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[bookmark: _Toc394781194]Summary
Financial reporting is of great interest to all types of participants in the financial reporting process, such as preparers of financial statements, auditors, analysts and accounting researchers. Especially the quality of the financial information can play a major role for these participants. According to Francis et al. (2008), “earnings quality can be seen as a summary indicator of the quality of financial reporting”, and can be measured in several ways. All these different measures of earnings quality are used in different studies in order to get a better understanding of the underlying aspects that affect financial reporting quality. 
As a consequence of the increasing globalization of the business world, there is a growing interest in cross-country differences in financial reporting. This is also visible in the amount of studies related to cross-country differences and earnings quality. Prior literature has shown different relations between country-specific characteristics and earnings quality when different measures of earnings quality are used. Therefore this study uses five applicable measures for earnings quality in cross-country studies. Because businesses in the fast-growing economies in the Far East are of great importance for developed Western countries, this study focuses on the country-specific differences between countries in Eastern Asia and Western Europe. This is done for the period 2002 to 2012. The country-specific characteristics are operationalized by Hofstede’s (1980) cultural dimensions. Additional tests are done in order to investigate the effect of other country-specific characteristics, such as legal origin (common-law or code-law) and the firm’s base continent (Asia or Europe). 
With regression models, the relation between country-specific characteristics and the different measures for earnings quality are determined. Results show significant positive relations between individualism and accrual quality, earnings predictability, and value relevance. Positive significant relations are found between uncertainty avoidance and accrual quality, earnings smoothness, and conservatism, whereas a negative significant relation is found between uncertainty avoidance and earnings predictability. Masculinity tends to have a positive (negative) effect on accrual quality and earnings smoothness (earnings predictability) and there exist positive relations between power distance and earnings predictability, earnings smoothness, and value relevance.
The main conclusion of this research is that country-specific characteristics do affect the different measures of earnings quality. Important to notice, however, is that the sign and magnitude of these effects differ extremely between the different measures. Moreover, the additional tests show that the choice for country-specific characteristics also influence the relation between the characteristics and earnings quality. For future research, therefore, a combination of different measures for earnings quality and for country-specific characteristics should be taken into consideration. 

[bookmark: _Toc394781195]1.	Introduction
Financial reporting is of great interest to all types of participants in the financial reporting process, such as preparers of financial statements, auditors, analysts and accounting researchers. Especially the quality of the financial information can play a major role for these participants. According to Francis et al. (2008), “earnings quality can be seen as a summary indicator of the quality of financial reporting”, and can be measured in several ways (see Francis et al. (2008) or Dechow et al. (2010) for an overview). All these different measures of earnings quality are used in different studies in order to get a better understanding of the underlying aspects that affect financial reporting quality. 
While the globalization of the business world is increasing, standard-setters and regulators strive to a certain level of harmonisation in the field of accounting. To reach this level of harmonisation, however, the cross-country differences in financial reporting are becoming more important, which is also visible in the amount of studies related to cross-country differences and earnings quality. Research has been done to determine whether the association between industry specialist auditors and earnings quality is affected by the political electoral system (Jaggi et al., 2012), to determine the effect of national culture on earnings management for non-financial firms (e.g. Nabar & Boonlert-U-Thai, 2007; Doupnik, 2008; Han et al., 2010) and to associate the effect of cultural dimensions on earnings quality of banks (Kanagaretnam et al., 2011). However, all these studies are in a way quite specific, by looking at a political electoral system, earnings management or financial firms only. Prior literature has shown that the choices for measures for earnings quality affect the outcomes of the research. Therefore, in this study, the association between all types of measures for earnings quality and country-specific characteristics is investigated. The purpose of this study is to get a better insight in the potential effects of country-specific characteristics on the different measures for earnings quality. This study will focus on listed firms in West-European countries (France, Germany, Netherlands, and the UK) and East-Asian countries (China, India, Indonesia, Japan, South Korea, and Thailand) for the period 2002 to 2012. These countries are chosen because of the increasing interest from developed Western countries in fast-growing economies in the Far East. Hence, the research question can be formulated as follows:
“Do country-specific characteristics affect the earnings quality of firms in Eastern Asia and Western Europe?”
To answer this research question, first of all two sub-questions need to be answered. These questions are related to the country-specific characteristics and earnings quality respectively. Answers can be obtained from prior literature. The two sub-questions are formulated as follows:
1. “How can country-specific characteristics be measured?”
2. “How can earnings quality be measured?”
In order to answer the two sub-questions, a theoretical framework is constructed based on prior literature. The answers on these questions form the bases for regression analyses in order to determine the effect of country-specific characteristics on earnings quality. The outcome of this study is interesting for all types of professions in the field of accounting. For investors it is interesting to know to what extent country-specific characteristics may influence the reported earnings and hence, the returns on the stock market. For auditors, on the other hand, it is interesting to see what kind of characteristics may lead to managed reported earnings. Finally, researchers in the field of accounting can use the results of this study in future cross-country studies to earnings quality.
The structure of this thesis is as follows. Cross-country differences and different proxies for the underlying characteristics are discussed in chapter 2. Chapter 3 discusses the different measures for earnings quality, deducted from prior research. The next chapter, chapter 4, discusses the relation between country-specific characteristics – in this case Hofstede’s (1980) cultural dimensions – and the field of accounting and provides an overview of prior literature related to earnings quality and country-specific characteristics. In the fifth chapter, the hypotheses are developed and in chapter 6 the regression models and the sample selection are described. In chapter 7, the main results of the study are provided. Finally, the conclusion and discussion are presented in chapter 8 and 9 respectively. 


[bookmark: _Toc394781196]2.	Country-specific characteristics
In this chapter, the operationalization of country-specific characteristics is described. First of all, two important and extensively used studies to determine cultural aspects as basis for country-specific characteristics are discussed. The first one is the study by Hofstede (1980, 2001), who identified five – initially four – so-called cultural dimensions. The second study is published by House et al. (2004) – which is the result of the Global Leadership and Organizational Behavior Effectiveness (GLOBE) project – and also described several cultural dimensions, comparable to the ones by Hofstede. After the elaboration on these cultural measures and their benefits and disadvantages, other country-specific measures used in accounting literature are discussed. In the last section, a summary is provided with an elaboration on the choice which method is used in this study.
[bookmark: _Toc394781197]2.1	Hofstede’s cultural dimensions
In 1980, the Dutch social psychologist Geert Hofstede analysed the outcomes of a large survey held between 1967 and 1973 among employees of IBM around the world (over fifty countries) in order to characterize nations by nation-specific (or society-specific) scores on certain so-called cultural dimensions. There are many definitions known for the concept of culture, but Hofstede uses the following definition in his study:
“Culture is the collective programming of the mind that distinguishes the members of one group or category of people from another” (Hofstede, 1980)
This is a compact definition for such a complex concept. By the use of the word mind, however – which, according to Hofstede, reflects thinking, feeling, and acting – this definition is in line with several well-known anthropological definitions of culture (Hofstede, 1980). The phrase “members of one group or category of people” can refer to all kinds of groups – such as for instance organizations, families, or ethnic groups across nations. For this study however, the focus is on nations as groups of people.
Hofstede created four cultural dimensions that, according to the author, could explain the differences in the cross-cultural outcomes of the survey. These dimensions are individualism, uncertainty avoidance, masculinity, and power distance. Because Hofstede could not find a solid explanation for the different answers on the survey questions among Asian countries and Western countries, he used another survey among students in 23 countries. The outcomes of this survey combined with some knowledge of the teaching of Confucius, led to a fifth dimensions: long-term orientation. The five dimensions all together can explain the different answers on the survey questions among employees in different countries. The survey consisted of specific questions, related to each of the five dimensions. Hereafter, the five dimensions will be described, combined with examples of dimension-specific questions of the survey and the way in which Hofstede came to the society-specific scores for each dimension. The scores for the countries of interest for this study can be found in Table 1.
[bookmark: _Toc394781198]2.1.1	Individualism
The first cultural dimension of national culture is individualism, which is the opposite of collectivism. As stated in Hofstede (2001), “it describes the relationship between the individual and the collectivity that prevails in a given society”. The degree of individualism will affect the reasons for members of an organization for complying with the requirements of that organization. In line with this, Hofstede (2001) concludes that employed persons in a society with a high degree of individualism are expected to act according to their own interest. The index for individualism is created by mean answer scores on questions related to so-called “work goals” (Hofstede, 2001). There are fourteen questions related to these work goals, of which seven are considered to reflect individualism (and eight to reflect masculinity; one questions is related to both individualism and masculinity). “How important it is to you to have considerable freedom to adapt your own approach to the job?” and “how important it is to you to fully use your skills and abilities on the job?” are two examples of these seven individualism-related questions (Hofstede, 2001). See Appendix A for all the questions used in the survey. Answers can be given on a five point Likert-scale, of which the mean answer scores for employees per nation resulted in country-specific scores. These scores are brought in a range between 0 and 100 and are shown in Table 1.
[bookmark: _Toc394781199]2.1.2	Uncertainty Avoidance
In life, we do not know what the future will bring us and hence, we are living in an uncertainty of which we are conscious (Hofstede, 2001). Different societies cope with this uncertainty in different ways and one society is more careful than another. According to Hofstede, several aspects relate to a norm for intolerance of ambiguity, which he combined in the uncertainty avoidance index. The aspects Hofstede measured are for instance tendencies toward prejudice, intolerance of different opinions, traditionalism, and ethnocentrism. Important to note here is that uncertainty avoidance does not equal risk avoidance (Hofstede, 2001). Uncertainty avoidance leads to an escape from ambiguity more than toward an escape from risk and hence, people in societies with a high level of uncertainty avoidance look for structure, institutions and relationships, “which makes events clearly interpretable and predictable” (Hofstede, 2001). The uncertainty avoidance index is established in a way similar to the individualism index. By taking mean answer scores on specific questions for employees in the same country, the country-specific results as shown in Table 1 are obtained. The uncertainty avoidance index is based on just three questions, see also Appendix A: 1) “How often do you feel nervous or tense at work?” (answer on a five-point Likert-scale between “I always feel this way” and “I never feel this way”), 2) “How long do you think you will continue working for this company?” (answer between 1: “Two years at the most” and 4: “Until I retire”), and 3) “Company rules should not be broken – even when the employee thinks it is in the company’s best interest” (answer on a five-point Likert-scale between “strongly agree” and “strongly disagree”). The country-specific scores are again brought in a range of 0 to 100.
[bookmark: _Toc394781200]2.1.3	Masculinity
The cultural dimension masculinity refers to the duality of the sexes, something which is coped with in different ways by different societies. Societies are labelled masculine when a preference exists for achievement, heroism, assertiveness and material rewards for success (Hofstede, 2001). The opposite of masculinity, which is femininity, stands for preference for corporation, modesty, caring for the weak, and quality of life. In the masculinity index by Hofstede, femininity is depicted by low values for masculinity. This index is created by mean answer scores on “work goals” related to more social goals and personal goals. To make sure that the results are not biased by gender, only occupations with both men and women are used to compare different countries. As mentioned before by discussing individualism, eight questions based on the work goals reflect the degree of masculinity of a society. Examples of these questions are “how important it is to you to work with people who cooperate well with one another?” and “how important it is to you to have an opportunity for high earnings?” See Appendix A for all the questions related to the masculinity index. Similar to the previous two indices, the scores are brought in a range between 0 and 100. 
[bookmark: _Toc394781201]2.1.4	Power Distance
The concept of power distance is based on human inequality. According to Hofstede (2001), “this inequality can occur in different areas, such as wealth, prestige, and power and is caused by the fact that different societies put different weights on status consistency among these areas”. In business, power distance can best be seen as a measure of influence (or “the interpersonal power”, as stated by Hofstede) between two people as perceived by the less powerful of the two. The term power distance is borrowed from Mulder’s (1977) definition:
“Power distance is the degree of inequality in power between a less powerful Individual (I) and a more powerful Other (O), in which I and O belong to the same (loosely or tightly knit) social system.” 
The index for power distance is based on answers on three questions: 1) “How frequently does occur that employees are afraid to express disagreement with their managers?” (answer on a five-point Likert-scale between very frequently and very seldom), 2) “Which type of manager would you prefer to work under?”, and 3) “To which type of manager would you say your own manager most closely corresponds?”. For these last two questions, a choice can be made between three different types of managers described in the survey. See Appendix A for the description of these types. These types reflect the style of decision making of the managers: 1) autocratic, 2) persuasive/paternalistic, and 3) consultative. The score for each country on the power distance index is again brought in a range from 0 to 100.
[bookmark: _Toc394781202]2.1.5	Long-term Orientation
The fifth and last cultural dimension identified by Hofstede (2001) is long-term orientation versus short-term orientation. The differences between the East and West could not all be deduced by the four previous dimensions and hence, Hofstede used Bond’s (1985) Chinese value survey held among students in 23 countries. This Chinese survey is constructed with an understanding of the teachings of Confucius in mind, and proved to be able to make a distinction between Eastern and Western countries. The combined answers to the survey-questions led to a fifth index for the 23 countries. Societies that are labelled long-term oriented (high scores on the index; mostly East Asian countries) are related to persistence (of for instance business performances), ordering relationships by status and observing this order, thrift, and having a sense of shame. On the opposite, short-term oriented societies (societies with low values on the long-term orientation index) are related to personal steadiness and stability, protecting your “face”, respect for tradition, and reciprocation of greetings, favours, and gifts (Hofstede, 2001). In businesses in short-term oriented countries, the results of the past quarter/year are of great importance, which can be seen by the fact that control systems are based on these results and managers are constantly judged by them. In long-term oriented societies, however, businesses work toward building up strong positions in their markets and managers in these businesses are allowed time and resources to make their own contributions (Hofstede, 2001).
[bookmark: _Toc394781203]	2.1.6	Critiques on Hofstede’s cultural dimensions
Although the cultural dimensions as identified by Hofstede (1980, 2001) are used in many cross-cultural studies, it is also an approach that received a lot of criticism. First of all, the dimensions are based on a survey held between 1967 and 1973 and hence, a logical comment is that the basis for Hofstede’s cultural dimensions is relatively outdated. However, according to Hofstede, the origin of a country and the behaviour of its people are based on century-old roots and hence, the values given to countries for each dimensions are not likely to change over time (Hofstede, 2002). Indeed, the values provided in the first publication in 1980 do not differ extremely from the most recent values obtained from the website of the Hofstede Centre[footnoteRef:1]. This can be explained by the fact that the cultural dimensions can be seen as basic principles upon which societies are formed and in which one society differs from another.  [1:  See: http://geert-hofstede.com/countries.html] 

Another comment on the approach by Hofstede is that nations are not really good units to study culture and cultural differences (McSweeney, 2002). Indeed, nations are difficult to use as a unit for studying cross-cultural differences, because the differences are carried by individuals. According to Hofstede, however, most answers on the survey questions within each country are consistent, even in countries with different sub-cultures. Hence, Hofstede concluded that these scores can still be used to describe entire nations. 
Other critiques on Hofstede’s study are related to the way he achieved the answers – by conducting a survey – and by the fact that this survey was held among employees of just one company, which is IBM. One could indeed argue that conducting worldwide surveys is perhaps not the most appropriate way in order to capture cultural differences, because the results of surveys may be biased. This, for instance, can be caused by respondents who do not fill in the survey honestly, or by the choice for respondents whether or not to fill in the survey. Hofstede (2002) agrees with this and states that a survey alone is not a “suitable way of measuring cultural differences”. However, in order to obtain worldwide results, researchers do not have many options besides questionnaires. The fact that this specific survey was held among employees of just one company is according to Hofstede (2002) not a solid critic on his study, because the results of the questionnaires showed significant differences between respondents of different countries and hence, the differences are likely to occur because of these cultural differences.
An important criticism on Hofstede’s study is on the terminology “culture”. There are many different definitions of culture, and because it is impossible to measure culture directly, it needs to be operationalized in some way. According to several authors (e.g. Baskerville, 2003), Hofstede did not study culture at all, but based his study on more socio-economic factors. Baskerville (2003) concluded this on the “rejection of the theoretical basis for Hofstede’s approach in anthropology and sociology”. But this critic depends largely on the definition of culture. For certain types of research in the fields of for instance sociology and anthropology, this definition of culture may be very important and hence, Hofstede’s dimensions may not be an appropriate operationalization of cultural differences. For this study in the field of accounting, however, the definition of culture is less important and the emphasis is more on the cross-national differences in order to identify the effect these differences have on accounting measures. 
One final remark on the study by Hofstede (2001) focuses on the fifth dimension – long-term orientation. Because this dimensions is not created with the same questionnaire and with different participants than the original study – students from 23 countries instead of IBM employees – the outcome of this dimension is hard to compare with the other four dimensions. Besides, the country-specific scores for long-term orientation show a strong future orientation for East Asian countries – see Table 1 – whereas this orientation is less visible in the business societies of these countries nowadays – as can be seen in for instance the outcomes of the GLOBE project as discussed hereafter. Therefore, the applicability of the dimension long-term orientation may be doubtful, which can be deduced from the website of the Hofstede Centre as well, because on that website, the dimension long-term orientation is not mentioned at all anymore.
[bookmark: _Toc394781204]	2.2	The GLOBE project – House’s cultural dimensions 
Another research conducted in order to explain the differences across countries and cultures is the study done by the Global Leadership and Organizational Behavior Effectiveness (GLOBE) research program. Comparable to the Hofstede research (1980), the GLOBE study resulted in country-specific scores on several cultural dimensions. The book “Culture, Leadership, and Organizations: The GLOBE Study of 62 Societies” by House et al. (2004) is the result of this program. Over 17,000 managers in the field of financial services, telecommunications, and food processing across 62 countries participated in this study. The study is set up in a similar way as the Hofstede study (1980). By average scores of answers on specific survey questions, country-specific scores for the different dimensions are obtained. Questions to all dimensions are twofold; questions related to manager’s perception of how work-related situations are and how managers think these situations should be. House et al. (2004) identified nine different dimensions, from which some of them are almost directly related to Hofstede’s dimensions (1980). Hereafter, the nine dimensions are shortly described, together with the way the scores are deducted from the research.  
[bookmark: _Toc394781205]2.2.1	Performance Orientation
The first cultural dimension that House et al. (2004) identified is performance orientation, a dimension that has not been discussed much in literature and was not identified by Hofstede (1980). However, it can be seen as a dimension which is closely linked to a part of the masculinity dimension, as identified by Hofstede. Performance orientation reflects the degree to which a society focuses on performance and performance improvement. This can for instance be achieved by encouraging improvements and rewarding performances. Societies that score high on performance orientation are more achievement-based, whereas societies that score low on performance orientation are more ascription-based (House et al., 2004). Achievement-based societies value training and development, emphasize results more than people and reward performances. Societies that are more ascription-based are more interested in harmony with the environment rather than in being in control, value societal and family relationships and have more respect for the quality of life (House et al., 2004). An example of a question related to performance orientation is “In this organization, employees are encouraged to strive for continuously improved performance” (House et al., 2004), which can be answered on a seven-point Likert-scale (from strongly agree to strongly disagree). 
[bookmark: _Toc394781206]2.2.2	Uncertainty Avoidance
The dimension of uncertainty avoidance as identified by House et al. (2004), has a slightly different definition than the same dimension identified by Hofstede (1980). The definition House et al. (2004) have for uncertainty avoidance is “the extent to which members of collectives seek orderliness, consistency, structure, formalized procedures, and laws to cover situations in their daily lives”. Although this definition differs slightly from the one used by Hofstede, the idea behind the concept of uncertainty avoidance is the same: how people behave proactively in order to cover possible situations that will occur in their lives. Examples of survey-questions related to uncertainty avoidance are statements like “In this society, orderliness and consistency are stressed, even at the expense of experimentation and innovation” and “In this society, societal requirements and instructions are spelled out in detail so citizens know what they are expected to do” (House et al., 2004). Again, these statements have to be judged on a seven-point Likert-scale. Because this concept by House is strongly related to the dimension by Hofstede, it will not further be discussed here.
[bookmark: _Toc394781207]2.2.3	Humane Orientation
The third dimension that was identified after the survey of the GLOBE study is humane orientation, which is based on how people treat each other compared to how they treat their selves. Following on this view of humane orientation, others are more important in societies that score high on this dimension, whereas self-interest is more important in societies that score low on humane orientation (House et al., 2004). This separation between caring for others and self-interest can also be seen in the masculinity index by Hofstede (1980, 2001), where he identified toughness and tenderness. Indeed, House et al. (2004) showed a negative correlation between Hofstede’s masculinity scores and humane orientation scores for a country, which means that societies that score high on the dimension of masculinity are considered to score low on the humane orientation dimension. This construct of humane orientation is operationalized by the GLOBE study, by questionnaire items related to friendliness, generosity, and sensitiveness towards others. Each participant has to judge the people in his/her society and organization. They can choose for instance that people are generally “very concerned about others” (“very sensitive towards others”) versus “not at all concerned about others” (“not at all sensitive towards others”) (House et al., 2004).
[bookmark: _Toc394781208]2.2.4	Institutional Collectivism / In-Group Collectivism
Many studies have been done to determine the degree of collectivism (or individualism) of societies, which was already a point of interest for the Ancient Greek philosophers (House et al., 2004). As discussed before, Hofstede (1980) identified this dimension as well in his study on cultural differences. The view behind this dimension is that in societies that score high on collectivism, people are part of strong groups, in which people protect each other. In societies that score low on collectivism (or high on individualism), there is no strong relation between individuals and each individual has to take care of himself/herself. The study by House et al. (2004) divided this dimension into two parts, institutional collectivism and in-group collectivism. 
Institutional collectivism is based on the degree of group loyalty, collective interest and the importance of being accepted in a group. On the other hand, in-group collectivism focuses on the degree to which individuals react to their families. As House et al. (2004) state: “the items specifically measure whether children take pride in the individual accomplishments of their parents and vice versa, whether aging parents live at home with their children and whether children live at home with their parents until they get married”. Because the in-group collectivism dimension focuses solely on family-related issues, it is not related to business societies and hence, not of great interest for this study. An example of a statement in the survey related to (institutional) collectivism is “leaders (managers) encourage group loyalty even if individual goals suffer” (House et al., 2004), which has to be judged on a seven-point Likert-scale. Hojjasdf

[bookmark: _Toc394781209]2.2.5	Assertiveness
Similar to humane orientation, the dimension of assertiveness as identified by House et al. (2004) is related to Hofstede’s masculinity dimension. According to House et al. (2004), assertiveness, of which the typical aspects will be explained hereafter, is strongly related to men in masculine societies. However, this is not entirely in line with the definition of masculinity by Hofstede (1980), because Hofstede explicitly states that masculinity is not directly gender-related. Nevertheless, in the study by House et al. (2004), the aspects related to assertiveness are indeed similar to the aspects that Hofstede links to his dimension of masculinity. According to House et al. (2004), societies that score high (low) on assertiveness tend to have sympathy for the strong (weak), value competition (cooperation) and value success and progress (people and warm relationships). On a seven-point Likert scale, the assertiveness and toughness of people in societies has to be judged (from assertive to non-assertive and from tough to tender). An important aspect of societies that score low on assertiveness is that they “tend to view assertiveness as socially unacceptable” (House et al., 2004). 
[bookmark: _Toc394781210]2.2.6	Gender Egalitarianism
The dimension of gender egalitarianism is again strongly linked to Hofstede’s masculinity dimension. According to House et al. (2004), however, the dimension of gender egalitarianism goes beyond the scope of masculinity. It consists of two components, "attitudinal domain” and “behavioural manifestation”. The first relates to attitudes, beliefs and fundamental values of people within a society, whereas the latter relates to actions and behaviours. In societies that score high on gender egalitarianism, more women have important positions, play a greater role in decision making, and there exists less segregation between the sexes. The opposite holds for societies that score relatively low on gender egalitarianism (House et al., 2004). The judgements of managers on statements such as “In this society (organization), men are encouraged to participate in professional development activities more than women.” (House et al., 2004) result in country-specific scores for gender egalitarianism. The lower the scores on statements such as the one described above (judgement on a seven-point Likert-scale from 1: Strongly agree to 7: Strongly disagree), the greater the male domination (House et al., 2004).
[bookmark: _Toc394781211]2.2.7	Future Orientation
The concept of future orientation is the division between societies that look at the future and societies that do not. As stated in Keough et al. (1999), “cultures with low future orientation […] show the capability to enjoy the moment and be spontaneous”, whereas “cultures with high future orientation have a strong capability and willingness to imagine future contingencies […] and seek to achieve goals”. Hence, the division between high future orientation and low future orientation is similar to Hofstede’s (2001) dimensions of long-term orientation versus short-term orientation. Therefore, this dimension will not be further discussed. 
[bookmark: _Toc394781212]2.2.8	Power Distance
In line with the definition used by Hofstede, which was based on Mulder’s (1977) definition of power distance, the GLOBE project defined power distance as follows: “Power distance is the degree to which members of an organization or society expect and agree that power should be shared unequally” (House et al., 2004). Hence, power distance is not only about the “distance” between a less powerful person and a more powerful person, but also about the degree of acceptance of this distance. In the differences between societies that score low on power distance and societies that score high, however, this acceptance is no longer visible. Hence, the division is similar to the one by Hofstede (1980) and will not be further discussed here. 
[bookmark: _Toc394781213]2.2.9	Critiques on House’s cultural dimensions
Many of the critiques mentioned on Hofstede’s study to cultural dimensions are also applicable for the results of the GLOBE project. However, in the literature only limited criticism can be found that relates to the study by House et al. (2004). Partly this is caused by the fact that the GLOBE project is a more recent study – the book by House et al. (2004) is published almost 25 years after the first edition of Hofstede’s Cultural Consequences – and hence, less criticism can be explained. An additional remark on the results by House et al. (2004), which is not applicable on Hofstede’s study, is that the GLOBE questionnaire initially was conducted in order to obtain insight in cross-national differences related to leadership, whereas Hofstede (1980) tried to capture cultural differences in general. In 2006, Hofstede published an article with criticism on the GLOBE project, but this reaction may be biased, because it is partly based on critiques and partly on self-defence. Indeed, a large part of the article compares the GLOBE-study with the original study by Hofstede himself. The remaining critiques Hofstede (2006) has on the study by House et al. (2004) are based on the amount of dimensions and the way they correlate with the original five dimensions individualism, uncertainty avoidance, masculinity, power distance, and long-term orientation. Hence, Hofstede’s (2006) critiques are written with his own studies (1980, 2001) as starting point instead of writing comments solely based on the study by House et al. (2004).
Other critiques on House et al. (2004) are for instance the distinction they made between values and practices (in the questionnaire this division is visible with questions related to how situations are and how, according to the participant, they should be). The answers on these questions do not have to coincide – indeed, the results of House et al. (2004) show negative correlations between values and practices –, which shows that it is important to keep the distinction between these two types of questions (Smith, 2006; Maseland & Van Hoorn, 2009). Maseland and Van Hoorn (2009) explain the differences of these two types of questions by stating that, when measuring values (questions stated as how situations should be), individuals will compare current situations with how they think it should be. Hence, the answer depends on the current situation (so-called marginal preferences). The questions as asked by Hofstede (1980), however, are broader and give insight in – as Maseland and Van Hoorn (2009) call it – “relative weights in the utility function”. According to Maseland and Van Hoorn (2009), these relative weights do not depend on the current situation and reflect unbiased preferences of individuals. This view is, however, discussed by Brewer and Venaik (2010), who mention that the law of diminishing marginal preferences is not applicable to values and behaviour in the way it is to for instance food. Hence, the preferences for laws and situations cannot be treated in the same way as the preference for apples and bread. Besides, marginal preferences can only be measured with questions that contain phrases such as more or less, which is not the case in the GLOBE questionnaire (Brewer & Venaik, 2010).  From this discussion, it is clear that researchers cannot explain the causes of the negative correlations between the values and practices as measured by House et al. (2004), but they all agree that it is a major flaw of the GLOBE study (Maseland & van Hoorn, 2009; Brewer & Venaik, 2010; Taras et al., 2010).
Another issue related to the study by House et al. (2004) is the amount of dimensions they identified. Several of these dimensions are strongly correlated with each other, which raises the question whether or not all these dimensions are necessary (Smith, 2006).  For the dimensions overlapping with the ones by Hofstede (1980), a comparison of the country-specific scores is visible in Table 1 (the scores related to should be-questions are not tabulated).

[bookmark: _Ref387739043]Table 1. Values for cultural dimensions according to Hofstede (1980, 2001) and House et al. (2004)
	
	Individualism
	Uncertainty Avoidance
	Masculinity
	Power Distance

	
	Hofstede
	Houseb
	Hofstede
	Houseb
	Hofstede
	Houseb
	Hofstede
	Houseb

	CHNa
	20
	34
	30
	62
	66
	38
	80
	63

	DEU
	67
	50
	65
	65
	66
	39
	35
	68

	FRA
	71
	48
	86
	55
	43
	46
	68
	66

	GBR
	89
	 48c
	35
	 58c
	66
	 46c
	35
	 64c

	IND
	48
	36
	40
	52
	56
	36
	77
	68

	IDN
	14
	36
	48
	52
	46
	41
	78
	65

	JPN
	46
	39
	92
	51
	95
	40
	54
	64

	KOR
	18
	33
	85
	44
	39
	31
	60
	70

	NLD
	80
	49
	53
	59
	14
	44
	38
	51

	THA
	20
	39
	64
	49
	34
	42
	64
	70

	a CHN = China, DEU = Germany, FRA = France, GBR = Great Britain, IND = India, IDN = Indonesia, JPN = Japan, KOR = South Korea, NLD = Netherlands, and THA = Thailand. 
b Values for the House et al. (2004) study are recalculated in a 1-100 range instead of the original 1-7
c Instead of Great Britain, House et al. (2004) use England. 



[bookmark: _Toc394781214]2.3	Other country-specific characteristics
Other country-specific characteristics than the cultural dimensions as mentioned by Hofstede (1980, 2001) or House et al. (2004) can be found in the field of corporate governance, such as for instance discussed by La Porta et al. (1998) or Ball et al. (2000). Focusing on the importance of the raise of external finance for companies, La Porta et al. (1998) examined for 49 countries the causes of differences in finance and ownership of companies between these countries. According to La Porta et al. (1998), investors need to have a certain power over managers in order to make sure that managers do not act in their own interest. This power, however, is only possible if investors have certain rights, covered by legal protection. The differences between countries in finance and ownership of companies may be explained by the differences in these legal protections of investors against for instance majority shareholders and management behaviour. La Porta et al. (1998) found different characteristics of countries that can explain the differences in investor protection. To measure investor protection, La Porta et al. (1998) examined how strongly minority shareholders are favoured by laws in the decision-making process compared to large shareholders and managers. This is also known as outside investor rights (combined in the anti-director rights), which is measured as the total score of five different investor rights, such as whether or not shareholders have to show up on meetings to be able to vote, whether or not minority shareholders have the ability to select members of the board of directors, and whether or not minority shareholders have the ability to bring decisions of directors to court. Each country scores a 1 when the specific shareholder right is captured in a country’s law-system, so the score of the total outside investor right is between 0 and 5. The results of this study show that French- and German-civil-law countries score the least at anti-director rights (average score of 2.33), whereas common-law countries (countries with an English origin) score the highest (average score of 4.00). Furthermore, the German- and Scandinavian-civil-law countries score high on the so-called law enforcement, where strong enforcement can compensate weak laws. This is visible in the results of La Porta et al. (1998), because the German- and Scandinavian-civil-law countries do not score as low as the French-civil-law countries in overall investor protection, which is caused by the “compensation” of strong law enforcement. Overall, the origin of laws can be a measure for country-specific characteristics when performing research in the field of accounting. 
Ball et al. (2000) determined the relation between institutional characteristics and conservatism for seven countries (Australia, Canada, US, UK, France, Germany, and Japan) in the period 1985 – 1995. The differences in cross-country institutional characteristics are caught in the distinction between code-law (or civil-law) countries and common-law countries, similar to the division made by La Porta et al. (1998). Conservatism is measured by the Basu (1997) model[footnoteRef:2], which is an earnings-return model to determine to what extent reported income asymmetrically incorporates positive market responses compared to negative market responses. The results show that the common-law countries of this study (Australia, Canada, UK, and US) tend to have more income conservatism than the code-law countries. The timeliness of code-law accounting compared to common-law accounting is determined in multiple ways, all related to the Basu (1997) model. Ball et al. (2000) do not only look at the reported income numbers, but also to the dividend pay-outs and operating cash flows in order to determine to what extent common-law countries are more conservative than code-law countries. Overall, the common-law countries of this research by Ball et al. (2000) tend to prefer more conservative accounting. Important to notice however, is the conservative behaviour of German managers for positive income numbers; they tend to report reduced income numbers in profitable years so they are able to delay the reporting of negative numbers in less profitable years.  [2:  ] 

Many studies used or adjusted the suggestions by La Porta et al. (1998) and Ball et al. (2000) for country-specific characteristics (see for instance Leuz et al., 2003; Bushman & Piotroski, 2006; Djankov et al., 2008; Spamann, 2010), of which some of them are discussed in section 4.2.1, which provides an overview of literature that relates these types of country-specific characteristics to earnings quality. Whereas La Porta et al. (1998) and Ball et al. (2000) focused on country-specific laws and regulations to explain the differences between countries, Williamson and Stulz (2003) mentioned in their study of 49 countries that the differences in language and religion should also be taken into account. This is based on the definition of culture that Williamson and Stulz used: “culture is the transmission from one generation to the next, via teaching and imitation of knowledge, values, and other factors that influence behaviour” (Williamson & Stulz, 2003). Religion and language can be seen as factors that are transferred from one generation to the next. Besides, according to Williamson and Stulz (2003), prior literature has shown that religion plays an important role in “the growth of capitalism”. The results show that a country’s main religion provides a better explanation of investor protection than the origin of laws and regulations. Overall, Protestant countries tend to protect investors more than Catholic countries do.  
Most of the country-specific characteristics mentioned before are related to behaviour and origin of people within each country. For accounting-related research, however, one could think of more accounting-related characteristics, such as the use of different accounting systems across different countries. A distinction can be made for instance between IFRS countries and non-IFRS countries in order to determine the effect of the accounting system on an accounting-based outcome. Another measure that can be used is the rating on accounting standards, as used by La Porta et al. (1998), although it should be noticed that this measure is based on an index created in 1991, around the time the European countries (and their accounting standards) started to converge. Hence, for research nowadays, this index may not be fully useful anymore.  


2.4 [bookmark: _Toc394781215]Country-specific characteristics used for this research
As discussed in this chapter, there are different aspects of countries that can be used as country-specific characteristics to determine the relation between these characteristics and earnings quality. A country’s legal system may have its influence on the quality of reported earnings, similar to for instance the degree of investor protection or the accounting system used in a country. The more underlying aspects of cross-country differences – the “actions” and “thoughts” that occur in countries – can be operationalized by the dimensions as identified by Hofstede (1980, 2001) and House et al. (2004). The different dimensions as identified by House et al. (2004) are based on a study towards leadership and make a distinction between how certain situations in a country “are” and how the respondents think these situations “should be”. Hofstede (1980, 2001), on the other hand, intended his study to create a more general insight in how countries differ from each other. The dimensions of House et al. (2004) are based on Hofstede’s five original dimensions and can be seen as an expansion of the original model. It is, however, hard to distinguish all nine dimensions from one another, whereas the distinction between the five different dimensions by Hofstede is more clear. These arguments combined with the critiques on both studies, as discussed in section 2.1.6 and 2.2.9, are the reason why Hofstede’s dimensions are used for this particular study.
The original study by Hofstede (1980) identified four different dimensions; individualism, uncertainty avoidance, masculinity, and power distance. The fifth dimension, long-term orientation, was added in a more recent study to cross-country differences.  This dimension was able to explain the differences between Western countries and countries in South-East Asia. Unfortunately, the results for this fifth dimension were obtained by a survey held among students of just 23 countries. Two countries that are part of the sample of this research, France and Indonesia, are not among these 23 countries and hence, the data for long-term orientation are not available for the entire sample. Because the long-term orientation index is obtained in a different way than the original four indices and because data are not available for all countries used in this study, the dimension of long-term orientation is not implemented as country-specific characteristic.
[bookmark: _Toc394781216]	2.5	Summary
In this chapter, the operationalization of country-specific characteristics is explained. This operationalization can be based on several cross-country aspects, such as for instance culture, as is done by Hofstede (1980, 2001) and House et al. (2004). Hofstede defined culture as “the collective programming of the mind that distinguishes the members of one group or category of people from another” and captured cultural differences between countries in five – originally four – so-called dimensions that resulted from a survey among worldwide IBM employees. The five dimensions are individualism, uncertainty avoidance, masculinity, power distance, and long-term orientation. Individualism refers to the degree to which members of a society act in their own interest. Uncertainty avoidance is based on to which extent societies adapt to uncertainties in life. The cultural dimension masculinity refers to how societies cope with the duality of the sexes. Power distance as cultural dimension is based on the different influence people have on each other and is related to hierarchy. The last dimension – long-term orientation – refers to the degree societies live in the present or think about the future. Every nation achieves a country-specific score for each of the five dimensions.
The study by House et al. (2004), which is a result from the GLOBE project, had a similar approach as Hofstede (1980). Their results are based on a worldwide survey among managers from different companies in different industries. Compared to the five dimensions as identified by Hofstede (2001), House et al. (2004) identified nine dimensions that could explain cultural differences. Performance orientation, humane orientation, assertiveness, and gender egalitarianism are strongly related to Hofstede’s dimension of masculinity. Collectivism – both institutional and in-group collectivism – can be seen as the opposite of Hofstede’s individualism. The remaining three dimensions – power distance, uncertainty avoidance, and future orientation – are comparable to the dimensions of Hofstede labelled with the same name. Again, for each dimension a score is allocated to all the countries.
Both studies received critiques related to capturing culture and the method that is used. The most heard criticism on Hofstede’s study is that it is based on a relatively outdated questionnaire and that nations are not an appropriate unit to measure cultural differences. Hofstede’s results are indeed based on a survey held between 1967 and 1973, but the cultural dimensions are the basic elements that create each society and that distinguish one society from another. These dimensions will not change much over time. The use of nations as unit for measuring cultural differences can also be seen as a weak aspect of Hofstede’s study. However, Hofstede (2001) showed that the results of the study are consistent within countries, even when there is a large dispersion of societies within one country. Most of the criticism that applies to Hofstede is also applicable to House et al. (2004), because they used similar methods to obtain their results. Other critiques related to House et al. (2004) are about the distinction between values and practices and the negative correlation between these two aspects. Until now, researchers cannot agree about the cause of this unexpected negative correlation between how situations are and how they should be (according to participants of the GLOBE study). Besides that, the GLOBE study by House et al. (2004) focuses on leadership, which is not the focus of this study. Hence, this study will not use the cultural dimensions of House et al. (2004). 
Other cross-country characteristic that are used in prior literature in the field of accounting are for instance the degree of investor protection (to what extent minority shareholders have the rights and abilities to have a certain influence on the company they invested in), the differences in legal systems (code-law versus common-law countries), and the different accounting systems that are used (for instance IFRS versus non-IFRS). To focus on the more underlying aspects of cross-country differences and not on the accounting-related differences and clusters of countries, this study will use Hofstede’s cultural dimensions as the starting point. The fifth dimension of Hofstede – long-term orientation – will not be used as cross-country variable, because it is based on a survey among students instead of employees and results are not applicable for all countries used in this study. Other country-specific characteristics, such as the difference between code-law countries and common-law countries and the differences between Asia and Europe will be used for additional testing. 


[bookmark: _Toc394781217]3.	Earnings Quality
In this chapter the concept of earnings quality is described. Different proxies for earnings quality known in prior literature are discussed by using the reviews of Francis et al. (2008) and Dechow, Ge, and Schrand (2010). Thereafter, the advantages and disadvantages of the different proxies are mentioned in order to come to the proxies used in this study. 
[bookmark: _Toc394781218]3.1	Measurements of earnings quality
The amount of prior literature dedicated to earnings quality can be seen as evidence of the interest of all participants (see for instance Lipe, 1990; Dechow & Dichev, 2002; Bushman et al., 2004; Ball & Shivakumar, 2005 or Francis et al., 2008 and Dechow et al., 2010 for an overview). All studies mentioned before use a different operationalization for earnings quality. Important to notice is that different measures of earnings quality may not represent the same definition of earnings quality. Hence, the definition of earnings quality has to be clear. For this study, the “definition” by Dechow et al. (2010) is used, because it reflects the importance of the decision context and immediately explains why different studies can come to different results. The statement by Dechow et al. (2010) is not really a definition, but reflects clearly the difference between higher earnings quality and lower earning quality:
“Higher quality earnings more faithfully represent the features of the firm’s fundamental earnings process that are relevant to a specific decision made by a specific decision-maker.”
From this statement, it is immediately clear that the decision context is of great importance in order to say something about earnings quality. According to Dechow et al. (2010), this decision context is not clear in every study and hence, researchers may use a proxy for earnings quality that does not fully correspond with the decision context of interest. Investors and the response of investors on earnings announcements are of great importance for companies and hence, the decision context of the investor is the decision context of interest for this study. According to Dechow et al. (2010), the different proxies for earnings quality used in prior literature can be divided into three different groups, depending on which elements the proxy is based. The three groups are: 1) proxies based on accounting numbers, 2) proxies based on market response, and 3) proxies based on external indicators. With the importance of the decision context and the division of Dechow et al. (2010) in mind, the different proxies used in prior literature are discussed in the following sub-sections. 
[bookmark: _Toc394781219]3.1.1	Earnings Persistence / Predictability
In its most simple form, earnings persistence can be seen as the degree to which current-year earnings correspond with earnings of the previous year. However, according to Lev (1983), persistence is not only related to previous earnings, but also to some other factors such as firm size, capital intensity, and industry competition, as is explained in more detail in section 6.1.2. Because earnings persistence is fully based on accounting numbers, this proxy for earnings quality can be placed in the first category of Dechow et al. (2010). Earnings persistence as proxy for earnings quality is mainly based on the idea that persistent earnings improve the decision-usefulness for investors. This is the case because investors can make more accurate predictions on companies’ future earnings when the earnings are more persistent (Dechow et al., 2010). Therefore, for investors, sustainable earnings are of higher quality than less persistent earnings (Francis et al. 2008). 
Strongly related to earnings persistence is the earnings predictability, which is defined by Lipe (1990) as the “ability of earnings to predict itself”. This view by Lipe that earnings that repeat itself are of high quality is in line with the view by Dechow and Schrand (2004), who state that when earnings can be used as a predictor for future earnings, they are of high quality. Predictability can be calculated immediately as the error variance of the persistence calculation, where small variances reflect highly predictable earnings. 
The good thing about earnings persistence is that it is easy to obtain, by use of a relatively simple time-series analysis. By the same time-series model, the predictability of earnings can be calculated. Hence, as a proxy, earnings persistence is easy to implement. The downside of earnings persistence and earnings predictability as proxy for earnings quality is that it is difficult to obtain the “pureness” of the measurement. By opportunistic earnings management better values for persistence and predictability may be achieved, while the reported earnings do not give a true and fair view of the company’s actual performance.
[bookmark: _Toc394781220]	3.1.2	Earnings Smoothness
Earnings smoothness can be seen as the degree to which the volatility of earnings over a certain period corresponds to the volatility of cash flows from operations over the same period. Hence, as a proxy for earnings quality, earnings smoothness is the ratio of earnings volatility and cash flow volatility. Similar to earnings persistence as proxy for earnings quality, for earnings smoothness only accounting numbers are needed and hence, it can be placed in the first category of Dechow et al. (2010). Combined with the assumption that cash flows from operations are unmanaged, the comparison of the volatility of earnings with the volatility of cash flows can give insight in the degree to which managers use their knowledge and private information to smooth reported earnings (Francis et al., 2008). Hence, it is the ratio of the standard deviation of earnings – which can be measured in multiple ways, such as non-discretionary income or net income before extraordinary items – and the standard deviation of cash flows from operations – whether or not scaled by assets. This method has been used in international studies and literature has shown that in cross-country studies, the use of smoothness as a proxy for earnings quality has led to consistent results (Dechow et al., 2010). 
The importance of earnings smoothness can be found in the Statements of Financial Accounting Concepts, where is mentioned that smooth earnings can contribute to a better indication of the company’s future performance. Therefore, the focus of earnings smoothness as proxy for earnings quality is based on the predictability of future earnings. Hence, this proxy of earnings quality is important for the decision making process of investors. The cause of the smoothness of earnings can be split in two parts: smoothness caused by the earnings process and so-called artificial smoothing. By using the method as described above, it is difficult to separate these two causes. When looking at earnings quality is a whole, however, instead of focusing on earnings management, this separation into two causes is not necessary. 
[bookmark: _Toc394781221]	3.1.3	Conservatism
Conservatism, and in a similar way timeliness or timely loss recognition, can be defined in two ways. First of all it can be seen as the ability of accounting earnings to reflect economic losses (bad news) and economics gains (good news) (Ball et al., 2000) – also known as conditional conservatism. The second view on conservatism focuses on the policy to valuate assets and liabilities – also known as unconditional conservatism – where lower (higher) book values of assets (liabilities) in early period of life reflect high unconditional conservatism (Dechow et al., 2010). The measurement of conservatism can be done in several ways, from which the Basu model (1997) is a well-known and frequently used model (see section 6.1.5 for this model). The initial Basu model[footnoteRef:3] can be seen as an earnings-return model, whereas Ball and Shivakumar (2005) provided a similar model based on the change in net income. According to Salter et al. (2013), the distinction between conditional and unconditional conservatism can be made by using different coefficients of the same Basu model. The unconditional part of conservatism can be captured by the sum of the first two coefficients of the Basu model, whereas the conditional part of conservatism is measured by the sum of the remaining two coefficients.  [3:  ] 

Conservatism measured by the earnings-return model by Basu (1997) combines a company’s earnings with the reaction of the market and hence, it is partly based on the market response. When measuring conservatism in this manner, the proxy can be placed in the second group by Dechow et al. (2010). The use of the market response, however, can also be seen as a downside of conservatism as a proxy, because it assumes that the market is fully efficient. Therefore, Ball and Shivakumar (2005) provided a model fully based on accounting numbers. When using this model, conservatism can be placed in the first group of the division by Dechow et al. (2010). For investors, the timely recognition of losses (for conditional accounting) or liabilities (for unconditional accounting) is of great importance, because negative earnings changes will be less persistent if bad news is recognized on a timely basis (Basu, 1997). 
[bookmark: _Ref384737411][bookmark: _Toc394781222]	3.1.4	Accruals
Accruals can be seen as the differences between reported income and cash flows from operations and are based on estimations of management. Therefore, the degree to which earnings match cash flows – also known as accrual quality, which reflects the certainty of earnings – can be used as a proxy for earnings quality. Because this proxy is based on the relation between earnings and cash flows from operations, accrual quality is strongly related to earnings smoothness and can be placed in the same group of proxies, namely the group of proxies based on accounting numbers. For investors, the degree of certainty of current earnings can help predict future earnings, and hence, the accrual quality is of great importance for investors. Contrary to earnings smoothness, accrual quality is based on how well earnings reflect cash flows for each year, whereas earnings smoothness focuses on the volatility of both earnings and cash flows from operations. This means that the accrual quality can be high – earnings are largely explained by cash flows from operations – although the earnings, and thus in this case the cash flows, are extremely volatile. 
Accruals, and thus accrual quality, can be measured in different ways. The first model on accruals is the model by Jones (1991), which states that accruals are explained by the change in revenue and the gross value of property, plant, and equipment. When regressing this model[footnoteRef:4] for the sample of her study, however, only 10 % of the discretionary accruals can be explained. Therefore, Dechow, Sloan, and Sweeney modified the Jones model in 1995 by controlling for the growth in credit sales[footnoteRef:5]. This led to an explanatory power of 12%. A well-known and frequently used model for accrual quality, is the model by Dechow and Dichev (2002)[footnoteRef:6], which relates the change in working capital to previous, current, and future cash flows from operations. They use the standard deviation of the residuals as a proxy for earnings quality and their model has for their specific sample an explanatory power of 47% - the sample however, is different from the study by Jones (1991) and Dechow, Sloan, and Sweeney (1995) and hence, the explanatory powers are hard to compare. A combination of the Jones (1991) model and the model by Dechow and Dichev (2002) has the greatest explanatory power, as shown by McNichols (2002). She used the original Jones model (R2 = 7%), the Dechow and Dichev model (R2 = 20%) and a combination of the two models[footnoteRef:7] (R2 = 30%) for the same sample of 15 thousand firm-year observations for the period 1988 – 1998.  [4:  Jones (1991): ]  [5:  Dechow, Sloan, and Sweeney (1995) : ]  [6:  Dechow & Dichev (2002): ]  [7:  McNichols (2002): ] 

The benefit of accrual quality as a proxy for earnings management is that it directly links reported earnings to operational cash flows. Hence, the use of accruals and the quality of the accruals give insight in the degree to which managers use estimates in order to achieve certain goals. However, the use of accruals is very industry-specific and certain companies – such as in research and development intensive industries – have relatively large accruals compared to cash flows, which automatically will result in low accrual quality. Therefore, generalisation of earnings quality can be difficult when the type of industry is not controlled for.
[bookmark: _Toc394781223]	3.1.5	Benchmarks
In prior literature, the difference between reported earnings and certain benchmarks – for instance earnings equal to or slightly above zero, the same as last year or analysts’ forecasts – are used as proxies for earnings quality as well. This proxy is fully based on accounting numbers and hence, it can be placed in the first category of proxies for earnings quality as mentioned by Dechow et al. (2010). The idea behind this proxy is that firms with unmanaged earnings just below these benchmarks will manage their earnings to just meet or beat the benchmarks. Hence, small profits or small forecast-beating earnings can be seen as managed. Indeed, Hayn (1995) found a large number of firms that reported small profits and just a small number of firms that reported small losses. Burgstahler and Dichev (1997) found similar results for small earnings increases versus small earnings decreases and Dechow, Richardson, and Tuna (2003) found comparable results for just beating or missing analyst forecasts. Because earnings management will have a reverse effect in the future (e.g.: when shifting future earnings to current period in order to meet benchmarks, these earnings will be missed in the next period), the degree of earnings management to meet or beat certain benchmarks is of great importance for investors. However, small profits can occur by earnings management as well as by accident. Because it is hard to distinguish firms that have met or beaten certain benchmarks with managing earnings from those that have met or beaten the benchmarks without managing the earnings, looking at benchmarks is not a solid proxy for earnings quality (Dechow et al., 2010). 
[bookmark: _Toc394781224]	3.1.6	Earnings Response Coefficient / Value Relevance
When using conservatism or timely loss recognition as a proxy for earnings quality, the earnings-return model by Basu (1997) can be used, as discussed before. Other proxies for earnings quality that involve market returns – and hence, can be placed in the group of proxies based on market returns – are the earnings response coefficient (ERC) and the so-called value relevance. The relation between ERC and accounting quality is introduced by Imhoff (1992), who found that firms with higher accounting quality face stronger ERCs after earnings announcements compared to firms with lower accounting quality. Therefore, the ERC reflects the importance of earnings quality for investors.
Another market-return-based proxy for earnings quality, which also reflects how important investors value earnings quality, is value relevance. The idea behind value relevance as proxy for earnings quality is that “accounting numbers should explain the information that is impounded in returns” (Francis et al., 2008). The explanatory power of some kind of earnings-return model can be used as measure for value relevance (see for instance Francis and Schipper (1999) and Bushman et al. (2004)). Hence, the larger the power of the model and thus, the better returns react on changes in earnings, the higher the value relevance, which can be seen as high earnings quality. The calculation of value relevance is provided in section 6.1.4. The advantages and disadvantages of value relevance as a proxy for earnings quality are similar to the ones described for conservatism, because value relevance is, just as the market-based measure of conservatism, based on the market response to reported earnings. Hence, the decision context of value relevance is clear, but the assumption that the market is fully efficient does not hold entirely.
[bookmark: _Toc394781225]	3.1.7	Other measurements of earnings quality
Besides the measurements discussed before, several other proxies for earnings quality can be retrieved from prior literature. In the review by Francis et al. (2008), earnings variability is mentioned as proxy for earnings quality with the same reasoning for smoothness and accrual quality to be solid proxies. Because earnings variability can be calculated as the standard deviation of earnings – and therefore can be placed in the group of proxies based on accounting numbers – it is not surprisingly that earnings variability is highly correlated with earnings smoothness – recall that earnings smoothness is calculated as the ratio of the standard deviation of earnings and the standard deviation of cash flows. Indeed, earnings variability and smoothness are highly correlated (Francis et al., 2004), similar to earnings variability and accrual quality (Dechow & Dichev, 2002). 
Dechow et al. (2010) mention external indicators of financial reporting quality, such as the amount of restatements, the amount of internal controls, and the amount of accounting and auditing enforcement releases by the Security and Exchange Commission (SEC), which all can be placed in the third group of proxies for earnings quality (proxies based on external indicators). In prior literature, the first measure is used as proxy for earnings management, whereas the latter two measures are used as proxies for earnings quality. For cross-cultural studies, however, the proxies mentioned are not suitable, because they depend on the country-specific rules and regulations. 
Other measures for earnings quality mentioned by Francis et al. (2008) are earnings opacity and e-loadings, which are both not often used in prior studies. E-loadings is a time-specific measure, that tries to capture the relation between returns and earnings quality. The slope coefficient of this relation can be used as measure for earnings quality. However, because it is a time-specific measure and not a firm-specific or country-specific measure, e-loadings is not useful for this study. Earnings opacity can be seen as “the extent to which the distribution of reported earnings fails to accurately reflect the true distribution of economic earnings” (Francis et al., 2008) and is the opposite of transparency. It is a combination of earnings aggressiveness, loss-avoidance, and earnings smoothing. Earnings aggressiveness can be seen as the ratio of accruals and total assets, where larger ratios are more aggressive. Loss-avoidance reflects the ratio of the percentage of firms reporting small positive earnings and the percentage of firms reporting small negative earnings. Hence, it reflects the likeliness of reporting small positive earnings (higher ratio means higher loss-avoidance) and is not a firm-specific measure. Earnings smoothness is already discussed before. 
[bookmark: _Toc394781226]	3.2	Summary
Prior literature has shown different measures for earnings quality. The most widely used proxies are discussed in this chapter, combined with the benefits and disadvantages of the use of each measurement. Because the definition of earnings quality that is used in this study relates to the decision context, the decision context of the study has to be clear. For this study, the decision context of the investor is taken, because investors and their response on earnings are of great importance for companies. Focusing on just one of the possible measurements of earnings quality can be insufficient in determining a company’s financial reporting quality. The problem with looking at just one proxy for earnings quality is that each proxy for earnings quality will only reflect a part of the general earnings quality. This can be seen for instance with the use of accruals in order to limit the volatility of earnings. Persistent earnings may be associated with large accruals and hence, because accruals are likely to contain estimation errors, the quality of the earnings (according to accrual quality as proxy for earnings quality) may not be as high as earnings persistence as proxy for earnings quality would suggest (Dechow & Schrand, 2004). In order to eliminate these possible side-effects of management decisions, it is important to look at several measures for earnings quality in order to give a general insight in earnings quality. To make sure that different bases of proxies for earnings quality (both accounting-number based and market-response based proxies) are covered in this study, the following five proxies for earnings quality are used: (1) Accrual quality, which relates earnings to past, present, and future cash flows (and hence, based on accounting numbers), (2) Earnings predictability, which gives insight in the degree to which earnings correspond with past earnings (also based on accounting numbers), (3) Earnings smoothness, which relates the smoothness of earnings to the smoothness of unmanaged cash flows (based on accounting numbers), (4) Value relevance, which is based on an earnings-return model (and hence, on the market response), and (5) Conservatism, which is based on the timeliness to which losses and liabilities are recognized, based on both accounting numbers and the market response. The other measures for earnings quality discussed in this chapter have important downsides or are not applicable for cross-country studies. 
[bookmark: _Toc394781227]
4	Country-specific characteristics and Accounting
In this chapter the connection between country-specific characteristics and accounting is described. The first section of this chapter links Hofstede’s (1980, 2001) cultural dimensions to accounting values as identified by Gray (1988). In the second section, prior literature on the relation between country-specific characteristics and earnings quality is discussed to show the importance of the subject. This section is split into two parts. First, studies that use other country-specific characteristics than Hofstede’s (1980) cultural dimensions as explanatory variables for differences in earnings quality are discussed. Thereafter, specific studies that relate Hofstede’s (1980) cultural dimensions to earnings quality are mentioned. These last studies form the basis for the next chapter, in which the development of the hypotheses is discussed. 
[bookmark: _Toc394781228]	4.1	Cultural dimensions linked to accounting values
[bookmark: _Ref382223365]The model of culture, societal values, and the accounting subculture (Gray, 1988) started with the propositions by Hofstede (1980) and links Hofstede’s societal values to accounting systems (Han et al., 2010), as shown in Figure 1 , which represents a simplified version of Gray’s model. This effect of societal values – or cultural dimensions as Hofstede called it – can be achieved through the influence of the dimensions on a country’s capital market or other institutions – institutional consequences in Figure 1 – or through the influence on so-called accounting values “that are shared by members of the accounting subculture within a country” (Doupnik, 2008). These accounting values are derived by Gray (1988) from prior literature on accounting. He identified four different values: 1) Professionalism versus Statutory Control, 2) Uniformity versus Flexibility, 3) Conservatism versus Opportunism, and 4) Secrecy versus Transparency. 

Professionalism is about the degree of preference for professional judgement by the individual as opposed to more guidance through laws and regulations (statutory control). Uniformity versus flexibility is based on the preference for standard accounting practices between different companies as opposed to a more company-specific approach. Conservatism can be seen as the preference to avoid the impact of future – uncertain – events, whereas opportunism is more related to risk-taking accounting behaviour. The last accounting value, secrecy versus transparency, is about the degree of disclosure. Secrecy can be seen as the preference for confidential behaviour, whereas transparency is related to a more “publicly accountable approach” (Gray, 1988). As can be seen in Figure 1, the accounting values are related to accounting systems. Gray (1988) made a distinction between accounting system characteristics related to authority and enforcement and accounting systems characteristics related to measurement and disclosure. Because the accounting values professionalism and uniformity are related to regulation and enforcement, these two values are linked to the two characteristics of authority and enforcement. The accounting value conservatism is concerned with the measurement part of accounting systems and the accounting value secrecy is related to the disclosure characteristic. This can be seen in Figure 1. For my research, the measurement part and the disclosure part of the accounting systems are of importance – because the focus is on earnings quality, which is based on the measurement of reported accounting numbers. 

Besides the effect of Hofstede’s cultural dimensions on Gray’s accounting values, the original model by Gray (1988) shows also some so-called “reinforcements”, represented by the small surrounding arrows in Figure 1. According to Gray (1988), institutional consequences and accounting systems have in turn impact on accounting values, which again has its influence on accounting systems. Institutional consequences and accounting systems even have their influence on cultural dimensions through so-called ecological influences. Because my thesis does not focus on ecological influences, this part of the original model is not shown in the simplified figure hereafter.
[bookmark: _Ref383086972][bookmark: _Ref384883287]Figure 1. Simplified Gray (1988) model
[image: ]
Source: Gray (1988).
*Long-term orientation is identified in the second edition of Hofstede’s Culture’s Consequences (2001) and therefore not incorporated in the original Gray (1988) model. Solid (dotted) lines between cultural dimensions and accounting values represent positive (negative) significant relations.
Several researchers have tested and confirmed the statistically significant relationship between the accounting values as identified by Gray and the societal values of Hofstede (see for instance Salter & Niswander, 1995 or Doupnik & Tsakumis, 2004 for an overview). The results of Salter & Niswander (1995) are shown in Figure 1. The solid lines represent positive significant relations between the cultural dimension and the connecting accounting values, whereas the dotted lines represent negative significant relations between cultural dimensions and accounting values. It is clearly visible that the cultural dimension uncertainty avoidance has significant relations with all four accounting values of the Gray (1988) model (positive). Besides, the dimensions individualism and masculinity also have significant relations with some of the accounting values (negative). In line with this and in line with the conclusions by Gray (1988), Hope (2003) notes that the two dimensions individualism and uncertainty avoidance probably have the most straightforward implications for managers’ accounting choice behaviours. 
[bookmark: _Toc394781229]	4.2	The effect of country characteristics on earnings quality
Prior literature on the effect of country-specific characteristics on earnings quality can be divided into two parts. One part focuses on literature with other independent variables than Hofstede’s (1980) cultural dimensions as country-specific characteristics and the other part of cross-country accounting studies focuses on the effect Hofstede’s cultural dimensions have on earnings quality. This section is divided in the same way; the first sub-section discusses prior literature with non-Hofstede characteristics as proxies for country-specific characteristics, whereas the second sub-section provides an overview of literature that links the cultural dimensions as identified by Hofstede (1980) to earnings quality. This last subsection forms the basis for the hypotheses of this study, as described in Chapter 5. 
[bookmark: _Toc394781230]4.2.1	Country characteristics (non-Hofstede) vs. earnings quality
Leuz et al. (2003) examined the relation between earnings management and cross-country characteristics for 31 countries over a ten year period. The cross-country characteristics are measured by the suggestions of La Porta et al. (1998). These characteristics are legal origin (which can be German, French, English, or Scandinavian), legal tradition (which can be common-law or code-law), legal enforcement (an average score on the corruption index, the assessment of rule of law and the efficiency of the judicial system, see La Porta et al. 1998), and outside investor rights. Earnings management on the other hand is represented by an aggregate measure of four different methods to measure earnings management. These four measures are divided into two groups. One group is based on earnings smoothing; one measure in this group focuses on the degree of the use of accruals in order to smooth earnings and the other on the correlation between the change in accruals and cash flows from operations. The second group of measures is based on the discretion in reported earnings; one measure in this group focuses on the avoidance of small losses – which is related to the benchmark part of earnings quality, see section 3.1.5 – whereas the other measure focuses on the magnitude of accruals. The results of Leuz et al. (2003) show that there exist negative significant associations between outside investor rights and the average earnings management score and between legal enforcement and the average earnings management score.

Fonseca and Gonzalez (2008) determined for banks in 41 countries for the period 1995 – 2002 the association between income smoothing through loan loss provisions and country-specific characteristics related to institutions and regulations. For banks, income smoothing through loan loss provisions is a common way of earnings management (Kanagaretnam et al., 2003). The country-specific characteristics used in this study are based on investor protection as suggested by La Porta et al. (1998). This means that the rights of the minority shareholders are taken into account (by the anti-director rights of La Porta (1998)), next to the enforcement of laws and regulations. Besides these country-specific aspects, some bank-specific characteristics are controlled for, such as for instance the power of supervisors – the higher this power, the less flexibility of managers to manage earnings. The results show a negative significant effect of the interaction between earnings before taxes and investor protection on earnings smoothing, which means that the stronger the degree of investor protection, the higher the reduction in earnings smoothing behaviour. The power of supervisors also has a negative significant effect on earnings smoothing, which means that the lower the flexibility of the managers – stronger power of supervisors – the less earnings smoothing tend to occur (Fonseca & Gonzalez, 2008).

Hashim (2012) used a discretionary component of accrual quality as a proxy for financial reporting quality. He examined the relation between national culture and discretionary accruals for 227 companies between 2003 and 2005 in Malaysia and used ethnicity of chairmen, directors and CEOs as proxies for cross-company differences. Because Malaysia is a multi-ethnic society, the origin of managers and other executives may explain the differences in earnings quality among companies within Malaysia. Discretionary accruals are computed as the standard deviation of the residuals of the accruals model by Dechow and Dichev (2002). The results of the study do not show a significant relation between the race of the CEO or chairman and discretionary accruals. Hashim (2012) did find positive significant effects of “racial composition” and “family control on board” on discretionary accruals. Racial composition is measured as the percentage of “real” Malaysian board-members and family control on board refers to the percentage of family members within a board of directors. This means that for Malaysian firms, domination of Malaysian directors in boards as well as domination by families in boards have positive significant effects on the reporting quality (Hashim, 2012).

In his study to determine the relation between country-specific market-related characteristics and earnings quality, Boonlert-U-Thai (2005) used four accounting-based earnings attributes as proxies: accrual quality, earnings persistence, earnings predictability, and earnings smoothness. He examined the effect of different characteristics of the local market – such as the efficiency of the judicial system, the degree of corruption, the ratio of domestic firms to its population, etc. – on each of the four measures for earnings quality and found different results for the different measures. When earnings smoothness is used as a proxy for earnings quality for instance, for almost all of the independent variables a significant positive relation is shown, whereas a negative significant relationship can be seen for almost all the independent variables and accrual quality as measure for earnings quality. Hence, he concluded that the association between institutional characteristics and earnings quality are mixed and depend on the measurement of earnings quality (Boonlert-U-Thai, 2005).

Asokan & Iftekhar (2010) identified the value relevance of earnings for 238 companies in the Middle East and North Africa for the period 1994 to 2005. They used an earnings-return model in order to obtain insight in the value relevance of earnings (similar to the earnings-return model as described in section 6.1.4) and controlled for several country-specific characteristics such as the legal environment (common-law versus code-law countries, as suggested by La Porta et al. (1998)), the source of accounting standards, and the extent of liberalizations (“the percentage of foreign companies within a local economy” (Asokan & Ifthekar, 2010)). They found that the legal environment has a positive significant effect on the value relevance of earnings, which means that the value relevance of earnings is higher in common-law countries (English origin; in their study Israel and Jordan) compared to code-law countries (Egypt, Lebanon, Morocco, Tunisia, and Turkey). Besides, they found a strong positive significant influence of the percentage of foreign ownership on the value relevance of earnings. This means that the higher the degree of foreign companies, the higher the value relevance of earnings (Asokan & Ifthekar, 2010).
[bookmark: _Toc394781231]4.2.2	Hofstede’s dimensions vs. earnings quality
An example of an article that relates earnings quality to Hofstede’s (1980) cultural dimensions is the study by Han et al. (2010), who determined the relationship between Hofstede’s cultural dimensions – they did not implement the fifth dimension of long-term orientation in their model – and so-called earnings discretion, which is measured as the absolute value of the discretionary component of total accruals. This research has been done with a sample of firms representing 32 countries over a time period of 12 year (1992 – 2003). Besides the effect of cultural dimensions on earnings discretion, they determined the magnifying effect that the degree of a country’s investor protection has on this relation, which can be seen as part of the legal system (within institutional consequences, see Figure 1). Investor protection as variable is based on the approach by La Porta et al. (1998), who discussed legal enforcement as alternative approach for cross-country differences (see section 2.3).  For the study by Han et al. (2010), investor protection is measured for each country as a mean score of legal variables such as the efficiency of the judicial system and the degree of corruption within each country. The results of the study by Han et al. (2010) show that, besides the significant effect of firm-specific characteristics – such as firm-size or book-to-market ratio – on the absolute value of discretionary accruals, the dimensions of individualism (positive), uncertainty avoidance (negative) and masculinity (positive) also have a significant effect on the absolute value of discretionary accruals. For the interaction between individualism and the degree of investor protection and for the interaction between uncertainty avoidance and the degree of investor protection they found positive significant relations with the absolute value of discretionary accruals (Han et al., 2010).

A similar study is done by Nabar and Boonlert-U-Thai (2007), who also determined the relationship between earnings management, investor protection and cultural differences for 30 countries from 1990 until 1999 (they used the same sample as Leuz et al. (2003) as starting-point). They used an average score of earnings discretion and earnings smoothing (see the discussion of Leuz et al., 2003 in the previous section for the explanation of these variables) as measure for earnings management and controlled for “outside investor rights” and “legal enforcement”. Legal enforcement is measured for each country, comparable to the study by Han et al. (2010), by a mean score of the efficiency of the legal system, the degree to which the law is enforced (so-called rule of law), and the degree of corruption, whereby all variables range from 0 to 10. Outside investor rights are obtained from the anti-director rights index from the study of La Porta et al. (1998). Besides these cross-country differences, Nabar and Boonlert-U-Thai (2007) controlled for several other differences among countries, such as religion and language. Nabar and Boonlert-U-Thai (2007) found a significant positive effect of uncertainty avoidance on earnings management and a significant negative effect of outside investor rights on earnings management. When splitting the measure for earnings management in the two initial measures – earnings discretion and earnings smoothing – the significant relation caused by uncertainty avoidance disappears for earnings smoothing, but remains for earnings discretion. The most significant effect on both measures can be explained by the dummy-variable that controls for the country’s primary language being English (Nabar & Boonlert-U-Thai, 2007).

A comparable study as by Nabar and Boonlert-U-Thai (2007) is done by Doupnik (2008), who also used an aggregate value for a country’s earnings smoothing and earnings discretion – by ranking both measures and computing a country’s average rank – in order to determine the effect of cultural differences – measured by Hofstede’s dimensions – on earnings management. Comparable to the studies by Nabar and Boonlert-U-Thai (2007) and Han et al. (2010), Doupnik also controlled for the institutional differences, such as outside investor rights – obtained from the anti-director rights index by La Porta et al. (1998) –, legal enforcement – again an average of the efficiency of the judicial system, the degree of corruption, and the degree of legal enforcement –, and a distinction between code-law and common-law countries, such as suggested by Ball et al. (2000). For this research, Doupnik (2008) used the data by Leuz et al. (2003), which consist of 31 countries for a period of ten years. The results are comparable with the results by Nabar and Boonlert-U-Thai (2007). Doupnik (2008) found a positive significant effect of uncertainty avoidance on the aggregate value for earnings management and a negative significant effect of individualism on earnings management. For the institutional variables, Doupnik (2008) found a negative significant effect of outside investor rights on earnings management. When dividing earnings management in the original variables, earnings smoothness and earnings discretion, the results are similar for earnings discretion as for the aggregate value of earnings management. The significant effects of uncertainty avoidance and outside investor rights on earnings smoothness, however, disappear. 

Another, more specific, study on the relationship between cultural dimensions and earnings management, is the study by Kanagaretnam et al. (2011), who determined the relation between earnings management and cross-country differences for banks in 39 countries for the period 1993 – 2006. Although meeting or beating certain benchmarks can be doubtful as proxy for earnings management (see section 3.1.5), meeting or beating last year’s earnings is important for banks and hence, management may have incentives to manage earnings in order to achieve this benchmark (Altamuro & Beatty, 2010). Therefore, Kanagaretnam et al. (2011) decided to regress small changes in earnings (scaled for total assets, hence they used the change in return on assets (ROA) as proxy for earnings management) to Hofstede’s cultural dimensions and country-specific and firm-specific control variables. Another proxy for earnings management used by Kanagaretnam et al. (2011) is income smoothing through loan loss provisions, which is a common way for banks to smooth income according to prior literature (see for instance Wahlen (1994) and Fonseca & Gonzalez (2008)). Kanagaretnam et al. (2011) found strongly significant effects of all four Hofstede’s cultural dimensions – they did not use long-term orientation as cultural dimension – on small changes in ROA, where the relation between uncertainty avoidance and small changes in ROA are negative, and the relations between small changes in ROA and the other three cultural dimensions are positive. The firm-specific variable leverage (which is calculated as total equity divided by total assets) has a strong negative significant effect on the small changes in ROA. For income smoothing through loan loss provisions, Kanagaretnam et al. (2011) found significant effects of uncertainty avoidance (positive), power distance (negative), and masculinity (negative) on earnings smoothing. 

Guan et al. (2005) identified the effect of cultural dimensions on earnings manipulation for Australia, Singapore, Malaysia, Hong Kong, and Japan for the period 1987 – 1995. As a proxy for earnings manipulation they used discretionary accruals, obtained from a cross-sectional version of the modified Jones (1991) model. Besides Hofstede’s cultural dimensions of power distance, individualism, and uncertainty avoidance, the authors controlled for firm-specific characteristics such as the debt to equity ratio and the size of the firm, measured as the natural logarithm of total assets (Guan et al., 2005). The results of the study show a positive significant relation between discretionary accruals and individualism and negative significant relations between discretionary accruals and uncertainty avoidance and between discretionary accruals and long-term orientation. Furthermore, the authors found a significant positive effect of the debt to equity ratio on discretionary accruals and a significant negative effect of the size of the firm on discretionary accruals. The positive association between discretionary accruals and a firm’s debt to equity ratio is in line with prior literature and can be explained by the assumption that high debt to equity ratios are a measure for existence of debt covenants restrictions. Managers who face these restrictions are more likely to manage earnings upwards in order to level the debt to equity ratio. The negative association between firm size and the use of discretionary accruals can be explained by the fact that large firms are watched more closely by governments than small firms and hence, they are less flexible in the use of discretionary accruals. The fact that Guan et al. (2005) did not find significant relations between discretionary accruals and Hofstede’s cultural dimensions power distance and masculinity may be caused by the relatively small sample (just six countries) compared to the sample by for instance Kanagaretnam (39 countries) or Han et al. (30 countries). 

In the 2010 study, Guan and Pourjalali identified the association between cultural values and earnings management for 27 countries in the period 1987 – 2001. For the cultural values, Guan and Pourjalali used Hofstede’s dimensions individualism, power distance, uncertainty avoidance, and masculinity. Earnings management is measured with discretionary accruals, calculated according to the modified Jones (1991) model. Furthermore, they controlled for the size of the firm (total assets), the debt to equity ratio of the firm, and two scores from the Leuz et al. (2003) study; the disclosure score and the earnings management score (see the discussion on Leuz et al. (2003) in the previous section). Guan and Pourjalali (2010) performed the regression analysis twice, one time for the direction of earnings management (upward or downward) and one time for the magnitude of earnings management (absolute value of earnings management). When looking at the direction of earnings management, power distance, individualism, and masculinity all have negative significant effect on this direction. Besides, the size of the firm has a negative effect on the direction of earnings management, which means that larger firms are more likely to assess downward earnings management. The association between the debt to equity ratio and the direction of earnings management is positive, which means that the higher the debt to equity ratio, the more upward earnings management. The explanations for these findings are similar to the ones provided in the discussion of the Guan et al. (2005) study. When looking at the magnitude of earnings management, all four cultural dimensions have a significant effect on this magnitude. Uncertainty has a negative significant effect on the absolute magnitude of earnings management, whereas power distance, individualism, and masculinity all have positive significant effects on the absolute magnitude of earnings management. The debt to equity ratio (negative) and the size of the firm (positive) also have significant effects on the absolute magnitude of earnings management, which means that large firms manage earnings more (but downwards, as seen before) and firms with higher debt to equity ratios manage earnings less (but upwards).

Besides the relation between earnings management and cultural dimensions, other accounting-based aspects have been linked to cultural differences in prior literature. The recent study of Salter et al. (2013) for instance, determined the role of social and accounting values on accounting conservatism for 22 countries in the period 1989 to 2006. They found significant evidence that accounting conservatism (both conditional and unconditional) is related to the accounting values as identified by Gray (1988). Furthermore, they found a positive significant relation between Hofstede’s dimension uncertainty avoidance and unconditional conservatism and a positive association between femininity and unconditional conservatism. As discussed in section 2.1.3, femininity can be seen as the inverse of masculinity and hence, this result can be seen as a negative association between masculinity and unconditional conservatism. For conditional conservatism, only the positive effect of femininity remains. This means that accounting conservatism, or risk avoidance, is more likely in countries with a lower degree of masculinity (which can be seen as more feminine). 
[bookmark: _Toc394781232]4.3	Summary
In this chapter, the link between Hofstede’s cultural dimensions and the field of accounting is discussed. Several studies have confirmed the significant relation between the cultural dimensions as identified by Hofstede (1980) and accounting values as identified by Gray (1988). Prior literature shows the importance of cross-country studies to earnings quality and the effect of country-specific characteristics as causes for differences in earnings quality. Important studies that analyse the effect of other than Hofstede’s cultural dimension as proxies for country-specific characteristics are discussed as well as studies that use Hofstede’s dimensions as independent variables in order to identify the effect of it on earnings quality. Mixed results can be found when determining the sign of the association between cultural dimensions and earnings quality. Both positive significant and negative significant associations are found for cultural dimensions, but the majority of the studies found a significant positive effect of uncertainty avoidance on earnings quality. An overview of prior literature related to the association between earnings quality and Hofstede’s cultural dimensions can be found in the summary table (Table 2) on the following pages. 
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[bookmark: _Ref387222297]Table 2. Summary table of prior literature that relates earnings quality to Hofstede’s cultural dimensions
	Author(s)
	Title
	Relation
	Results

	Han et al. (2010)
	“A cross-country study on the effects of national culture on earnings management”
	Earnings discretion (measured as absolute value of discretionary total accruals) vs. cultural dimensions.
	Significant positive effect for individualism and masculinity on earnings discretion. Significant negative effect of uncertainty avoidance on earnings discretion. Significant effect of interaction between individualism and investor protection and between uncertainty avoidance and investor protection on earnings discretion.

	Nabar & Boonlert-U-Thai (2007)
	“Earnings Management, Investor Protection, and National Culture”
	Cultural differences and investor protection vs. earnings management (measured as average score of earnings discretion and earnings smoothing).
	Significant positive effect of uncertainty avoidance on earnings management (remains for earnings discretion after splitting earnings management in the two components; disappears for earnings smoothing), significant negative effect of outside investor rights on earnings management. Most significant effect can be explained by a dummy-variable that controls for the country’s primary language being English. 

	Doupnik (2008)
	“Influence of Culture on Earnings Management: A Note”
	Cultural dimensions vs. earnings management (measured as country’s average rank of earnings smoothing and earnings discretion).
	Significant positive effect of uncertainty avoidance on earnings management. Significant negative effect of individualism on earnings management. Significant negative effect of outside investor rights on earnings management.

	Kanagaretnam et al. (2011)
	“Effects of national culture on earnings quality of banks”
	Cultural differences vs. small changes in ROA and income smoothing through loan loss provisions.
	Strongly significant negative relation between uncertainty avoidance and small changes in ROA. Strongly positive significant relation between small changes in ROA and individualism, power distance, and masculinity respectively. Significant negative (positive) relation between power distance, masculinity (uncertainty avoidance) and income smoothing through loan loss provisions.
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	Guan et al. (2005)
	“Effect of Cultural Environment on Earnings Manipulation: A Five Asia-Pacific Country Analysis”
	Cultural dimensions vs. earnings manipulation (measured as discretionary accruals, obtained from a cross-sectional version of the modified Jones model).
	Positive significant relation between individualism and discretionary accruals. Negative significant relation between uncertainty avoidance and discretionary accruals.

	Guan & Pourjalali (2010)
	“Effect of Cultural Environmental and Accounting Regulation on Earnings Management: A Multiple Year-Country Analysis”
	Cultural dimensions vs. magnitude and direction of earnings management. Controlled for debt to equity ratio and firm-size.
	Negative significant effect of uncertainty avoidance on earnings management. Positive significant associations between power distance and earnings management. Positive significant effect of individualism on earnings management and positive significant effect of masculinity on earnings management.

	Salter et al. (2013)
	“The Role of Social Values, Accounting Values and Institutions in Determining Accounting Conservatism”
	Social and accounting values vs. accounting conservatism.
	Negative relation between masculinity and both conditional and unconditional conservatism. 






[bookmark: _Toc394781233]5.	Hypotheses Development
In this chapter, hypotheses are developed for the relationships between the different proxies for earnings quality and the different cross-country characteristics, operationalized by Hofstede’s (1980) cultural dimensions. These hypotheses are based on the prior literature related to earnings quality and cultural differences, as discussed in chapter 4. First of all, hypotheses related to accrual quality are deducted, followed by hypotheses related to earnings predictability, earnings smoothness, and conservatism. Because prior literature did not relate value relevance to cultural dimensions, no hypotheses are developed for this proxy.  A summarizing table of the hypotheses can be found in the final section of this chapter. 
[bookmark: _Toc394781234]5.1	Accrual quality
In their examination of the relation between earnings management (both accrual-based and non-accrual-based based) and cultural dimensions, Kanagaretnam et al. (2011) found that low uncertainty avoidance societies manage earnings more than high uncertainty avoidance societies. The relation between accrual quality and uncertainty avoidance is also reported by Guan et al. (2005). In their study of five Asian-Pacific countries, they found a negative relation between discretionary accruals and uncertainty avoidance. Because limited discretionary accruals can be seen as high accrual quality, the hypothesis for the relation between accrual quality and uncertainty avoidance is as follows:
H1a:	There exists a positive relation between the cultural dimension uncertainty avoidance and accrual quality.
The effect of a societies’ power distance on the quality of earnings is not straight-forward. According to Guan and Pourjalali (2010), power distance, which measures the degree of hierarchical order, has a significant effect on the magnitude of earnings management. They state that this is the case “because power equalization and the demand for justification for power inequalities is not highly regarded” in higher power distance societies. The effect of earnings management on the quality of earnings is also not straight-forward. One would expect to see lower quality of managed earnings compared with unmanaged earnings; however, earnings management can be used to “accurately annuitize the intrinsic value of the firm” (Dechow & Schrand, 2004) and hence, increase the earnings quality. These two arguments combined lead to the following hypothesis in null form: 
H1b:	There exists no relation between the cultural dimension power distance and accrual quality.
[bookmark: _Toc394781235]5.2	Earnings predictability
According to Kanagaretnam et al. (2011), risk-taking incentives are likely to be greater in societies with a high degree of individualism, which will lead to more volatile earnings. Hence, one would expect to see a negative relation between earnings predictability and the degree of individualism, as is stated in the following hypothesis:
H2a:	There exists a negative relation between the cultural dimension individualism and earnings predictability.
According to Hofstede (2001), managers in societies with a high degree of masculinity face stress on performance and are expected to be aggressive and competitive. Therefore, high risk-taking is more likely to occur in societies with a high degree of masculinity than in societies with a lower degree of masculinity. The expectations for masculinity are therefore in line with the expectations for individualism. This means that volatile earnings are expected, which can be seen as a negative relation between earnings predictability and masculinity. Therefore, the following hypothesis is stated:
H2b:	There exists a negative relation between the cultural dimension masculinity and earnings predictability.
According to Guan and Pourjalali (2010), power distance has a significant effect on the magnitude of earnings management. As mentioned before, earnings management can also increase the earnings quality because it can result in an accurate presentation of the intrinsic value of the firm. Therefore, the hypothesis for the relation between power distance and earnings predictability is stated in null form:
H2c:	There exists no relation between the cultural dimension power distance and earnings predictability.
[bookmark: _Toc394781236]5.3	Earnings smoothness
As mentioned by Fonseca and Gonzalez (2008), the combination of the higher degree of volatility and the individualistic approach of the managers will lead to a higher level of earnings smoothing. Higher earnings smoothing means a lower ratio of the variance in earnings versus the variance in cash flows. Therefore, for this study the developed hypothesis for the relation between the cultural dimension individualism and earnings smoothness as proxy for earnings quality is stated as follows:
H3a:	There exists a negative relation between the cultural dimension individualism and earnings smoothness.
As mentioned by Hofstede (2001), the idea underlying uncertainty avoidance is how a society looks to the future. Societies can control for the future, but they can also let it happen. When looking at for instance earnings smoothing (as is done in the study by Doupnik (2008)), which is an attempt by management in order to control for future earnings, one would expect to see more earnings smoothing in societies with high levels of uncertainty avoidance. Earnings smoothness as proxy for earnings quality does not show the amount of earnings smoothness, but the ratio of earnings and cash flow smoothness. Hence, more earnings smoothing results in a lower ratio. Therefore, in this study the hypothesis is developed as follows:
H3b:	There exists a negative relation between the cultural dimension uncertainty avoidance and earnings smoothness.
The negative relation between masculinity and earnings predictability, as is shown in hypothesis 2c, will be eliminated by the predicted positive relation between earnings smoothing and masculinity (as discussed in Kanagaretnam et al. (2011)). On the other hand, Doupnik (2008) states that “the net influence that masculinity might have on earnings smoothing is unclear”. Hence, when earnings smoothness is used as a proxy, no direction in the relation between masculinity and earnings quality is predicted, as stated in the following hypothesis: 
H3c:	There exists no relation between the cultural dimension masculinity and earnings smoothness.
[bookmark: _Toc394781237]5.4	Value relevance
The relation between value relevance of earnings and country-specific characteristics has not been examined a lot before. The only cross-country study on value relevance is the one by Asokan and Ifthekar (2010), who examined the value relevance of earnings for countries in the Middle East and Northern Africa. They did find some differences in value relevance of earnings across the countries of their interest, but linked these differences to the source of accounting standards and the local civil laws and codes. Hence, there is no prior literature that relates Hofstede’s (1980) cultural dimensions to the value relevance of earnings. For this measure of earnings quality, therefore, no hypotheses are created. 
[bookmark: _Toc394781238]5.5	Conservatism
Gray (1988) predicts that in countries with high individualism, accountants and preparers will have the most flexibility in terms of self-governance and measurement. The model by Gray therefore predicts that accountants within individualistic environments will report “the most optimistic numbers allowed by institutions” (Han et al., 2010), which can be seen as negative conservatism. In line with this prediction is the hypothesis for this study developed as follows:
H4a:	There exists a negative relation between the cultural dimension individualism and conservatism.
Furthermore, as suggested by Gray (1988), the rules of uncertainty-avoidant countries would lead to a preference for conservative accounting. Hence, the expectation is that there will be a positive association between uncertainty-avoidance and earnings quality, when conservatism is used as a proxy. Therefore, the following hypothesis is developed:
H4b:	There exists a positive relation between the cultural dimension uncertainty avoidance and conservatism.
In line with the argument used for the relation between individualism and conservatism, the expectation for the relation between masculinity and conservatism has been developed. In line with the results by Salter et al. (2013), the hypothesis is stated as follows:
H4c:	There exists a negative relation between the cultural dimension masculinity and conservatism.
As mentioned before in developing hypotheses related to power distance, only Guan and Pourjalali (2010) found results for this cross-country characteristic related to earnings management. They concluded that power distance has a significant effect on the magnitude of earnings management. When looking at earnings management as low earnings quality, one would expect to see a negative relation between power distance and conservatism as measure for earnings quality. The hypothesis for the relation between power distance and conservatism as measure for earnings quality is thus stated as follows:
H4d:	There exists a negative relation between the cultural dimension power distance and conservatism.
[bookmark: _Toc394781239]	5.6	Summary
In this chapter, the literature as discussed in chapter 4 is used in order to develop hypotheses about the relationships between the different proxies for earnings quality and the cultural dimensions as identified by Hofstede (1980, 2001). These hypotheses are summarized in the following table, Table 3:


[bookmark: _Ref387738990]Table 3. Summary of expectations
	
	Individualism
	Uncertainty 
Avoidance
	Masculinity
	Power 
Distance

	Accrual quality
	-
	positive
	-
	null

	Earnings predictability
	negative
	-
	negative
	null

	Earnings smoothness
	negative
	negative
	null
	-

	Value relevance
	-
	-
	-
	-

	Conservatism
	negative
	positive
	negative
	negative




[bookmark: _Toc394781240]6.	Research Method
In this chapter, the methods used to conduct the main study are described. In the first section the general model is explained, which will be used for each measure for earnings quality. Thereafter, the different proxies are further discussed and an explanation of the calculation for each measure is given. First of all, the calculation of accrual quality is discussed, followed by the regression model to identify the effect of the cultural dimensions on accrual quality as proxy for earnings quality. The same is done for the remaining proxies, earnings predictability, earnings smoothness, value relevance, and conservatism. The final section of this chapter discusses the sample that is used for this research.
[bookmark: _Toc394781241]	6.1	General model
To determine whether there exists a relationship between earnings quality and cultural dimensions, a regression analysis is performed for each specific earnings quality measure. As mentioned before, the following proxies for earnings quality are used: accrual quality, earnings predictability, earnings smoothness, value relevance, and conservatism. In line with prior research (see for instance Guan et al., 2005; Nabar & Boonlert-U-Thai, 2007; Doupnik, 2008; Han et al., 2010; Kanagaretnam et al., 2011), the dependent variable of these regressions are the different proxies for earnings quality, whereas the independent variables consist of Hofstede’s (2001) four cultural dimensions. The general regression model used for each measurement of earnings quality is presented hereafter, see Eq. 1, whereby besides the cultural dimensions, also the size of the firm and the average debt to equity ratio of the firm are added as independent control variables. Several control variables that may influence the quality of reported earnings can be thought of, of which the firm’s size and debt-to-equity ratio are the most common used. These two variables have proven to explain a part of earnings quality in all different models used in prior literature and hence, they are implemented in the model of this research. Because the countries in the sample of this study are represented with different amounts of companies, a weighted regression is used to correct for the degree of representation. This means that in the regression models each firm gets a certain weight, calculated as the inverse of the amount of companies representing the same company. As an example, every Dutch company gets a weight of  and every Japanese company a weight of , because 55 companies represent the Netherlands and 1,779 companies represent Japan. In total, all Japanese companies together have a total weight of 1, similar to all Dutch companies taken together. Hence, the results are not biased by overly represented countries. To prevent too much influence from skewed dependent variables (see Section 7.1 for descriptive statistics and the degree of skewness for each dependent variable), the firms are ranked for each measure for earnings quality. Based on each measure for earnings quality, every firm is labelled with a number between 1 and 4,523 – which is the amount of firms used in this study – where the value of 1 reflects the highest quality and the value of 4,523 the lowest quality. This rank is then used as dependent variable in the regression models. 
	
	
	[bookmark: _Ref384200749]Eq. 1




Where
		=	Individualism of firm j (for country of origin, as identified by Hofstede (2001)),
		=	Uncertainty avoidance of firm j (for country of origin),
		=	Masculinity of firm j (for country of origin),
		=	Power distance of firm j (for country of origin),
	=	Natural logarithm of the average total assets for firm j over the years,
	 =	Natural logarithm of the average debt to equity ratio for firm j.
Before the regression model is performed with all cultural dimensions implemented, models are used where the measure for earnings quality is regressed to the control variables and just one of the cultural dimensions at a time. Hence the effect of each individual dimension on earnings quality can be shown. This will lead to a total of five regression models. Four for the individualistic approach and one for the dimensions implemented simultaneously, as shown in Eq. 1. The values for the cultural dimensions can be found in the book by Hofstede (2001) and are shown in Table 1 (see Section 2.2). Not all values are mentioned in the book and hence, the remaining values (for China only) are retrieved from the website of The Hofstede Centre. The total assets of the firm and the debt-to-equity ratio can be obtained directly or calculated with data from the Compustat database.
[bookmark: _Toc394781242]6.1.1	Accrual quality
The accrual quality, which is the first accounting-based approach of earnings quality is measured by using the model of Dechow and Dichev (2002), adjusted as suggested by McNichols (2002). The original model by Dechow and Dichev is based on the idea that total accruals should reflect past, current, and future cash flows. According to McNichols (2002), the change in working capital cannot only be attributed to cash flows and hence, she combines the model by Dechow and Dichev with the Jones model (1991). The combination of these two models has greater explanatory power than the models apart, as is discussed in section 3.1.4, and hence, this study makes use of the suggested adjustments, see Eq. 2.
	
	
	[bookmark: _Ref384201084]Eq. 2


Where
		=	Total current accruals of firm j in year t, scaled for total assets,
		=	Operating cash flows of firm j in year t, scaled for total assets,
		=	Change in revenue of firm j in year t, scaled for total assets,
		=	Gross value of property, plant, and equipment of firm j in year t, scaled for total assets,
		=	Measure for accrual quality of firm j in year t.
Total current accruals can be calculated as follows: , whereby  the change in current assets between year t-1 and year t,  the change in current liabilities between year t-1 and year t,  the change in cash between year t-1 and year t, and  the change in debt current liabilities between year t-1 and year t. The change in revenue is the difference between revenues of year t-1 and year t. Both total current accruals, operating cash flows, the change in revenue, and the gross value of property, plant, and equipment are scaled by total assets. All these variables can be obtained from Compustat.
The residual term of Eq. 2, , will be a measure of how well cash flows, changes in revenues, and gross values of PPE reflect total accruals and hence, it can be seen as a measure for accrual quality. Dechow and Dichev (2002) used a firm-level measure of accrual quality, reflected by the standard deviation of the residuals of Eq. 2. In line with this measure, this study will use accrual quality at the firm-level, controlled for the average size and the debt to equity ratio of each firm, as shown in Eq. 3. For the dependent variable, the companies are ranked based on the value of the standard deviation of the residuals of Eq. 2. Lower standard deviations mean higher quality. The coefficients  to  are the coefficients of interest and will reflect the relationship between the cultural dimensions and accrual quality as proxy for earnings quality.
	
	
	[bookmark: _Ref384201362]Eq. 3


Where
 = Firm j’s rank based on standard deviation of firm-specific residual of Eq. 2.
[bookmark: _Ref384287920][bookmark: _Ref384287930][bookmark: _Ref384287976][bookmark: _Toc394781243]6.1.2	Earnings predictability
The second accounting-based proxy for earnings quality is the rank of the firm’s earnings predictability. Earnings predictability can be seen as “the ability of earnings to predict itself” (Lipe, 1990) and is a measure of earnings quality based on the view that earnings numbers that can be used to predict future earnings are of higher quality (Dechow et al., 2010). As mentioned in section 3.1.1, the firm-specific predictability can be obtained by calculating the variance of the earnings persistence model. This model relates current net income to previous net income and controls for some firm-specific (firm size and capital intensity) and industry-specific (Herfindahl-Hirschman Index (HHI)) characteristics (see Eq. 4). These variables are added to the model, because they can influence the firm’s net income. Net income for companies in highly competitive industries for instance (low values of HHI), depends strongly on the performances of competitors; better performances of competitors will lead to weaker performances of the own company in highly competitive industries.
	
	
	[bookmark: _Ref384201301]Eq. 4


Where
 =	Firm j’s net income before extraordinary items in year t, divided by the weighted average number of outstanding shares during year t.
 =	Firm j’s Herfindhal-Hirschman Index,
 =	Firm j’s capital intensity for year t, calculated as total assets divided by sales,
 =	Firm j’s size in year t, calculated as total assets. 
With this model, the reported earnings of current year are linked to last-year earnings and some industry- and firm-specific characteristics. The net income before extraordinary items can be obtained from Compustat, similar to the number of outstanding shares. The total assets and sales can also be obtained from Compustat in order to determine the capital intensity. The firm’s industry Herfindahl-Hirschman Index is calculated as the sum of weighted market shares (sales) for all firms in the same industry in the same year in the same country (to avoid currency-related errors). Because earnings that cannot be predicted with Eq. 4 are captured in the error term, the variance of this error term can be seen as the degree to which future earnings are predictable. 
Firms with lower variance of the earnings persistence model have higher predictability and tend to have a higher ability to predict itself and hence, higher values of predictability can be seen as higher earnings quality. The firms are ranked from high quality to low quality and this rank is used in order to determine the relation between earnings quality and the cultural dimensions by the following regression model, Eq. 5:
	
	
	[bookmark: _Ref384201280]Eq. 5


Again, the coefficients  to  will show the association between earnings quality and the different cultural dimensions respectively.
[bookmark: _Toc394781244]6.1.3	Earnings smoothness
As described in chapter 3, earnings smoothness as proxy for earnings quality is based on the idea that the ratio of the volatility of earnings to the volatility of cash flows can give insight in the degree to which earnings are managed, with the assumption that cash flows cannot be managed.  Especially in cross-country studies, earnings smoothness as proxy for earnings quality has resulted in more consistent results than other proxies. The ratio can be calculated as is shown in Eq. 6:
	
	
	[bookmark: _Ref390347319]Eq. 6


Where
=	volatility of firm j’s income before extraordinary items scaled by market value at the beginning of year t,
 =	volatility of firm j’s cash flows from operations.
Income before extraordinary items and cash flows from operations can be obtained from Compustat, whereas the market value can be obtained from Datastream. The volatility is calculated for the available data between 2002 and 2012. The ratios are ranked based on percentage of deviation from one. Hence, ratios close to one are judged as more managed than ratios close to zero or well above one. Small deviations from one thus mean lower earnings quality. These ranks are used as dependent variable in the regression model (see Eq. 7) in order to determine the effect cultural dimensions have on this proxy for earnings quality. Again, the  -coefficients are the coefficients of interest and will show the effect of cultural dimensions on this proxy for earnings quality.
	
	
	[bookmark: _Ref384729107]Eq. 7



[bookmark: _Ref385230150][bookmark: _Toc394781245]6.1.4	Value relevance
The third proxy for earnings quality is the market-based measurement of value relevance. The idea behind value relevance as a proxy for earnings quality is that accounting numbers should explain information that is impounded in stock returns. As in many studies to accounting research (see for instance Francis & Schipper, 1999; Bushman et al., 2004), value relevance is based on the explanatory power (adjusted R2) of the earnings-return-model, which is shown in Eq. 8. The R2 of this model represents to what extent the market response – measured as stock returns – matches the company’s reported earnings and hence, can be seen as the degree to which reported earnings are important for investors. For investors, high explanatory power is desirable, because they can estimate the returns based on earnings and hence, higher R2 imply more value relevant earnings and thus higher earnings quality.
	
	
	[bookmark: _Ref384729137]Eq. 8


Where
	=	firm j’s 12 month return ending at the end of fiscal year t,
 =	firm j’s income before extraordinary items in year t, scaled by market value at the end of year t-1.
Income before extraordinary items can be obtained from Compustat and both the monthly returns and the firm’s market value from Datastream. The explanatory power of Eq. 8 is used to determine the relation between value relevance as a proxy for earnings quality and the cultural dimensions by using the following regression model, Eq. 9:
	
	
	[bookmark: _Ref384729162]Eq. 9


Just as in the other models used to determine the relation between earnings quality and cultural dimensions, the coefficients of  to  in Eq. 9 will show the effect of each dimension on earnings quality respectively. 
[bookmark: _Ref385230093][bookmark: _Toc394781246]6.1.5	Conservatism
The last proxy for earnings quality is conservatism. According to Watts (2003), conservatism is a desirable attribute of earnings because it “constrains overpayments to stakeholders”. Therefore, higher degrees of conservatism can be seen as higher earnings quality. The study by Wang et al. (2008) analysed five different widely applied measures for conservatism and they identified two groups of measures of conservatism. This study will focus on two measures for conservatism; the Basu-model (1997) – the so-called Asymmetric Timeliness of earnings measure (AT) – and the model by Ball and Shivakumar (2005) – the so-called Asymmetric Accrual to Cash-flow measure (AACF). These two models are used because the Basu model is proven to be consistent with theoretical predictions and the model by Ball and Shivakumar seems to be of great interest for recent conservatism researchers and deals with the limitation of the Basu model, that it is not applicable for private companies (Wang et al., 2008). The Basu-model (1997) is presented in Eq. 10:
	
	
	[bookmark: _Ref384729181]Eq. 10


Where
 =	earnings per share for firm j in year t,
 =	opening stock market price for firm j in year t,
 =	stock markets return for firm j in year t,
 =	dummy-variable that takes the value of 1 if the stock market return for firm j in year t is negative and 0 otherwise.
This model will be used for every firm j to come to a firm-specific level of conservatism. In Eq. 10,  is the measure for firm-specific unconditional conservatism, and  is the measure for firm-specific conditional conservatism. Higher values of these sums represent higher degrees of conservatism. The firms will be ranked on total conservatism, from high conservatism (high earnings quality) to low conservatism (low earnings quality).
The model by Ball and Shivakumar (2005) is similar to the Basu-model (1997), but can be seen as the non-stock-market version. It is based on accruals and cash-flows instead of earnings per share and stock returns. The model is shown in Eq. 11:
	
	
	[bookmark: _Ref384201110]Eq. 11


Where
 =	Accruals measured as ΔInventory + ΔDebtors + ΔOther current assets – ΔCreditors – ΔOther current liabilities - Depreciation,
	=	Cash-flow from operations for firm j in year t,
 =	dummy-variable that takes the value of 1 if the cash-flow from operations for firm j in year t is negative and 0 otherwise.
As mentioned, accruals are calculated as the change in inventory plus the change in debtors minus the change in creditors plus the change in other current assets minus the change in other current liabilities minus depreciation. The cash flows from operations are obtained from Compustat, in the same way as for Eq. 2. Similar to the Basu-model discussed before,  represents firm-specific unconditional conservatism and  is the measure for firm-specific conditional conservatism. The firms will be ranked on total conservatism, from high conservatism to low. The average rank of each firm for the Basu-model and the model by Ball and Shivakumar is used to determine the relation between conservatism and cultural dimensions, see Eq. 12:
	
	
	[bookmark: _Ref384201071]Eq. 12


Similar to the other methods used before, the coefficients to  will provide insight in the relationship between earnings quality – measured as the degree of conservatism – and cultural dimensions. 
[bookmark: _Toc394781247]6.2	Sample selection		
The sample of this study consists of listed companies in ten countries – representing Western Europe and Eastern Asia – for the period 2002 to 2012. The countries in Western Europe are France, Germany, the Netherlands, and the UK, whereas the countries representing Asia are China, India, Indonesia, Japan, South Korea, and Thailand. These countries are of great interest for multiple reasons. First of all, there is the distinction between Europe and Asia, which is interesting to look at because of the growing economies in the Far East. Therefore, there is increasing interest from European firms in Asian accounting numbers and the comparability with European accounting numbers. Secondly, the scores on Hofstede’s dimensions are divers among the different countries, even within the two continents (see Table 1 in Section 2.2). Therefore potential relations between cultural dimensions and earnings quality are not necessary caused by the difference between Asia and Europe, but by the differences in cultural dimensions, even within each continent. This will lead to better interpretable results. Other country-specific characteristics, such as investor protection, legal origin (English, French, German), and legal tradition (common-law versus code-law) as discussed by La Porta et al. (1998) are different as well among the countries, in another way than the differences in Hofstede’s dimensions (see Table 4). Therefore, the comparison of all these country-specific characteristics within the section with additional tests may give a solid insight in the causes of cross-country differences in reported earnings. Most of the data for the regression models can be obtained from the Compustat database, whereas stock price related information (market value, earnings per share and stock price) can be obtained from the Datastream database. The country-specific characteristics can be obtained from Hofstede (1980, 2001) and La Porta et al. (1998). 
[bookmark: _Ref387922872][bookmark: _Ref390714791]Table 4. Country-specific characteristics (non-Hofstede)
	
	Continent
	Legal origin
	Legal tradition
	# firms

	CHN
	Asia
	Chinese
	-
	925

	DEU
	Europe
	German
	CD
	237

	FRA
	Europe
	French
	CD
	294

	GBR
	Europe
	English
	CM
	296

	IND
	Asia
	English
	CM
	349

	IDN
	Asia
	French
	CD
	110

	JPN
	Asia
	German
	CD
	1,779

	NLD
	Europe
	French
	CD
	55

	KOR
	Asia
	German
	CD
	298

	THA
	Asia
	English
	CM
	180

	
	
	
	
	4,523



To be part of the sample, all firms need to meet certain requirements. First of all, all the required data should be non-missing, which means that firms with missing data are eliminated from the sample. For the original 12,328 firms of which data were obtained from the Compustat database, the requirement of non-missing data decreased the sample to 11,984 firms. Furthermore, data should be available for at least eight years between 2002 and 2012 in order to be able to calculate accurate volatilities, which resulted in a decrease of 3,629 firms, leading to a sample size of 8,355 firms. Firms that changed the month in which they published their accounting numbers during the sample period are eliminated as well (which occurred for 622 firms), similar to firms that changed from reporting currency between 2002 and 2012 (which was the case for 84 firms). This is done to make sure that consistent figures are used as a starting point. Finally, for the remaining 7,649 firms, stock price related data had to be available – for which similar requirements held (non-missing data available for at least eight years). All these eliminations resulted in a total sample of 47,758 firm-years, divided over 4,523 firms. This elimination process is summarized in Table 5.



[bookmark: _Ref394736799]Table 5. Sample selection
	Selection requirement
	Total firms

	Raw data (Compustat)
	12,328

	Non-missing data
	11,984

	Years of data ≥ 8
	8,355

	No change month of book year-end
	7,733

	No change of currency
	7,649

	Match with Datastream
	4,523

	Total sample
	4,523



[bookmark: _Toc394781248]	6.3	Summary
In this chapter, the different models that are used to determine the effect of country-specific characteristics on earnings quality are discussed. With regression models, the relation between earnings quality and Hofstede’s (1980) cultural dimensions is determined. All firms are weighted to correct for overly represented countries. This means that the sum of the weights for companies representing the same country is always equal to one, independent of the amount of companies representing that specific country. Hence, all 55 Dutch companies taken together have equal weight compared to all 1,779 Japanese companies taken together. The first proxy for earnings quality is accrual quality, which is measured using the adjusted Dechow and Dichev (2002) model. The second measure for earnings quality is earnings predictability. This is calculated as the variance of the unexplained residuals in the model that relates current earnings to previous earnings. The third proxy is earnings smoothness, which is the ratio between earnings volatility and cash flow volatility. The fourth measure for earnings quality is value relevance, which is represented by the explanatory power of an earnings-return model. The last proxy used is conservatism, which is the average of the regular Basu (1997) model and a non-stock-market version of that model (Ball & Shivakumar, 2005). The regular model is based on earnings per share, whereas the non-stock-market version is based on accruals and cash flows. For each measure for earnings quality, five regression models are used. The first four models have only the firm’s size, debt-to-equity ratio and one of the four cultural dimensions as independent variables, whereas the fifth model has all the four dimensions simultaneously. The study is performed for 4,523 listed firms in Western Europe – represented by firms in France, Germany, the Netherlands, and the UK – and Eastern Asia – represented by firms in China, India, Indonesia, Japan, South Korea, and Thailand. Data are obtained for the period 2002 to 2012.

[bookmark: _Toc394781249]7.	Results
In this chapter, the results of the study are presented. First of all, the descriptive statistics of the main variables are discussed, together with the correlation coefficients of these variables. Secondly, the results of the regression models as discussed in the previous chapter are presented, followed by some additional results, where other country-specific variables are used instead of Hofstede’s (1980) cultural dimensions. Finally, the results of sensitivity tests are mentioned in order to discuss the robustness of the main research.
[bookmark: _Toc394781250]7.1	Descriptive statistics
The descriptive statistics of the main variables and control variables are shown in Table 6. The main variables consist of the discussed measures for earnings quality: Accrual quality refers to the standard deviation of the error term of the model by Dechow and Dichev (2002)(see Eq. 2); Earnings predictability is the standard deviation of the error term for the predictability formula of future earnings (see Eq. 4); Earnings smoothness refers to the ratio of earnings and cash flows from operations (see Eq. 6); Value relevance is the adjusted R2of the earnings-return model (see Eq. 8); Conservatism is the company-specific sum of the coefficients of both the cash-model (see Eq. 11) and the return-model (see Eq. 10). As can be seen in the last column of Table 6, almost all of the variables are skewed (values outside the range of -1 to +1). Using skewed variables as dependent variables in the regression models can bias the results by overly represented low (or high) values and hence, instead of the main variables as shown in the table, ranks are used as dependent variables in the regression models. Ranked variables are by definition normally distributed and cover a range from 1 to N, with a mean (and median) exactly in the middle. Hence, the descriptive statistics of these ranked variables are not tabulated. To correct for the skewness of the firm size and debt-to-equity ratio, the natural logarithms of both variables will be used in the regression models. 
[bookmark: _Ref390261632]Table 6. Descriptive statistics
	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation
	Skewness

	Main variables
	

	Accrual quality
	4,521
	0.000
	231.090
	0.138
	3.457
	66.068

	Earnings predictability
	4,523
	0.020
	187,893.760
	544.060
	3,924.616
	27.827

	Earnings smoothness
	4,523
	0.000
	0.983
	0.014
	0.065
	8.730

	Value relevance
	4,521
	0.000
	1.000
	0.300
	0.227
	0.802

	Conservatism (cash-model)
	4,523
	0.030
	19,937,415.590
	34,054.033
	387,191.206
	35.408

	Conservatism (return-model)
	4,516
	-542,656.300
	323,489.590
	1.329
	9,633.416
	-30.696

	
	
	
	
	
	
	

	Control variables
	
	
	
	
	
	

	Average firm size
	4,523
	0.000
	104,161.650
	501.136
	3,776.343
	17.616

	Average DE-ratio
	4,523
	-278.440
	293,650.350
	235.501
	6,152.430
	45.316



[bookmark: _Ref390345308]Table 7. Correlation coefficients
	 
	AQ
	EP
	ES
	VR
	Cons
	IND
	UA
	MAS
	PD
	LN_Size
	LN_DE

	AQ
	
	-0.110**
	0.205**
	0.020
	0.194**
	0.128**
	0.456**
	0.421**
	-0.295**
	0.331**
	-0.047**

	EP
	-0.110**
	
	-0.271**
	0.015
	-0.419**
	0.166**
	-0.549**
	-0.233**
	0.289**
	-0.616**
	0.023

	ES
	0.205**
	-0.271**
	
	0.054**
	0.264**
	-0.122**
	0.332**
	0.333**
	-0.068**
	0.443**
	-0.060**

	VR
	0.020
	0.015
	0.054**
	
	-0.001
	0.065**
	-0.002
	-0.019
	-0.010
	-0.024
	0.054**

	Cons
	0.188**
	-0.421**
	0.262**
	-0.004
	
	-0.156**
	0.360**
	0.141**
	-0.118**
	0.641**
	-0.089**

	IND
	0.139**
	0.110**
	-0.140**
	0.052**
	-0.157**
	
	0.234**
	0.115**
	-0.596**
	-0.348**
	0.256**

	UA
	0.405**
	-0.554**
	0.291**
	-0.011
	0.344**
	0.197**
	
	0.617**
	-0.617**
	0.526**
	0.019

	MAS
	0.417**
	-0.249**
	0.344**
	-0.015
	0.151**
	0.115**
	0.463**
	
	-0.444**
	0.308**
	-0.033**

	PD
	-0.240**
	0.237**
	-0.007
	-0.005
	-0.059**
	-0.708**
	-0.483**
	-0.310**
	
	-0.111**
	-0.211**

	LN_Size
	0.304**
	-0.594**
	0.431**
	-0.031*
	0.630**
	-0.393**
	0.447**
	0.269**
	0.042**
	
	-0.108**

	LN_DE
	-0.068**
	0.024
	-0.056**
	0.064**
	-0.086**
	0.263**
	-0.005
	-0.041**
	-0.208**
	-0.135**
	


Lower half: Pearson correlation, Upper half: Spearman correlation
** Correlation is significant at the 0.01 level
* Correlation is significant at the 0.05 level.

AQ:		Ranked standard deviation of accrual quality
EP:		Ranked standard deviation of earnings predictability
ES:		Ranked ratio of earnings smoothness
VR:		Ranked R2 of value relevance-model
Cons:		Ranked average of conservatism measured with the return-model and the cash-flow model
IND:		Score from Hofstede’s (1980) cultural dimension Individualism
UA:		Score from Hofstede’s (1980) cultural dimension Uncertainty avoidance
MAS:		Score from Hofstede’s (1980) cultural dimensions Masculinity
PD:		Score from Hofstede’s (1980) cultural dimension Power distance
LN_Size:		Natural logarithm of average size of firm j in sample period
LN_DE:		Natural logarithm of average debt-to-equity ratio of firm j in sample period



The correlation coefficients of the most important variables used in this study are presented in Table 7. The ranks of the proxies for earnings quality are used, as described above. Furthermore, the correlation with Hofstede’s (1980) cultural dimensions is presented. The last two variables in the table represent the natural logarithm of the average size of each company during the sample period – calculated as the average reported total assets – and the natural logarithm of the average debt-to-equity ratio of each company during the sample period. Almost all of the (absolute) correlation coefficients are between zero and 0.35 (weak correlation) and some are between 0.35 and 0.67 (moderate correlation). There is only one coefficient above 0.67 (strong correlation), which is the correlation between Hofstede’s (1980) cultural dimensions power distance and individualism ( significant at the 0.01 level). This strong correlation is not in line with the results of Hofstede (1980) and probably caused by the relatively small size of the sample (just ten countries whereas Hofstede’s study is done for over fifty). All the correlation coefficients, however, should be interpreted carefully, because many other country-specific variables, not taken into account in Table 7, may have influence on the different measures for earnings quality.
[bookmark: _Toc394781251]7.2 	Main results
The main results of this research are presented in Table 8. The analysis of these results and the comparison with the hypotheses are discussed in Section 8.2. The results for the five different measures for earnings quality are displayed separately in five panels. In Panel A, the results for the regression model with the standard deviation of the error term for accrual quality as proxy for earnings quality are shown. Hofstede’s (1980) four cultural dimensions are regressed separately first (Model 1 to Model 4), before entering all the dimensions in the model (Model 5). For each model, the natural logarithms of the average firm size and the average debt-to-equity ratio are used as control variables. When regressing the cultural dimensions separately, a significant effect of all four dimensions on accrual quality as proxy for earnings quality can be seen. For individualism, uncertainty avoidance, and masculinity this effect is positive (16.032, 9.793, and 9.280 respectively), whereas the effect of power distance on accrual quality is negative (-15.587). This means that in countries with high values for individualism, uncertainty avoidance, or masculinity, the firms’ ranks based on accrual quality are expected to be higher (higher earnings quality). The opposite holds for countries with high values for power distance. In these countries, the firms’ expected rank based on accrual quality is expected to be lower. In the full model, this negative significant effect of power distance disappears, which is in line with hypothesis 1b. The positive significant effects of the remaining three dimensions on accrual quality exist both in the separate models and in the full model. The positive significant effect of uncertainty avoidance on accrual quality is in line with hypothesis 1a. Overall, the full model has an explanatory power of just over 12%.
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Table 8. Regression results
	Panel A. Accrual quality as proxy for earnings quality

	
	Model 1a
	Model 2
	Model 3
	Model 4
	Model 5

	Constant
	1146.843
(0.000)**
	1409.716
(0.000)**
	1497.298
(0.000)**
	2891.013
(0.000)**
	337.646
(0.032)*

	Individualism
	16.032
(0.000)**
	-
	-
	-
	14.842
(0.000)**

	Uncertainty avoidance
	-
	9.793
(0.000)**
	-
	-
	7.417
(0.000)**

	Masculinity
	-
	-
	9.280
(0.000)**
	-
	8.318
(0.000)**

	Power distance
	-
	-
	-
	-15.587
(0.000)**
	0.115
(0.940)

	Natural logarithm average size
	104.613
(0.000)**
	16.300
(0.002)**
	26.189
(0.000)**
	57.285
(0.118)
	87.657
(0.000)**

	Natural logarithm average DE-ratio
	-79.599
(0.000)**
	-45.296
(0.000)**
	-48.195
(0.000)**
	-69.712
(0.000)**
	-75.233
(0.000)**

	Adjusted R2
	0.084
	0.041
	0.039
	0.051
	0.122

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.

	

	Panel B. Earnings predictability as proxy for earnings quality

	
	Model 1a
	Model 2
	Model 3
	Model 4
	Model 5

	Constant
	2721.417
(0.000)**
	3649.325
(0.000)**
	3000.131
(0.000)**
	2361.087
(0.000)**
	1969.770
(0.000)**

	Individualism
	3.458
(0.000)**
	-
	-
	-
	13.104
(0.000)**

	Uncertainty Avoidance
	-
	-12.852
(0.000)**
	-
	-
	-11.285
(0.000)**

	Masculinity
	-
	-
	-1.904
(0.007)**
	-
	-1.366
(0.042)*

	Power Distance
	-
	-
	-
	9.240
(0.000)**
	16.739
(0.000)**

	Natural logarithm average size
	-233.664
(0.000)**
	-234.287
(0.000)**
	-249.662
(0.000)**
	-267.259
(0.000)**
	-204.639
(0.000)**

	Natural logarithm average DE-ratio
	-17.717
(0.040)*
	-14.531
(0.077)
	-10.877
(0.201)
	1.864
(0.827)
	-16.654
(0.041)*

	Adjusted R2
	0.422
	0.459
	0.420
	0.430
	0.485

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.

	

	Panel C. Earnings smoothness as proxy for earnings quality

	
	Model 1a
	Model 2
	Model 3
	Model 4
	Model 5

	Constant
	1660.223
(0.000)**
	1470.916
(0.000)**
	1132.824
(0.000)**
	1480.240
(0.000)**
	460,402
(0.007)**

	Individualism
	-0.096
(0.918)
	-
	-
	-
	2,212
(0.067)

	Uncertainty Avoidance
	-
	3.166
(0.000)**
	-
	-
	3.388
(0.000)**

	Masculinity
	-
	-
	10.047
(0.000)**
	-
	9.841
(0.000)**

	Power Distance
	-
	-
	-
	2.995
(0.016)*
	6.347
(0.000)**

	Natural logarithm average size
	135.963
(0.000)**
	132.519
(0.000)**
	134.063
(0.000)**
	130.859
(0.000)**
	128.680
(0.004)**

	Natural logarithm average DE-ratio
	-16.055
(0.135)
	-15.353
(0.147)
	-16.474
(0.115)
	-12.099
(0.259)
	-11.084
(0.296)

	Adjusted R2
	0.125
	0.128
	0.150
	0.126
	0.154

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.

	

	Table 8. Continued

	Panel D. Value relevance as proxy for earnings quality

	
	Model 1a
	Model 2
	Model 3
	Model 4
	Model 5

	Constant
	2145.296
(0.000)**
	2273.251
(0.000)**
	2229.592
(0.000)**
	2085.047
(0.000)**
	1634.815
(0.000)**

	Individualism
	1.517
(0.116)
	-
	-
	-
	4.637
(0.000)**

	Uncertainty Avoidance
	-
	-0.844
(0.372)
	-
	-
	-0.236
(0.809)

	Masculinity
	-
	-
	-0.105
(0.909)
	-
	-0.153
(0.868)

	Power Distance
	-
	-
	-
	2.380
(0.065)
	6.332
(0.000)**

	Natural logarithm average size
	-6.146
(0.404)
	-12.325
(0.036)*
	-13.339
(0.021)*
	-17.782
(0.004)**
	-2.737
(0.718)

	Natural logarithm average DE-ratio
	37.133
(0.001)**
	39.882
(0.000)**
	40.120
(0.000)**
	43.413
(0.000)**
	39.704
(0.000)**

	Adjusted R2
	0.005
	0.005
	0.004
	0.005
	0.007

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.

	

	Panel E. Conservatism as proxy for earnings quality

	
	Model 1a
	Model 2
	Model 3
	Model 4
	Model 5

	Constant
	1756.823
(0.000)**
	1725.791
(0.000)**
	1863.207
(0.000)**
	1917.289
(0.000)**
	1757.017
(0.000)**

	Individualism
	1.235
(0.022)*
	-
	-
	-
	0.889
(0.211)

	Uncertainty Avoidance
	-
	1.635
(0.002)**
	-
	-
	1.521
(0.005)**

	Masculinity
	-
	-
	-0.812
(0.115)
	-
	-0.944
(0.067)

	Power Distance
	-
	-
	-
	-1.647
(0.022)*
	-0.372
(0.702)

	Natural logarithm average size
	203.668
(0.000)**
	195.795
(0.000)**
	197.990
(0.000)**
	200.846
(0.000)**
	201.081
(0.000)**

	Natural logarithm average DE-ratio
	-3.650
(0.558)
	-0.776
(0.900)
	-1.210
(0.844)
	-3.505
(0.573)
	-3.045
(0.626)

	Adjusted R2
	0.466
	0.467
	0.466
	0.466
	0.467


p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.
a Model 1:	
Model 2:		
Model 3:		
Model 4:		
Model 5:		

In Panel B of Table 8, the results are shown for the regression model with earnings predictability as proxy for earnings quality. Again, firms are ranked based on the standard deviation of the predictability model (see Eq. 4) in order to eliminate the effect of the skewed standard deviations. In Model 1 to Model 4, the four cultural dimensions by Hofstede (1980) are used as independent variables separately (again controlled for firm size and the firm’s debt-to-equity ratio) and in Model 5 all dimensions are implemented simultaneously. The first four models show significant positive (negative) effects of individualism and power distance (uncertainty avoidance and masculinity) on the ranks of firms based on earnings predictability. These results stay similar when the four dimensions are implemented at the same time. The only difference is the degree of significance for the effect masculinity has on the firm’s rank. The level of significance drops from 1% when regressed separately to 5% when regressed simultaneously with the remaining dimensions. The positive significant effect of individualism on earnings predictability, which means that firms in countries with high values of individualism are ranked higher when looking at earnings predictability, is counterintuitive and not in line with prior research. One would expect to see more risk-taking behaviour (resulting in more volatile earnings and hence less predictability) in countries with higher values for individualism, but the results show the opposite. The results are more in line with the results from the Doupnik (2008) study, that showed that in high collectivism countries, employees expect managers to defend their interests, what can result in more earnings management (Doupnik, 2008). Hence, the lower the value for individualism (high collectivism), the higher the level of earnings management and the lower the earnings quality. This is in line with the positive relation as shown in Panel B of Table 8. When looking at the effect of power distance on earnings predictability, there exists a positive significant effect where no effect was expected. The null hypothesis (hypothesis 2c) resulted from the uncertainty of the effect of earnings management on earnings predictability – because earnings management can be used in order to increase or decrease the predictability. The results show a significant positive effect of power distance on earnings predictability and hence, the positive effect of earnings management caused by power distance (as discussed in Guan and Pourjalali (2010)) outweighs the negative effect. 
The results of the regression with earnings smoothness as proxy for earnings quality can be found in Panel C of Table 8. When regressing the cultural dimensions separately (Model 1 to Model 4), significant positive relations between a firm’s rank based on earnings smoothness and uncertainty avoidance, masculinity, and power distance are visible. There is no significant effect of individualism on earnings smoothness. These results are the same for the full model, with all the cultural dimensions regressed simultaneously. The coefficients of the dimensions, however, are relatively small compared to the coefficients of the first two regression models (Panel A and Panel B), which means that an increase in one of the cultural dimensions will lead to a smaller improvement in a firm’s rank when looking at earnings smoothness then when looking at for instance earnings predictability. The results are not in line with the hypotheses as stated in Section 5.4, which can be caused by several factors. First of all, for the model with earnings smoothness as proxy for earnings quality, the assumption is made that cash flows from operations are unmanaged and hence, the comparison with reported earnings can give insight in the degree of managed earnings. However, cash flows from operations can be managed as well and hence, the ratio between the volatility of reported earnings and cash flows from operations may be non-accurate. Besides, with an adjusted R2 of 15.4%, it is clear that other variables than the ones used in the regression model may have influence on the ranks of firms based on the ratio of earnings smoothness and volatility of cash flows. 
In Panel D of Table 8, the results are shown for value relevance as proxy for earnings quality. When regressing Hofstede’s (1980) dimensions individually (controlled for firm size and debt-to-equity ratio), no significant effects of these dimensions on a firm’s rank are visible. This is different from the results with all the dimensions in one model (Model 5), where a slightly positive significant effect of uncertainty avoidance on the value relevance can be seen. However, with a constant of 1,757 and an increase in rank of just 1.521 for each increase in uncertainty avoidance of 1, this effect is almost negligible (0.09%). As can be seen in the last row of Panel D, the variables used explain just 0.7% of the ranks when based on value relevance. Hence, it can be concluded that value relevance – or the firm’s ranks based on value relevance – is not a solid proxy for earnings quality when regressing it against cultural dimensions. 
Lastly, Panel E shows the results of the regression with the average ranks of conservatism – based on both the Basu model (1997) and the cash-flow variant of this model. The coefficients of individualism (slightly positive) and power distance (slightly negative) are significant on a 5% level. The effect of uncertainty avoidance on the average of conservatism (slightly positive) is significant on a 1% level. In the full model, only this last significant positive effect remains. As mentioned, the coefficient associated with this effect is slightly positive, meaning just a limited increase in rank with an increase on the uncertainty avoidance index with one point. Similar to the results for value relevance, this small significant effect is almost negligible. The explanatory power of the conservatism model is however much better than for the value relevance model (46.7% and 0.7% respectively). The results for uncertainty avoidance, masculinity, and power distance are in line with the hypotheses 4b, 4c, and 4d respectively. The expected negative effect of individualism on conservatism – based on the prediction by Gray (1988) that accountants within individualist societies will report less conservative numbers – is not reflected in the results for the sample used in this study. This may be caused by a demand of the outside world for conservative reporting, especially after the financial crisis, of which the beginning falls in the middle of the sample period used in this study. 
[bookmark: _Toc394781252]7.3	Other country-specific characteristics
As mentioned in chapter 2 already, there are other ways to determine country-specific characteristics next to the cultural dimensions by Hofstede (1980). Legal tradition (the distinction between common-law and code-law countries) and legal origin (the division between English law, French law, and German law (and Scandinavian law, which is not applicable to the sample of this study)) are discussed. Besides, as mentioned in chapter 6 when discussing the sample, it is mentioned that the ten countries used in this study can be split into two parts; Asia and Europe. To test to what extent all these differences have an influence on the different proxies for earnings quality, extra regression analyses have been done. 
First of all, the distinction between Europe and Asia has been made. This is done with a dummy variable, which takes the value of 1 if the company is based in Europe (France, Germany, Netherlands or the UK), and zero otherwise (China, India, Indonesia, Japan, Thailand or South Korea). Instead of Hofstede’s (1980) cultural dimensions, this dummy is implemented in the regression models for each proxy for earnings quality. Similar to the main regressions of this study, a weighted regression is used to control for the different amount of firms in the sample coming from Europe compared to Asia.  The results of this regression analyses are presented in Table 9. The coefficients for Europe mean the influence of being a company from Europe on earnings quality compared with being an Asian company – with a value of zero for the dummy variable, Asia is the reference group. Except for value relevance, of which in the previous section is shown that it is not a solid proxy for earnings quality, Europe as base continent has significance influence on earnings quality. For accrual quality, earnings predictability, and conservatism as proxies for earnings quality, the influence of Europe as base continent is positive, whereas Asia as base continent has a positive significant effect on earnings smoothness (negative coefficient for Europe). 
Important to notice here, is that it cannot be concluded from the study that the continent of origin can be seen as explanation for earnings quality differences. When looking at the accounting systems used in the countries of the sample, all European countries have adopted IFRS and almost all Asian countries have not fully adopted IFRS – South Korea is the only exception where IFRS is required for all listed companies and permitted for unlisted companies. Hence, at the moment, the division between Europe and Asia is almost similar to the division between IFRS countries and non-IFRS countries. This might, however, change over time, because Japan and India (among others) are considering adopting IFRS in the future (Deloitte, 2014). Hence, for future research, the distinction between Europe and Asia may lead to other results compared to the distinction between IFRS countries and non-IFRS countries.
A similar test has been done to make a distinction between common-law countries and code-law countries, as suggested by La Porta et al. (1998). Again, a dummy variable is created, which takes the value of 1 for common-law countries (India, Thailand, and the UK) and 0 otherwise. The same regression models as for Europe vs. Asia have been used, only this time with the dummy variable for common-law countries instead of the dummy for European countries. Again, each company is regressed with a certain weight, to correct for the difference in the amount of common-law companies compared to code-law companies. The results are also presented in Table 9 and show significant effects of common-law countries on the five proxies for earnings quality. As a company, being stationed in a code-law country has significant positive effects on the ranks based on accrual quality and earnings smoothness. On the ranks based on earnings predictability, value relevance, and conservatism, however, being stationed in a common-law country has a positive effect.
Table 10 shows the results when making a distinction between English law, French law, and German law, all compared to Chinese law, which cannot be captured in one of these three legal origins. Three dummy variables are created for the three legal origins, which means that Chinese companies are the reference group with a zero for each dummy. The results show that for accrual quality, earnings predictability, earnings smoothness, and conservatism, being a non-Chinese company has significant influence on the rank of earnings quality. The result for English law and French law compared to Chinese law are similar (positive effects for accrual quality and value relevance, negative effects for earnings predictability, earnings smoothness, and conservatism). German law, on the other hand, has a positive effect on earnings smoothness, compared to Chinese law. As can be seen from the Kruskal-Wallis test (χ2), there is a statistically significant difference in earnings quality (measured in all five ways) between Chinese-, English-, French-, and German law countries (χ2 well above 11.345, which reflects a p-value of 0.05 for three degrees of freedom). 
[bookmark: _Toc394781253]7.4	Sensitivity analysis
To check the robustness of the study, several sensitivity analyses have been done. First of all, the influence of financial institutions is investigated, because prior literature has shown that financial institutions behave differently compared to other companies when looking at managing earnings. To check the influence of financial institutions on the main results, all the models are regressed again with all financial institutions eliminated from the sample (two-digit SIC codes between 60 and 67). From the original sample of 4,523 firms, only four firms are active in the financial industry and the non-tabulated results of the models without these financial institutions remain unchanged. Secondly, the study is done without all companies active in the most represented industry. Of the 4,523 companies in the original sample, over 60% is active in the manufacturing industry (two-digit SIC codes between 20 and 39). All the regression models are conducted for the remaining 1,762 companies. This does not lead to significant changes in the original results. Hence, both financial firms and manufacturing firms do not influence the results of this study.
In the previous section, the firm’s base continent is shown to be an explanation for differences in earnings quality. In this section, the division between Europe and Asia for the original model has been tested. The sample has been split into two parts – Europe and Asia – and all five regression models have been conducted for both groups. The non-tabulated results show different effects of Hofstede’s dimensions on earnings quality for the European part of the sample compared to the Asian part. This can be caused by the limited sample size. After splitting the sample in Europe and Asia, only four countries represent Europe and hence, only four values for Hofstede’s (1980) dimensions are available, which may bias the results. The same reasoning holds for the six Asian countries. This result shows how important it is to have a sample size that is large enough when using Hofstede’s cultural dimensions as explanatory variables. 
As a final sensitivity analysis, the original regression model is expanded with all dummy-variables for base continent and legal origin. This is done, because, in order to generalize the results of this study, one has to keep in mind that each country has different characteristics at the same time. Hence, looking at just Hofstede’s (1980) cultural dimensions, or at the legal origin of a country only, will not give a solid view of the country. The results of this final regression (not tabulated) show almost no changes for accrual quality and value relevance as measure for earnings quality. For these two measures, the only difference compared to the main results can be found with accrual quality, where power distance now has a negative effect on accrual quality (first, there was no effect). The regression models for the remaining three measures for earnings quality, however, show completely different results. Especially the results for earnings predictability as measure for earnings quality are different, with originally negative relations – between uncertainty avoidance and earnings predictability and between masculinity and earnings predictability – transformed into positive relations. These results show that for generalizable results, looking at the relation between Hofstede’s (1980) cultural dimensions as only proxies for country-specific characteristics and earnings quality is not useful for all measures for earnings quality. 




[bookmark: _Ref390420211]Table 9. Continent of origin and legal tradition
	
	Accrual quality
	Earnings predictability
	Earnings smoothness
	Value relevance
	Conservatism

	
	Europe
vs.
Asia
	Common-law
vs.
Code-law
	Europe
vs.
Asia
	Common-law
vs.
Code-law
	Europe
vs.
Asia
	Common-law
vs.
Code-law
	Europe
vs.
Asia
	Common-law
vs.
Code-law
	Europe
vs.
Asia
	Common-law
vs.
Code-law

	Europe
	388.338
(0.000)**
	-
	413.850
(0.000)**
	-
	-664.131
(0.000)**
	-
	-25.372
(0.645)
	-
	98.804
(0.001)**
	-

	Common
	-
	-281.213
(0.000)**
	-
	122.411
(0.000)**
	-
	-171.722
(0.000)**
	-
	209.825
(0.000)**
	-
	236.614
(0.000)**

	LN_Size
	171.642
(0.000)**
	93.707
(0.000)**
	-173.624
(0.000)**
	-218.725
(0.000)**
	128.440
(0.000)**
	209.437
(0.000)**
	-18.369
(0.032)*
	10.340
(0.167)
	204.936
(0.000)**
	214.781
(0.000)**

	LN_DEratio
	-55.082
(0.000)**
	-27.919
(0.005)**
	-41.022
(0.000)**
	-33.736
(0.000)**
	6.547
(0.515)
	8.675
(0.360)
	42.313
(0.000)**
	16.148
(0.134)
	-6.474
(0.303)
	-12.266
(0.039)*

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.


[bookmark: _Ref390421180]Table 10. Legal origin (English, French or German) compared to Chinese origin
	
	Accrual quality
	Earnings predictability
	Earnings smoothness
	Value relevance
	Conservatism

	English origin
	313.235
(0.000)**
	-837.692
(0.000)**
	-141.472
(0.005)**
	211.073
(0.000)**
	462.068
(0.000)**

	French origin
	293.717
(0.000)**
	-686.116
(0.000)**
	-456.858
(0.000)**
	128.928
(0.022)*
	313.320
(0.000)**

	German origin
	1041.748
(0.000)**
	-1443.840
(0.000)**
	360.635
(0.000)**
	51.126
(0.389)
	337.159
(0.000)**

	LN_Size
	35.197
(0.000)**
	-188.396
(0.000)**
	1331.170
(0.000)**
	-5.105
(0.484)
	199.707
(0.000)**

	LN_DEratio
	-50.059
(0.000)**
	-0.600
(0.941)
	-3.374
(0.743)
	37.830
(0.001)**
	-17.077
(0.007)**

	Χ2 Kruskal-Wallis
	677.832
	1733.248
	578.204
	21.502
	685.898

	p-values are in brackets, ** (*) indicates significance at the 0.01 (0.05) level.




[bookmark: _Toc394781254]8.	Summary and Conclusion
In this chapter, the conclusions of the study will be discussed, which is done in three parts. In the first part, answers on the two sub-questions are provided. The second part gives an analysis on the main results and compares the results with the developed hypotheses. The last part of this chapter will give an answer on the research question of this study.
[bookmark: _Toc394781255]8.1	Answers on sub-questions
Recall that the two sub-questions of this study are 1) “How can country-specific characteristics be measured?” and 2) “How can earnings quality be measured?”. Country-specific characteristics can be measured in many ways. In 1980, Hofstede published the results of an extensive survey among employees of IBM around the world. He divided the answers per country and developed four dimensions (later, he added a fifth one), of which each country got a specific score, based on the answers on the survey questions. These dimensions, individualism, uncertainty avoidance, masculinity, and power distance – Hofstede calls it cultural dimensions – can be seen as the basis of behaviour for people within each country. Each country achieved country-specific scores on these four dimensions and hence, the dimensions can be used as country-specific characteristics in order to explain all kinds of differences between countries. In 2004, House et al. conducted a similar study, with survey questions related to leadership. Hence, the scores per country are not the same as the ones by Hofstede. There are, however, other measures possible to “capture” country-specific characteristics, such as for instance the division between common-law countries (based on judge-made decisions) and code-law countries (based on codified laws), or the division between English origin, French origin, German origin, and Scandinavian origin. Although in prior literature these measures are said to be country-specific, they divide the sample in clusters more than that they really represent country-specific characteristics. Hence, for this study, country-specific characteristics are measured with Hofstede’s (1980) dimensions.
Prior literature has shown that the second sub-question can be answered in many ways. Previous studies have used all kinds of different measures to capture earnings quality. The most widely used measures are discussed in this study and in theory, five of them are applicable to a cross-country study. Important to notice when discussing earnings quality is the decision context. For this research, the investor’s decision context is the decision context of interest, because firms are highly dependent on investors and their reaction to earnings announcements. The five measures are accrual quality, earnings predictability, earnings smoothness, value relevance, and conservatism. Accruals can be seen as the differences between reported income and cash flows from operations and are based on estimations of management. Hence, the degree to which earnings match cash flows can be used as a level of certainty of the earnings and thus as earnings quality. Earnings predictability reflects the degree to which current earnings match previous earnings and some company- and industry-specific characteristics, such as the level of competition. Predictable earnings are of high quality for investors, because with high earnings predictability, investors can make accurate predictions of future firm performance. Earnings smoothness is based on the ratio of the volatility of earnings and the volatility of cash flows from operations. With the assumption that cash flows are unmanaged, the ratio depends on the volatility of earnings. Managed earnings tend to be more smooth than unmanaged earnings and hence, a lower ratio indicates lower earnings quality. Value relevance as measure for earnings quality is based on an earnings-return model, that reflects the degree to which the return on the stock market can be explained by reported earnings. The higher this level of explanation (higher R2 of the regression model), the more investors can rely on reported earnings as basis for the expected returns. The results of this study, however, show that value relevance is not solid as measure for earnings quality. Finally, conservatism measures the degree to which managers recognize losses timely. Conservative behaviour can be seen as non-risk taking behaviour, which is of great importance for investors. There are some other measures for earnings quality, such as meeting or beating certain benchmarks or the amount of restatements (or other external indicators). These types of measures have, however, some limitations. For meeting or beating benchmarks, it is hard to distinguish firms that accidently meet benchmarks from firms that managed earnings in order to meet these benchmarks. External indicators as measure for earnings quality are not applicable in cross-country studies, because they are highly dependent on country-specific laws and regulations. Hence, for this study, the five measures as discussed above are used as proxies for earnings quality.
[bookmark: _Toc394781256]8.2	Analysis of main results
The results of the regression model with accrual quality as dependent variable show significant relations between accrual quality and individualism (positive), uncertainty avoidance (positive), masculinity (positive), and power distance (negative). This last relation, however, disappears in the full model with all dimensions regressed simultaneously. The positive significant relation between uncertainty avoidance and accrual quality as proxy for earnings quality is in line with hypothesis 1a. Hypothesis 1b, which expects no relation between power distance and accrual quality is also accepted when using the full model. For individualism and masculinity, prior literature did not provide any clear evidence to develop hypotheses. The results of this study, however, show strongly significant positive effects of both individualism and masculinity on accrual quality.
H1a:	There exists a positive relation between the cultural dimension uncertainty avoidance and accrual quality. - accepted
H1b:	There exists no relation between the cultural dimension power distance and accrual quality. - accepted
For earnings predictability as proxy for earnings quality, also significant relations between this proxy and Hofstede’s (1980) cultural dimensions are found. In the four models with one dimension at a time, all dimensions have a significant effect on earnings predictability on the 1% level. This relationship is positive for individualism and power distance, and negative for uncertainty avoidance and masculinity. For the full model, these results stay almost the same, with a minor change in the level of significance for masculinity (p-value increases from 0.007 to 0.042). The positive relation between power distance and earnings predictability is in line with hypothesis 2c, whereas the negative relation between masculinity and earnings predictability is in line with hypothesis 2b. These two hypotheses are thus accepted. Hypothesis 2a, which predicts a negative relation between individualism and earnings predictability, cannot be accepted with the results of the study. The positive significant relation between individualism and earnings predictability, which means that earnings are more predictable in countries that score higher on individualism, seems to be counterintuitive. The study by Doupnik (2008), however, might provide an explanation for this phenomenon, because he stated that in countries that score high on collectivism (low on individualism), employees expect managers to defend their interests, which may lead to an increase in earnings management to improve the firm’s earnings predictability. When looking at the model for earnings predictability, however, the managers have no control over a part of the reported earnings, because it depends on industrial characteristics (such as the level of competition). Therefore, no solid explanation can be given for the positive relation between individualism and earnings predictability.
H2a:	There exists a negative relation between the cultural dimension individualism and earnings predictability. – rejected
H2b:	There exists a negative relation between the cultural dimension masculinity and earnings predictability. – accepted
H2c:	There exists no relation between the cultural dimension power distance and earnings predictability. - accepted
The results for earnings smoothness as measure for earnings quality show completely different results than expected. First of all, the results show no significant effect between the level of individualism and earnings smoothness, whereas hypothesis 3a expected a negative relation. The discussion on Doupnik’s (2008) study above, however, can explain this result, because the expected negative relation between individualism and earnings smoothness may be diminished by the increasing level of earnings management in countries with high collectivism in order to defend employees’ interest. The expectation that there would be a negative relation between uncertainty avoidance and the rank based on the ratio between the volatility of earnings and the volatility of cash flows (hypothesis 3b) was developed based on the view that managers would influence reported earnings in order to be able to cope with potential future events. One could, however, also argue that, because smoothing earnings will have a reversal effect in the future, managers do not want to smooth earnings in countries that score high on uncertainty avoidance. The results of this study seem to be in line with this last reasoning. The expectation that there would be no relation between masculinity and earnings smoothness was based on contradictory results in prior literature. For this sample, however, it seems that the argument of Hofstede (2001) prevails. He mentioned that managers in high masculine countries face stress on performance and are more likely to take risks. This will lead to more volatile earnings, and hence to higher earnings quality when the ratio between the volatility of earnings and the volatility of cash flows is the proxy for earnings quality. 
H3a:	There exists a negative relation between the cultural dimension individualism and earnings smoothness. - rejected
H3b:	There exists a negative relation between the cultural dimension uncertainty avoidance and earnings smoothness. - rejected
H3c:	There exists no relation between the cultural dimension masculinity and earnings smoothness. - rejected
With conservatism as measure for earnings quality, the only coefficient with a sign as expected is for the relation between uncertainty avoidance and conservatism. Businesses in countries with higher values for uncertainty avoidance, tend to behave more conservative, which can be seen as higher earnings quality compared to countries that score low on uncertainty avoidance. The magnitude of this effect, however, is limited (just +1.521), which means that the effect of high uncertainty avoidance can be considered to be almost negligible. The expected negative relation between the degree of individualism on conservatism (as expected by Gray (1988), who stated that managers in individualistic countries are likely to report optimistic numbers) does not hold for this study. For the regression model with individualism as only cultural dimension, there is a slightly positive significant (at the 5% level) relation, which means that in individualistic countries, managers tend to behave conservatively. This effect diminishes, however, when all dimensions are implemented. For both the dimensions masculinity and power distance, there is no significant relation between these dimensions and conservatism. Hence, both masculinity and power distance do not lead to more earnings management by less conservative behaviour. 
H4a:	There exists a negative relation between the cultural dimension individualism and conservatism.  - rejected
H4b:	There exists a positive relation between the cultural dimension uncertainty avoidance and conservatism. - accepted
H4c:	There exists a negative relation between the cultural dimension masculinity and conservatism. - rejected
H4d:	There exists a negative relation between the cultural dimension power distance and conservatism. - rejected
[bookmark: _Toc394781257]8.3	Main conclusion
The research question of this study was stated as follows:
“Do country-specific characteristics affect the earnings quality of firms in Eastern Asia and Western Europe?”
The results of this study show that, for the chosen country-specific characteristics and measures for earnings quality, Hofstede’s (1980) cultural dimensions do indeed have an effect on accrual quality, earnings predictability, earnings smoothness, value relevance, and conservatism as measures for earnings quality. However, one has to be careful with the interpretation of these results. As discussed before, besides Hofstede’s (1980) dimensions, there are other possibilities in order to characterize countries. Additional tests of this study showed that these different measures for country-specific characteristics lead to different associations between the characteristics and earnings quality. Besides, in doing research one can eliminate certain aspects and look at one characteristic at a time, whereas in order to generalize the results, one has to cope with all different characteristics simultaneously. Hence, the last model used in the sensitivity analysis – with Hofstede’s (1980) dimensions, the firm’s base continent and the legal origin – is a more accurate model to say something about the relation between country-specific characteristics and earnings quality.
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9.	Discussion
As mentioned already in the conclusion above, the main results of this study, that reflect the relation between Hofstede’s (1980) dimensions and different measures of earnings quality, are hard to generalize. That is, when doing this research with a larger sample size (not necessary more firms, but at least more countries), the results of the study might stay the same, but may be useless for professions other than doing research. This is the case, because in order to use these results being for instance investors or standard setters, one cannot exclude certain country-specific characteristics. This study focuses mainly on the effect of Hofstede’s dimensions, but in order to use the results in other practices than doing research, one has to deal with all country-specific characteristics, such as the base continent of a company, the legal origin, and perhaps even the religion. The use of Hofstede’s (1980) dimensions can be seen as relatively weak aspect of this study, taking all the critiques into consideration. An alternative would be the use of the dimensions as identified by House et al. (2004), but these dimensions can count on many critiques as well. The other characteristics as discussed in this study – legal origin, legal tradition, base continent, etc. – can be seen as country-specific characteristics, but in fact create clusters more than that they really reflect country-specific aspects. Hence, the focus on Hofstede’s (1980) dimensions is defendable. 
Some assumptions made in order to conduct this research may bias the results. For each company, for instance, the values for the dimensions of the country of origin are used in the regression models, whereas the origin of the CEO or other high managers may be of great importance as well. For earnings smoothness as measure for earnings quality, the assumption is made that cash flows from operations are unmanaged and hence, the volatility of these cash flows is out of managers’ reach. This can result in relatively low ratios between the volatility of earnings and the volatility of cash flows – even without managing the earnings – compared to companies where earnings are managed (but still end up with a higher ratio). The ranks of earnings smoothness as dependent variable might therefore be not entirely accurate. 
As mentioned, all firms are ranked based on the different measures for earnings quality, to cope with the skewed distribution of each measure. Therefore, results are not biased by the skewness of earnings quality, but it is hard to conclude the effect of country-specific characteristics on earnings quality. The results of the different regression models show the influence of each dimension on earnings quality relative to other companies. Hence, from the results the absolute changes in earnings quality are not clear and the only conclusion can be based on relative changes.
The results of this study – especially the additional tests and sensitivity analysis – provide information about the importance of the choice for both country-specific characteristics and measures for earnings quality in cross-country studies to earnings quality. Many articles have been written about the relation between earnings quality and country-specific characteristics, but the results of this study show that it is hard to generalize these prior studies, because the results highly depend on the choices made by the researcher. Both earnings quality and country-specific characteristics cannot be captured in one measure or variable, and hence, different studies are hard to compare. Important for future research on this topic is the fact that different proxies result in different relations and hence, the researcher has to use all different measures simultaneously in order to generate generalizable results. From this study, it is clear that value relevance is not a solid measure for earnings quality and hence, future research can skip this measure. The average of the ranks for the remaining four measures can be a solid dependent variable for overall earnings quality. Furthermore, for future research this study can be expanded with more countries in order to provide more robust evidence about the effect of country-specific characteristics on earnings quality. Besides, some characteristics related to a country’s accounting system can be implemented in the model. For this study, the distinction between IFRS countries and non-IFRS countries and the distinction between Asia and Europe had the same results, but this might change if Japan and India indeed decide to implement IFRS as well. In that case, for the same sample, the influence of the accounting system can be tested in order to investigate the influence of the accounting system on earnings quality.
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Questions related to Hofstede’s (1980) Individualism Index:
“How important it is to you to…”
	

	Of utmost
importance
to me
	
Very
important
	
Of moderate
importance
	
Of little
importance
	Of very little
or no
importance

	Have challenging work to do – work from which you can get a personal sense of accomplishment?
	1
	2
	3
	4
	5

	Have training opportunities (to improve your skills or to learn new skills)? 
	1
	2
	3
	4
	5

	Have good fringe benefits?
	1
	2
	3
	4
	5

	Have good physical working conditions (good ventilation and lighting, adequate work space, etc.)? 
	1
	2
	3
	4
	5

	Have considerable freedom to adopt our own approach to the job? 
	1
	2
	3
	4
	5

	Fully use your skills and abilities on the job? 
	1
	2
	3
	4
	5

	Have a job which leaves you sufficient time for your personal or family life? 
	1
	2
	3
	4
	5



Questions related to Hofstede’s (1980) Masculinity Index:
“How important it is to you to…”
	

	Of utmost
importance
to me
	
Very
important
	
Of moderate
importance
	
Of little
importance
	Of very little
or no
importance

	Have challenging work to do – work from which you can get a personal sense of accomplishment? 
	1
	2
	3
	4
	5

	Live in an area desirable to you and your family? 
	1
	2
	3
	4
	5

	Have an opportunity for high earnings? 
	1
	2
	3
	4
	5

	Work with people who cooperate well with one another? 
	1
	2
	3
	4
	5

	Get the recognition you deserve when you do a good job? 
	1
	2
	3
	4
	5

	Have the security that you will be able to work for your company as long as you want to? 
	1
	2
	3
	4
	5

	Have an opportunity for advancement to higher level jobs?  
	1
	2
	3
	4
	5

	Have a good working relationship with your manager? 
	1
	2
	3
	4
	5




Questions related to Hofstede’s (1980) Uncertainty avoidance Index:
How often do you feel nervous or tense at work?
1. I always feel this way
2. Usually
3. Sometimes
4. Seldom
5. I never feel this way.

How long do you think you will continue working for this company?
1. Two years at the most
2. From two to five years
3. More than five years (but I probably will leave before I retire)
4. Until I retire.

	
	Strongly agree
	
Agree
	
Undecided
	
Disagree
	Strongly disagree

	Company rules should not be broken – even when the employee thinks it is in the company’s best interest

	1
	2
	3
	4
	5


Questions related to Hofstede’s (1980) Power distance Index:

	
	Very frequently
	
Frequently
	
Sometimes
	
Seldom
	
Very seldom

	Employees being afraid to express disagreement with their managers

	1
	2
	3
	4
	5


Manager 1	Usually makes his/her decisions promptly and communicates them to his/her subordinates clearly and firmly. Expects them to carry out the decisions loyally and without raising difficulties. 
Manager 2	Usually makes his/her decision promptly, but, before going ahead, tries to explain them fully to his/her subordinates. Gives them the reasons for the decisions and answers whatever questions they may have.
Manager 3	Usually consults with his/her subordinates before he/she reaches his/her decisions. Listens to their advice, considers it, and then announces his/her decision. He/she then expects all to work loyally to implement it whether or not it is in accordance with the advice they gave.

For the above types of managers, please mark the one which you would prefer to work under.
1. Manager 1
2. Manager 2
3. Manager 3

To which one of the above types of managers would you say your own manager most closely corresponds?
1. Manager 1
2. Manager 2
3. Manager 3
4. He/she does not correspond closely to any of them.
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