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Amidst the rise of financial intermediation, passive institutional investors have become an increasingly popular 

owner of public corporations. While these investors can monitor the management through governance 

mechanisms, there is limited evidence whether passive institutions intervene to affect the financial statements 

itself. Financial statements, as the carrier of information between the managements and the investors, are 

predisposed to informational conflict between the management and the investors for reporting of negative 

outcomes relative to positive outcomes. Based on the contracting perspective of conservatism, conservative 

reporting standards can resolve the informational conflict for reporting of negative outcomes. Thus, this paper 

examines what is the effect of the passive institutional investors on accounting conservatism. Departing from 

the convention of only assessing conditional conservatism, this paper looks at both conditional and 

unconditional conservatism. Given passive institutions' long investment horizon, the effect on conservatism 

may be cumulative (unconditional) or conditional (transitory). By exploiting variation in passive funds 

associated with firm assignments to the Russell 1000 and 2000 indexes, with three measures of conservatism, 

my findings suggest passive institutions increase unconditional conservatism capturing book-to-market ratio 

and also increase conditional conservatism capturing negative accruals. These findings challenge the 

proponents, demand, and principles for fair-value accounting and relevance. 
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1.Introduction  

In the past decade, there has been a substantial rise in the asset management industry and 

financial intermediation. To illustrate, in the 1970s individual households directly owned 80% of United 

States (US) corporations. Today, less than 40% of US corporations are owned directly by individuals, 

and the rest 40% is owned indirectly through domestic institutional investors1 (Dasgupta et al., 2021).  

Figure 1: The ownership stakes in the US companies by various investor types in percentage.  

Note: The ownership stakes in US companies by investor type in percentage through direct financing 

(households) almost halved and indirect financing (institutional investors) almost doubled between 1970 and 

2020. The years 1970, 2000 and 2020 are shown in the colors blue, orange and gray, respectively. Data source: 

Federal Reserve Statistical Release Data: Flow of Funds Data US (Federal Reserve System, 2021).  

While the increasing popularity of institutional investors as a financial intermediary for 

households is empirically evident, it is not immediately apparent the role institutional investors play in 

a corporation and their interplay with the management for financial reporting. Equally interesting, 

institutional investors can be active or passive and prior literature often defends the corporate 

governance role of either. Several arguments support that passive investors could weaken the corporate 

governance. For instance, passive funds may not exercise governance because of the inability to have 

exit positions like active funds or having smaller denominations of holdings compared to other private 

or active block holders. Likewise, having a portfolio of (benchmarked) holdings can make passive 

institutional investors uninterested in single firms in the portfolio. Thus, I present this paper to add to 

the strand of the literature that assesses the impact of passive institutional investors on corporate 

governance (e.g., Appel et al., 2016). The specific corporate governance issue I examine relates to the 

informational conflict between the shareholders and the management for financial reporting of negative 

outcomes (relative to positive outcomes). Hence, this paper assesses the effect of passive institutional 

investorsôownership stake on the firmôs accounting conservatism (on both conditional and unconditional 

conservatism). To specify broadly, the main research question of this paper is: 

What is the effect of passive institutional investors on accounting conservatism? 

Accounting conservatism circumvents informational conflict between investors and the 

management in reporting of negative outcomes because of the contracting perspective of 

conservatism. Contracting perspective of conservatism states that conservatism enhances contracting 

 
1 Overall, domestic institutional investors in US today include mutual funds (21%), exchange traded funds 

(7%), pension funds (5%), insurance companies (2%) and others including hedge funds (5%). 
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efficiency as it imposes a stricter verifiability criterion on optimistic outcomes relative to negative 

outcomes and thus prevents the management to report overly optimistic outcomes (Watts, 2003). 

To test the research question, I incorporate three constructs of conservatism: accrual-based 

measure, market-based measure, and asymmetric timeliness of earnings to negative returns. For the 

independent variable, I use the Russell 1000/2000 Index (hereafter: R1000/2000) reconstitutions to 

isolate a quasi-random variation in passive institutional investorsô ownership stake. The identification 

strategy shows the companies that marginally differ in market capitalization (hereafter: market cap) face 

a non-marginal difference in passive fund ownership stake as passive institutional investors track 

indexes and align to companies with the highest portfolio weights. This means the empirical tests use 

a fuzzy-regression discontinuity design comprising of two-stage instrumental regressions with 

narrow bandwidths around the R1000/2000 threshold and a running variable control of end-of 

May market capitalization in all three constructs of conservatism. Prior literature often documents 

the R1000/2000 reconstitution methodology (e.g., Appel et al., 2016; Chen et al., 2020).  

Despite developments in the quasi-random R1000/2000 methodology, there remains a lack of 

concrete empirical evidence in the corporate governance and financial reporting literature which 

assesses (a) whether passive institutional investors as financial statement users and (potential) monitors 

of management affect the informational conflict between the principal and the agents for financial 

reporting of negative outcomes (b) if  given the passive institutional investors intervene against the 

management for financial reporting are their interventions cumulatively incremental towards 

unconditional conservatism or event-driven incremental towards conditional conservatism. 

These sub-questions are academically relevant as the divergence in the self-interest between the 

management and investors is widely documented2. Nevertheless, any effective intervention in the 

principal-agent arrangement for informational conflict is often discussed through the lens of governance 

mechanisms such as placement of independent directors or removal of takeover defenses, yet there is 

limited literature which assesses institutional investorsô interventions on the carrier of information itself, 

namely, the financial statements to mitigate information asymmetry especially, through conservatism 

which offers incremental timely and verifiable information for negative outcomes. Further, the prior 

literature often exemplifies conditional conservatism for contracting efficiency and as an outcome of 

interest, in addition to conditional conservatism, I also assess the desirability of unconditional 

conservatism and the interest of passive investors to incrementally affect it (Ruch & Taylor, 2015).  

The empirical findings of the paper show the passive institutional investors increase accounting 

conservatism and enhance contracting efficiency. Passive institutions increase both unconditional 

conservatism (market-based measure) but also conditional conservatism, related to the operations of a 

company in the short-term (accrual-based measure). These findings of the paper have practical 

implications. Firstly, conservatism opposes the fair-value accounting and relevance criterion in favor of 

reliability, and even though standard setters do not include conservatism in their collective framework 

(FASB, 2010) there is evidence for these investors to demand for conservatism. This information can 

be used by standard setters in de(re)-vising their framework. Moreover, demands for conservatism can 

also have (potential) implications for other stakeholders such as the management who can face their 

compensation to be a concave function of the firm performance, or  they might not be penalized if the 

firm is performing badly if  the negative outcomes reported are timely and verifiable. Moreover, if other 

shareholders prefer conservatism and are more risk-averse the presence of such passive institutions can 

 
2 For instance, managers tend to present optimistic company performance to enhance their employment and 

compensation prospects, and the investors want realistic (timely and verifiable) information of the firm 

performance to influence their own (dividend) income and (un) realized capital gains. (e.g., Kothari et al., 2009) 
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be viewed favorably. Any (shared) demand for conservatism can potentially mitigate any bondholder-

shareholder conflicts for example conflicts about the dividend payout policy (Ahmed et al., 2002).    

Hereafter, I will present the rest of the paper. First, I will describe the prior literature and present 

the hypotheses. Then I will explain the data, sample selection, descriptive statistics and the methodology. 

Subsequently, I will present the empirical results and reconcile the findings with prior literature. Finally, 

I conclude the paper by (not-)rejecting the hypotheses, discuss limitations and scope for further research. 

2. Background literature & Hypotheses 

2.1 Free-rider problem & Incomplete Contracts lead to Agency Problem 

Corporate governance concerns arise when two conditions are present. First, there is a conflict 

of interest between the parties of the organization. Second, the conflict of interest cannot be resolved 

through a contract because of the transaction costs involved (Hart, 1995). 

 Conflicts of interest between the principals (suppliers of finance) and the agents (management) 

are well-established in prior literature (Jensen & Meckling, 1976; Fama & Jensen, 1983). In the standard 

principal-agent setup, the suppliers of finance delegate the running of the company to the management 

through a contractual arrangement (Mallin, 2013). The separation of ownership and control becomes 

problematic, however, because there is information asymmetry between the principals and the agents. 

The information asymmetry arises because the self- interested actions, efforts the management 

exercises, the characteristics of the corporations, and its underlying true value are all unobservable for 

the investors and thus the management has private information which the investors do not possess. Thus, 

the principal-agent arrangement manifests itself in forms of moral hazard and adverse selections in the 

managerial labor markets and capital markets, respectively, termed as the agency problem. 

Relating to the contractual arrangement itself, it is infeasible for shareholders to stipulate 

complete and contingent contracts costlessly with the management ex-ante. First, investors face the cost 

(and inability) to anticipate the array of future contingencies and to plan the countervailing actions. Second, 

there are cost of negotiating the plan during the managementôs tenure. Finally, there is also the cost of 

stipulating the contract such that it can be enforced by a third (legal) party if a dispute occurs. Given 

these transaction costs, contracts often remain incomplete (Shleifer & Vishny, 1997).  

While agency problem and the problem of incomplete contracts would be an issue for even 

closely held corporation, the corporate governance issue is propagated further in larger, public 

corporations. In a diffuse corporate ownership structure, monitoring the management and exercising 

governance is subject to the free-rider problem: the large costs of solving the agency problem would be 

borne by an individual shareholder, but any benefits from these activities would be shared amongst all 

shareholders equal to the percentage of their respective corporate ownership (Grossman & Hart, 1980; 

Shleifer & Vishny, 1986). By the same token, how there is no provision of public goods by self-

interested and rational agents with the absence of a social planner in a free market economy; monitoring, 

as a public good, would similarly be underprovided in a diffusely held corporation. Therefore, under-

or-no provision of corporate governance is likely the equilibrium outcome of diffusely held corporations 

since the costs of individual shareholder intervention outweigh the individual benefits (Downs, 1957). 

In summary, corporate governance issues arise because of the agency problem and the problem 

of incomplete contracts further propagated by the free-rider problem in public corporations. 

2.2 Institutional investors: a solution to the free-rider problem 

2.2.1 Institutional Investors 

The agency problem and the problem with incomplete contracts arises because of the diverging 

interests of the principals and agents, whereas the free-rider problem arises from the diverging interests 

amongst the principals themselves. With the free-rider problem, individual principals would want the 
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other to exercise costly governance, leading to an equilibrium under-or-no provision of governance. 

Grossman and Hart (1980) and Shleifer and Vishny (1986) contend shareholders are disincentivized to 

monitor actively because of the free-rider problem. Similarly, McCahery et al. (2016) further reflect in 

their empirical survey that a crucial impediment to active shareholder involvement is the free-rider 

problem. 

Shareholder involvement is the main source to pressure the management to resolve the agency 

problem. Resolving the free-rider problem between the shareholders themselves would then be a first-

order concern for resolving the conflicts between different parties: the agency problem. Since if there is 

no incentive for monitoring the management in the first place, then the danger of the management acting 

in their own interest at the expense of the shareholders becomes apparent (Hart, 1995). To demonstrate, 

this means, for example, the CEOs can misuse their control rights and discretionarily allocate the 

investorsô funds in the consumption of perquisites, empire-building amongst others but also use 

judgement in financial reporting to mislead about the true underlying performance and earnings to 

achieve more equity or debt financing.  

Provided the benefits to an individual shareholder for his intervention are equal to the percentage 

of his ownership stake, then theory suggests that free-rider problem decreases with investor stake size 

as a larger stake allows a shareholder to capture a bigger portion of the incremental value resulting from 

the intervention. Theory further predicts block holdersðowners of non-trivial stakes of a corporationð

have better incentives to monitor the management and alleviate agency concern compared to individual 

shareholders (Huddart, 1993; Winton, 2013; Noe, 2002).                                                                                                                                                                                                                                                         

In practice, one block holder typeïinstitutional investorsðare increasingly owning the 

corporate equity in United States in the backdrop of the rise of asset management industry and financial 

intermediation worldwide (see also Figure 1). Institutional investors (hereafter: IO) are increasingly 

getting popular because they efficiently allocate the capital for households. Institutional intermediaries 

allow small denominations on larger capital investments by households in the financial markets, which 

otherwise the households could not afford individually. As a financial intermediary, they invest money 

on behalf of the private individuals, and they pool resources from several individual households and 

may invest in multiple firms (Antón & Polk, 2014; Gao, Moulton & Ng, 2014). In this sense, they also 

provide liquidity services, lower transaction fees by negotiating with several companies for several 

individuals, offer managerial expertise and information for investing, and engage in risk sharing and 

diversification of assets (Mishkins & Eakins, 2019).  

More importantly, in a principal-agent context, the IO have certain characteristics in their 

operations and governance role that differentiate them from other equity owners. 1) As outside investors, 

they are large shareholders that are not a part of the management or the corporationôs internal employees. 

2) Compared to other outside investors, they are typically larger than most individual shareholders and 

other private block holders in ownership stake. 3) Given the organizational setup, they are often subject 

to extensive regulations by standard setters and are sensitive to the institutional setting they operate 

within (Dasgupta et al., 2021). 4) For exercising corporate governance, the IO principally have two 

choices to discipline the management by (i) they can directly intervene with the management, also 

known as ñvoiceò and or (ii) they leave the firm by selling or trading the corporationôs shares, also 

known as ñexitò or ñvoting with your feetò (Hirschman, 1970). 5) Finally, amongst the IO, there are 

broadly three types of investors, passive, active, and activist hedge fund IO, which show differences in 

the way they operate and discipline the management. 

2.2.2 Passive (versus Active) Institutional Investorsô Investment Objective  

This paper concerns with the role of passive institutional investors (hereafter: passive IO) thus, 

the distinction between passive and active IO is crucial. Passive funds invest in a basket of securities 

that tracks an index, such as the Standard and Poorôs 500 (S&P 500). They invest in several firms and 
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industries and the constituents of the fund changes in response to portfolio weights of the respective 

firms in the (chosen) index. In contrast, the active (activist hedge) funds pick specific securities of 

corporations to invest in and so the relative number of firms held are lower for active funds compared 

to passive funds. Correspondingly, the passive funds support the investment strategy of ñbuy and-holdò 

making the investment horizon of the passive fund longer than the myopic active (activist hedge) funds. 

Overall, the passive funds maximize their investment value by replicating a market or sector 

performance through a diversified portfolio of firm holdings over the medium-to-long term instead of 

leveraging short-term fluctuations or market timing which active (activist hedge) funds do. 

2.2.3 Passive (versus Active) Institutional Investors & Corporate Governance 

Differences in the investment objectives and horizons of the passive and active investors 

highlightsðfundamentallyðpassive IO will less likely sell a firmôs share and exit a firm upon a 

governance failure insofar as the firm is still a part of the portfolio in the tracked index. The passive 

funds are limited in using the disciplining mechanism of ñexitò. ñExitò is when adverse managerial 

actions are impounded into stock prices and the (active) investors can make an informed decision of 

exiting and selling the shares held (Admati & Pfleiderer, 2009; Edmans, 2009). Instead, the passive IO 

would prevent governance failure by monitoring through ñvoiceò. ñVoiceò entails a multitude of direct 

channels of interventions by the IO (e.g., Harris & Raviv, 2010; Levit &  Malenko, 2011; Maug, 1998; 

Shleifer & Vishny, 1986). Case in point, the institutional investor may implement their desired new 

strategy by ñjawboningò: negotiating the changes with the firmôs management by writing private letters, 

for example. Another instance of more severe intervention is when IO may implement the new strategies 

that maximize firm value by changing the board of directors or engaging in a proxy fight through public 

campaigning and shareholder proposals. The institutional investor may also intervene aggressively by 

paying the cost of launching a takeover bid and obtain majority control by buying 0.5 - Ŭ shares, where 

Ŭ is the non-majority shares passive IO hold. Overall, the larger ownership stake and bargaining power 

of IO encourages intervention and, in all cases, prevents the free-rider problem and inaction compared 

to the small individual shareholders. 

Empirical findings support the governance role of the passive investors by exercise of ñvoiceò 

and the effectiveness forthwith. Cunat et al. (2012) find shareholder proposals pass by a small margin 

and the proposals that pass have an abnormal announcement return compared to those that do not pass. 

In addition, Becht et al. (2017) show that abnormal returns occur most when shareholder intervention 

results in positive real outcomes. Importantly, the abnormal returns are higher in firms with large IO 

shares and for proposals sponsored by IO (Cunat et al., 2012). Smith (1996) also shows that a firm partly 

owned by CalPERS (a passive IO pension fund) witnesses an increase in the firmôs value when the 

management assents to the passive IOôs demand and decreases in value if they do not implement the 

demands. Furthermore, Kang et al. (2018) show the number of stakes held by institutional investor is 

positively related to the likelihood of a forced CEO turnover for firm performance. Overall, McCahery 

et al. (2016) survey the engagement of IO and find the mechanism of ñvoiceò is effective. They also 

find investors first try to engage privately and behind-the-scenes, but if private engagement fails, they 

intervene through a public route.  

Notwithstanding, because the passive funds maintain portfolio weights based on an index 

benchmark and cannot exercise ñexitò, it is widely argued to what extent are passive funds better at 

exercising governance compared to active funds. Some argue the liquidity in the stock market and the 

credible possibility to exit for active funds is undesirable, as it reduces direct intervention and effective 

governance compared to passive funds because active funds can ñcut and runò evading a monitoring 

role on the management (e.g., Coffee, 1991; Bhide, 1993; Edmans & Manso, 2011; Back et al., 2014). 

Others argue, liquidity and possibility to exit for the active funds encourages them to intervene as their 

monitoring role is actively captured in the stock prices and facilitates investing in companies and 
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disciplining in the first place (e.g., Faure-Grimaud & Gromb, 2004; Maug, 1998; Kahn & Winton, 1997; 

Collin-Dufresne & Fos, 2015). There is no absolute consensus about a better ability of active or passive 

funds in monitoring firms. However, some strands of recent literature show positive real outcomes of 

passive funds in corporate governance. Appel et al. (2016) using the variation in passive ownership 

through firm assignment to R1000 and R2000 show that passive funds affect governance decisions 

towards the removal of defenses for takeover and placement of more independent directors which 

contribute to enhance the company value and longer-term performance. 

Given the academic tension on active versus passive funds in corporate governance, this paper 

adds to the literature that assesses the capacity of passive funds to facilitate better governance decisions 

compared to active funds. Similarly, this research adds to the literature that assesses the different ways 

ñvoiceò (direct intervention) is exercised by gauging whether voice is exercised in the financial reports. 

2.3 Conservatism  

A companyôs financial statement is the main carrier of information from managers to 

shareholders. If the financial statements would reflect the true underlying firm performance, investors 

can realize the outcomes of managerial actions and firm characteristics through these informational 

signals with no agency problem. Financial statements, however, are often noisy, inefficient, and biased, 

usually because of managerial interception leading to governance issues (Aerts, 1994). 

In fact, a common subtype of agency problemðearnings managementðentail the managers 

adopting certain accounting policies or real actions which affect earnings numbers in a way to achieve 

some financial reporting objectives (Dechow & Skinner, 2000). According to Healy and Wahlen (1999), 

earnings management by managers aim to ñmisleadò some stakeholders and ñinfluenceò contractual 

outcomes. It is documented several times the management have engaged in income-increasing financial 

reporting to affect underlying capital market, contracting, or regulatory outcomes (see also e.g.  Erickson 

& Wang, 1999, Teoh et al., 1998; Kasznik, 1999; Burgstahler & Eames, 2003; DeFond & Jiambalvo, 

1994; Collins et al., 1995) In this respect, Stanton and Stanton (2002) also comprehensively review 70 

published papers, spanning over a decade, to theorize different incentives of managers in corporate 

financial reporting. Herein, several researchers show that financial statements and reports are presented 

in a way to emphasize favorable outcomes and to conceal or to worsen readability of poor performance 

metrics with the purpose of impression management and of signaling positive image (e.g., Lee, 1994; 

Stocks, 1995; Buxton, 2000; Jameson, 2000). Likewise, many papers show financial reporting is used 

as a marketing tool, inflating the managerial performance and ñde-emphasizingò the negative outcomes 

(e.g., Subramaniam et al., 1993; Anderson & Imperia, 1992). Research on earnings management and 

most subtypes of agency problem illustrate inefficiencies in the informational quality and objectivity of 

corporate financial reports where the governance issues emanate (Ball &  Shivakumar, 2005). Changing 

financial statements and disclosing information such that it is efficient and objective for investors will 

aid in reducing information asymmetry and lower governance issues (Verrecchia, 2001).   

Specifically, LaFond and Watts (2008) provide evidence that conservatism could be an effective 

equilibrium response to agency problems between the principals and agents. Accounting conservatism 

is defined as a set of accounting policies that leads to a ñdownward bias of accounting net assetsô value 

relative to the economic net assetsô valueò (Ruch & Taylor, 2015).  

Several papers regard accounting conservatism as a standard that alleviates the agency problem 

and informational conflict in reporting of negative outcomes relative to positive outcomes. Watts (2003) 

argues that conservatism helps address moral hazard problems and is an efficient contracting mechanism 

by making the realization of losses timely and of gains more verifiable through a stringent (asymmetric) 

verifiability criterion of realization on gains versus losses. Watts (2003) also contends the absence of 

conservatism would a priori fail to penalize the opportunistic managerial behavior and informational 

conflict (see also Kothari et al., 2009) between investors and the management, leaving financial reports 
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largely biased. Similarly, Ball and Shivakumar (2005) reason the financial reporting rules that impose a 

lower verification standard for decreases in earnings than increases in earnings would help to offset the 

opposite asymmetric incentive of managers to recognize the optimistic earning figures easily relative to 

the negative figures. Likewise, LaFond and Watts (2008) provide empirical and theoretical evidence 

showing information asymmetry in the principle-agent setup necessitates (ñengendersò) conservative 

standards as conservatism lowers the agency problem by imposing the stronger verification standards 

on managerial communication and timely knowledge of asymmetric (private) information about 

negative outcomes (relative to positive outcomes). In a similar accord, prior literature documents timely 

loss recognition as a crucial facet of accounting that complements strong governance mechanisms (e.g. 

Basu et al., 2001; Beekes et al., 2004; Ahmed & Duellman, 2007; Lara et al., 2009). Lara et al. (2009) 

provide empirical evidence showing stronger governance firms exhibit significantly higher levels of 

(conditional) accounting conservatism. Additionally, Goh and Li (2001) assess the conservatism levels 

in different firms based on their internal control quality and show that firms with higher conservatism 

also exhibit higher strengths in their internal control quality. Finally, other studies also find conservatism 

is related to desirable litigation outcomes (Ettredge et al. 2016), negatively related to risk of stock price 

crash (Kim & Zhang, 2016), and mitigates information asymmetry (e.g., Kim et al. 2013; Francis et al., 

2013). Specifically, Kim et al. (2013) finds that firms with conservatism face less adverse market 

reactions to Seasonal Equity Offerings (SEOs) moreover, conservatism alleviates the information 

asymmetry reducing the financing costs of SEOs. Furthermore, Kim et al. (2013) find that accounting 

conservatism is the driver of mitigating information asymmetry and not the other governance 

mechanisms. Similarly, Francis et al. (2013) finds that firms with higher conditional and unconditional 

conservatism standards before the financial crisis were associated positively with abnormal stock market 

returns and suffered reduced losses and negative market reactions during the crisis. Thus far, prior 

literature often documented conservatism as an effective governance mechanism. 

However, conservatism as a qualitative benchmark for financial reporting is sometimes 

challenged in practice and theory. Conservatism faces criticism and reservations because it compromises 

on neutrality and the symmetric value (fair value) relevance view of accounting (Holthausen and Watts, 

2001; Lambert, 2010). Others have also echoed this notion, and regard the bias conservatism introduces 

in financial reporting undesirable for decision-making (Gigler et al., 2009; Guay & Verrecchia, 2006). 

In addition, conservatism is excluded from the joint conceptual framework of International Accounting 

Standard Board (IASB) and Financial Accounting Standards Board (FASB) in 2010 and not officially 

endorsed by a standard setter (FASB, 2010). 

Ball and Shivakumar (2005) argue the diverging views on conservatism result from the trade-

off between the relevance and the reliability of financial reporting in fair value versus conservative 

reporting. Importantly, Ruch and Taylor (2015) attribute the disagreements on conservatism to the 

different perspectives on the role of accounting information itself. From the ñvaluation perspectiveòð

accounting information helps assess the enterprise value of the company to make investment decisions 

(Ruch & Taylor, 2015). From the ñcontracting perspectiveòðaccounting information is used to assess 

to what extent are obligations met in contractual arrangements and the efficiency and effectiveness of 

management in fulfilling the role of the agent employed for the principal investors. Because this paper 

is assessing the role of passive IOs, which passively track indexes, the paper is assessing the effect of 

ownership structure on accounting conservatism for corporate governance but not for investment 

decisions, so the contracting perspective is pertinent. Moreover, passive IOs are often existing investors 

with a buy-and-hold strategy and long-term horizon not interested in trading and influencing stock prices 

in the short-term, making the valuation perspective of little relevance to them. It is also the case that 

passive IO exercise governance mainly through ñvoiceò and not through ñexitò positions thus, the 

valuation perspective which impounds in stock prices is not accessible for the passive funds. Therefore, 

since this paper is assessing the effect of passive IOs on accounting conservatism, the contracting 

https://www.sciencedirect.com/science/article/pii/S0165410109000482#bib9
https://www.sciencedirect.com/science/article/pii/S0165410109000482#bib11
https://www.sciencedirect.com/science/article/pii/S0165410109000482#bib2
https://www.sciencedirect.com/science/article/pii/S0165410109000482#bib19
https://www.sciencedirect.com/science/article/pii/S0165410104000564#BIB31
https://www.sciencedirect.com/science/article/pii/S0165410104000564#BIB31
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perspective of accounting conservatism is relevant, which can reduce informational conflict between 

contracted parties (principal-agent) thereby alleviating agency problems and enhancing governance.  

Thus, this research broadly contributes to the literature, albeit scarce, that discusses the 

relationship between ownership structure and financial reporting standards, viewing the financial 

statements as an information signal capturing the contracting efficiency of the accounting conservatism 

standards. In addition, by linking passive IOs to accounting conservatism, this research broadly adds to 

the literature that discusses how block-holder ownership (solving the free-rider problem) solves the 

agency problem in public corporations. Finally, prior literature is often dominated by the contracting 

perspective of conditional conservatism, but since I account for passive funds with longer investment 

horizons, the contracting efficiency in cumulative (unconditional) conservatism can also be evaluated. 

2.4 Hypotheses 

Prior literature capturing the relation between passive IO and financial reporting standards is 

scarce. The previous section described the disciplining mechanism of passive IO and the contracting 

efficiency that accounting conservatism offers, so, in this section, I will present the hypotheses of this 

paper and address two conditions that should hold to expect the direction of the hypotheses and on which 

the findings of this paper can be applied to. 

 First, the hypotheses can be tested only if there is no collusion between the management and 

the institutional investors and, in effect, there is a principal-agent relationship. To illustrate, 

Ramalingegowda and Yu (2012) find the IO (with longer investment horizons, concentrated holdings 

and independent from the management) are more likely to demand more conservatism compared to the 

other shareholders and conservativism is increasing in IOsô concentration. Yet, Velury and Jenkins 

(2006) contend the IOs are positively associated with the informational quality of financial reports only 

if the ownership stake is below a threshold, after crossing the (high) threshold of ownership, the IOsô 

stake negatively affects the informational quality of corporate financial reports. Pound (1988)ôs theories 

can explain the discrepancy in the aforementioned findings. Pound (1988) states if the IO get very large, 

then, rather than efficiently monitoring, the IO may even exacerbate the conflict of interest between the 

principal and the agents by strategically aligning with the management. To this extent, the incentive to 

monitor for good governance for the firm at large holds if there are no collusions between the IO and 

the management, and the ownership stake is below a high threshold. Since this paper employs a variation 

in (passive) IOsô stake through Russell index reconstitution, the share ownership of R1000/2000 passive 

funds are in the low-to-moderate range as they invest in several companies (Appel et al., 2016). It is 

therefore expected that there is no strategic alignment between the passive IOs and the management.  

Second, the effect of the passive IOs on accounting conservatism can be tested if the ownership 

structure and financial reporting standards are not treated as substituting corporate governance 

mechanisms. For this, the identification strategy of the paper ensures this condition is met. As described 

later, the passive IOsô ownership stake changes based on index assignment, which in turn is based only 

on small differences in market cap around the narrow bandwidth of the R1000/2000 index threshold, 

and thus the firmsô assignment to the left or right of the R1000/2000 threshold is quasi-random. The 

quasi-random variation in passive IOsô stake circumvents reverse causality. Furthermore, 

Ramalingegowda and Yu (2012) through lead-lag tests show that the IOs lead to more conservativism, 

rather than the reverse which in also line with Lara et al. (2009) findings. I can plausibly affirm that IO 

and conservatism are not treated as substituting governance mechanisms based on the identification 

strategy, the prior empirical findings but also based on the nature of data I extract (explained later) as 

conservatism measures are leading (end-of September) relative to the instrument (end-of May).   

The three hypotheses presented below correspond to the three theoretical constructs of 

conservatism. The accrual-based conservatism measure follows Givoly and Hayn (2000). The market-

based measure follows Beaver and Ryan (2000). Finally, the asymmetric timeliness in earnings to 
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negative returns relative to positive returns is based on Basu (1997). Conservatism is constructed in 

multiple ways because each approach presents its strengths and weaknesses, in addition, there are 

different forms of conservatism with different implications, which will be discussed in this sub-section. 

There are two types of conservatism: conditional and unconditional. Conditional conservatism 

is event-driven (transitory) and proposes a stricter verifiability criterion for the optimistic outcomes 

(good news) relative to the adverse outcomes (bad news) to understate the net assets (or income). 

Unconditional conservatism is cumulative and generates an understatement of net assets (or income) 

regardless of the event and is accumulated since the inception of the firm (Holthausen & Watts, 2001).  

Based on the principal-agent contractual setup, conditional conservatism might seem more 

relevant to measure since I want to capture the incremental effect of passive funds on accounting 

conservatism. As conditional conservatism has (timely) recognition of sufficiently bad news but not 

writing up of net assets as timely for comparable good news, it enhances contracting efficiency (Basu, 

1997). However, Watts (2003) expounds on verifiability itself being an enduring quality and not just 

timeliness, thus unconditional conservatism could be desirable. In addition, conditional conservatism 

might be pre-empted first by unconditional conservatism as per prior literature (e.g., Pope & Walker, 

2003; Beaver & Ryan, 2005; Liu & Thornton, 2005; Pae et al., 2005; Roychowdhury & Watts, 2006; 

Givoly et al., 2006). More importantly, since the passive investors have a strategy of buy-and-hold and 

have a long investment horizon, the incremental effects of intervention could be gauged cumulatively 

and not contemporaneously, making cumulative (unconditional) conservatism suitable. Thus, both the 

unconditional and the conditional conservatism constructs can measure the mitigation of informational 

conflict between the principals and agents for negative outcomes relative to positive outcomes. 

The first hypothesis tests conditional conservatism and is the accrual-based measure. Accruals 

are broadly of two types, accrued revenues and accrued expenses. Accrued revenues (positive accruals) 

are revenues or assets recorded before a cash receipt. Accrued expenses (negative accruals) are expenses 

or liabilities incurred before a cash payment. If the actions by passive investors would lead to an increase 

in conservatism, there should be an asymmetry in accruals since the expenses would be accrued 

completely while revenues would not, and as a result periodically on average the accruals should be 

negative (Givoly & Hayn, 2000). Meanwhile, temporary large accruals and reversals of accruals occur 

within one or two years (Richardson et al., 2005) so averaging the accruals ensures that temporary large 

accruals and reversals of accruals do not reduce the power of the estimates. The accrual-based measure 

is net (total) accruals scaled by average total assets and centered moving average over a 3-year period 

on year multiplied by negative one. The accrual-based measure embodies negative accruals, and so an 

increase in the accrual-based measure implies higher conservatism. Therefore, the first hypothesis is:  

H1: Ceteris Paribus, an increase in the passive institutional investorsô ownership stake results 

in higher conditional conservatism marked by higher negative accruals (relative to positive accruals). 

The second hypothesis tests unconditional conservatism and is based on a market-based 

measure. Unconditional conservatism concerns event-independent application of conservative 

accounting, which understates the net assets regardless of the operations or events of the firm. The 

market-based measure is therefore the book to market ratio of equity multiplied by negative one. Herein, 

the values of the theoretical construct would be negative. Thus, as the book value gets smaller to the 

market value, the absolute value of the ratio will get smaller, corresponding to an increase in the relative 

value. Thus, an in the value of the market-based measure implies higher conservatism as the construct 

embodies how high the market value is relative to book value (of equity). So, the second hypothesis is:  

H2: Ceteris Paribus, an increase in the passive institutional investorsô ownership stake results 

in higher unconditional conservatism marked by higher market value of equity relative to book value of 

equity (in other words, a lower book value of equity relative to market value of equity). 
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Finally, the third hypothesis also tests conditional conservatism, but based on a different metric 

of operations: earnings. In addition, the third measure takes an external perspective of the firm capturing 

good and bad news through stock returns, instead of accruals, it accounts for earnings-return 

relationship. The asymmetric timeliness in earnings measure is based on Basuôs (1997) work. Returns 

capture the market-wide performance (perception) of the firm. Positive returns imply good news and 

performance, and negative returns imply bad news and performance. If passive IOs increase conditional 

conservatism, the firm will be more responsive to report negative earnings and less responsive to report 

positive earnings. Conditional conservatism would imply there will be an incremental managerial 

response of earnings to negative returns (relative to positive returns). Therefore, the third hypothesis is:  

H3: Ceteris Paribus, an increase in passive institutional investorsô ownership stake results in 

higher conditional conservatism, marked by an incremental response of earnings to negative returns. 

3. Data  

I collect a large amount of data about passive institutional investors, conservatism, and other 

firm variables to answer the research question. This section will explain the secondary data sources, 

sample selection criteria and sample statistics of the independent, dependent variable, and moderators. 

3.1. Passive institutional investorsô ownership stake.  

Three key variables can determine the passive institutional investorsô ownership stake: 

predetermined yearly list of companies in the R1000 or R2000 Index, the respective market cap of each 

company, and passive IO stake in each company. I based this approach on Appel et al. (2016) and Chen 

et al. (2020). Before describing the data sources, I will explain the annual yearly reconstitution used by 

FTSE Russell that results in a plausibly exogenous variation in the passive IOsô ownership stake. 

3.1.1 Russell 1000 and Russell 2000 Index yearly reconstitution. 

The R1000 and R2000 comprises the most significant 3000 stocks based on market cap and 

represent about 98% of US incorporated securitiesô population. R1000 and R2000 indexes are market-

capitalization-weighted equity indexes maintained by FTSE Russell. The Russell Indexes are 

reconstituted each year, and the reconstitution before 2007 comprised two phases.  

First, firms are assigned membership in R1000 or R2000 based on their end-of-may (last trading 

day) market cap from the population of eligible stocks. The index membership is defined such that 

R1000 Index contains stocks ranked from 1 to 1,000, and the R2000 ranked from 1,001 until 3,000.  

Subsequently, after index membership, the firmsô stocks are value-weighting in respective 

indexes based on their end-of-June (float-adjusted) market cap. FTSE Russell employs float-adjusted 

market cap as opposed the raw 

market cap. Float-adjustment 

excludes the securities that, for 

example, are part of the 

employee stock ownership plan 

or unlisted share classes to 

isolate shares available for 

(general) public ownership. The 

timeline for the yearly 

reconstitution can be found in 

Figure 2. 

The Russell Index yearly reconstitution leads to discontinuities in the overall portfolio weight 

of the firms in the indexes. To illustrate, for example, the 1000th largest stock at the end of May would 

be included in the R1000. However, in R1000, this stock would have the lowest portfolio weight and 
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rank. By a marginal difference, the 1001st largest stock is included in R2000 and would be given 

the highest index weight in the R2000. Overall, firms at the bottom of R1000 marginally differ from the 

companies topmost in R2000 based on market cap. Nevertheless, the stocks near the R1000/2000 

threshold witness a large discontinuity of relative importance in their respective indexes because of 

index assignment and value-weighting.  

3.1.2 Russell 1000 and Russell 2000 Index secondary data sources and sample selection. 

I use Bloomberg Financial Database to obtain data on the list of companies of R1000 and R2000 

from 1996 to 2006 predetermined for each calendar year. Predetermined list of R1000 and R2000 

companies means the data collected as of 1st July after the annual reconstitution for every year when 

passive ownership would already be determined or stable, as shown in the timeline of Figure 2. 

Bloomberg database contains pricing, news, data, and analysis on companies, markets, and economies. 

The sample period follows the data availability, since the terminal provides complete index lists from 

1995. At the same time, the annual reconstitution can be applied only before 2007, since Russell 

implemented a óbandingô policy after 2007. The data after 2007 no longer reflects discontinuities in 

portfolio weights around the threshold, R1000/2000, based on market cap. Lastly, the Russell index 

mainly consists of North American (US and Canada) companies. There are some companies for which 

the country of incorporation, headquarters, or primary trading locations are outside North America. I 

exclude the foreign (not North American) companies from the sample since the conversion method 

required for the historical firm identifier to use Wharton Research Data Services (WRDS) (after 

collecting the list from the Bloomberg financial Database) entails conversion from International 

Securities Identification Number (ISIN) to Committee on Uniform Security Identification Procedures 

(CUSIP). Sampling loss is a limitation; however, excluding the foreign constituents only results in losing 

2% of the predetermined yearly list of companies of Russell indexes3.  

For index membership, I obtain data on Share price (PRC), the number of shares outstanding 

(SHROUT), and Standard Industrial Classification (SIC) code based on the historical company 

identifiers (CUSIP) on the last trading day in May. The data is collected for each calendar year, for the 

predetermined list of companies in both R1000 and R2000 from the Center of Research in Security 

Prices (CRSP) Daily Stock File. After appending the set of 22 index-year files (1996 to 2006 11×2 

CRSP files for R1000 and 2000), I compute the product of PRC and SHROUT in May for each company 

and each year, the May company market cap which is the basis for the index assignment. 

 After the index membership, each company is assigned a value-weight based on the June float-

adjusted market cap. However, June float-adjusted market caps are proprietary data, so I compute the 

index weights of each company based on the raw end-of-June market cap4. The data for June company 

market cap is similar to the May company market cap only at the last trading day in June for each 

calendar year, for the predetermined yearly list of companies for both R1000/2000 indexes from the 

CRSP daily stock file, corresponding to another set of 22 index-year files.  

The portfolio weights and ranks are based on the June company market cap. First, the portfolio 

market cap for the entire portfolio of companies is calculated as the sum of June company market caps 

for all companies listed in R1000 and R2000 subset separately as of each year. Then, portfolio weights 

for each company in a year are computed by dividing each companyôs June company market cap with 

its corresponding portfolio market cap. Finally, yearly ranks are determined based on the descending 

order of weights. To this end, a firm will have a rank of 1 and be at the top of either R1000/2000 index  

 
3 The excluded subsample of foreign companies can further be provided if requested. 
4 Using raw market cap is a limitation, but it is the only feasible option given the data availability.  
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if it has a highest June company market cap and contributes most to the to the portfolio market cap of 

that index subset. 

The Russell index reconstitution 

results in a discontinuity in the firmsô portfolio 

weights around R1000/2000 despite small 

differences in market cap. To illustrate, Figure 

3 shows the end-of May market cap is 

continuous for the companies ranked 500 to 

1000 in R1000 and 1001 to 1500 in R2000 

when place together, where the x-axis is the 

relative distance of a firm to the 500th rank firm 

in R1000. However, a) index assignment and 

b) valuing-weighting lead the firmsô portfolio 

weights to spell out a large discontinuity in 

Figure 4. The discontinuity in the portfolio 

weights in Figure 4 (see y-axis) is about ten 

times of percentage portfolio weights (e.g., 

0.04% versus 0.4%) when comparing 

companies at the bottom of R1000 and at the 

top of R2000. 

 

3.1.3 Passive institutional ownership stake from S12 Mutual Fund Holdings. 

Subsequently, the passive IO stake based on the historical identifier (CUSIP) of the index 

constituents of R1000 and R2000 is obtained for the years 1996 to 2006. The shares held by various 
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institutional investors are obtained from Thomson Reuters (s12) Mutual Fund Holdingsðs12 Master 

File. The s12 master file contains data on the manager, stock characteristics, stock holdings and change 

in holdings. The Thomson Reuters (s12) Mutual Fund Holdingsðs12 Master File from WRDS is used 

to obtain the mutual fund holdings for the last given report dates in calendar year quarter 3 (Q3). Data 

is extracted on the third quarter (Q3) of each calendar year since this is the next available data after the 

Russell index annual reconstitution at the end-of-June. The fiscal year of each firm sometimes departs 

from the standard calendar year, so the calendar Q3 (month of September) data is appropriate, given the 

fixed calendar timeline of Russell index reconstitution. From the s12 master file, the mutual fundsô 

shares held end at the end of Calendar Q3 are separated on different fund managers and thus to find the 

total company passive IO holdings, the aggregate (simple-weighted) sum of the fund manager holdings 

per firm is made based on the historical identifier (CUSIP) of each of firms of the R1000 and R2000 

separately for each of the years in 1996 to 2006, producing a final of 22 index-year files. Collectively, 

the passive IO stake in percentage is found by dividing the total company passive IO holdings by total 

outstanding shares for the given firms, years, and indexes, respectively. Finally, since the shares held 

by passive funds cannot exceed the outstanding shares of the firm (namely ownership cannot be > 

100%), such spurious data points treated as outliers and are omitted from the sample.  

3.2 Conservatism  

3.2.1 Accrual-based measure of Conservatism 

The accrual-based measure of conservatism deflates the total accruals (TACC) by average total 

assets wherein the average total assets is the simple-average of total assets (TA) computed for a given 

date (t), and its one-year lag (t-1). The direct method of computing accruals is shown in Eq. (1). 

 
 (1) 

The indirect method of accruals, as in Eq. (2) is found by deducting the operating activitiesô net 

cash flow (OANCF) from net income before extraordinary items (IB).  

 (2) 

Eq. (1) and (2) lead to the same values, both methods are employed instead of only depending on Eq. 

(1) to avoid substantial non-random sample omissions because of missing observations, since Eq. (1) 

requires more variables. Data for both methods on the total current assets (ACT), cash and short-term 

investments (CHE), total current liabilities (LCT), Debt in current liabilities (DLC) and Incomes Taxes 

Payable (TXP), Depreciation and Amortization (DP), Net income which is Income before extraordinary 

items (IB), and operating activitiesô net cash flow (OANCF) is obtained Compustat Capital IQ. 

Compustat Capital IQ provides all financial statement (quarterly) data through WRDS. I collect data as 

of Calendar Q3 as it is the next available data after the annual reconstitutions in June.  

3.2.2 Market-based measure of conservatism 

The market-based measure of conservatism is based on book-to-market ratio, which qualifies 

conservatism when the book value of equity is lower than the market value of equity and the ratioôs 

absolute number decreases (numerator decreases and denominator increases) and the ratio is less than 

1. 
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 To infer the book value of equity, data on total stockholderôs equity (SEQ), Deferred Taxes and 

Investment Tax Credit (TXDITC) and total Preference Stock (Capital) (PSTK) is extracted from 

Compustat - Capital IQ fundamentals quarterly through WRDS. Book value of equity is only retained 

for firms with the total stockholderôs equity (SEQ) non-negative.  

(3) 

 

Deferred Taxes and Investment Tax Credit (TXDITC) is the sum of the balance sheet accounts 

of Deferred Taxes - Balance Sheet (TXDB) and Investment Tax Credit - Balance Sheet (ITCB). These 

accumulated temporary deferrals arise because of timing differences between revenues and expenses in 

the financial statements, the tax forms, and investment tax credit. Adding these deferrals to total 

stockholder equity and removing preferred equity helps find the book value of equity applicable for 

common shareholders as of Calendar Q3. For the market value of equity, I obtain closing share price 

(PRC) and common shares outstanding (SHROUT) from the CRSP Daily Stock File as of Calendar Q3. 

Market value of equity is only retained for the firms which have non-negative values. 

(4) 

 

 

3.2.3 Asymmetric timeliness of earnings 

Asymmetric timeliness of earnings to good and bad news based on negative and positive stock 

returns is a third way conservatism will be operationalized. Data on net income before extraordinary 

items (IB) is extracted from Compustat - Capital IQ fundamental annual for the fiscal year-end 

applicable between the July(t) of year of an index reconstitution and following year(t+1) June. I use 

earnings as of fiscal year-end of each company falling in the timeline of the yearly index reconstitution 

[i.e., fiscal year-end between July(t) ï June(t+1)]. Since earnings are an income statement variable(flow) 

showing changes over time, fiscal-year end falling in the timeline is appropriate. I calculate market value 

of equity as described earlier from CRSP daily stock file. 

In addition, monthly returns are the longest periodic returns available on CRSP for a company. 

Thus, I obtain data on monthly returns for each company for all the months from July in year(t) of index 

reconstitution to the next year in the month June(t+1) just before the new annual reconstitution from 

CRSP Monthly Stock File. These monthly files are available via the WRDS. I further cumulate the 

monthly returns to annual returns by manual computation of simple annual returns from July(t) to 

June(t+1) as shown in Eq. (5).  

(5) 

3.3 Moderator variables 

Data for moderator variables is collected in a similar way to the dependent and independent 

variables from Compustat - Capital IQ fundamentals quarterly through WRDS for Calander Q3 for 

each of the company of R1000 and R2000 spanning from 1996 to 2006 corresponding to 22 index-

year files. The data collected for moderator variables includes total assets (AT), Debt in Current 

liabilities (DLTC), total long-term debt (DLTT), (Net) Sales (SALE), Research and Development 

expense (XRD), Operating activities net cash flow (OANCF). In addition, since dividends (DVT) and 

advertising expense (XAD) are available annually, I obtain data for these two variables for the fiscal-

year end that is available in an index reconstitution period [i.e., the fiscal year-end from July (t)ðJune 

(t+1)] from Compustat - Capital IQ fundamentals annual through WRDS. 
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The data transformation for the moderator variables I perform is:  

3.4 Descriptive Statistics  

Table 1 presents the descriptive statistics of the full sample 24,360 firm-year observations of 

the R1000/2000 index. The sample statistics show the firms in R1000 relative to R2000 as expected on 

average have higher market caps, stock prices, net income and firm weights.  In addition, the firms in 

R1000 relative to R2000 have higher passive IO stake and dividend payouts. R2000 firms relative to 

R1000 firms have higher sales growth and cash flow from operations. The full sample of firm-years is 

not used for the instrumental variable regression but bandwidths around the R1000/2000 cutoff are used. 

Table 2 shows the regression bandwidthsô summary statistics. The descriptive statistics for the sampling 

bandwidths show significant differences in portfolio weight, firm rank, firm weight and passive IO stake 

between R1000 and R2000 but non-significant differences between R1000 and R2000 for end-of May 

market cap (as expected around the narrow bandwidth the firmôs assignment to either index is quasi-

random). The conservatism constructs and the moderator variables are not significantly different too. 

4. Methodology  

This section presents a discussion about the empirical models and identification strategy and in 

particular (i) the (exogenous) variation in passive fundsô ownership stake, (ii) the proxies used to 

operationalize accounting conservatism and (iii) the moderator variables that can influence the relation. 

4.1 The exogenous variation in passive fundsô ownership stake (R2000 Indicator {0,1}) 

Identifying the causal effect of passive IO on accounting conservatism can be difficult and prone 

to endogeneity concerns. More specifically, correlation between passive IO and conservatism cannot be 

interpreted as a causal relationship because passive ownership might be correlated with other factors 

such as the firmôs profitability, size of debtors or the industry the firm is operating in, which in turn 

determine the level of conservatism. To alleviate the endogeneity concern for uncontrolled factors, I 

control for time-fixed and industry-fixed effects. In addition, I control for time-varying firm-level 

characteristics. However, a potential concern remains: some unknown and thus uncontrolled factors 

(e.g., omitted variables) may be correlated with both passive IO and the firmôs accounting conservatism.  

To circumvent endogeneity concerns then, my identification strategy uses the fuzzy regression 

discontinuity design (Fuzzy RDD) comprising of two-stage least squares instrumental variable (IV) 

regressions with varying (sampling) bandwidths around the R1000/2000 threshold to extract the local 

average treatment effect of passive IOôs stake and relate it to the firmôs accounting conservatism. Around 

the narrow bandwidth of the R1000/2000 threshold, firm assignment could be considered quasi-random 

conditional on small differences in market cap. In addition, since the annual reconstitution is based on 

a) index membership and b) value-weighting, and since index membership is a precursor to value-

weighting, the end-of-May market cap is the running(assignment) variable and the basis of index 

inclusion which must be controlled in the Fuzzy RDD. The corporate governance literature has 

previously applied this methodology to deal with the endogeneity concerns (e.g., Appel et al., 2016).  
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Table 1: Descriptive Statistics for the full sample firm-years for Russell 1000 and Russell 2000 indexes for  1996-2006. 

This table provides the summary statistics for the main variables. The table reports the summary statistics separately for the firms in the Russell 1000 and Russell 2000 

indexes for the 1996ï2006 period. This table represents the full sample of 24,360 firm-year observations obtained from the data sources. The regression models incorporate a 

subset of these firm-years with (sampling) bandwidths of ±50 ±150 ±250 firms-years around the Russell 1000/2000 cutoff hence the observation count of the regression 

models differ from the full sample obtained. The variable definitions are provided in Appendix A. 

Russell 1000 Index Russell 2000 Index 

Variable Obs Mean Std. Dev. Min  Max Obs Mean Std. Dev. Min  Max 

May Stock Price 8290 42.770 29.770 1.660 759.000 16069 23.470 24.800 -219.500 1345.000 
May company 

market cap 
8290 ρȢρπυρπ ςȢχωψρπ ρȢυφρρπ υȢςρσρπ 16069 υȢφφωρπ τȢσψχρπ ωȢφχυρπ χȢφυπρπ 

May portfolio 

market cap 8290 ρȢπφρρπ ςȢςττρπ υȢφψσρπ ρȢσρςρπ 16071 ρȢπυψρπ ςȢπυπρπ χȢχφπρπ ρȢυςπρπ 

June Stock Price 8289 42.320 30.070 1.660 810.000 16070 24.050 26.750 -202.500 1664.000 
June company 

market cap 
8289 ρȢρρψρπ ςȢψσσρπ ρȢσυωρπ υȢςττρπ 16070 υȢψυχρπ τȢφψρρπ σȢωππρπ ρȢπτψρπ 

June portfolio 

market cap 
8290 ρȢχπςρπ ςȢσπρρπ υȢφψτρπ ρȢσψωρπ 16071 ρȢπωςρπ ςȢρπςρπ χȢφτψρπ ρȢυσπρπ 

Firm rank  8289 472.900 274.300 1.000 967.000 16070 931.800 539.900 1.000 1943.000 
Firm weight (%)  8289 0.100 0.250 0 4.080 16070 0.050 0.040 0.040 0.940 
Passive IO (%) 8133 21.520 12.630 0.004 99.650 15733 17.320 12.980 0.004 99.650 

Accruals-Average 

Assets ratio 
7914 0.048 0.080 -0.773 1.119 14844 0.050 0.120 -2.080 3.070 

Book-Market ratio  7834 0.476 0.408 0.000 13.19 14622 0.615 0.836 0.001 43.13 
Net Income 7082 509.900 1534.000 ρȢχφςρπ σȢωυπρπ 14271 16.530 78.970 ςȢςτωρπ ςȢσχωρπ 

Cumulative Returns 

Year 
8284 0.135 0.445 -0.992 10.170 14278 0.144 0.558 -0.993 11.060 

Leverage 6485 0.551 1.575 0.000 47.730 13227 0.801 10.300 0.000 1028.000 
Size 7140 8.459 1.471 4.083 14.190 14752 6.249 1.198 1.023 11.47 

Cash Flow 

Operations 
6570 0.065 0.072 -0.542 0.579 13532 0.031 0.129 -3.250 2.075 

R&D  2833 0.016 0.021 0.000 0.328 6599 0.024 0.034 0.000 0.630 
Sales Growth 5698 0.020 0.051 -0.425 0.866 10549 0.022 0.072 -2.402 1.341 
Advertising 2533 0.032 0.049 0.000 0.538 4896 0.030 0.078 -0.027 2.743 
Dividend 7101 0.699 0.459 0.000 1.000 14196 0.480 0.500 0.000 1.000 
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Table 2: Descriptive Statistics for the sampling bandwidth (±150 and ±50) firm-years and the p-value of the mean differences around Russell 1000 

and Russell 2000 cut-off threshold for  1996-2006. 

This table provides the summary statistics for the main variables around the Russell 1000/2000 cutoff. This table represents the subset of firm-years observations to be used in 

regressions with (sampling) bandwidths of ±150 and ±50 around the Russell 1000/2000 cutoff. The table reports the mean and independent sample t-test of unequal variance 

by comparing subset of firms-years in the Russell 1000 and Russell 2000 indexes for the 1996ï2006 period in the given bandwidth of firm-years. The observation count for a 

particular variable and bandwidth combines the firm-years to the left and right side of the Russell 1000/2000 cutoff for firm-years belonging to Russell 1000 index and 

Russell 2000 index, respectively. The variable definitions are provided in Appendix A. 

 

 

Bandwidth of ±150 firm-years around Russell 1000/2000 cutoff 

 

Bandwidth of ±50 firm-years around Russell 1000/2000 cutoff 

Variable Obs R1000 Mean R2000 Mean P-value Obs R1000 Mean R2000 Mean P-value 

May company market 

cap 
2,082 ρȢτχρρπ  ρȢττςρπ πȢςρπ 437  ρȢςυωρπ  ρȢςτωρπ  πȢτσχ 

Firm rank  2,081 876.269 74.300 0.000 436 957.667 24.997 0.000 
Firm weight (%)  2,081 0.013 0.145 0.000 436 0.008 0.181 0.000 
Passive IO (%) 2,082 21.618 23.560 0.003 437 22.400 25.484 0.000 

Accruals-Average 

Assets ratio 
1,934 0.053 0.051 0.681 408 0.051 0.053 0.879 

Book-Market ratio  1,911 0.457 0.426 0.118 399 0.565 0.547 0.570 
Net Income 1,843 63.782 58.549 πȢτωσ  379 137.912 70.931  πȢςυσ 

Cumulative Returns 

Year 
1,844 0.167 0.111 0.112 379 0.134 0.106 0.670 

Leverage 1,659   0.464 0.422 0.324 336 0.477 0.401 0.789 
Size 1,901 7.422 7.162 0.359 391 7.333 7.219 0.449 

Cash Flow Operations 1,759 0.055 0.062 0.115 375 0.056 0.058 0.838 
R&D  817 0.016 0.165 0.926 168 0.018 0.017 0.951 

Sales Growth 1,182 0.014 0.024 0.476 255 0.006 0.050 0.537 
Advertising 642 0.026 0.027     0.555 122 0.033 0.023 0.530 

Dividend 1,857 0.602 0.520 0.477 378  0 .550 0.547 0.975 
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4.1 The exogenous variation in passive fundsô ownership stake (R2000 Indicator {0,1}) 

To implement the 2SLS regression, I need an instrumental variable that is related to passive IO, 

but not to the firmôs accounting conservatism. There is a significant jump in firmsô portfolio weights 

around the R1000/2000 threshold because of the Russell reconstitution methodology. Correspondingly, 

passive IOs would give more weight to firms at the top of the R2000 when aligning their portfolio 

weights relative to the firms at the bottom of R1000 in order to minimize tracking errors.  Thus, around 

a narrow bandwidth of the R1000/2000 cutoff, an index R2000 binary indicator {0,1} could show the 

higher passive IOsô stake as a result of tracking the (largest) stocks at the top of R2000 relative to the 

(smallest) stocks at the bottom of R1000. Meanwhile, since the R2000 dummy indicator simply 

indicates whether a stock is a part of R2000{1} or R1000{0}, this index indicator is unlikely to directly 

affect the firmôs conservatism or any other variables that determine conservatism around a narrow 

bandwidth of similar market cap firms (besides affecting the independent variable, passive IOsô stake).  

The 2SLS regression specifications are explained below. For the regression specifications, the 

ɓs are the respective regression coefficients and ⱦs are the errors terms. The first stage exploits the 

discontinuity in portfolio weights based on the R2000 Binary Indicator {0,1} instrument to find the 

exogenous variation in passive IOsô stake: 

 Ὅὕȟ  †Ὑςπππȟ ÌÎ-ÁÒËÅÔ#ÁÐȟ ὢȟ ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ 

Then, in the second stage, conservatism is regressed on the fitted variation in passive 

institutional ownership: 

 ὅὕὔὛȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὢȟ ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ 

ὡὬὩὶὩȡ Ὑςπππȟ Ὥί ὥ Ὠόάάώ ὭὲὨὭὧὥὸέὶ ὸὬὥὸ Ὡήόὥὰί έὲὩ ὭὪ ὪὭὶά Ὥ Ὥί ὥ ὴὥὶὸ έὪ ὙόίίὩὰὰ ςπππ 

ὍὲὨὩὼ Ὥὲ ώὩὥὶ ὸȟὥὲὨ ᾀὩὶέ ὭὪ Ὥὸ Ὥί ὥ άὩάὩὦὩὶ έὪ ὙόίίὩὰὰ ρπππ ὍὲὨὩὼ.  

                ὓὥὶὯὩὸὅὥὴȟ Ὥί ὸὬὩ ὩὲὨέὪ ὓὥώ ὅὙὛὖ άὥὶὯὩὸ ὧὥὴὸὭὰὭᾀὥὸὭέὲ Ὢέὶ ὪὭὶά Ὥ Ὥὲ ώὩὥὶ ὸ 

Ὅὕȟ Ὥί ὸὬὩ ὴὩὶὧὩὲὸὥὫὩ έὪ ίὬὥὶὩί έόὸίὸὥὲὨὭὲὫ έύὲὩὨ ὦώ ὴὥίίὭὺὩ άόὸόὥὰ ὪόὲὨίȟ 

Ὢέὶ ὥὲώ ὧέάὴὥὲώ Ὥ ὥί έὪ ὅὥὰὥὲὨὩὶ ὗσὛὩὴὸὩάὦὩὶὭὲ ώὩὥὶ ὸȢ   

ὅὕὔὛȟ ὶὩὴὶὩίὩὲὸί ὸὬὩ έὲὩ έὪ ὸὬὩ ὸὬὶὩὩ ὨὭὪὪὩὶὩὲὸ ὧέὲίὸὶόὧὸ έὪ ὧέὲίὩὶὺὥὸὭίά Ὢέὶ ὪὭὶά Ὥ Ὥὲ ώὩὥὶ ὸ 

ὢȟ Ὥί ὥ ίὩὸ έὪ ὸὭάὩὺὥὶώὭὲὫ ὪὭὶά ὧὬὥὶὥὧὸὩὶὭίὸὭὧίὧέὲὸὶέὰί Ὢέὶ ὪὭὶά Ὥ Ὥὲ ὸὬὩ ώὩὥὶ ὸ 

ὊὰέὥὸὃὨὮȟ Ὥί ὥί ὴὶέὼώ ὧέὲὸὶέὰί Ὢέὶ ὪὰέὥὸὥὨὮόίὸάὩὲὸ ὥὲὨ Ὥί ὸὬὩ ὨὭὪὪὩὶὩὲὧὩ ὦὩὸύὩὩὲ 

ὩὲὨέὪὓὥώ ὥὲὨ ὩὲὨέὪ ὐόὲὩ ὧέάὴὥὲώ ὶὥὲὯί Ὢέὶ ὪὭὶά Ὥ Ὥὲ ώὩὥὶ ὸ. 

Õ ὥὶὩ ὭὲὨόίὸὶώὪὭὼὩὨ ὩὪὪὩὧὸί Ö ὥὶὩ ώὩὥὶὪὭὼὩὨ ὩὪὪὩὧὸί 

ʀȟ ὥὶὩ ὪὭὶάὰὩὺὩὰ ὧὰόίὸὩὶὩὨὶέὦόίὸ ίὸὥὲὨὥὶὨ Ὡὶὶέὶί 

4.2 Proxies for conservatism 

Based on the three constructs and the hypotheses, this section will present the construct 

operationalizations and regression specifications for the second stages. The dependent and independent 

variables will further be scaled by their sample standard deviations for an economic interpretation. 

First, the accrual-based measure deflates the net (total) accruals by average total assets, as 

explained in section 3.2.1. The measure is further averaged over a 3-year period centered on year t and 

then multiplied by negative one. The second stage follows a standard specification as mentioned above 

and based on Givoly and Hayn (2000) and Ahmed and Duellman (2007). The accrual-based measure is 

averaged over a 3-year-period centered on t because it is prone to type II error and lower power. There 

is a reversal of accruals over short durations and the measure is centered on average (Richardson et al., 

2005). Hereafter, the accrual-based measure is referred as CONS-ACC.  

ὅὕὔὛὃὅὅȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὢȟ ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ 

(7) 

(6) 

(8) 

https://www.sciencedirect.com/science/article/pii/S0165410107000183#bib32
https://www.sciencedirect.com/science/article/pii/S0165410107000183#bib52
https://www.sciencedirect.com/science/article/pii/S0165410107000183#bib52
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Second, the market-based measure, as described in section 3.2.2, is used to capture the 

unconditional conservatism and the cumulative effects of conservatism. Hereafter, the market-based 

measure is referred as CONS-BTM. Based on Beaver and Ryan (2000) and Ahmed and Duellman 

(2007) the empirical specification for the market-based measure second stage would be:  

ὅὕὔὛὄὝὓȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὢȟ ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ 

Finally, the third conditional conservatism measure based on Basuôs (1997) seminal paper is 

also employed. Hereafter, the market-based measure is referred as CONS-IB. The data collection and 

computation are as described in section 3.2.3 and the empirical specification of the second stage is 

specifically:   

ὅὕὔὛὍὄȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὊὰέὥὸὃὨὮȟ ὔὉὋȟ ὙὉὝȟ
ὙὉὝὔὉὋȟ Õ Ö ʀȟ 

Note about the CONS-BTM and CONS-IB measure 

The CONS-BTM measure and the CONS-IB measure of conservatism have the market value 

of equity in their respective denominators. For CONS-BTM, the denominator is market value of equity 

as of Calendar Q3(September) and for CONS-IB the denominator is market value of equity as of 

Calendar Q3(September) of year t-1 (first lag value). It is important that there is no spurious correlation 

between the conservatism measures and passive IO stake by construction. This concern is mitigated by 

the features of the identification strategy and the underlying data. First, spurious correlation by 

construction in a 2SLS regression would occur only if either the independent variable (Passive IO stake) 

or the instrument (R2000 indicator {0,1}) by definition (or construction) consist of the same variable 

included in CONS-BTM and CONS-IB which is not the case. Second, the running variable control and 

not the independent variable of interest is the end-of May market cap whilst the denominators of the 

dependent variables (CONS-BTM and CONS-IB) are end-of September in the same year and end-of 

September lag year market cap, so these variables are not associated by construction but may be 

correlated. In fact, as market cap is the product of shares outstanding and the stock prices, stock price 

can influence the correlation between different temporal values of the market cap. Based on the random 

walk theory in finance, since the stock prices follow a random walk process, the market cap at different 

points in time is unlikely to be correlated. Furthermore, even if by construction the end-of May market 

cap and CONS-BTM or CONS-IB were spuriously (or strongly) correlated this would affect the 

coefficient of the end-of May market cap control variable in the second stage (on conservatism) and 

leave its own effect in the first stage and the coefficient of passive IO and R2000 unaffected in the 

instrumental variable estimation. In other words, since the mean independence assumption(causal 

effect) of the control variable itself is not important, if there is a (potential) strong correlation between 

the (running) control variable with dependent variable it affects coefficient of the control itself in the 

second- stage of the IV egression and is irrelevant for either the independent variable(Passive IO stake) 

or the instrument (R2000 indicator{0,1}) as long as running variable end-of May market cap is 

controlled for in both the first stage and second stage. Therefore, controlling for end-of May market cap 

in both stages avoids misattributing any (spurious) correlation between the running variable and 

dependent variable and omitted variable bias on the effect of Passive IO on accounting conservatism. 

Based on Angrist and Pischke (2015), the econometric derivation of controlling for end-of May market 

(10) 

(9) 
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cap to avoid misattribution of spurious correlation and omitted variable bias is provided for the CONS-

BTM measure in Appendix B and it follows similarly for CONS-IB.  

4.3 Moderator Variables 

The moderators employed in the research are based on prior literature. Khan and Watts (2009) 

contend the firmôs size, the debt contracts and the profitability drive the stakeholdersô need for 

conservatism and higher verification of positive outcomes. In addition, firms may differ in their R&D 

expenditure, advertising, and the dividend payouts, which can affect the operations and the financial 

reporting needs based on the different stakeholders. The firm characteristics are beyond passive IOs but 

might be associated with conservatism and so are used, based on prior literature (e.g., Ahmed & 

Duellman, 2007; Chen et al., 2020; Ramalingegowda & Yu, 2012). Overall, the moderator variables 

included are leverage, size, cash flow from operations, research and development expenses, advertising 

expenses, and a dividend payout binary indicator. The data transformation for these variables is already 

described in section 3.3. Finally, Watts (2003) argues that shareholder litigation risk and costs might 

prompt higher industry fixed effects based on SIC codes can capture litigation risk. Litigation risk 

industries are biotechnology, computers, retailing and electronics (Ramalingegowda & Yu, 2012). 

5. Results and Discussion 

5.1 Two-stage least squares instrumental variable (2SLS) regressions 

Before presenting the results, the assumptions of the methodology should be validated. To 

validate the method, the three assumptions of instrumental variable regression must be satisfied. First, 

the instrument (R2000{ 0,1}) must have a strong effect on the independent variable (passive IOsô stake)ï

strong first stage assumption. Second, the instrument must be uncorrelated with the error termð

independence assumption. Third, the instrument (R2000{ 0,1}) must have no direct effect on the 

outcome (conservatism measures) but only through the independent variable (passive IOsô stake)ï

exclusion restriction. Furthermore, the fuzzy RDD prerequisites require the eligibility index should be 

continuous around the cut-off point and the companies around the cut-off point should be similar. Since 

the running variable (end-of May market cap) is a high (probabilistic) determinant of the instrument 

(R2000{0,1}), and it is a continuous variable the eligibility index continuity assumption holds. 

Moreover, close to the cut-off point (narrow bandwidth) the index assignment can be considered 

plausibly orthogonal to firm characteristics. For the first three assumptions of 2SLS regression, the 

strong first-stage assumption can be tested empirically, whereas the other depends on the specification 

and cannot be tested empirically. The other two assumptions, along with the Russell index 

reconstitution, are appraised in section 4.1. Moreover, the sample statistics of Table 2 show support 

towards the independence assumption and exclusion restriction since the firm assignment in R1000 or 

R2000 alone does not lead to significant differences in any conservatism constructs or other covariates. 

Furthermore, the methodology complemented with the secondary data collected as described in section 

3 also circumvents the concern of any reverse causality between ownership structure and conservatism 

measures since, the dependent variable leads the instrument as the conservatism measures are of as end-

of September (Calendar Q3) and the instrument(R2000) and the running variable is as of end-of May. 

In all the following 2SLS regressions, the running variable (i.e., natural logarithm of end-of-

May market cap) and float adjustment (difference between end-of May ranks and end-of June ranks) 

are controlled in the first and second stages. In addition, to test for consistency and robustness, all 

estimates are tested with three (sampling) bandwidths of firm-years around the threshold of R1000/2000 

(±250, ±150, and ±50). To allow for parametric flexibility, the estimates are tested with three 

polynomial orders (linear, quadratic, and cubic) for the running variable. Finally, all standard errors 

permit heteroskedasticity and are clustered at the firm-level (CUSIP). 
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5.2 First -Stage regression 

Panel A of Table 3 reports the first stage of the 2SLS regression (Eq. 6) of passive IOs on the 

R2000 binary indicator {0,1} . The first stage shows consistently significant positive coefficients of 

R2000; this suggests the topmost firms of R2000 have significantly higher passive IOsô stake compared 

to the bottommost firms of R1000 after the annual reconstitutions. The first stage remains strong, and 

its magnitude and direction are reinforced statistically even after controlling for industry and year fixed 

effects. The magnitude of the estimates for example in Panel A of Table 3 Column (6) shows that a 

firmôs assignment to R2000 as opposed to R1000 could ceteris paribus lead to a systematic and 

exogenous increase in passive IOsô stake by 10.9% on average. In addition, the F-statistic for this first 

stage is 15.26 and p-value<0.05 which makes the estimates statistically significant. The results in Panel 

A and B of Table 3 and range of magnitudes are comparable to earlier studies of (10-13%) of Crane et 

al. (2016) and Chen et al. (2020) and all statically significant even at 1% levels. 

Figure 5 also shows the graph of the mean of (passive) institutional holdings of [-500, +500] 

companies around the R1000/2000 cutoff based on end-of-May market cap ranks (the basis for index 

membership). The discontinuity in Figure 5 and the significant and positive estimates of the first stage 

together affirm that the topmost firms in R2000 have higher passive IOs than bottommost firms of 

R1000, verifying the strong first-stage 2SLS regression assumption. 

Table 3: First-stage of two-stage least squares instrumental variable regression of Passive 

Institutional Ownership Stake on Russell 2000 assignment {0,1} indicator. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Table 3 reports estimates of the first-stage regression of passive ownership on a binary indicator for inclusion in 

the Russell 2000 index with float adjustment control. Specifically, I estimate Ὅὕȟ  †Ὑςπππȟ
ÌÎ-ÁÒËÅÔ#ÁÐȟ ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ .Where R2000it is a dummy variable equal to one if 

company i is in the Russell 2000 at end-of-May t or zero if it is in Russell 1000 in year t, Marketcapit is the end-

of May CRSP market capitalization of company in year t, FloatAdjit is a proxy control for float-adjustment and is 

Dependent variable: Passive Institutional Ownership Stake 

 
Expected 

Sign 

Bandwidth 

±250 

Bandwidth 

±150 

Bandwidth 

±50 

Panel A: Passive Institutional Ownership Stake without industry- and time-fixed 

effects 

  (1) (2) (3) (4) (5) (6) 

R2000 + .081**

*  

.083***  .089** .090** .106***  .109***  

  (.025) (.024) (.032) (.032) (.038) (.038) 

N  3784 3784 2091 2091 439 439 

Adj. R2  .090 .099 .078 .077 .126 .132 

Ln(MktCapN  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  NO NO NO NO NO NO 

Year FE  NO NO NO NO NO NO 
 

Panel B:  Passive Institutional Ownership Stake with industry- and time-fixed effects 

  (1) (2) (3) (4) (5) (6) 

R2000 + .108***  .110***  .131***  .133***  .155***  .157***  

  (.034) (.034) (.047) (.047) (.060) (.059) 

N  3784 3784 2091 2091 439 439 

Adj. R2  .343 .343 .40 .40 .428 .428 

Ln(MktCapN  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  YES YES YES YES YES YES 

Year FE  YES YES YES YES YES YES 
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the difference between end-of May and end-of June company ranks, and Õand Öare the industry- and year-fixed 

effects. Panel A is without industry- and year-fixed effect and Panel B is with industry- and year-fixed effects. IOit 

is the percentage of shares outstanding owned by passive mutual funds (from the s12 fillings), for any company i 

as of Calendar q3(September). The data spans for firms in the Russell 1000 and 2000 indexes for which I obtain 

constituent list from Bloomberg Terminal, mutual fund holdings data from Thomson Reuters Mutual Fund 

Holdings Database and then I match with data from the daily CRSP file.  The model is estimated over the 1996ï

2006 period with (varying) bandwidth of firms-years (±\250, ±150, ±50) around the Russell 1000/2000 threshold, 

and polynomial order controls for Ln (MarketCap). Standard errors, Ů, are robust to heteroskedasticity, clustered 

at the firm level and reported in parentheses.  The asterisks z, ᶻ,z and z ᶻᶻ indicate significance at the 10%, 5%, 

and 1% levels, respectively 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 5: Passive mutual fund ownership discontinuity based on end-of-May market 

capitalization around the Russell 1000/2000 cut-off.  

The figure shows the index assignment, and the passive institutional ownership based on average end-of-May 

ranks (calculated from CRSP) for the bottom 500 firm-years of Russell 1000 and top 500 firm-years of Russell 

2000 and the mean passive fund ownership (%) of outstanding share. The weights are based on the end-of-June 

portfolio weights for each index. The x-axis represents the relative distance of a firm to the Russell 1000/2000 

threshold. The green line shows the (regression) discontinuity by means of a fitted quadratic polynomial estimated 

on both sides (left and right) of the threshold. The dots represent the mean passive institutional ownership as of 

September (calendar Q3) for 1996-2006 for each bin based on dividing the data into 50 bins of 30 firms, and the 

gray lines show the 95% confidence intervals of the mean passive fund ownership (green line). The red dots 

represent the passive fund ownership for the topmost 500 firms of Russell 2000 while the blue dots represent the 

passive fund ownership for the bottommost 500 firms of Russell 1000.  

5.3 Second-Stage regressions 

For the second stage, I regress the three measures of conservatism on the passive IOsô stake. 

The regression estimates are with and without industry- and year-fixed effects and the inclusion of 

controls. Industry-fixed effects control for factors that vary across industries but remain fixed over time. 

Industry-fixed effects are perfectly collinear and capture the systematic litigation risk of some 

industriesðtechnology, for example. Litigation risk encourages conservative accounting and 
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controlling for industry fixed effects can control the understatement of net assets that arises because of 

a threat of litigation (Watts, 2003) rather than better ñvoiceò by passive investors. Year-fixed effects 

control for factors that vary across time but are fixed for all firms on average for a given year. Year-

fixed effects can control the variation in conservatism because of, for example, (time) changing country-

wide regulatory effects or macroeconomic trends, that systematically affect all firmsô average level of 

conservative standards but are fixed for the given year. Moderator variables help to control for time-

varying firm characteristics. However, there is a drop in the observation count for regressions with 

moderators because of the missing observations from the moderatorsô data source. Regression with 

moderators thus cannot be used across the narrowest bandwidth and are interpreted, given the limitation. 

5.3.1 Three-Year centered moving average of (net (positive) accruals/average total assets) 

multiplied by negative one (CONS-ACC) 

Estimating Eq. (8) using a 2SLS regression, Panel A of Table 4 shows that an increase in one 

standard deviation of passive institutions leads to an 0.22-0.34 standard deviation decrease in CONS-

ACC. However, this result is opposite to the prediction. Once I control the estimates for the industry- 

and year-fixed effects, the direction of the estimates reverses, showing that an increase in one standard 

deviation of passive IOs leads to an increase in CONS-ACC.  

Industry- and year-fixed effects are both jointly significant for their respective factors, with F-

statistics of 11.12 and 13.14 respectively and p-values<0.05. Besides the litigation risk, particularly for 

accruals, other industry-wide factors like industry-specific revenue recognition rules and the industry 

operating cycles (industry-specific business models) can be relevant. To clarify, some industries with 

construction contracts use the percentage-of-completion methods to record the revenues and might have 

larger accrued revenues (positive accruals) than the other industries on average. Similarly, some 

businesses which incur warranty expenses estimate them on an accrual basis for financial reporting and 

would have larger accrued expenses (negative accruals) relative to the other industries on average. 

Likewise, industries may differ in their market power (concentration) affecting the general payment 

terms and the operating cycle with customers or suppliers. The operating cycles can also differ if the 

industries have merchandising or service operations. Similarly, the year-fixed effects would account for 

differences in regulations, time trends and changing consumer demands that matter for variation in 

accruals over time. In fact, Givoly and Hayn (2000) find a time-series trend towards increasing negative 

accumulated accruals (and conservatism) between 1950 and 2000, and so the year-fixed effect could 

control such time trends. Collectively, the industrial and temporal factors have reversed the estimatesô 

direction, but based on their statistical and theoretical significance, they appear relevant to control.  

The estimates for Panel B of Table 4 are with both the fixed effects. Column (6) interprets as 

one standard deviation increase in passive IO leads to 0.298 standard deviation increase in CONS-ACC. 

These results are in line with H1. Passive investors lead the firms to recognize fewer positive accruals 

(accrued revenues) and more negative accruals (accrued expenses) on average. If switching from R1000 

to R2000 increases the Passive IOs by 10.9% (Panel A of Table 3 Column (6)), a companyôs inclusion 

at the top of R2000 versus the bottom of R1000 could increase the CONS-ACC by 3.25% 5 on average. 

These results are economically significant, given 0.298 standard deviation change is in a 3-year centered 

moving-average ratio. Panel B of Table 4 shows the estimates are positive, and the coefficient size 

increases as the bandwidth gets narrower appealing to the method chosen because as the bandwidth gets 

narrower the sample isolates the local average treatment effect of the fuzzy RDD, and with marginal 

differences in market cap around R1000/2000 cut-off, the exogenous effect is captured. The estimates 

of Panel B of Table 4 are mostly statistically significant (p<0.05 and p<0.10). The estimates for Table 

5 are with fixed effects and controls and are interpreted like Panel B of Table 4, where an increase in 

 
5 0.298*10.9 
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passive IO corresponds to an increase in CONS-ACC. Results of Table 5 are consistently positive, 

however, mostly less statistically significant. The estimates are significant at 5% when cubic functions 

(market cap) are used. The overall lack of statistical significance in Table 5 can be attributed to the loss 

of observations because the data source of controls has limited data. The standard errors in Table 5 

estimates are quite large, even more so for control variables. Reconciling the findings of Panel B of 

Table 4 and Table 5 with prior literature, the positive relation between passive investors and accounting 

conservatism aligns with the findings of Ramalingegowda and Yu (2012). However, their findings are 

for the measure CON-IB. The positive relation between passive IO and accounting conservatism 

opposes Ahmed and Duellman (2007) who find a negative association between passive IOs and CONS-

ACC, albeit not statistically significant. 

  For the controls in Table 5 the relationship between negative accruals and cashflows is 

expected to be positive, and the expectation follows through. However, the controls cannot be 

interpreted causally because they do not satisfy the mean independence assumption and usually are also 

not statistically significant. Finally, for most controls like R&D expenses the relationship with negative 

accruals (CONS-ACC) cannot be anticipated in advance because it depends on the payment terms of 

the companies: as to what extent the business pays through cash or have longer payment terms with 

short-term liabilities. Nevertheless, if  at least some of the cash outflows are deferred, there is an 

anticipation of negative accruals. Often the controls align with the predictions yet, are not significant. 

Dividendôs coefficients are significant at the 10% levels and are positively related to CONS-ACC, 

implying more dividend payouts are associated with more conservative firms. In contrast, leverage is 

not significant yet positive. Compared with prior studies of Ahmed et al. (2002) and Watts (2003), the 

significance (and coefficient size) of dividends relative to leverage, hints the conservative firms possibly 

favored more information to the investors relative to debtholders (bondholder-shareholder information 

conflict) and possibly, the conservative firms have less debt covenant restrictions on dividend payouts. 

Table 4: Two-stage least squares instrumental variable regression of CONS-ACC measure on 

Passive Institutional Ownership with and without fixed effects. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Dependent variable: Three-Year centered moving average of (Accruals/Average 

Total assets) × Negative One (CONS-ACC) 

 
Expected 

Sign 

Bandwidth 

±250 

Bandwidth 

±150 

Bandwidth 

±50 

Panel A: CONS-ACC without industry and time fixed effects 

  (1) (2) (3) (4) (5) (6) 

IO + -.218 

(.210) 

-.217 

(.211) 

-.249 

(.410) 

-.251 

(.412) 

-.247 

(.506) 

-.243 

(.509) 

N  1266 1266 551 551 93 93 

Adj. R2  .071 .089 .093 .097 .114 .127 

Ln(MktCap)N  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  NO NO NO NO NO NO 

Year FE  NO NO NO NO NO NO 
 

Panel B:  CONS-ACC with industry and time fixed effects 

  (1) (2) (3) (4) (5) (6) 

IO + .176** 

(.032) 

.180** 

(.042) 

.211* 

(.129) 

.221* 

(.104) 

.287** 

(.105) 

.298** 

(.115) 

N  1266 1266 551 551 93 93 

Adj. R2  .118 .121 .137 .145 .168 .197 

Ln(MktCap)N  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  YES YES YES YES YES YES 

Year FE  YES YES YES YES YES YES 
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Table 4 reports estimates of the instrumental variable estimation of the Three-Year centered moving average of 

(Accruals/Average Total assets) multiplied by negative one (CONS-ACC) and passive ownership with float 

adjustment control. Specifically, I estimate ὅὕὔὛὃὅὅȟ  )/ȟ ÌÎὓὥὶὯὩὸὅὥὴȟ

ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ. CONS-ACC (from Compustat) is scaled by its sample standard deviation. IOit is 

the percentage of shares outstanding owned by passive mutual funds (from s12 fillings), for any company i as of 

Calendar Q3(September) and is scaled by its standard deviation. Marketcapit is the end-of May CRSP market 

capitalization of company in year t, FloatAdjit is a proxy control for float-adjustment and is the difference between 

end-of May and end-of June company ranks, and Õand Öare the industry- and year-fixed effects. Panel A is 

without industry- and year-fixed effect and Panel B is with industry- and year-fixed effect. I instrument IOit in the 

above estimation with R2000it which is a dummy variable equal to one if company i is in the Russell 2000 at end-

of-May t or zero if it is in Russell 1000 in year. The data spans for firms in the Russell 1000 and 2000 indexes for 

which I obtain constituent list from Bloomberg Terminal, mutual fund holdings data from Thomson Reuters 

Mutual Fund Holdings Database and then I match with data from the daily CRSP file. The model is estimated 

over the 1996ï2006 period with (varying) bandwidth of firms-years (±250, ±150, ±50) around the Russell 

1000/2000 threshold, and with polynomial order controls for Ln (MarketCap). Standard errors, Ů, are robust to 

heteroskedasticity, clustered at the firm level and reported in parentheses.  The asterisks ,z ᶻ,z and z ᶻᶻ indicate 

significance at the 10%, 5%, and 1% levels, respectively 

Table 5: Two-stage least squares instrumental variable regression of CONS-ACC measure on 

Passive Institutional Ownership with fixed effects regression and controls. 

Table 5 reports estimates of the instrumental variable estimation of the Three-Year centered moving average of 

(Accruals/Average Total assets) multiplied by negative one (CONS-ACC) and passive ownership with float 

adjustment control. Specifically, I estimate  ὅὕὔὛ ὃὅὅȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὢȟ

ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ. The estimation is the same as in Table 4(above), except I now also include 

the control variables. Definitions for all (control) variables are provided in Appendix A.  In addition, because 

of the limited observations from the control variable data source with (varying) bandwidth of firms-years are only 

Dependent variable: Three-Year centered moving average of (Accruals/Average Total assets) × Negative One 

(CONS-ACC) 

 Expected 

Sign 

Bandwidth 

±250 

Bandwidth  

±150 

      (1)   (2)   (3)   (4)   (5)   (6) 

IO                                    + .138 .116* .127** .211 .223 .248** 

 (.056) (.058) (.050) (.077) (.075) (.073) 

Leverage                         + .165 .153 .142 .078 .073 .065 

 (.78) (.758) (.739) (.578) (.637) (.709) 

Size                                 + .209 .216 .223 .186 .139 .083 

 (.655) (.634) (.617) (.839) (.108) (.204) 

CFO                                + 1.54 1.613 1.674 .655 .522 .338 

 (1.256) (1.025) (1.835) (1.452) (1.238) (1.167) 

R&D                               + 11.683 11.536 11.42 2.222 .681 1.235 

 (5.166) (4.767) (4.438) (6.318) (6.959) (7.518) 

Salesgrowth                   - -2.19 -1.973 -1.79 -4.558 -4.141 -3.581 

   (1.536) (1.947) (1.458) (2.735) (2.991) (2.657) 

 Dividend                       ? .335* .337* .340** .336* .341* .349** 

   (.176) (.173) (.172) (.138) (.134) (.132) 

 Advertising                   + 3.107 3.092 3.077 5.873 6.011 6.186 

   (3.53) (3.468) (3.417) (6.874) (6.439) (6.119) 

 Observations 148 148 148 83 83 83 

Adj. R2 .677 .689 .698 .823 .815 .805 

Ln(MktCap)N 1 2 3 1 2 3  

Float Adj. & Controls YES YES YES YES YES YES 

Industry FE YES YES YES YES YES YES 

Year FE YES YES YES YES YES YES 
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for (±\250, ±150). Both IOit and CONS-ACCit are scaled by their sample standard deviations. The model is 

estimated over the 1996ï2006 around the Russell 1000/2000 threshold, and with polynomial order controls for 

Ln (MarketCap). Standard errors, Ů, are robust to heteroskedasticity, clustered at the firm level and reported in 

parentheses.  The asterisks ,z ᶻ,z and z ᶻᶻ indicate significance at the 10%, 5%, and 1% levels, respectively.  

5.3.2 Book to market ratio multiplied by negative one (CONS-BTM ) 

When the dependent variable is CONS-BTM, in regression Eq. (9), controlling for the running 

variable (end-of May market cap) is even more crucial as discussed in section 4.2 and Appendix B. 

Looking at Panel A and B of Table 6, the book-market ratio consistently shows an increase in 

one standard deviation of passive IOs increases CONS-BTM6. The passive IOs lead to an asymmetric 

understatement of book values of equity relative to market values of equity. After controlling for the 

fixed effects, the positive effect of passive IOs on CONS-BTM is reinforced with an increase in 

coefficient size and keeping intact the statistical significance at 5% level. In addition, jointly testing the 

F-statistics for the industry- and year-fixed effects leads to 13.57 and 12.48 respectively, and the p-

values<0.05. Controlling for the variation across industries could, for example, highlight the book-

market differences vary across the industries because of different degrees of internally developed 

intangible assets (e.g., brands) that are not recorded in books, yet are reflected in market prices. In 

addition, the growth options differ between mature and growing industries where growth options are 

captured by the market and not in the books. As Ramalingegowda and Yu (2012) find, passive investors 

can have an incremental effect in mitigating informational conflict in industries because of growth 

options: wherein the managers are found to undertake more negative net present value (NPV) projects 

and overstate book values. Similarly, temporally, technological factors might systematically afford all 

companies a higher possibility of growth (options), or some (time-varying) regulations in accounting 

standards can lead to temporal divergences between market and book values. Controlling for the fixed 

effects prevents misattributing the effect from industrial factors and temporal factors beyond the passive 

IOsô control to passive IO when, in fact, the true effect of passive IOs on conservatism is confounded.  

Panel B of Table 6 Column (6) is interpreted as one standard deviation increase in the passive 

IO leads to 0.398 standard deviation increase in CONS-BTM. These results are in line with H2. Passive 

IOs lead firms to understate book value of equity relative to market value of equity. This also implies 

if a company is included at the top of R2000 relative to the bottom of R1000, it sees an increase of 

passive IO stake by 10.9% and will increase its understatement of book values relative to market values 

by 4.34% on average. The estimates are consistent, positive, increase with narrower bandwidths, and 

are also statistically significant even at 1%. The coefficient sizes (economic effect) are sizable compared 

to CONS-ACC, the differences can stem because book-market ratio is a construct for unconditional 

conservatism and represents cumulative conservatism.  

Finally, the time-varying firm characteristics (see also, Watts, 2003) can drive the differences 

between book and market numbers and possibly lead to the sizable estimates of Table 6. Table 7 is 

therefore, CONS-BTM with the controls and fixed effect, again the controls itself cannot be interpreted 

causally without the mean independence assumption. However, Table 7 with controls collectively 

shows a decrease in coefficient size of passive IOs compared to Table 6. The coefficient stays positive 

and significant for the bandwidths at 10% significance levels. The controls aim to eliminate any bias in 

the coefficients. Many controls, however, deviate from the predicted direction. Mostly, size (log total 

assets) is statistically significant. Size is negatively correlated with CONS-BTM, implying that 

companies with larger total assets are likely to be less conservative. These findings align with LaFond 

and Watts (2008) who contend bigger firms have less conservative accounting standards because the 

 
6 In contrast, the accrual-measure of conservatism only after controlling for fixed effects (and thereafter with controls too) 

reverses in the direction aligning to the predicted hypothesis 1. 
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larger firms document more public information, reducing the investor need for conservatism. Size is 

significantly (positively) correlated with the passive IO with correlation coefficient of 0.0360 (p-

value<0.05). Including size therefore eliminates any negative bias in the earlier estimates of Table 6, 

and this means the coefficient size would be higher after including size in Table 7 (relative to Table 6). 

However, there are other control variables too, together they decrease the coefficient size of passive 

IOsô stake in Table 7 (relative to Table 6). For example, leverage is positively correlated with the passive 

IOsô stake with correlation coefficient of 0.059 (p-value<0.10) and with CONS-BTM as in Table 7, 

including leverage thus eliminates a positive bias, meaning that coefficient size for passive IO is lower 

for Table 7 (relative to Table 6). Part of the demand for conservatism is expected from bond-holders as 

contended by Watts (2003) and this thus aligns with the offsetting effect in coefficient size due to 

leverage. In addition, R&D is positively associated with CONS-BTM which captures the increase in 

conservatism that appears because of ñeconomic rents on assets-in-place, higher growth options, or 

GAAP conservatismò rather than conservatism driven by passive IOs (Ahmed & Duellman, 2007).  

Table 6: Two-stage least squares instrumental variable regression of CONS-BTM measure on 

Passive Institutional Ownership with and without fixed effects. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Table 6 reports estimates of the instrumental variable estimation of the ratio of book value of equity to market 

value of equity (book-market ratio) multiplied by negative one (CONS-BTM) and passive ownership with float 

adjustment control. Specifically, I estimate ὅὕὔὛὄὝὓȟ  )/ȟ ÌÎὓὥὶὯὩὸὅὥὴȟ

ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ. CONS-BTMit (from Compustat) is scaled by its sample standard deviation. IOit is 

the percentage of shares outstanding owned by passive mutual funds (from s12 fillings), for any company i as of 

Calendar Q3(September) and is scaled by its standard deviation. Marketcapit is the end-of May CRSP market 

capitalization of company in year t, FloatAdjit is a proxy control for float-adjustment and is the difference between 

Dependent variable: Ratio of Book value of equity to Market value equity × Negative 

One (CONS-BTM) 

 
Expected 

Sign 

Bandwidth 

±250 

Bandwidth 

±150 

Bandwidth 

±50 

Panel A: CONS-BTM without industry and time fixed effects 

  (1) (2) (3) (4) (5) (6) 

IO + .234***  

(.011) 

.237***  

(.021) 

 

.258***  

(.041) 

.262***  

(.042) 

.277** 

(.053) 

.281** 

(.054) 

N  3455 3455 1911 1911 399 399 

Adj. R2  .179 .186 .193 .195 .213 .227 

Ln(MktCapN  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  NO NO NO NO NO NO 

Year FE  NO NO NO NO NO NO 

 

Panel B:  CONS-BTM with industry and time fixed effects 

  (1) (2) (3) (4) (5) (6) 

IO + .276***  

(.051) 

.282***  

(.043) 

.315** 

(.087) 

.324** 

(.098) 

.397** 

(.105) 

.398** 

(.109) 

N  3455 3455 1911 1911 399 399 

Adj. R2  .305 .304 .277 .295 .346 .350 

Ln(MktCapN  1 2 1 2 1 2 

Float Adj.  YES YES YES YES YES YES 

Controls  NO NO NO NO NO NO 

Industry FE  YES YES YES YES YES YES 

Year FE  YES YES YES YES YES YES 
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end-of May and end-of June company ranks, and Õand Öare the industry- and year-fixed effects. Panel A is 

without industry- and year-fixed effect and Panel B is with industry- and year-fixed effect. I instrument IOit in the 

above estimation with R2000it which is a dummy variable equal to one if company i is in the Russell 2000 at end-

of-May t or zero if it is in Russell 1000 in year. The data spans for firms in the Russell 1000 and 2000 indexes for 

which I obtain constituent list from Bloomberg Terminal, mutual fund holdings data from Thomson Reuters 

Mutual Fund Holdings Database and then I match with data from the daily CRSP file. The model is estimated 

over the 1996ï2006 period with (varying) bandwidth of firms-years (±\250, ±150, ±50) around the Russell 

1000/2000 threshold, and with polynomial order controls for Ln (MarketCap). Standard errors, Ů, are robust to 

heteroskedasticity, clustered at the firm level and reported in parentheses.  The asterisks ,z ᶻ,z and z ᶻᶻ indicate 

significance at the 10%, 5%, and 1% levels, respectively. 

Table 7: Two-stage least squares instrumental variable regression of CONS-BTM measure on 

Passive Institutional Ownership with fixed effects regression and controls. 

Table 7 reports estimates of the instrumental variable estimation of the ratio of book value of equity to market 

value of equity (book-market ratio) multiplied by negative one (CONS-BTM) and passive ownership with float 

adjustment control. Specifically, I estimate  ὅὕὔὛ ὄὝὓȟ  Ὅὕȟ ÌÎὓὥὶὯὩὸὅὥὴȟ ὢȟ
ὊὰέὥὸὃὨὮȟ Õ Ö ʀȟ. The estimation is the same as in Table 6(above), except I now also include the 

control variables. In addition, because of the limited observations from the control variable data source the 

(varying) bandwidth of firms-years are only for (±\250, ±150). Both IOit and CONS-BTMit are scaled by their 

sample standard deviations. Definitions for all (control) variables are provided in Appendix A The model is 

estimated over the 1996ï2006 around the Russell 1000/2000 threshold, and with polynomial order controls for 

Ln (MarketCap). Standard errors, Ů, are robust to heteroskedasticity, clustered at the firm level and reported in 

parentheses.  The asterisks ,z ᶻ,z and z ᶻᶻ indicate significance at the 10%, 5%, and 1% levels, respectively. 

Dependent variable: Ratio of Book value of equity to Market value equity × Negative One (CONS-BTM) 

 
Expected 

Sign 

Bandwidth 

±250 

Bandwidth 

±150 

 (1) (2) (3) (4) (5) (6) 

IO                              + .174* .173* .171* .297* .291* .285* 

 (.062) (.061) (.061) (.187) (.185) (.189) 

Leverage                   + .093 .095 .096 .031 .026 .022 

 (.149) (.149) (.149) (.195) (.193) (.191) 

Size                           + -.378***  -.377***  -.376***  -.370***  -.364***  -.359***  

 (.058) (.058) (.058) (.108) (.105) (.102) 

CFO                         + .365 .365 .365 .351 .350 .348 

 (.289) (.288) (.287) (.463) (.457) (.45) 

RandD                      + 3.083* 3.062* 3.040* 4.913* 4.805* 4.701* 

 (1.727) (1.72) (1.712) (1.617) (1.536) (1.461) 

Salesgrowth               - -.543 -.545 -.547 -1.048 -1.022 -.996 

 (.588) (.586) (.584) (1.396) (1.366) (1.338) 

Dividend                    - .013 .013 .012 .191 .187 .183 

 (.051) (.051) (.051) (.219) (.216) (.212) 

Advertising               + .496 .495 .494 .525 .511 .497 

 (.547) (.545) (.543) (.843) (.831) (.82) 

N 292 292 292 176 176 176 

Adj R2 .732 .733 .735 .647 .656 .665 

Ln(MktCap)N 1 2 3 1 2 3  

Float Adj. & Controls YES YES YES YES YES YES 

Industry FE YES YES YES YES YES YES 

Year FE YES YES YES YES YES YES 
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5.3.3 Asymmetric timeliness of earnings to negative returns (CONS-IB) 

Based on Eq. (10), if there is an incremental response of earnings to negative returns relative to 

positive returns for a company on average then the interaction term NEG×RET would be positive. 

Likewise, the interaction with Passive IO, IO×NEG×RET would be positive if it is expected that passive 

IO in particular lead to an incremental response of earnings to negative returns (bad news). Since this 

paper assesses the impact of passive IO on conditional conservatism, the conditional conservative 

standards for a company per se captured by NEG×RET is not relevant but IO×NEG×RET is relevant. 

Table 8 presents the results of the instrumental variable regression to estimate the effects of 

passive IO on asymmetric timeliness of earnings. In Panel A and B of Table 8 the coefficient of 

IO×NEG×RET is positive, showing there is an incremental response in reporting earnings upon 

negative returns relative to positive returns under passive fundsô ownership. Nevertheless, in most cases 

the coefficients are not statistically significant at the conventional levels. The estimates also show that 

Passive IO and positive returns increases CONS-IB (earnings scaled by lagged market equity), and 

negative returns decreases CONS-IB. Panel A of Table 8 Column (6) interprets as one standard 

deviation increase in passive IO stake corresponds to 0.084 standard deviation increase in response of 

earnings to bad news relative to good news. If switching from R1000 to R2000 increases the passive 

IO stake by 10.9%, this means a company that switches from R1000 to R2000 would witness a 0.92% 

increase in asymmetric timeliness of earnings on average. Specifically, since H1 is concerned with 

conditional conservatism too, the empirical results of H3 were expected to show similar statistical 

significance, magnitude and direction. Although the estimates of H3 are in the predicted direction, the 

limited statistical significance and economic significance contrasts to stronger findings of H1 and H2. 

Prior literature can potentially explain the reason for the divergence between the findings of the 

three hypotheses. Prior literature often shows that the findings from CONS-BTM and measure CONS-

IB often diverge (e.g., Pope & Walker, 2003; Pae, Thornton, & Welker, 2005; Roychowdhury & Watts, 

2006; Ryan, 2006; Beaver & Ryan, 2005). Givoly et.al. (2007) further discuss some limitations of the 

CONS-IB measure and why it potentially diverges from other constructs of conservatism. Firstly, they 

mention that CONS-IB measure performs poorly in time-series designs. Moreover, depending on the 

information environment, the CONS-IB measure is prone to measurement error which often biases the 

estimates towards zero. This measurement error is particularly pronounced for larger firms where the 

CONS-IB measure is one-third in magnitude relative to smaller firms (Givoly et al., 2007). The 

R1000/2000 are one of the largest companies by market cap in the US so these results could be driven 

downwards due to measurement error and face smaller statistical power (high type II error) with the 

empirical estimates failing to reject the null hypothesis when the null hypothesis is not true. 

Additionally, the CONS-IB construct looks at earnings over one fiscal year so the effect size of  H3 is 

small whilst CONS-ACC averages over three-years, the contemporaneous one-year effect size can be 

limited and cumulating over several years would be better able to capture the  incremental effect of 

passive IO on conditional conservatism (Ahmed & Duellman, 2007; Roychowdhury & Watts, 2006). 

Moreover, instead of relying mostly on financial statements, the CONS-IB measure is also sensitive to 

market mispricing since stock returns might be incorrectly capturing the news and underlying company 

performance (Beatty, 2007). CONS-IB in this regard is also criticized because it does not supply a firm-

specific measure of conservatism and is affected by the firmôs information environment in the stock 

market unrelated to the contracting efficiency role of conservatism (Givoly et.al., 2007). In contrast, the 

CONS-BTM and CONS-ACC measures are based mostly on double-entry bookkeeping and 

underpinnings of Residual Income Valuation model: the seminal work of Feltham and Ohlson (1995). 

The Residual Income Valuation model is a rigorously tested and widely accepted valuation model in 

the accounting domain (Beaver & Ryan, 2000). To this end, CONS-ACC and CONS-BTM measures 
















