for suspect predictive EM implying that firms with positive matching between accruals and future cash flow earn better than firms with negative matching. Subsequently, the interaction term between returns and executive compensation are also higher for suspect predictive EM firms even though executive compensation (Log_BONUS, Log_CASH, and Log_OPTIONS) is bigger for suspect opportunistic EM firms than suspect predictive firms except Log_SALARY.

Table 2. Descriptive statistic of equation (3) after divided into two groups of suspect earnings management (EM). 
[image: ]

4.3	Multivariate analysis
The multivariate analysis starts with regression results of equation (3) to answer the first hypothesis. 
H1: There is a negative association between accounting conservatism and executive compensation.
Table 3 shows the regression results of equation (3) on the coefficient of variables needed to assess firm’s level of conservatism. As can be seen from the table, the beta coefficient of Log_R*D_R is always negative for regression model 1,2 and 3[footnoteRef:2]. It implies that when variable Log_R*D_R is regressed against Log_E, with or without other control variables, the beta coefficient is always less than zero. The absolute value of coefficient Log_R*D_R increases as more control variables are added while the sign does not change. This coefficient beta reflects the timeliness difference of reporting and when it takes a negative value, it shows that reporting of bad news is less timely than reporting of good news. This implies that conditional conservatism does not exist in the sample firms. The components of executive compensation show different correlation to the dependent variable Log_E. While salary and bonus are negatively correlated with earnings (b=-0.004 and b=-0.206 respectively), cash compensation and options are positively correlated with earnings (b=0.227 and b=0.010 respectively). It can be said that cash compensation and options ownership increase as earnings increase while salary and bonus decrease. The coefficients of Log_R*SALARY and Log_R*CASH are both negative, and the coefficients of Log_R*D_R*SALARY and Log_R*D_R*CASH are positive, indicating a decline (increase) in timeliness of good (bad) news reporting with an increase in salary and cash. On the contrary, the coefficients of Log_R*BONUS and Log_R*OPTIONS are both positive, and the coefficients of Log_R*D_R*BONUS and Log_R*D_R*OPTIONS are negative, implying a more timely good news reporting and less timely bad news reporting with an increase in bonus and options ownership. The two equally opposite findings of executive compensation components result in inconclusive support or rejection of hypothesis 1.  [2:  The complete regression results of model 1, 2 and 3 are available on appendix 2.] 

The 2008 financial crisis has some effect on a firm’s earnings as variable D_CRISIS has a small but significant effect on Log_E (p-value=0.003). Contrary to background theory, the type of country law, whether it is code law or common law, has small and insignificant effects (b=0.007, p-value=0.770) on earnings and, consequently, the conservatism level. This dissimilarity with prior findings may be due to the proportion of code or common law countries in the sample as UK is the only common law country in EU. The proportion of companies based in UK is not adequately high compared to other EU countries and thus, this contrast with prior findings remains unexplained.

[image: ]Table 4 shows the regression results of equation (8) to answer the second hypothesis.

H2: There is a positive association between earnings management and executive compensation.

According to Adut et al. (2013), negative matching (coefficient b3) between accruals and cash flow from operation indicates that the firm engages in opportunistic earnings management. While Adut et al. (2013) suggest looking at the coefficient of future cash flow, it is the past period CFO (Log_CFOt-1) that has a significant effect on discretionary accruals (b=-0.00000428, p-value=0.000). Log_CFOt-1 and Log_CFOt+1 both have a negative correlation with Log_DA while Log_CFO has a positive correlation. Table 4 shows a negative coefficient of future cash flow (coefficient b3) from operation (b= -0.00000136). This, however, does not mean that the sample firms practice opportunistic earnings management. The firm-specific regression shows different coefficient b3 for different firms and separation of the sample into two groups (suspect predictive and opportunistic earnings management) is necessary to gain more in-depth analysis. The components of executive compensation all have negative correlations with discretionary accruals except for total cash compensation (LogCASH). It is also found that discretionary accruals decrease as salary (b=-0.00000413), bonus (b=-0.00000335) and options (b=-0.000000327) increase. Overall, the regression result suggest that hypothesis 2 is rejected as there is a negative association between earnings management and executive compensation. The rejection of hypothesis 2 contradicts existing literatures on earnings management where the findings support hypothesis 2 (e.g. Bergstresser and Philippon, 2006; Cheng and Warfield, 2005, Cheng et al., 2011). Nevertheless, the findings of Baker et al. (2003) support the findings of this study since they also find a negative association between stock option and bonus compensation and discretionary accruals. The deviation of the regression results from the majority of established literatures may be clarified by the significance value of the coefficients. As shown on the table, the p-value of the components of executive compensation (Log_SALARY, Log_BONUS, Log_CASH and Log_OPTIONS) indicate the insignificance of the coefficients (p-value>0.01). Despite that, the coefficient of Log_SIZE remains true to prior findings; accruals significantly increase as firm size increases (b=0.00000389, p-value=0.000).
Firm-specific regression of equation (8) lead to separation of the sample into two; firms suspected of manipulating earnings for opportunistic or predictive reason. The type of earnings management is assessed from the coefficient of future operating cash flow (Log_CFOt+1) for each firm. Firms with a negative coefficient (negative accrual match) are suspected of managing earnings for opportunistic reason while firms with a positive coefficient (positive accrual match) are suspected of smoothing earnings, to allow better future earnings prediction. Suspect predictive firms are expected to show signs of conservative accounting.

H3a: There is a positive association between firms with conservatism and high executive compensation, and predictive earnings management.

H3b: There is a negative association between firms with conservatism and high executive compensation, and opportunistic earnings management.

[image: ] As has been described earlier in the descriptive statistics, the means of suspect predictive EM firms are higher than that of suspect opportunistic EM for most of the variables. Regressions of the two separate groups show that the conservatism of accounting is different for different types of earnings management practiced in the firm. Based on the coefficient of Log_R*D_R in table 5, suspect predictive EM firms show signs of accounting conservatism (b=0.143) while the accounting practice in suspect opportunistic firms does not show signs of conservatism (b=-0.095). These show a potential association between the matching of accruals and operating cash flow, and conservative accounting. In the second model, the executive compensation components are controlled, and the signs for coefficient Log_R*D_R in both groups reverse. In model 2, suspect opportunistic EM firms show evidence of accounting conservatism while suspect predictive EM firms do not show signs of conservatism. For suspect opportunistic firms, coefficients of Log_R*CASH, and Log_R*OPTIONS are positive while coefficients of Log_R*D_R*CASH and Log_R*D_R*OPTIONS are negative. These outcomes suggest that as these components of executive compensation decrease, the timeliness of reporting good news falls while the timeliness of bad news reporting increases. This supports hypothesis 3b strongly as the timeliness of bad news over good news reporting significantly increase with the fall in the number of options ownership (p-value=0.000 for both Log_R*OPTIONS and Log_R*D_R*OPTIONS). The opposite occurs to the bonus component because the coefficient of Log_R*BONUS is negative while the coefficient of Log_R*D_R*BONUS is positive. Coefficients of Log_R*SALARY and Log_R*D_R*SALARY are both positive implying that there is no time difference in bad or good news reporting with changes in salary. 
For suspect predictive firms, the coefficients of Log_R*SALARY and Log_R*CASH are both negative and the coefficients of Log_R*D_R*SALARY and Log_R*D_R*CASH are positive, indicating a decline (increase) in timeliness of good (bad) news reporting with an increase in salary and cash. This supports hypothesis 3a. The opposite occurs to the bonus component because the coefficient of Log_R*BONUS is positive while the coefficient of Log_R*D_R*BONUS is negative.  The coefficients of both Log_R*OPTIONS and Log_R*D_R*OPTIONS are negative showing no evidence of time difference in positive or negative earnings report with changes in number of options owned.
Based on 2 out of 4 components of executive compensation, SALARY and OPTIONS for H3b and SALARY and CASH for H3a, both hypothesis 3a and 3b are not rejected. There is significant evidence to support hypothesis 3b while the findings to support hypothesis 3a are not statistically significant. For suspect predictive EM firms, the lack of correlation between changes in number of options and positive and negative earnings reporting may be due to the nature of predictive earnings management. Earnings management for predictive purpose is seen as a beneficial activity for the firm and has no direct benefit for the welfare of the managers. Its engagement is not influenced by managers’ personal welfares and the accounting system is not conservative since there is little need to lower the agency cost.

4.4 Summary
	The different coefficient signs of different components of executive compensation lead to no conclusive evidence to reject or support hypothesis 1. If the executive compensation consists of only salary and total cash compensation or only bonus and options, clear association of manager compensation and accounting conservatism can be drawn. Hypothesis 2 is rejected as 3 components of executive compensation (Log_SALARY, Log_BONUS, and Log_OPTIONS) are negatively correlated with discretionary accruals. This deviates from prior research that find conclusive evidence of positive association between earnings management and executive compensation. The insignificant value of the coefficients may explain this departure since the coefficients of Log_SALARY, Log_BONUS, and Log_OPTIONS all have p-value>0.01. Hypothesis 3a and 3b are not rejected, as two out of four components of executive compensation show positive (negative) association between firms suspected of manipulating earnings for predictive (opportunistic) reason with high executive compensation and conservative accounting. Moreover, definitive finding of accounting conservatism existing in firms that engage in opportunistic earnings management is found.


5. 	Conclusion

5.1 	Introduction
This chapter presents the conclusion of the analysis discussed earlier in chapter 4. The conclusion is the summary of the findings of the analysis and how the findings relate to what this study wants to capture. The limitation of this study is elaborated after the section on conclusion, including any suggestion of future research.

5.2 	Conclusion
In this study, the association between accrual-based earnings management, conditional accounting conservatism, and executive compensation is assessed in EU settings. It starts with a study on conditional conservatism. The empirical findings of equation (3) are not sufficient to accept or reject hypothesis 1 and as a consequence, this study does not succeed in proving positive association between executive compensation and accounting conservatism. For the second part, contrary to the majority of established literatures on earnings management, this study finds negative correlation between executive compensation and discretionary accruals. This deviation might not be relevant because the coefficients of executive compensation do not carry significant value with them. If the analysis is repeated with better samples of significant coefficient, the regression result might differ. Nevertheless, the final analysis that combines earnings management, conservative accounting and executive compensation lead to a positive conclusion. There are evidences of a positive (negative) association between firms suspected of manipulating earnings for predictive (opportunistic) reason with executive compensation, and conservative accounting. This last finding answers the research question on how conditional conservatism distinguishes predictive from opportunistic earnings management. Firms with option compensation and conditional conservatism are likely to manage earnings for opportunistic reason. This is a contribution that this study has on the existing literatures on earnings management in EU setting. 

5.3 	Limitation and suggestion of future research
Several limitations apply to this study. The sample firms are limited to large firms since IFRS is only mandatory for large firms, and small and medium-sized firms adopt a different type of IFRS. The sample period is also relatively short as IFRS is only mandatory in 2005 and data sample beyond 2005 across countries would subject to unstandardized accounting system. The firm-year observations are also limited due to unavailability of data of executive compensation. Data on managerial incentives in Europe is not as extensive as compensation data in the US. For example, the data on option compensation cannot be separated into exercisable and unexercisable, or exercised and unexercised. There are also some firms with unavailable compensation data.
For future research, repetition of this study using more extensive sample firms and periods may provide better and more significant results. By selecting specific EU countries, a before and after IFRS adoption research of this study can be undertaken. 
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APPENDIX 1: Table of literatures
	Empirical Studies on Earnings Management and Executives’ Compensation

	Authors
	Object of study
	Sample
	Methodology
	Results

	Burgstahler, D. & Dichev, I. (1997)
	Earnings management and its relation with losses and a fall in earnings avoidance. 
	64,466 observations with data from Compustat from 1976 until 1994 excluding data from banks, financial and utility firms.
	Statistical analysis on net income, scaled changes in earnings, and earning levels. 
	Earnings management occurs to prevent earnings from decreasing or losses from occurring. To prevent losses, cash flow from operations and changes in working capital are used. 

	Cheng, Q. and Warfield, T. D. (2005)
	CEO equity incentives, future trading, and earnings management.
	4,301 firm year observations with data taken from Compustat Execucomp, from  1993 to 2000, excluding financial and utility firms.
	Statistical analysis on the level of executive compensation, the likelihood to meet or just beat earnings benchmark, and the probability for short-term stock sale.
	Executives whose incentives are strongly tied to company’s equity have higher probability to sell their stocks in the next year and report income that meet or beat earnings benchmark. These managers are also less inclined to include large positive earnings shocks in the reports.

	Graham, J., Harvey, C. & Rajgopal, S. (2005)
	Implications and determinants of financial reporting and voluntary disclosure decision.
	267 CFO respondents for the Internet survey, 134 executives for the paper-form survey.
	Personal interviews, either directly or via telephone, and survey of executives on their determinants of chosen accounting methods and disclosures.
	Respondents (CFOs) regard earnings as the most valuable performance measure. Stock price is found to be a crucial motivator to meet or beat analysts’ forecasts. Managers manipulate real economic activity to manage earnings and they like an even earnings curve. With higher assurance on company’s future potential, managers have more drive to produce voluntary disclosures. The tendency to manage earnings is present in both private and public firms.

	Bergstresser, D. and Philippon, T.  (2006)
	Executive incentives and accrual-based earnings management.
	8,870 firm year observations with data taken from Compustat Execucomp from 1993 to 2000 and Thomson financial from 1996 to 2001.
	Statistical analysis on total accruals, and the authors’ own measure of executive total compensation. 
	The stronger the effect of share prices on managers’ compensation, the greater the level of earnings management existing in the firm. There is a relation between periods of high accruals and major option being exercised and selling of stocks by executives.

	Johnson, E. N., Fleisch-man, G.M., Valentine, S., & Walker, K. B. (2012). 
	The effect of reward and punishment on managers’ views of their employees managing earnings, in experimental settings.
	264 final respondents consist of attendants of an ethics CPE seminar and MBA students with work experience.
	Survey of mid-level businessmen on their ethical judgment of earnings management activities and their consequences.
	An activity’s ethical background is the main determinant of manager’s ethical view and his/her subsequent action. Earnings management activities that result in positive rewards lead to significantly less severe punishments and more relax planned warning.

	Adut, D., Holder, A. D. & Robin, A. (2013).
	The relation between earnings management (predictive and opportunistic) and executive compensation.
	Financial data and industry classifications from Compustat, return data from CRSP, and compensation data from Execucomp, from December 1992 to 2010.
	Statistical analysis on incentive measures including salary, bonus, and equity based incentives; return based on intervals of 1, 3 and 5 year, accrual-based earnings management measures.
	Firms engaging in predictive earnings management tend to have larger amount of executive compensation while firms with opportunistic earnings management have smaller amount of incentives compared to firms that show no signs of earnings management. Future returns are positively associated with predictive earnings management and negatively associated with opportunistic earnings management.  





	Empirical Studies on Accounting Conservatism and Executives’ Compensation

	Authors
	Object of study
	Sample
	Methodology
	Results

	Basu (1997)
	The difference between reporting of good news and bad news and how they relate to earnings’ timeliness and persistence. 
	17.790 and 25.531 firm-year observation from 1963 to 1990 for negative stock returns and positive stock returns respectively. Data are taken from the CRSP NYSE/AMEX monthly files. 

	Statistical analysis on accounting variables, annual returns, current earnings, stock price, book values of asset and equity, and other returns data. Accounting variables are normalized with the opening stock price.
	For listed companies, negative returns earnings are more readily available than positive earnings in the financial reports. The use of accruals increases reporting timeliness of earnings in negative return periods but not for positive returns. During bad news period, reporting timing of earnings over cash flow is more timely than during good news period. 

	Iyengar, R. J. & Zampelli, E.M. (2010)
	Relation between accounting conservatism and responsiveness of executive compensation to changes in accounting numbers.
	4,508 firm-year observations, excluding financial and utility firms, from 1994 to 2003 with data from Compustat Execucomp.
	Statistical analysis using accrual-based measures, an econometric model of executive compensation. 
	Executive compensation becomes more sensitive to movement in accounting numbers as conservatism level becomes higher and this result applies to all industries. The result is not affected by different accounting performance measures e.g ROA, ROE. 

	Lafond, R. & Roychowdhury, S. (2008)
	The relation between conservatism and managerial ownership.
	14,786 firm-year observations from 1994 to 2004. Data on managerial ownership taken from Execucomp while returns data are taken from CRSP and accounting data from Compustat.

	Statistical analysis on measures of conservatism (Basu (1997) model) and shares ownership with and without stock option. The measure of managerial ownership includes the CEO and top five managers. 
	Negative relationship between asymmetric timeliness of earnings and managerial ownership. Positive relation is found when managerial ownership is tested against the reporting period of good news.

	Shuto, A. & Takada, T. (2010)
	The relation between managerial ownership and accounting conservatism in Japan.
	27,485 firm-year observations from April 1990 to March 2005 for firms that are listed on a stock exchange in Japan or traded on the over-the-counter market. Data are taken from Nikkei-Zaimu Data and Nikkei-portfolio Master.
	Statistical analysis on net income and shares owned by managers using Roychowdhury and Watt’s (2007) modification of the Basu (1997) method. 
	Negative correlation between managerial ownership and asymmetric earnings timeliness. 
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2.4 Complete regression analysis of table 3
model 1: LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + ɛ
model 2: LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + β4 LOG_SALARY + β5 LOG_BONUS + β6 LOG_CASH + β7 LOG_OPTIONS + β8 LOG_SIZE + β9 LOG_R*SALARY + β10 LOG_R*BONUS + β11 LOG_R*CASH + β12 LOG_R*OPTIONS +β13 LOG_R*SIZE + β14 LOG_R*D_Rt*SALARY + β15 LOG_R*D_Rt*BONUS + β16 LOG_R*D_Rt*CASH + β17 LOG_R*D_Rt*OPTIONS + β18 LOG_R*D_Rt*SIZE + β19 D_COUNTRY + β20 D_CRISIS + ɛ
[image: ]model 3: LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + β4 LOG_SALARY + β5 LOG_BONUS + β6 LOG_CASH + β7 LOG_OPTIONS + β8 LOG_SIZE + β9 LOG_R*SALARY + β10 LOG_R*BONUS + β11 LOG_R*CASH + β12 LOG_R*OPTIONS +β13 LOG_R*SIZE + β14 LOG_R*D_Rt*SALARY + β15 LOG_R*D_Rt*BONUS + β16 LOG_R*D_
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Mean Median

Std. 

Deviation Mean Median

Std. 

DeviationP-value

Log_E 0.0641 0.027 0.17273 0.0209 0.0268 0.03501 0.000

Log_R 0.4833 0.4817 0.12311 0.4278 0.4342 0.13952 0.000

Log_R*D_R 0.2973 0.301 0.03035 0.2879 0.301 0.06693 0.131

Log_SALARY -0.16914 -0.17005 0.218123 -0.18835 -0.19637 0.225472 0.509

Log_BONUS -0.15852 -0.13014 0.341961 -0.14191 -0.13253 0.399016 0.880

Log_CASH 0.2068470.203033 0.258949 0.2403330.2497020.2539292 0.082

Log_OPTIONS 5.034965 5 0.77712 5.237037 50.6757335 0.000

Log_SIZE -0.13556 -0.14493 0.310709 0.021552 -0.052450.3498961 0.000

Log_R*SALARY 0.4492 0.4297 0.14119 0.3994 0.3821 0.11973 0.000

Log_R*BONUS 0.5987 0.561 0.17353 0.5785 0.5351 0.11894 0.213

Log_R*CASH 1.1767 1.1614 0.1106 1.1664 1.1482 0.06196 0.364

Log_R*OPTIONS 5.7383 5.6666 0.23681 5.6128 5.652 0.67124 0.035

Log_R*SIZE 0.4538 0.4327 0.11486 0.4485 0.4196 0.15395 0.091

Log_R*D_R*SALARY 0.2968 0.301 0.03984 0.2926 0.301 0.05429 0.718

Log_R*D_R*BONUS 0.6947 0.699 0.04524 0.6974 0.699 0.00809 0.138

Log_R*D_R*CASH 1.1072 1.1139 0.0687 1.1122 1.1139 0.00866 0.094

Log_R*D_R*OPTIONS 5.5202 5.5205 0.00305 5.439 5.5205 0.62705 0.035

Log_R*D_R*SIZE 0.3004 0.301 0.00422 0.2905 0.301 0.05967 0.009

LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + β4 LOG_SALARY + β5 LOG_BONUS + β6 LOG_CASH + β7 LOG_OPTIONS + β8 LOG_SIZE + 

β9 LOG_R*SALARY + β10 LOG_R*BONUS + β11 LOG_R*CASH + β12 LOG_R*OPTIONS +β13 LOG_R*SIZE + β14 LOG_R*D_Rt*SALARY + β15 

LOG_R*D_Rt*BONUS + β16 LOG_R*D_Rt*CASH + β17 LOG_R*D_Rt*OPTIONS + β18 LOG_R*D_Rt*SIZE + β19 D_COUNTRY + β20 D_CRISIS + ɛ

Suspect predictive EM Suspect opportunistic EM
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Coefficients(a)

Model Coefficients P-value

1(Constant) 2.00E-050.000

Log_CFOt-1 -4.28E-060.000

Log_CFOt 1.18E-060.489

Log_CFOt+1 -1.36E-060.393

Log_SALARY -4.13E-060.034

Log_BONUS -3.35E-060.023

Log_CASH 3.83E-060.134

Log_OPTIONS -3.27E-070.434

Log_SIZE 3.89E-060.000

D_COUNTRY -3.06E-060.011

D_CRISIS -3.69E-070.588

a. Dependent Variable: Log_DA

Table 4

model 1: LOG_DA = β0 + β1 LOG_CFOt-1 + β2 LOG_CFOt + β3 

LOG_CFOt+1 + β4 LOG_SALARY + β5 LOG_BONUS + β6 LOG_CASH + 

β7 LOG_OPTIONS + β8 LOG_SIZE + β9 D_COUNTRY + β10 D_CRISIS + 

ɛ
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Coefficients(a) Coefficients(a)

Model

Expected 

Value CoefficientP-value Model

Expected 

Value Coefficient P-value

1(Constant) 0.084 0.000 1(Constant) 0.108 0.376

Log_R -0.072 0.000 Log_R -0.174 0.023

D_R -0.067 0.000 D_R -0.079 0.023

Log_R*D_R -0.095 0.046 Log_R*D_R 0.143 0.023

2(Constant) 5.691 0.001 2(Constant) 8.112 0.023

Log_R + -0.121 0.153 Log_R - 0.409 0.023

D_R -0.068 0.000 D_R -0.042 0.023

Log_R*D_R - 0.162 0.249 Log_R*D_R + -2.296 0.023

Log_SALARY -0.03 0.104 Log_SALARY 0.028 0.023

Log_BONUS 0.003 0.827 Log_BONUS -0.464 0.023

Log_CASH 0.021 0.376 Log_CASH 0.478 0.023

Log_OPTIONS -0.024 0.000 Log_OPTIONS 0.037 0.023

Log_SIZE 0.043 0.001 Log_SIZE 0.06 0.023

Log_R* SALARY + 0.169 0.078 Log_R* SALARY - -0.235 0.023

Log_R* BONUS + -0.065 0.280 Log_R* BONUS - 0.556 0.023

Log_R* CASH + 0.017 0.898 Log_R* CASH - -0.686 0.023

Log_R* OPTIONS + 0.082 0.000 Log_R* OPTIONS - -0.011 0.023

Log_R* SIZE -0.131 0.013 Log_R* SIZE -0.372 0.023

Log_R*D_R* SALARY - 0.29 0.152 Log_R*D_R* SALARY + 4.025 0.023

Log_R*D_R* BONUS - 1.475 0.144 Log_R*D_R* BONUS + -3.769 0.023

Log_R*D_R* CASH - -6.075 0.003 Log_R*D_R* CASH + 0.988 0.023

Log_R*D_R* OPTIONS - -0.071 0.002 Log_R*D_R* OPTIONS + -1.222 0.023

Log_R*D_R* SIZE 0.095 0.448 Log_R*D_R* SIZE -0.197 0.023

D_COUNTRY -0.02 0.001 D_COUNTRY -0.01 0.023

D_CRISIS 0.028 0.000 D_CRISIS 0.058 0.023

a Dependent Variable: Log_E a Dependent Variable: Log_E

model 1: LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + ɛ

Opportunistic Predictive

Table 5

model 2: LOG_E = β0 + β1 LOG_R + β2 D_R + β3 LOG_R*D_R + β4 LOG_SALARY + β5 LOG_BONUS + β6 LOG_CASH + β7 LOG_OPTIONS + β8 LOG_SIZE + β9 LOG_R*SALARY + β10 LOG_R*BONUS + β11 

LOG_R*CASH + β12 LOG_R*OPTIONS +β13 LOG_R*SIZE + β14 LOG_R*D_Rt*SALARY + β15 LOG_R*D_Rt*BONUS + β16 LOG_R*D_Rt*CASH + β17 LOG_R*D_Rt*OPTIONS + β18 LOG_R*D_Rt*SIZE + 

β19 D_COUNTRY + β20 D_CRISIS + ɛ
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Levene 

Statistic df1 df2 P-value

Log_E Based on Mean 3.33 1 697 0.068

Based on Median 1.662 1 697 0.198

Based on Median and with adjusted df 1.662 1 657.129 0.198

Based on trimmed mean 1.675 1 697 0.196

Log_R Based on Mean 18.056 1 697 0.000

Based on Median 19.481 1 697 0.000

Based on Median and with adjusted df 19.481 1 665.259 0.000

Based on trimmed mean 18.383 1 697 0.000

Log_SALARY Based on Mean 2.912 1 697 0.088

Based on Median 3.212 1 697 0.074

Based on Median and with adjusted df 3.212 1 695.649 0.074

Based on trimmed mean 3.166 1 697 0.076

Log_BONUS Based on Mean 6.084 1 697 0.014

Based on Median 7.664 1 697 0.006

Based on Median and with adjusted df 7.664 1 695.685 0.006

Based on trimmed mean 6.234 1 697 0.013

Log_CASH Based on Mean 1.79 1 697 0.181

Based on Median 1.93 1 697 0.165

Based on Median and with adjusted df 1.93 1 696.986 0.165

Based on trimmed mean 1.895 1 697 0.169

Log_OPTIONS Based on Mean 0.686 1 697 0.408

Based on Median 0.462 1 697 0.497

Based on Median and with adjusted df 0.462 1 695.555 0.497

Based on trimmed mean 0.79 1 697 0.374

Log_SIZE Based on Mean 11.836 1 697 0.001

Based on Median 11.236 1 697 0.001

Based on Median and with adjusted df 11.236 1 674.566 0.001

Based on trimmed mean 11.945 1 697 0.001

Log_R_SALARY Based on Mean 8.553 1 697 0.004

Based on Median 7.601 1 697 0.006

Based on Median and with adjusted df 7.601 1 666.808 0.006

Based on trimmed mean 7.996 1 697 0.005

Log_R_BONUS Based on Mean 5.719 1 697 0.017

Based on Median 3.628 1 697 0.057

Based on Median and with adjusted df 3.628 1 667.349 0.057

Based on trimmed mean 4.877 1 697 0.028

Log_R_CASH Based on Mean 3.896 1 697 0.049

Based on Median 3.07 1 697 0.080

Based on Median and with adjusted df 3.07 1 662.523 0.080

Based on trimmed mean 3.526 1 697 0.061

Log_R_OPTIONS Based on Mean 0.535 1 697 0.465

Based on Median 0.505 1 697 0.478

Based on Median and with adjusted df 0.505 1 659.942 0.478

Based on trimmed mean 0.553 1 697 0.457

Log_R_SIZE Based on Mean 16.636 1 697 0.000

Based on Median 14.197 1 697 0.000

Based on Median and with adjusted df 14.197 1 666.888 0.000

Based on trimmed mean 15.93 1 697 0.000

Test of Homogeneity of Variance
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Log_DA Based on Mean 6.12 1 697 0.014

Based on Median 4.465 1 697 0.035

Based on Median and with adjusted df 4.465 1 679.818 0.035

Based on trimmed mean 5.294 1 697 0.022

Log_CFOt-1 Based on Mean 0.015 1 697 0.902

Based on Median 0.625 1 697 0.430

Based on Median and with adjusted df 0.625 1 695.297 0.430

Based on trimmed mean 0.002 1 697 0.966

Log_CFOt Based on Mean 2.334 1 697 0.127

Based on Median 0.687 1 697 0.407

Based on Median and with adjusted df 0.687 1 696.851 0.407

Based on trimmed mean 1.968 1 697 0.161

Log_CFOt+1 Based on Mean 2.446 1 697 0.118

Based on Median 0.952 1 697 0.330

Based on Median and with adjusted df 0.952 1 696.816 0.330

Based on trimmed mean 2.2 1 697 0.138
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Variables

Tolerance VIF

Log_R 0.045 22.157

D_R 0.400 2.502

Log_R*D_R 0.102 9.773

Log_SALARY 0.131 2.964

Log_BONUS 0.102 4.539

Log_CASH 0.071 6.955

Log_OPTIONS 0.374 1.162

Log_SIZE 0.175 1.277

Log_R*SALARY 0.025 39.387

Log_R*BONUS 0.031 32.382

Log_R*CASH 0.016 63.467

Log_R*OPTIONS 0.060 16.663

Log_R*SIZE 0.095 10.499

Log_R*D_R*SALARY 0.088 11.315

Log_R*D_R*BONUS 0.038 26.609

Log_R*D_R*CASH 0.022 46.198

Log_R*D_R*OPTIONS 0.054 18.614

Log_R*D_R*SIZE 0.104 9.652

D_COUNTRY 0.908 1.101

D_CRISIS 0.910 1.099

D_EM 0.805 1.243

LogCFOt-1 0.402 2.487

LogCFOt-1 0.119 8.430

LogCFOt+1 0.149 6.694

Collinearity Statistics
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Coefficientsa

Model

Unstandardized 

Coefficients

Standardized 

Coefficients t P-value

B Std. ErrorBeta

1(Constant) 0.103 0.048 2.148 0.032

Log_R -0.1 0.049 -0.096 -2.053 0.04

Log_R*D_R -0.018 0.163 -0.006 -0.11 0.913

D_R -0.079 0.037 -0.117 -2.114 0.035

2(Constant) 0.111 0.262 0.425 0.671

Log_R 0.171 0.179 0.163 0.954 0.34

Log_R*D_R -0.074 0.328 -0.026 -0.226 0.822

D_R -0.058 0.039 -0.086 -1.502 0.133

Log_SALARY -0.004 0.063 -0.006 -0.063 0.95

Log_BONUS -0.206 0.043 -0.543 -4.811 0

Log_CASH 0.227 0.073 0.422 3.124 0.002

Log_OPTIONS 0.01 0.011 0.055 0.936 0.35

Log_SIZE 0.032 0.036 0.077 0.886 0.376

Log_R*SALARY -0.029 0.233 -0.029 -0.126 0.9

Log_R*BONUS 0.223 0.185 0.25 1.209 0.227

Log_R*CASH -0.463 0.423 -0.317 -1.095 0.274

Log_R*OPTIONS 0.066 0.044 0.218 1.48 0.139

Log_R*SIZE -0.238 0.124 -0.225 -1.912 0.056

Log_R*D_R*SALARY 0.122 0.369 0.041 0.332 0.74

Log_R*D_R*BONUS -0.808 0.725 -0.209 -1.114 0.265

Log_R*D_R*CASH 0.598 0.633 0.234 0.945 0.345

Log_R*D_R*OPTIONS -0.045 0.055 -0.127 -0.815 0.416

Log_R*D_R*SIZE -0.072 0.418 -0.02 -0.173 0.863

D_COUNTRY 0.007 0.022 0.011 0.292 0.77

D_CRISIS 0.04 0.014 0.111 2.945 0.003

3(Constant) 0.099 0.258 0.384 0.701

Log_R 0.161 0.176 0.154 0.913 0.361

Log_R*D_R -0.115 0.322 -0.04 -0.358 0.72

D_R -0.055 0.038 -0.082 -1.455 0.146

Log_SALARY -0.015 0.062 -0.023 -0.237 0.812

Log_BONUS -0.23 0.042 -0.606 -5.426 0

Log_CASH 0.27 0.072 0.501 3.751 0

Log_OPTIONS 0.018 0.011 0.096 1.636 0.102

Log_SIZE 0.045 0.035 0.11 1.285 0.199

Log_R*SALARY -0.097 0.23 -0.095 -0.422 0.673

Log_R*BONUS 0.28 0.182 0.313 1.539 0.124

Log_R*CASH -0.454 0.416 -0.311 -1.092 0.275

Log_R*OPTIONS 0.039 0.044 0.13 0.892 0.373

Log_R*SIZE -0.225 0.122 -0.214 -1.844 0.066

Log_R*D_R*SALARY 0.186 0.362 0.062 0.512 0.609

Log_R*D_R*BONUS -0.968 0.714 -0.25 -1.357 0.175

Log_R*D_R*CASH 0.675 0.622 0.264 1.085 0.278

Log_R*D_R*OPTIONS -0.017 0.055 -0.048 -0.308 0.758

Log_R*D_R*SIZE -0.118 0.41 -0.032 -0.287 0.774

D_COUNTRY -0.008 0.022 -0.014 -0.375 0.708

D_CRISIS 0.05 0.013 0.139 3.714 0

D_EM -0.057 0.011 -0.2 -5.021 0

a.Independent variable = Log_E
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Table 1

Equation (3) LOG_E = 30 + 1 LOG_R + B2 D_R + 3 LOG_R*D_R + B4 LOG_SALARY + B5 LOG_BONUS + 86 LOG_CASH + 87 LOG_OPTIONS + 38 LOG_SIZE + B9 LOG_R*SALARY + 810 LOG_R*BONUS + B11LOG_R*CASH +B12 LOG_R*OPTIONS +813 LOG_R*SIZE+ 14
LOG R*D RI*SALARY + B15 LOG R*D RI*BONUS +B16 LOG R*D RI*CASH + 817 LOG R*D R*OPTIONS +B18 LOG R*D RI*SIZE+819D COUNTRY +B20D CRISIS+2

Log E
Log R

DR

Log R*D_R
Log_SALARY
Log_BONUS
Log_CASH
Log_OPTIONS
Log_SIZE

Log_R* SALARY
Log_R* BONUS

Log R* CASH
Log_R* OPTIONS
Log R*SIZE
Log_R*D_R* SALARY
Log_R*D_R* BONUS
Log R*D_R* CASH
Log R*D_R* OPTIONS
Log R*D_R* SIZE
D_COUNTRY
D_CRISIS

log E
0.073
-0.072
0.07
1417
0.021
0.065
0.051
-295%*
1337
0.073
105%*
.148%
-168%*
0.071
0.071
0.07
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log R
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-.357%*
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**_Correlation is significant at the 0.01 level (2-tailed).

* Correlation is significant at the 0.05 level (2-tailed).

log_
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0.024

Equation (8) LOG_DA =0 +B1LOG_CFOt-1+B2 LOG_CFOt + B3LOG_CFOt+1 + B4 LOG_SALARY + B5 LOG_BONUS + B6 LOG_CASH + B7 LOG_OPTIONS + B8 LOG_SIZE + B9 D_COUNTRY + B10D_CRISIS + ¢
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**. Correlation is significant at the 0.01 level (2-tailed).
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