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Abstract

Amidst the rise of financial intermediation, passive institutional investors have become an increasingly
owner of public corporations. While these investors can monitor the management through gov
mechanisms, there is limited evidence whefisssive institutions intervene to affect the financial statem
itself. Financial statements, as the carrier of information between the managements and the inve:
predisposed to informational conflict between the management and the invest@goiting of negative
outcomes relative to positive outcomes. Based on the contracting perspective of conservatism, con
reporting standards can resolve the informational conflict for reporting of negative outcomes. Thus, th
examines whais the effect of the passive institutional investors on accounting conservatism. Departin
the convention ofonly assessing conditional conservatism, this paper looks at both conditiona
unconditional conservatism. Given passive institutions' iamgstment horizon, the effect on conservati:
may be cumulativ§unconditional) or conditional (transitory). By exploiting variation in passive fu
associated with firm assignments to the Russell 1000 and 2000 indiékethiree measures of consergati,

my findings suggest passive institutions increase unconditional conservatism capturifig-imaoket ratio
and also increase conditional conservatism capturing negative accruals. These findings challe
proponents, demand, and principles for-faitue 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 8084iext U
States (US)orporationsToday,less thard0% ofUS corporationsreowned directlyby individuals,
and therest40% is owned indirectly through domestic institutional invest@asguptaet al., 2@1).

Ownership Stakes in US companies by investor type in
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Figure 1. The ownership stakesin the US companiesby various investor typesin percentage.
Note: The ownershipstakesin US companies by investor type frercentagethrough direct financing
(householdsplmosthalvedand indirect financing(institutional investorsplmost doubledetween 197@nd
202Q The years 1970, 2000 and 2020 ah®wn inthe colorsblue, orange andray, respectivelyData source:
Federal Reserv8tatistical Release Data: Flow of Funds Dat& (Federal Reserve System, 2021)

While the increasing popularity dhstitutional investors as a financial intermediary for
households is empirically evidentjstnot immediately apparent the rafestitutionalinvestors play in
a corporation and their interplay withe managementor financial reporting Equally interesting
institutional investors can be active or passive and prior literature ditandsthe corporate
governanceole of either. Several arguments supploat passive investarcould weakerthe corporate
governanceFor instance, passive funds ynaot exercisegovernancdecause ofhe inability to have
exit positions like active fundsr having smaller denominations of holdings compared to gitieaite
or activeblock holders Likewise having a portfolio of (benchmarkedholdingscan make passive
institutional investoraininterested in singlirms in the portfolio. Thus | present this paper tadd to
the strand of the literature that assesses the impact of passive institirticgstbrson corporate
governancéde.g., Appel et al., 2016The specificcorporate governangssuel examine relates to the
informational conflichetweerthe shareholderandthe managemerfor financialreporting of negative
outcomeqrelativeto positive outcomgsHence this paper assessthe effect of passive institutional
investor® o wn e r s bnithef isrtaw@sstingconservatisnjon both conditional and unconditional
conservatism)To specifybroadly, the mainresearch question diis paper is:

What is the effect of passive institutional investors on accounting conservatism?
Accountingconservatisncircumvents informational conflict between investors and the

management in reporting of negative outconbesause of the contracting perspective of
conservatismContracting perspective of conservatistates thatonservatism enhances contracting

! overall, domestic institutional investors in US today include mutual funds (21%), exchange traded funds
(7%), pension funds (5%), insuranmempanies (2%) and others including hedge funds (5%).



efficiency asit imposes a stricter verifiability criterion on optimistic outconnektive to negative
outcomesandthusprevents thenanagemerntb report overly optimistic outcomggVatts, 2003).

To test the research question, | incorporate three constructs of consereatisualbased
measuremarketbased measure, and asymmetric timeliness of earnings toveeggttirns For the
independent variabld use theRussell1000/2000 Indexhereafter: R1000/2000kconstitutions to
isolatea quasirandomvariationinpas si ve i nstitut i on aTheidentficatient or s 6
strategy showthecompanies that marginally differ market capitalizatio(hereafter: market caggce
a nonmarginal difference in passive fund ownershipke as passiveinstitutional investordrack
indexesand align to companiesitl the highest portfolio weight3.his means the empirical testse
afuzzy-regression discontinuity desigomprising oftwo-stageinstrumentalegressions with
narrowbandwidths arounthe R1000/2000 thresholadnda running variablecontrol of endof
May market capitalization in all three constructs of conservagsior.literatureoftendocuments
the R1000/2000 reconstitutiomethodology(e.g., Appel et al., 201&hen et al., 2020

Despitedevelopments in thguasirandomR1000/2000methoalogy, there remains a lack of
concreteempirical evidence in the corporate governaaoel financial reportinditerature which
assesses (a) whethmassive institutional investoes financial statement usensd(potential)monitors
of managemenaffect the mformational conflict betweethe principaland theagens for financial
reportingof negative outcomes (b) given the passive institutional invesginterveneagainst the
managementfor financial reporting are their interventions cumulatively incremanttowards
unconditional conservatism or evetriven incremental towards conditional conservatism

These sulmjuestions are academically relevasthedivergence in the selfiterest between the
management and investors is widelgcumentetl Neverthelessany effective intervention in the
principatagentarrangement fanformational conflictis often discussethroughthe lens ofjovernance
mechanism such aplacement ofndependentirectoss or removal oftakeover defenseget there is
limited literature which assessestitutionalinvestorginterventions on the carrier of information itself,
namely the financial statements to mitigate infornoatiasymmetryespecially throughconservatism
which offersincrementaltimely and verifiable informatiofior negative outcomeg-urther,the prior
literature often exemplifies conditional conservatifEmcontracting efficiencyand as an outcome of
interest in addition to conditional conservatisml also assess the desirability of unconditional
conservatism and the interest of passive investaretementallyaffectit (Ruch & Taylor, 2015).

Theempiricalfindingsof the paper showhe passive institutional investors increase accounting
conservatism and enhance contracting efficiency. Passive institutions increase both unconditional
conservatisnimarketbased measurd&ut also conditional conservatism, related t® dperations of a
company in the shoterm (accrualbased measure)rhese findings of the paperhave practical
implications Firstly, conservatism opposes thefaiue accountingnd relevance criterion favor of
reliability, andeven though standasgtters do not includeonservatism in their collectiieamework
(FASB, 2010) there is evidence fahese investoréo demandor conservatismThis information can
be used by standard setters in deyising their frameworkMoreover demandgor consevatism can
also hae (potential)implications for other stakeholders such as the management who can face their
compensationo be a concave function of tfiem performanceor theymight not be penalized if the
firm is performing badlyf the negative outcomes reportaetimely and verifiable. Moreover, dther
shareholderpreferconservatism and@amore riskaverse the presence of such passive institutions can

2 For instancemanagers tend to present optimistic company performance to enhance their employment and
compensation prospects, and the investors waatistic (timely and verifiable) information of the firm
performance tinfluencetheir own (dividend incomeand (un)realizedcapital gains(e.g.,Kothari et al. 2009)



be viewedfavorebly. Any (shared) demand faonservatism can potentially mitigate émgndholder

shareholdeconflictsfor example conflicts abotihe dividendpayout mlicy (Ahmed et al., 2002)
Hereafter| will present thaest of thepaper. First, | will describthe prior literature and present

the hypothese3henl will explain the data, sample selectjolescriptive statisticandthemethodology.

Subsequentlyl will present thempiricalresults andeconcilethefindingswith prior literature. Finally,

| concludethe paper by (nefrejecting the hypothesgdiscusdimitationsandscope for further research

2. Background literature & Hypotheses
2.1 Freerider problem & Incomplete Contracts lead to AgencyProblem

Corporate governance concearssewhen 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 transactistsanvolved (Hart, 1995).

Conflicts of interest between the principals (suppliers of finance) and the agents (management)
arewell-established in prior literature (JenseMeckling, 1976; Fam& Jensen, 1983Inthe standard
principalagent setup, theuppliers 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 theranfermation asymmetry between the princgpahdthe agens.

The information asymmetry arises becaube self- interested actions, efforts the management
exercisesthe characteristics of the corporatipasdits underlyingtrue valueare all unobservabléor
theinvestorsandthusthemanagement hasivateinformationwhichtheinvestorsdo notpossessThus,

the principalagent arrangement manifests itself in forms of moral hazard and adverse selections in the
managerial labor markets and capital marketspectivelytermedas the agencggroblem.

Relatingto the contractual arrangement itself, it is infeasible for shareholders to stipulate
complete and contingent contractsstlesly with the management eante. Firstinvestorsacethe cost
(and inability) to anticipate tharray of future contingenciasdto plarthecountervailingactions. Second,
there arecostof negotiatingthe planduringthema n a g e me n fFibafly, theee iis @lstige cost of
stipulating the contract such that it can be enforced by a third (legal)iparigisputeoccurs Given
these transaction costontracts oftememainincomplete (Shleife& Vishny, 1997).

While agency problem and the problem of incomplete contractsowmilan issue for even
closely held corporation, the corporate governance issue is propagated further in larger, public
corporationsiIn a diffuse corporate ownership structure, monitoring the management and exercising
governance is subject to the fréger problem: the large costs of solvithgagencyproblemwould be
borneby anindividual shareholdeut any benefitsfrom these activities would be shared amongst all
shareholders equal to the percentagtheir respectiveorporate ownership (Grossmé&nHart, 1980;
Shleifer & Vishny, 1986).By the same token, hothere is no provision of public goods by self
interested and rational agemigh theabsege ofa 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 (@RS,

In summary, corporatgovernance issuesisebecase of the agency problem and the problem
ofincompletecontractdurther propagated by tHieerider problemin public corporations.

2.2 Institutional investors: a solution tothe 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 theitteeproblem arises frothe diverging interests
amongst the principals themselves. With the-fider problem, individual principals would want the



other to exercise costly governance, leadingri@quilibrium undetor-no provision of governance.
Grossman and Hart (1980) and Shleifer and Vishny (1986) contend shareholders are disincentivized to
monitor acively because athefreerider problem. Similarly, McCahergt al.(2016) further reflect in

their empirical survey that a crucial impediment to active shareholder involvement is thieldree
problem.

Shareholder involvement is the main sourcpressurghe management to resolylbe agency
problem.Resolvingthe freerider problem between ttshareholderthemselves woulthenbe a first
order concern for resolving the conflicts between diffepamntes the agencyproblem. Since if there is
no incentive for monitorinthemanagement in the firptace then the danger eiemanagement acting
in their own interest at the expensdlwdshareholders becomes apparent (Hart, 1995). To demonstrate,
this means, for example, the CEOs can misuse their control rights and discretionarily #lecate
investos 6 funds in the c¢ons u-dylding amongst fothers dut @lsoiusel t e s
judgement in financial reporting to mislead about the true underlying performance and earnings to
achieve more equity or debt financing.

Provided the benefite an individual shareholder for his interventare equal to the percentage
of his ownershipstake then theory suggests that frader problem decreases witlivestorstake size
as a larger stake allows a shareholder to capture a bigger portion of the incremental value resulting from
the interventionTheoryfurther predicts block holdedsowners @ nonttrivial stakes of a corporatién
have better incentives to monitor the management and alleviate agency concern compared to individual
shareholders (Huddart, 1993; Winton, 201i8g, 2002.

In practice, oneblock holder typeinstitutional investod are increasgly owning the
corporate equity in United States in the backdrop of the rise of asset management industry and financial
intermediation worldwidgsee alsdrigure J. Institutional investorghereafter: I0)are increasingly
getting popular because thefficiently allocatethe capital for households. Institutional intermediaries
allow small denominationsn largercapital investments by householdghie financial marketswhich
otherwise thédnousehold€ould notafford individually. As a financialntermediary they invest money
on behalf ofthe private individuals, and they pool resources from several individoaseholds and
may invest in multiple firms (Antén & Polk, 2014; Gao, MoultorNgj, 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 d assets (Mishkins & Eakins, 2019).

More importantly, in a principalagentcontext,the IO have certain characteristics in their
operations and governance role ttifferentiatethem from other equity owners. 1) Agtsideinvestors,
they are large shdneldessthat are notaparttiema nage ment or t he corporatio
2) Compared to other outside investors, they are typically larger than most individual shareholders and
other private block holders in ownership stakeGRen the orgaizational setup, they are often subject
to extensive regulations by standard settersaapdensitive to the institutional setting they operate
within (Dasgupteet al.,2021).4) For exercisingcorporate governancéie IO principally have two
choices to disciplinghe managemenby (i) they can directly intervene with the management, also
known as A Vi) theydeavetterirch byssre | | i ng or trading the cor
known as dexi t aro rf(lifechmaen,i1979)5) Rimaly hamgngsthe 10, there are
broadly three types of investors, passive, active, and activist hedgkXfuntich show differences in
the way theyoperate andisciplinethe management.

2.2.2 Passive (versus Active) Ihsi t ut i onal I nvestorsdé I nvest mel

This paper concerns withe role ofpassive institutional investors (hereaffassive 10thus,
the distinction between passive and act®ds crucial. Passive funds invest in a basket of securities
that tracks anindex,suchasth&t andar d and P o dheisvestirOseverél BriasPands 0 0 )
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industriesandthe constituents of the fund changes in respomgmrtfolio weights of the respective

firms in the (chosen) indexn 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 -pabdbdbve f
makingthe investment horizoof thepassive fund longer thahemyopic active (activist hedge) funds.

Overall the passive funds maximize tineinvestment value by replicating a market or sector
performance through a diversified portfobb firm holdings over the mediunto-long terminstead of

leveraging shofterm fluctuations or market timinghich active (activist hedge) fundo.

2.2.3 Passive (versus Active) Institutional Investors & Corporate Governance

Differences in the investmermbjectives and horizons of the passive and active investors

highlight® fundamentally passivelO wi | | l ess likely sell a firmds
governance failure insofar as the firsstill a part of theportfolio in the tracked indexThe massive
funds are I imited in using the disciplining mec

actions are impounded into stock prices and the (active) investors can make an informed decision of
exiting and selling the shares held (Adn&tPfleiderer, 2009; Edmans, 2009). Instethe, passive 10
would prevent governance failure by monitoring t
channels of interventions by th@ (e.g., Harris& Raviv, 2010; Levi& Malenko, 2011; Maug, 1998;
SHeifer & Vishny, 1986). Case in point, the institutional investor may implement their desired new
strategy by fAjawboningod6: negotiating the ¢hanges
for example Another instance of more severe interi@mts whenO may implementhenew strategies
that maximize firm value by changing the board of direatoengaging in a proxfight through public
campaigning and shareholder proposéale institutional investor maglsointerveneaggressivelyy
paying the cost of launching a takeover bid and obtain majority control by buying)0.5s har es, whe
U i s -mdjoeity sharapassive IChold. Overallthelarger ownership stake and bargaining power
of 10 encourages interventiaand in all casesprevens thefreerider problem and inaction compared
to thesmall individual shareholders.

Empirical findings supportthegovernanceole of the passive investonsy exerciseof i v oi c e 0
andthe effectiveness forthwith. Cunat al.(2012) findshareholdeproposals pass by a small margin
and the proposals that pass have an abnormal announcement return compared to those faatsdo not
In addition, Bechet al.(2017) show that abnormal returascurmaostwhenshareholdemtervention
resultsin positivereal outcomeslmportantly, theabnormal returns are higher in firms with lai@e
sharesnd for proposals sponsoredify(Cunat et al.2012). Smith (1996) also shows that a firm partly
owned by CalPERS (passive 10 pension fund) witnesses an increadbér i r valdeswhen the
management assents to es s i v demdnddnd decreases in value if they do not implement the
demandsFurthermore Kang et al. (2018) shothe numbeiof stakes held by institutional investor is
positively related to the likelihood afforced CEO turnover for firm performance. Overall, McCahery
et al. (2016) survey the engagement®@fand find the mechanismf A v oi c e 0Theyasoef f ect
find investors first try to engage privately and bekinelscenesbut if private engagement fails, they
intervene througla public route.

Notwithstanding, becausthe passive funds maintain portfolio weights based oniralex
benchmark andannote x er ci se fAexit o, it i s widel lgetteat gued t
exercisinggovernance compared to active funds. Some datgpiegquidity in the stock market and the
credible possibility to exit for active fundsusdesirableas it reduces direct intervention and effective
governanceomparedtpassi ve funds because act iamenitolingnds c a
role on themanagemen(e.g, Coffee, 1991; Bhide, 1993; EdmafisManso, 2011; Backt al.,2014).
Others argue, liquidity and possibility to exit theactive funds encourages them to intervene as their
monitoring role is actively captured the stock prices and facilitates indg®y in companies and

5



disciplining in the first placeg(g.,FaureGrimaud& Gromb, 2004; Maug, 1998; Ka®nhWinton, 1997,
Collin-Dufresne& Fos, 2015). There is no absolute consensus admiter ability of active or passive
funds in monitoring firms. Bwever, 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 tR1000 andR2000 show that passive funds affect goverramecisions
towardsthe removal of defenses for takeover and placement of more independent directors which
contribute to enhance the company value and letagar performance.

Giventheacademic tension on activersuspassive funds in corporate governance, this paper
adds to the literatuthat assesses the capacitypasivefundsto facilitate better governance decisions
compared to active funds. Similarly, this research adds to the literature that assesses¢ne wéf/s
Avoiceod (direct ibygagingweether voxaig exarcsed @xhe finantciepoetsl

2.3Conservatism

Acompanyos financi al stat ement is the main
shareholders. Ithefinancial statenents would reflect the true underlying firm performance, investors
can realize the outcomes of managerial actions and firm characteristics through these informational
signalswith noagency problem. Financial statements, however, are often noisy, iwmtfiend biased,
usually because of managerial interception leading to governance issues (Aerts, 1994).

In fact, acommon subtype of agency probl@rearnings managemeénentail the managers
adopting certain accounting policies or real actions whftdctearningsnumbersn a way to achieve
somefinancial reporting objectives (DechdvSkinner, 2000). According to Heaiynd Wahlen (1999)
earnings management by managers aim tantradtuali sl ead
outcomesilt is documented several timége management havengaged imncomeincreasinginancial
reportingto affectunderlying capital met, contractingpr regulatoryoutcomegsee also e.gerickson
& Wang, 1999, Teoh et al., 1998; Kasznik, 1999; Burgstahler & Eames, 2003; DeFond & Jiambalvo,
1994; Collins et al., 1993 this respectStantonandStanton (2002alsocomprehensively review 70
published papers, spanning ovedecadeto theorize different incentives of managers in corporate
financial reporting. Herein, several researchers show that financial statements and reports are presented
in a way to emphasizavyorable outcomes arnd conceal oto worsen readability of poor performance
metrics with the purpose of impression managemenbésiyjnaling positive image (e.g., Lee, 1994;
Stocks, 1995; Buxton, 2000; Jameson, 2000). Likewise, many papers showafingpaiting isused
asa marketingool, inflatingthema nager i al p e refmprhmasn czeé nagnod tfhdee nega
(e.g., Subramaniam et al., 1993; Andergotmperia, 1992)Researcton earnings management and
most subtypes of agency problem ilhase inefficiencies itheinformational quality and objectivity of
corporate financial reports where the governance issues emanat @allakumar, 2005Changing
financial statementand disclosing information such that it is efficient and objedtivénvestors will
aid in reducing information asymmetry and lower governasgiges Yerrecchia2001).

Specifically, LaFond and Watts (20Q&@)pvide evidence that conservatism could be an effective
equilibrium response to agency problems betwemprincipals and agentéccountingconservatism
is defined as a set atcounting policiethatleadstoafi d o w n w a of @ccobntingnst assetsvalue
relative to the economicnetassétal ueo ( Ruch. & Tayl or, 2015)

Severapapers regardccountingconservatism as a standard that allevidtesagency problem
and informational conflict in reporting of negatiwetcomes relativeo positive outcmes. 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 themighgent (asymmetric)
verifiability criterion of realization on gains versus losses. $(@@03) also contends the absence of
conservatism woul@ priori fail to penalize the opportunistic managerial behasiwd informational
conflict (see alsdKothari et al, 2009)between investors andd management, leavifigancial reports

6



largely biasedSimilarly, Ball and Shivakumar (2005) reagtiefinancial reporting rules that impose a
lower verification standard for decreases in earnings than insri@asaningsvould helpto offset the
oppasite asymmetric incentive of managers to recogthigeptimistic earning figuresasilyrelative to

the negativefigures Likewise, LaFond and Watts (2008) provide empirical and theoretical evidence
showinginformation asymmetryn the principleagent setumecessitateé fi e n g e codservatve )
standardssconservatismowersthe agency problenty imposingthe stronger verification standasd

on managerialcommunicationand timely knowledge ofasymmetric(private) information about
negativeoutcomes felative to positive outcomedh a similar accordyrior literature documents timely
loss recognition as a crucial facet of accounting that complements strong goveneahegismse.g.

Basu et al., 2001Beekes et al., 200Ahmed& Duellman, 2007Lara et al., 200Q Lara et al(2009)
provide empirical edenceshowingstronger governance firms exhibit significantiigher levels of
(conditional) accounting conservatisAdditionally, Goh and Li (2001) assess the conservatism levels
in different firms based on their internal control quality and show thasfiith higher conservatism
also exhibithigherstrengthsn their internal control qualitytinally, aherstudiesalsofind conservatism

is related to desirable litigation outcon{&stredgeet al. 2016), negatively related to risk of stock price
crash (Kim &Zhang, 2016)andmitigatesinformationasymmetry(e.g.,Kim et al. 2013; Francis et al.,
2013). Specifically, Kim et al. (2013)finds that firms with conservatism face less adverse etark
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 asyetry and notthe other governance
mechanism Similarly, Francis et al. (2013)ndsthat firms with higher conditional and unconditional
conservatism standartisforethe financial crisis were associated posliweith abnormal stock market
returns andsufferedreducedlosses andegative market reactiorguring the crisisThus far prior
literatureoftendocumengédconservatism aan effectivegovernance mechanism.

However conservatism as qualitative benchmarKor financial reporting issometimes
challengedn practice and theory. Conservatism faces criticism and reservations because it compromises
on neutrality andhesymmetric value (fair value) relevance view of accountigithausen and Watts,
2001;Lambert 2010). Others have also echoed tloon,and regard thbias conservatism introduces
in financial reportingundesirabldor decisioamaking (Gigle 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 standardetter (FASB, 2010).

Ball and Shivakumar (2005) argueetdiverging views on conservatism result from the trade
off betweenthe relevance andhe reliability of financial reportingin fair value versus conservative
reporting. Importantly, Ruch and Taylor @15) attributethe disagreements ooonservatisnto the
different perspectives on the role of accounting information itself. Fhefi v al uat i o per spe
accounting informatiohelpsassesshe enterprise value of the company to make investment dasisio
(Ruch& Tayl or, 2015) . Fr om © hoeouniing informatianci¢ used tp asgess s p e C
to what extent are obligations met in contractual arrangements and the efficiency and effectiveness of
management in fulfilling the role dfe agenemployed forthe principal investorsBecausehis paper
is assesing the role of passivi®s, which passiveljtrackindexes, the paper is assesding effectof
ownership structure on accounting conservatfemcorporate governance but not for investment
decisionsso the contracting perspectiggertinentMoreove, passivelOs are often existing investors
with a buyandhold strategy and lontgrm horizon not interested in trading and influencing spoides
in the shorterm, making the valuation perspective of littlelevance to thenit is also the case that
passivelOe xer ci se governance ma ihrolgiii etxhi rt oousgpus, #ie vt o i ocne 0
valuation perspective which impounds in stock prices isocgssibléor the passive funds. Therefore,
since this paper is assessing the effect of passive 10s on accocmtisgyvatismthe contracting
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perspectiveof accounting conservatism tislevant,which canreduceinformational conflictbetween
contracedparties(principalagent)therebyalleviatingagency problems and enhancing governance.
Thus this researchbroadly contributes to the literature, albeit scarce, that discusses the

relationship between ownership structure and financial repodfagdards viewing the financial
statementasaninformation signataptuing the contractingefficiency of theaccounting conservatism
standardsln addition by linking passivdOs to accountingonservatismthis research broadly adds to
the literature that discusses how bldudder ownershigsolving the freerider problen solves the
agency problem ipublic corporationsFinally, prior literature is often dominated by the contracting
perspective of conddnal conservatismbut sincel account for passive fundgith longer investment
horizons the contracting efficiency ioumulative (unconditionaljonservatism can also be evaluated.

2.4 Hypotheses

Prior literaturecapturingthe relationbetweenpassivelO andfinancial reporting standards
scarce The previous sectiodescribed the disciplining mechanism of pas$@endthe contracting
efficiencythataccounting conservatisoffers so,in this section] will present the hypotheses of this
paperandaddresswo conditionghatshouldholdto expectthedirection of thehypotheseand on which
the findings of this paper can hpplied to

First, the hypotheses can be tested only if there is no collusion betwes@anagement and
the institutional investorsand in effect, there is a principahgent relationship.To illustrate
Ramalingegowdand Yu (2012) findhe IO (with longer investment horizons, concentrated holdings
and independent fromhe managemen@remorelikely to demand more conservatismmmpared tdhe
other shareholders armbnservatiism is increasingin 10s @oncentrationYet, Velury and Jenkins
(2006) contendhelOs arepositively associated with the informational quality of financial reports only
if the ownership stake is below a threshalfter crossingthe (high) thresholdof ownershipthe lOs 6
stakenegatively affectthe informatioml quality of corporate financial reportBound(1988 s t heor i e s
can explairthediscrepancyn theaforementioned finding®ound (1988) statestiie I0get verylarge,
then,rather than efficientlynonitoring,the IOmay even exacerbate the conflict of intetestiveerthe
principal andthe agentsy strategically aligning withthe managementTo this extent, the incentite
monitor for goodgovernancdor thefirm at largeholds ifthereareno collusiors between tk IO and
the management, and the ownership stake is below ghinigihold Since thigpaper employavariation
in (passive)OsostakethroughRusselindex reconstitutiontheshareownershipof R1000/200(Qpassive
fundsarein the lowto-moderataangeas theyinvest inseveralcompanies (Appel et al., 2016). It is
thereforeexpected that there i® strategic alignment betwethre passive 10s anthemanagement

Second, the effect diie passivdOs on accounting conservain can be tested if the ownership
structure and financial reporting standards are not treated as substituting corporate governance
mechanisms. For this, the identification strategghepaper ensures this condition is mi$.described
later, the passivdOsbownership stake changes based on index assignwiginh in turn is based only
on small differences imarket capround the narrow bandwidth tife RLO00/2000 index threshqld
and thughe firmsbéassignmento the left or right of the R10003R0 thresholds quasirandom The
quasirandom variation in passive 1G 0 S tiraukneents reverse causalityFurthermore,
Ramalingegowdand Yu (2012}hrough ladlag testsshowthatthe 10slead to more conservaism,
rather than the reversehichin alsoline with Lara et al. (2009indings. Ican plausiblyaffirm thatlO
and conservatisimare nottreated asubstitutinggovernancenechanism$ased on the identification
strategy, the prior empirical findings but also based on the nature of datadt égiplained later) as
conservatism measures éading éndof September) relative the instrumentendof May).

The threehypothesespresented below correspond to the three theoretical constructs of
conservatismThe accruabased conservatism neae follows Givoly and Hayn (2000). The market
based measure follows Beaver and Ryan (2000). Finally, the asymmetric timalireggsingsto
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negative returns relative to positive returadased on Basu (199TTonservatism is constructed in
multiple ways becauseach approaclpresentsts strengths and weaknesses, in addition, there are
different forms of conservatism with different implications, which will be discussed in thisestion.
There are two types of conservatism: conditional and unconditional. Conditional conservatism
is eventdriven (transitory)and proposes atricter verifiability criterionfor the optimistic outcomes
(good news)relative to the adverse outcomes (bad news)urmderstateahe net assetgor income.
Unconditional conservatism is cumulatigad generates an understatement of net agseiacome
regardless of theventand isaccumulatd since the inception of tHe&m (Holthausen & Watts, 2001).
Based on therincipalagent contractual setup, conditional conservatism might seem more
relevant to measure sindewant to capture théncrementaleffect of passive funds oaccounting
conservatismAs conditional conservatisrhas(timely) recognition of sufficiently bad news but not
writing up of net assets as timdlyr comparable goodews,it enhancegontracting efficiencyBasu,
1997). HoweverWatts RQ003) expounds on verifiability itself being an enduring quality rotdjug
timeliness,thus unconditional conservatiscould bedesirable In addition conditional conservatism
might be preempted first by unconditional conservatism as per prior literdeuge, Pope& Walker,
2003; Beave® Ryan, 2005; Liu& Thornton, 2005; Re et al., 2005; Roychowdhugy Watts, 206;
Givoly et al., 2006)More importantly, sincéhe passive investors have a strategy of-baghold and
have a long investmeniorizon,the incremental effectsf interventioncould begaugedcumulativédy
and not contemporanedysmaking cumulativ§unconditional)conservatisnsuitable Thus boththe
unconditional andhe conditionalconservatisntonstructs can measute mitigation of informational
conflict between the principal®dagens for negative outcomes relative to positive outcomes
The first hypothesis tests conditiormanservatisnandis the accruabased measure. Accruals
are broadlyof two typesaccrued revenuemnd accrued expenses. Accrued revelpesitiveaccrualy
are revenues or assets recorded befoesh receipt. Accrued expengasgativeaccrualy are expenses
or liabilities incurred beforacash payment. If the actions by passive investors woatttt@nincrease
in conservatismthere should be an asymmetry in accruals sitheeexpenses would be accrued
completely while revenues would not, and as a result periodically on average the atwulilsbe
negative Givoly & Hayn, 2000) Meanwhile ,temporarylarge accruals and reversals of accruals occur
within one or two years (Richardson et al., 2085 p/eragingtheaccruals ensures that temporary large
accruals and reversad$ accrualsio not reduce the power thfe estimatesTheaacruatbased measure
is net (total)accrualsscaled by average total assets and centered moving average3pyesr period
on year multiplied byregative oneThe accruabased measuembodies negative accrugdéd so an
increase irtheaccrualbased masuremplieshigherconservatism. Therefore, the first hypothesis is:

H1: Ceteris Paribus, an increasetiep as si ve i nstitut i stakerdsultd nv e st «
in higher conditional conservatism marked by higher negative ac¢raigve to positive accruals)

The second hypothesis tests unconditional conservadisthis based on a markéased
measure. Unconditional conservatism concem&ntindependentapplication of conservative
accountingwhich understatethe net assetsegardless of theperationsor eventsof the firm. The
marketbased measure is tieore thebook to market ratio of equity multiplied Imggative oneHerein,
the values of the theoretical construct wouldnbgative Thus, as théook value gets small¢o the
marketvalue,the absolut@alueof theratio will getsmaller,corresponding to an increaselie relative
value. Thus an in the value of thmarketbasedneasuramplieshigherconservatism as the construct
embodies how higthe marketvalue is relative to book valuyef equity) So, the second hypothesis is:

H2: Ceteris Paribus, an increasetiep as si ve i nsti tut i stakeadsultd nvest «
in higher unconditional conservatism marked by higher market value of equityeetbook value of
equity (in other wordsa lower book value of equity relative to market value of equity).



Finally, the third hypothesis also tests conditional conservatism, but based on a different metric
of operationsearningsIn addition, the thira@neasure takes an external perspective of the firm capturing
good and bad newshrough stock returnsinstead of accrualsit accounts for earning®turn
relationship. The asymmetric timelindese ar ni ngs measure i s based on B
capture the markawide performancéperception)of the firm. Positivereturns imply good news and
performance, and negative returns imply bad news and performance. If pa@sshaease conditional
conservatism, the firm will be moresponsivéo reportnegative earnings and lagsponsiveo report
positive earningsConditional conservatismwould imply there will be an incremental managerial
response of earnings to negative returakfiveto positivereturng. Therefore, the third hypothesis is:

H3:Ceteris Paribus, an increase istakepslsi ve in
higher conditionatonservatismmarked by an incremental response of earnings to negative returns.

3. Data

| collecta large amount of data abopéssiveinstitutional investorsgonservatism, and other
firm variables to answer the research question. This section will explain the secondary data sources
sample selection criterend sample statistiad theindependent, dependent variable, and moderators.

3.1.Passivenstitutional investors éwnership stake

Three key wvariables can determine the passi
predeterminegearly list of companies in tHg1000 orR2000Index, the respectivenarket capf each
company andpassivdO stake ineach company basedhis approacton Appel et al. (2016) and Chen
et al. (2020). Before describing the data sources| explain the annual yearly reconstitution used by
FTSERussellthat results ira plausiblyexogenous variation in thmassivd O swinership stake.

3.1.1Russell1000and Russell2000 Indexyearly reconstitution.

The R1000 and R200@8omprises the most significant 3000 stocks basetharket capand
representibout 98% of US incorporatede c ur i t i e RH000pMR2000 emdexes are market
capitalizatioaweighted equity indexes maintained by FTSE RussHfle Russell Indexes are
reconstituted each year, and the reconstitution before @i@prisedwo phases.

First,firms are assigned membershifRh000or R2000basd on their enaf-may (last trading
day) market capfrom the populationof eligible stocks. The index membership is defined such that
R1000 Indexcontains stocks ranked from 1 to 1,000, andRR@00rankedfrom 1,001 until 3,000.

Subsequentlyafter index membershighef i r ms 6 st owelglsting anr respectizel u e
indexes based on their enftJune (floatadjusted)market capFTSE Russell employs fleadjusted
market capas opposed the raw
market cap Floatadjustment
excludes the securities that, fo FRE R e
example, are part of the
employee stock ownership pla I
or unlisted share classes t
isolate shares available fo I
(general) public ownership. The
timeline  for the yearly

reconstitution can be found ir Figure 2: Annual FTSE Russell 1000 and Russell 2000 index reconstitution timeline
Figure 2 (before banding policy of 2007).

The Russellindex yearly reconstitution leadi discontinuities in the overall portfolio weight
of thefirms in the indexes. To illustrate, for example, the 1000th largest stock at the end of May would
be included in thé&k100Q However, inR100Q this stock would have tHewestportfolio weight and
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rank. By a marginaldifference,the 1001st largest stock included inR2000 and would be given
thehighestindex weight in thék200Q Overall, firmsatthe bottomof R1000 marginally differ from the
companiesopmostin R2000 based omnarket cap Neverthelessthe stocksnearthe R1000/2000
threshold witness a large discontinudf/ relative importance in therrespectiveindexes because of
index assignment and vahaeighting.

3.1.2Russell1000 andRussell2000 Indexsecondary data sources and sampelection.

| use Bloomberg Fiancial Databad® obtain data on the list of companiefkdD00 andR2000
from 1996 to 2006redeterminedfor each calendar yeaPredeterminedist of RL000 andR2000
companies mearthe data collected as of 1st Judjter the annual reconstitution f@veryyear when
passive ownership would already be determinedtable, as shown in the timeline Bigure 2

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

The sample pérd follows the datavailability, since the terminal provides complete index lists from

1995. At the same time, thannual reconstitution can be applied only bef2@87, since Russell

i mpl ement ed a 06 807 dhedatp@ftep20d7 inaclgngenréflieces rdiscontinuities in

portfolio weights around théhreshold,R10002000, based ormarket capLastly, the Russellindex
mainly consists of North American (Ug&dCanada) companies. There acenecompanies for which

the cauntry of incorporation, headquarters, or primary trading locations are outside North Arherica.

exclude he foreign fiot North Americah companies from the sample since the conversiethod
requiredfor the historical firm identifier to use Wharton Res#amData Services \WRDS) (after
collecting the list fromthe Bloomberg financial Databgsentails conversion frominternational

Securities Identification NumbérSIN) to Committee on Uniform Security Identification Procedures

(CUSIP. Samping loss is a limitation; however, excluditigeforeign constituents only resultslosing
2% of the predeterminggarlylist of companies oRussellindexes.
For index membership, | obtain data on Shaiee PRC), the number of shareststanding

(SHROUT), andStandard Industrial Classification §IC) code based on the historical company

identifiers (CUSIPnthe last trading day in Maylhe data is collected feach calendar year, for the
predetermined list of companies in b&h000 andR2000 from the Center of Research in Security

Prices (CRSP) Daily Stock File. After appending the set of 22 igdax files (19960 2006 11x2
CRSP files folR1000and2000),I compute the@roduct of PRC and SHROUi May for each company
and each yeatheMay companymarket capwhich isthe basis fotheindex assignment.

After the index membership, eacbmpanyis assigned a valu@eight based on the June float

adjustedmarket capHowever, Jundloat-adjustedmarket cap areproprietary data, so | compute the

index weights of each company based on the rawoéddnemarket caf The data fodune company

market capis similar to theMay companymarket caponly at the last trading day in June for each

calendar year, for the predetermingshrly list of companies for botRR1000/2000 indexes from the
CRSP daily stock file, corresponding to another set of 22 igdaxfiles.

Theportfolio weights and rankare based on thiine companymarket cap First, the portfolio
market capfor theentireportfolio of companies isalcubatedasthesum ofJune companymarket cas
for all companiedisted inR1000 andR2000subset separatefs ofeach yearThen portfolio weights
for each company in a year a rJuecompanymatkes chpwithy
its correspondingortfolio market cap Finally, yearly ranks are determined based ondsscending
order of weightsTo this end, dirm will have a rank of 1 and be at the top of eitR&000/2000 index

3 The excluded subsample of foreign companies can further be provided if requested.
4Using rawmarket caps a limitation, but it is the onlfeasibleoption given the data availabilit
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if it has a higheslune companymarket capandcontributes most to the theportfolio market capof
that index subset
The Russell index reconstitution

results in aliscontinuityinthef i r ms 6 por t f o
weights around R1000/2000 despite smalll
differences irmarket capTo illustrate Figure
3 shows the endf May market capis
continuousfor the companiesanked 500 to
1000 in R1000and 1001to 1500 in R2000
when placetogether, wherghe x-axis is the
relative distance of a firm to the 30ank firm
in R1000 However a) index assignment and
b) valuingweightingleadt h e fpartiolims 6
weightsto spell out alarge discontinuityin
Figure 4 The discontinuity in the portfolio
| _ | weightsin Figure 4(see yaxis) is aboutten

Rarking based on Encot oy Narke Capiaizaton times of percentaggortfolio weights (e.g.,
Figure 3: T].je continuity in market capitalization 0.04% versus 0_4%) when comparing
of companies based on End-of-May Market .
Capitalization before reconstitution for the companies at the bottoof R1000 andat the

Raussell 1000 and Russell 2000 companies about top of R200Q
the threshold.

Year

HNatural Logarithm of Market Capitalization
, "

Year
F

Markei CapEsication Weight of 2 Sem mn Russell 1000 index [in parcentage)

g
Market Cantalzaton Weeght of trm n Russsil 2000 inde [in percentags)

Botiom 500 fams in Russel 1000 ncex Tiop 500 hrms i Russsil 2000 index

Figure 4: The discontinuity in Index Portfolio Weights of companies after reconstitution based on End-of-
June Market Capitalization for the Bottom 500 and Top 500 Firms in Eussell 1000 and 2000 Index,
respectively.

Note: Six observations of Russell 2000 ars dropped for better visualization in Fizwe 3, those firms have even highsy portfelio weights, the
highest being 1.23% of Ruszell 2000 indsx. The graph including the excluded six obzervations for Russell 2000 can be made available if
regquested.

3.1.3Passive mstitutional ownership stake from S12 Mutual FundHoldings.

Subsequentlythe passivdO stake based on the historical identifier (CUSIP) of the index
constituents 0R1000 andR2000is obtainedor the years 19960 2006 The shares held by various
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institutional investorsare obtained from Thomson Reuters (s12) Mutual Fund Holdirgfs2 Master
File. Thes12 master file contains data on the manager, stock characteristics, stock holdings and change
in holdings. The Thomson Reuters (s12) Mutual Rdottingsd s12 Master File from WRDS is used
to obtain themutual fundholdingsfor thelast given report dates oalendaryear quarter 3 (Q3Pata

is extracted on the third quarfg3) of each calendar year since this is the aeatlabledata after the
Russell indexannual reconstitutioat theendof-June.Thefiscal year of eacfirm sometimegieparts
from the standard calendar yesw,thecalendaiQ3 (month of Septembedata is appropriatgiven the
fixed calendar timeline of Russell indegconsitution. From thes12 master file the mutual fund 6
sharesheld endat the end o€alendarQ3 areseparatedn different fund managessd thudo find the
total companypassive ICholdings the aggregatésimpleweighted) sum of the fund manager holdings
per firm ismade based on the historical identifier (CUSIP) of each ofsfofithe R1L000 andR2000
separatelyfor eachof theyearsin 1996to 2006, producing a final of 22 indeear files.Collectively,

the passive 10 stake in percentagiisd by dividing thdotal companypassive 10 holding®y total
outstanding sharegor the given firms, years, and indexes, respectiVélyally, sincethe shares held
by passive funds canneiceedthe outstanding sharesf the firm (namely ownership cannot be >
100%) suchspuriousdata pointdreated as outliers and are omitted from the sample

3.2 Conservatism
3.2.1 Accruatbased measure of Conservatism

The accruabased measure of conservatism deflates the total accruals (TACC) by average total
assets wherein the average total assets is the sawptage of total assets (TA) computed f@iven
date(t), and its ongyear lag(t-1). The direct method afomputing accruals is shown in Eq. (1).

TACC,
Average Total Assets

Accrual Measure of Conservatism, =

(TA, + TA,_)
2

Awverage Total Asscts =
TACC; = AACT, — ACHE, — ALCT,— ADLC, — ATXP, —DEP, (l)

The indirect method of accruals in Eq. (2) is found by deducting the operating actities
cash flow (OANCF) from net income before extraordinary items (1B).
TACC,=1B; — OANCF, (2)

Eqg. (1) and (2) lead to the same values, both methods are employed instead of only depdsgling on
(1) to avoid substantial netandom sample omissiot®cause ofissingobservationssinceEq. (1)
requires more variablesDatafor both methods on the totalirrentassets (ACT), cash and shtgtm
investments (CHE), totalurrentliabilities (LCT), Debt incurrentliabilities (DLC) and Incomes Taxes
Payable (TXP)Depreciation and Amortization (DP), Net income which is Income before extraordinary
items (IB), and operating activité@set cash flow (OANCF) is obtaine@ompustatCapital 1Q.
Compustat Capital 1Q provides all financial statenjgoarterly)data throgh WRDS.I collect data as

of Calenda3as it is thenextavailabledataafter the annuakeconstitutiosin June.

3.2.2 Market-based measure of conservatism

The markethased measure of conservatism is based on-tmawlarketratio, which qualifies
conservatism when the book value of equity is lower than the market value of equity and &e ratio
absolute numbedecreaseshUmerator decreases and denominatoreiaises) and the ratio is less than
1

Book value equity,

Book — Market Ratio = -
Market value equity,
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Toinferthe book value ofequitl at a on t otal stockholderds equ
Investment Tax Credit (TXDITC) and total Preference Stock (Capital) (PSTK) is extracted from
Compustat Capital IQ funédmentals quarterly through WRDS. Book value of equity is only retained
for firms with the tot aégatset ockhol der déds equity ( S
Book value equity, =SEQ, + TXDITC, — PSTK, (3)

only if SEQ,>0

Deferred Taxes and Investment Tax Credit (TXDITC) is the sum of the balance sheet accounts
of Deferred Taxes Balance Sheet (TXDB) and Investment Tax Cre@ialance Sheet (ITCB). These
accumulated temporary deferrals atigeause afiming differences between revenues and expenses in
the financial statements, the tax forms, and investment tax credit. Adding tteferrals to total
stockholder equity and removing preferred equity helps find the book value of equity applicable for
common shareholders as of Calend&r. Ebr the market value of equity, | obtain closing share price
(PRC) and common shareststandig (SHROUT) from the CRSP Daily Stock File as of Calendar Q3.

Market value of equity is only retained for the firms which have megative values.

Market value equity, = PRCyx SHROUT;  (4)
only if (PRC;xSHROUT,) >0
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 operationaliataon net income before extraordinary
items (IB) is extracted from CompustatCapital 1Q fundamentahnnual for the fiscal yeand
applicable between the July(t) of year of an index reconstitution and following year(t+1) June. | use
earnings as of fiscal yeand of each company falling in the timeline of the yearly index reconstitution
[i.e., fiscal yar-end between July(f)June(t+1)]. Since earnings are an income statement variable(flow)
showing changes over time, fisgadar end falling in the timeline is appropridtealculate narket value
of equity as described earlier from CRSP daily stock file

In addition, monthly returns athelongest periodic returns available on CRSP for a company.
Thus, | obtain data omonthlyreturns foreach compangor all the months from July in year(t) of index
reconstitution to the next year in the month June(judf) before the new annual reconstitution from
CRSP Monthly Stock File. These monthly files are available via the WRDS. | further cumulate the
monthly returns toannual returns by manual computation of simple annual returns from July(t) to
June(t+1) as glwn in Eq. (5).

Cumulative n— period simple returns = (14ret)) X (1+rety) X 1+ retg) x (14 rety). . .(1+ret,) — 1

Where ret, = simple return for period n )
3.3 Moderator variables

Data for moderator variablesasllectedin a similar way to the dependent and independent
variables from CompustaiCapital IQ fundamentals quarterly through WRDSGatander Q3or
each of the company &1000 andR2000 spanning from 1996 to 2006 corresponding to 22 index
year files. The dateollectedfor moderator variables includes total assets (AT), Debt ineGur
liabilities (DLTC), total longterm 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 availablenually,| obtaindata for these two variables for the fiscal
yearendthat is available imnindex reconstitution period [i.ehefiscal yearendfrom July (t)d June
(t+1)] from Compustat Capital 1Q fundamentals annual through WRDS.

14



Thedata transformation for the moderator variables | perierm

verave — — DLITy + DLCT) Aoy — SALE, — SALE vertising, — ~Dr
Leverage, = Market Value of Equity, t ‘fAS i -1 Advertising, = AT,
ales ANCE
Size,=I(AT),  R&D, = XARTD’ SalesGrowth; = T’! CashFlowOperations, = 0 L;EF’
) )

3.4 DescriptiveStatistics

Table 1presents the descriptive statistics of the $alinple 24,360 firayear observations of
the R1000/2000 index. The sample statistics show the firms in R&@@e to R200@&s expected on
average have higher market caps, stock prices, net inconferangleights. In addition, the firms in
R1000 relatre to R2000 have higher passive 10 stakd dividend payouts. R2000 firms relative to
R1000 firms have highesales growth and cash flow from operatiofise full sample of firryears is
not used fothe instrumental variablegression but bandwidths ara the R1000/200€utoff are used
Table 2showsthe regressiobandwidtls Summarystatistics The descriptive statistics for the sampling
bandwidtls showsignificantdifferencesn portfolio weight, firm rank, firm weighaandpassive 10 stake
between R1000 and R20060t non-significant differencedetween R1000 and R2000 femdof May
market capas expected around the narrow bandwitiief i r m6s assi gnmequast t o ei t
random) Theconservatism construcamdthe moderatovariablesare not significantly different too

4. Methodology

This section presents a discussion about the empiricallgrt identification strategy and in
particular (i) the (exogenous) variation ip a s s i v eownérship dtaké, (ii) the proxies used to
operationalize accounting conservatism and (iii) the moderator variables that can influence the relation.

4.1 The exogaous variation inp a s s i v ewnkerghip dtaké(R2000 Indicator {0,1})

Identifying thecausal effecdf passivdO on accounting conservatism can be difficult and prone
to endogeneitgoncernsMore specifically correlation betweepassive 1Gand conservatism cannot be
interpreted as a causal relationshgrauseassiveownership might be correlated with other factors
such as the firmds profitability, sizeintufn debt o
determinethe level of conservatismTo alleviate the endogeneity concern for uncontrolled factors
control for timefixed and industnfixed effects. In addition, | control for tirearying firm-level
characteristics. However, a potential concern remains: some unknowhusndncontrolled factors
(e.g., omitted variables) may be correlated with bothpak®een d t he f i rmés account.i
To circumvent endogeneity concerns then, my identification strategy udegafieegression
discontinuity designKuzzy RDD) comprising oftwo-stage least squaénstrumental variablelV)
regressions with varying (sampling) bandwidths around the R2000/threshold to extract thecal
average treatmenteffectf passi ve | O6s stake and relAdurd it to
the narrow bandwidth of the R1000/2ab@eshold firm assignment could be considemdhsirandom
conditional orsmall differences imarket capln addition, since the annual reconstitution is based on
a) index membership and b) valweighting, and since index membership is a precursor to -value
weighting, the enaf-May market cap is the running(assignment) vaeiand the basis of index
inclusion which must be controlleish the Fuzzy RDD. The corporate governance literature has
previouslyapplied thismethodologyto deal with the endogeneity concerns (e.g., Appel et al., 2016).
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Variable
May Stock Price
May company
market cap
May portfolio
market cap

June Stock Price
June company
market cap
June portfolio
market cap
Firm rank
Firm weight (%)
Passive 10 (%)

Accruals-Average
Assets ratio
Book-Market ratio
Net Income
Cumulative Returns
Year
Leverage
Size
Cash Flow
Operations
R&D
Sales Growth
Advertising
Dividend

Table 1. Descriptive Statistics for thefull sample firm-years for Russell 1000 and Russell 2000 indexes 1996 2006.

Obs
8290

8290

8290

8289
8289

8290

8289
8289

8133

7914

7834
7082

8284

6485
7140

6570

2833
5698
2533
7101

Russell 1000 Index

Mean
42.770

pH mMup T

P&l pp T
42.320
PP P Yp T

P TTCP T

472.900
0.100

21.520

0.048

0.476
509.900

0.135

0.551
8.459

0.065

0.016
0.020
0.032
0.699

Std. Dev.
29.770

(X wyp

cgrIpm
30.070
c@oopm

&mpp T

274.300
0.250

12.630

0.080

0.408
1534.000

0.445

1.575
1471

0.072

0.021
0.051
0.049
0.459

Min
1.660

P® @pp T

VO Yop T
1.660
P& L Wp T

v YPtpT

1.000
0

0.004

-0.773
0.000

PX @Cp T

-0.992

0.000
4.083

-0.542

0.000
-0.425
0.000
0.000

Max
759.000

Vg popT

PEPCPpT
810.000

vg TTpTm

PE Y wp T

967.000
4.080

99.650

1.119

13.19
oL TIp TT

10.170

47.730
14.190

0.579

0.328
0.866
0.538
1.000

Obs
16069

16069

16071

16070
16070

16071

16070
16070

15733

14844

14622
14271

14278

13227
14752

13532

6599
10549
4896
14196

Mean
23.470

V® @ wp T

p8tL Yp 1
24.050
v v xpT

PBT WGP T

931.800
0.050

17.320

0.050

0.615
16.530

0.144

0.801
6.249

0.031

0.024
0.022
0.030
0.480

Std. Dev.
24.800

YPxpm

¢8tu mp T
26.750
TdYppm

dmgpm

539.900
0.040

12.980

0.120

0.836
78.970

0.558

10.300
1.198

0.129

0.034
0.072
0.078
0.500

Russell 2000 Index

Min
-219.500

WX Up T

XX @Tp T
-202.500

OB T TP TI

X®T Ypm

1.000
0.040

0.004

-2.080
0.001
BT wpm
-0.993

0.000
1.023

-3.250

0.000
-2.402
-0.027
0.000

Max
1345.000

Xuvrmpm

P ¢ Mp T
1664.000
pPTT Yp 1

p® omp T

1943.000
0.940

99.650

3.070

43.13
CO X wp T
11.060

1028.000
11.47

2.075

0.630
1.341
2.743
1.000

This table provides the summary statistics for the main variables. The table reports the summary statistics sepaedfietgsan the Russell 1000 and Russell 2000
indexes for the 19962006 period. This table represents fiésample of 24,360 firmyear observations obtained from the data sources. The regression models incorporate a
subset of these firmgears with(sampling) bandwidth®f £50 £150 +250 firmsyears arounthe Russél1000/2000 cutoff hence the observation count of the regression
models differ from the full sample obtainélhe variable definitions angrovidedin Appendix A.
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Table 2: Descriptive Statistics for the sampling bandwidth (£150 and £50) firayears and the pvalue of the mean differences around Russell 1000
and Russell 2000 cubff threshold for 19962006.

Bandwidth of +150 firm-years around Russell 1000/2000 cutoff Bandwidth of £50 firm-years around Russell 1000/2000 cutoft
Variable Obs R1000Mean R2000Mean P-value Obs R1000Mean R2000Mean P-value
M ket
aycomg;\;y marke 2,082 P8 X pp T P8 T Cp T T®@ p Tt 437 p& L WP T PR T wp TT T8 O X
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 10 (%) 2,082 21.618 23.560 0.003 437 22.400 25.484 0.000
Accruals-Average 1,934 0.053 0.051 0.681 408 0.051 0.053 0.879
Assets ratio
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 ™ wo 379 137.912 70.931 T® L O
C”m”'a\t{"éerewms 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 FlowOperations 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

This table provides the summary statistics for the main variabdéesd the Russell 1000/2000 cutdfhis table representhe subset of firryears observations to be used in
regressions witisampling) bandwidth®f +150and+50 aroundthe Russél1000/2000 cutoffThe table reports thmean and independent samptedt of unequal variance
by comparing subset dfms-yearsin the Russell 1000 and Russell 2000 indexes for thei2Z8®@® periodn the given bandwidth of firayears The observation count for a
particular variable and bandwidth combines the fyars to the left and right side of the Russell 1000/2000 cutofirfio-years belonging to Russell 1000 index and
Russell 2000 index, respectivelyhe variable definitions are provided in Appendix A
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4.1The exogenous variation inp a s s i v ewnkership dtaké(R2000 Indicator {0,1})

To implement the 2SLS regression, | need an instrumental variable that is related to passive 10,
but not to the firmdés accounting conservati sm.
around the R1000/2000 threshold because of the Russetistitution methodology. Correspondingly,
passive 10s 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 narronbandwidth of the R1000/2000 cutoff, an inde2000binary indicator {0,3 could show the
hi gher passi ve | taskingthet(lardest) stacks atathe top af R20Q0 retative 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 unlikeisetly
affect the firmds conservatism or any other wvar
bandwi dth of similar market cap firms (besides a

The 2SLSregression specificatisrare explained belowFor the regression specificationise
b s a rrespedtiieregression coefficients ari@d are the errors term3he first stage exploits the
discontinuity in portfolio weightdbased on th&2000Binary Indicator {0,1} instrumentto find the
exogenous variation in passiveOs 6 : st ak e

Op | tymmni 1 - ACEAQ#RAB; 1 0aée dq6Q O Ry (6)

Then, in the second stage, conservatisnregressecn the fitted variation in passive
institutionalownership:

600G | 1T oG 11100 QuoP dbiddy T oot o O r )

O MY T RTOQ06 @ 4@ QQ@WENEE 6 & & IQQQIMDN GiE Y6 i | cQmm
0t QQIHQ D & QQIEQRDG Qa Q@AY 6 | | pawritdE QQ o
0D 01 Qg EMQE QL "0 O YO "BELDR 0 Q& "QéARITDE Q B
O § QHMN Q1 O'Q & SEHNAVQI0 61 0 W& M i | A ddaE M i
"MVEDERE AN ADDO O OEBWAQN 0 QB OB
60 U1 QR QEME HH'EMED QWO Q QD EXE 004 " DD I Qi TR &I @& Q B
WF QDI BB QA D OI OQRTEKE T w00 QinRiE ® NEEIIQ TEHMDH Q B
"Od ¢ OQ MAINT € @EHE 0 108 VA ¢ HQQO | dEETTHIQ V'QQQIOO@D D @Q &
NE Q¢ Q0 D Q& QéE "0 6 &@ & N d&xd Vi QI Q @i
O ®i "0t QoI ENQDDOUABDI QDO I'QQW@QQOQ 0O i
REMOT QQI & QU0 i 60 QIEQXD idade AXII G 1 |
4.2 Proxies for conservatism

Basedon the three constructs and thgpothesesthis section will present theonstruct
operationalizations and regression specificatfonthesecond stage3he dependent and independent
variables willfurther bescaled by their sample standard deviatif@ngn economidinterpretation.

First, the accruabased measure deflates thet (total) accruals by average totaksetsas
explained in section 3.2.Themeasure is further averaged overygedr peiod centered on yeamand
then multiplied by negative one. The second stage follows a standard specification as mentioned above
and based o6Givoly and Hayn200Q and Ahmed and Duellmg@007) The accruabased measure is
averaged over agearperiod centered on t because it is prone to type Il error and lower power. There
is a reversal of accruals over short durations and the measure is centavetagéRichardson et al.,

2005. Hereafter, the accrublased measure is referred as CONZC.

BGOY By | 1 0F 1110 b QQOH dids 1 0uEFREB O Ry (g)
Where ACC, , is the 3 —year (centered) moving average of net accruals scaled by total assets
and multiplied by negative one
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Second,the marketbasedmeasure,as described in section 22.s used to capture the
unconditional conservatism and the cumulative effects of conservatism. Hereafter, thebaseklet
measure is referccas CONSBTM. Based on Beaver and Ryan (2000) and Ahmedunellman
(2007) the empirical specification for the marketsed measuiecond stageould be:

GO0 Yy | 1T O 11100 Qo dnwg T 00é dgo0 O Ry 9)
Where BT M, ; is the book — to —market ratio multiplied by negative one

Finally, the third conditional conservatism measure baseBars u6s (1997) semin
also employedHereafter, the markdtased measure is referred as CARSThe data collection and
computation are as described in section 3.2.3 and the empirical specification of the second stage is
specifically:

GO0 YOE | T OF 11100 QQow dod ¢ GG 61Q0 OO, T YO (10)
I YOYO OO, O O Ry

Where 1B, is income before extraordinary items(IB) of of firm i in for the fiscal year —end fiscal year end applicable in between the
July(t) of a year of an index reconstitution and next year(t+ 1) June deflated by lagged market value of equity. RET, ; is manually
cumulated simple annual returns from July(t) to June(t41) of the year of index reconsitituition for firm i.

NEG; ; indicator variable equal to one it RET, is negative, and zero otherwise.

Note about the CONSBTM and CONS-IB measure

The CONSBTM measure and the CONB measure of conservatism have the market value
of equity in their respective denominators. For CEBISM, the denominator imarketvalue of equity
as of CalendarQ3(Septemberand for CONSIB the denominators market value of equityas of
Calendar Q3(Septembear year t1 (first lag value)lt is important that there is no spurious correlation
betweerthe conservatism measures and passive |0 dipkenstruction This concern is mitigateualy
the features of the identification strateg@nd the underlying datarirst, spurious correlatiorby
constructionin a2SLSregression would occanly if either the independent varialfleassive 1Gtake)
or the instrument (R200@dicator {0,1}) by definition(or constructionkonsist ofthe samevariable
included in CONSBTM and CONSIB which isnotthe case. Secontherunningvariablecontroland
not theindependent variable of interdastthe endof May market capwhilst the denominatorsf the
dependentariables CONSBTM and CONSIB) areendof September in the same year aamdlof
Septembelag year market capso these variables are not associated by construgtibmay be
correlatedIn fact, as market cap is the product of shares outstandinglamstockprices,stock price
caninfluencethe correlation between different temporal valuethefmarket cafBased on the random
walk theory infinance,since thestock prices follow a random waikocessthe market cap at different
points in timeis unlikely to be correlated-urthermoreeven ifby constructiorihe endof May market
cap and CONSBTM or CONSIB were spuriously (or strongly)correlated tis would affect the
coefficient of the enaf May market cagontrol variablein the second stagéon conservatismand
leaveits own effect in the first stageand the coefficient of passive l@&hd R2000unaffectedin the
instrumental variable estimatioin other words since the mean independence assum(itarsal
effect) of the control variable itself is not importaiftthere isa (potential)strong correlation between
the (running) control variablewith dependent variablg affects coefficient othe controlitself in the
secondstage othelV egressiorandis irrelevant for eithethe independent variable(Passi@estake)
or the instrument (R2000 indicator{0,1}) &sng as running variablendof May market cap is
controlledfor in boththe firststageand second stag€herefore, ontrolling for endof May marketap
in both stagesvoids misattributng any (spurioug correlation betweenthe running variable and
dependent variable armitted variable biasn the effect of Passive IO on accounting conservatism
Based on Angrist and Pischke (201hgeconometriderivation ofcontrollingfor endof May market
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capto avoid misattribution of spurious correlation and omitted variable bias is providdefoONS
BTM measuren Appendix Band it follows similarly for CONSB.

4.3 Moderator Variables

The moderat@employed in the research are basegidor literature. Khan and Watts (2009)
cont end t h dhe debtrcontbasts amthezpeofitability drive thes t a k e hmeéddfa r s 6
conservatisnandhigherverification ofpositiveoutcomesIn addition, firmsmay differ in theirR&D
expenditure, advertisingindthe dividend payoutswhich can affecthe operations anthe financial
reportingneeds baseoh thedifferent stakeholderd he firm characteristics are beyond pasfd&but
might beassociated witlttonservatism and so are used, basedroor literature (e.g.Ahmed &
Duellman, 2007Chen et al.2020 Ramalingegowd#& Yu, 2012) Overall, the moderator variables
included are leverage, size, cash flow from operati@sgarch and development expenadvertising
expensesandadividendpayout binaryndicator.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 efttsbased orSIC codescan capturditigation risk Litigation risk
industries are ibtechnology computersretailing andelectronics(Ramalingegowd& Yu, 2012).

5. Results and Discussion
5.1 Two-stage least squarginstrumental variable (2SLS) regressions

Before presenting theesults,the assumptions of thmethoalogy should be validatedlo
validate themethod thethreeassumptionsf instrumental variable regressiorust be satisfied-irst,
theinstrument R200( 0,1}) must have a strong effect on the independanable passivd Os 0 )ist ak e
strong first stage assumption. Second, the instrument must be uncorrelated with the eéor term
independence assumption. Third, tinstrument R20040,1}) must have no direct effect on the
outcome(conservatism measwsebut only throughthe independentariable passivel Os 6 )ist ak e
exclusion restrictionFurthermorethefuzzy RDDprerequisites requiréne eligibility index should be
continuousaround the cubff point andthe companiearound the cubff point should be similar. Since
therunningvariable éndof May market capis a high (probabilistic)determinanif the instrument
(R2000{0,1}), and itis a continuousvariable the eligibility index continuity assumptionholds.
Moreover, close to the cwaiff point (narrow bandwidth)}he index assignment can be considered
plausibly orthogonal to firm characteristidsor thefirst three assumptions &SLS regressionthe
strong firststageassumption can be testerdhpirically, whereaghe otherdepend®n the specification
and cannot be tested empiricallyThe other twoassumptions,along with the Russell index
reconstitutionare appraisedn section 4.1Moreover, he sample statistics of Table 2 show support
towards the independenassumptiorand exclusiomestriction since thérm assignment in R1000 or
R2000alonedoes notead to significant differences in any conservatism constanaither 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 dependenialde leads the instrumeas the conservatism measures are of as end
of September@alendar Q3) and the instrument(R2000) and the running variable is asaifag.

In all the following 2SLSregressionsthe running variablei(e., natural logarithm oendof-
May market capand floatadjustmen{differencebetweenendof May ranksand enebf June ranks)
are controlledn the first and secondtages In addition,to test for consistency amdbustnessall
estimates areested withthree (sampling) bandwidtlo$ firm-yearsaround the threshold &1000/2000
(x250, 150, and +50)To allow for parametric flexibility the estimates are tested withree
polynomial orders [inear, quadratic,and cubi¢ for the runningvariable Finally, all standard errors
permitheteroskedasticitgnd are clustered at the filevel (CUSIP).
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5.2 First-Stageregression

Panel A of Table 3eports tle first stageof the 2SLSregressionKg. 6) of passivelOs on the
R2000 binary indicator{0,1}. Thefirst stageshows consistently significant positieeefficients of
R200Q this suggestthe tgomostfirms of R2000 havesignificantlyhigherp a s s i wtakecontparéd
to thebottommost firmsof R1000after the annual reconstitutianBhe first stageremainsstrong,and
its magnitude and directi@rereinforced statistically even after controlling for industnd year fixed
effects. The magnitude of thestimates for example iRanel Aof Table 3Column (6) shows thata
f i r asdiggment tdR2000 as opposedto R1000 couldceteris paribudead to a systematic and
exogenous increasejna s s i \stake bylD®%on averageln addition, the Ftatistic for this first
stage is 15.26 andyalue<0.05vhich makesthe estimatestatisticallysignificant The results iPanel
A andB of Table 3andrange of magnitudesre comparable tearlierstudies 0f10-13%) ofCrane et
al. (2019 andChenet al. 020 and all statically significant even at 1% levels

Figure 5also showshe graphof the mean ofpassive) institutionaholdingsof [-500, +500]
companies around tHg1000/2000 cutoff based amd-of-May market capranks (the basis for index
membershih Thediscontinuityin Figure 5andthe significantandpositive estimate®f thefirst stage
togetheraffirm that the topmost firms iR2000 have higher passive 10ghan bottommost firms of
R100Qq verifying the strong firststage2SLSregressiorassumption

Table 3: First-stageof two-stage least squares instrumental variable regression of Passive
Institutional Ownership Stake on Russell 2000 assignment {0, ijdicator.

Dependent variable: Passive Institutional Ownership Stake

Expected Bandwidth Bandwidth Bandwidth
Sign +250 +150 150
Panel A: Passive Institutional Ownership Stake without induatrg timefixed
effects

| @) @ | (3 @ | (6)
R2000 + .081** .083*** .089** .090** .106*** .109***
*

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

N 3784 3784 2091 2091 439 439

Adj. R? .090 .099 .078 077 .126 132
Ln(MktCap" 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 Institution@wnership Stake with industrand timefixed effects
e @ [ G @ | (6)
R2000 + .108** [ 110%*  131%* 133+ 155** 157xk*
(.034) (.034) (.047) (.047) (.060) (.059)

N 3784 3784 2091 2091 439 439

Adj. R? .343 .343 .40 .40 428 428
Ln(MktCap" 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

Table 3 reports estimates of the fistage regression gfassive ownership on a binary indicator for inclusion in
the Russell 2000 index with float adjustment control. Specifically, | estiffiate | T ¥ T RN

I 1 1- ACEAQ#ABOE ®Q6Q O Ry .Where R2000is a dummy variable equal tone if
company i is in the Russell 2000 at esfeMay t orzeroif it is in Russell 1000 in year t, Marketgaig the end

of May CRSP market capitalization of company in year t, Floati&dj proxy control for floaadjustnent and is
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the difference between enfiMay and enef June company ranks, aflandOare the industryand yeasfixed

effects. Panel A is without industignd yearfixed effect and Panel B is with industand yearfixed effects. 1

is the percentagof shares outstanding owned by passive méitunals {romthes12 fillings) for any company i

as of Calendar q3(SeptembefFhe data spans for firms in the Russell 1000 and 2000 indexes for which | obtain
constituent list from Bloomberg Terminal, mutual fund holdings data from Thomson Reuters Mutual Fund
Holdings Database anthenl match with data from the daily CRSP fil€he model is estimated over the 1896

2006 period with (varying) bandwidth of firmygars (2250, £150, +50) around the Russell 1000/2000 threshold,

and polynomial order controls for Ln (MarketCa®)t andard errors, U, areredobust
at the firm level and reported in parenthes@e asterisks, Z zandZ ZiAdicate significance at the 10%, 5%,

and 1% levels, respectively
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Figure 5: Passive mutual fund ownership discontinuity based on erof-May market
capitalization around the Russell 2000/2000 ctdff.

The figure shows the index assignment, and the passive institutional ownership based on aves&tyéagnd

ranks (calculéed from CRSP) for the bottom 500 figmars of Russell 1000 and top 500 fiyears of Russell

2000 and the mean passive fund ownership (%) of outstanding share. The weights are based evf-thenend
portfolio weights for each index. Tleaxis represets the relative distance of a firm to the Russell 1000/2000
threshold. The green line shows {hegression discontinuityby means dd fitted quadratic polynomial estimated

on bothsides (eft and right)of the threshold. The dots represent the mean passive institutional ownership as of
September (calendar Q3) for 192606 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 measiy® 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 SeconéStage regressins

For the secondstage | regresghe three measures of conservatsmthe passivelOs &take
The regressiomstimates arevith and without industryand yeaifixed effects andhe inclusion of
controls Industryfixed effects control fofactors that varacross industries but remdired over time
Industryfixed effects areperfectly collinear and capturethe systeratic litigation risk of some
industrie® technology for example Litigation risk encourages conservative accountingd
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controlling for industry fixed effectsancontrol the understatement of net assets that arises because of

a threatof litigation (Watts, 2003y at her t han b et ineestorsiVYeasfiked effectsby pas
control for factorghat vay acrossime butarefixed for all firmson averageor a givenyear. Year

fixed effectscancontrol the variation iconservatisi becausef, for example(time) changingcountry

wide regulatory effestor macroeconomitrendsthat systematically afféall firms6averagdevel of
conservativestandards budrefixed for the givenyear Moderatorvariableshelp to control for time

varying firm characteristicddowever, there i@ dropin the observatiortountfor regressioa with
moderatorsbecause ofhe missingobservationdrom themo d e r aldtaosouscéRegression with
moderatorshuscannot be useacrosghenarrowesbandwidth andreinterpretedgiventhelimitation.

5.31 Three-Year centered moving average ofnet (positive)accruals/average total asse}s
multiplied by negative one CONS-ACC)

EstimatingEq. @) usinga 2SLSregressionPanel A of Table 4hows thatan increase in one
standard deviation of passive institutions leadart6.220.34 standard deviatiasecreasén CONS
ACC. However,this resultis opposite to therediction Oncel control theestimates fotheindustry
andyearfixed effects,thedirection ofthe estimateseverses, showinthatanincreasen onestandard
deviationof passivdOs leads taan increasin CONSACC.

Industry and yeaifixed effectsarebothjointly significantfor their respective factorwith F-
statistic of 11.12and13.14respectively and-palues<0.05 Besideghelitigation risk, particularlyfor
accrualsotherindustrywide factors likeindustryspecific revenue recognition rulasdthe industry
operaing cycles(industry-specificbusiness mods) can berelevant.To clarify, someindustries with
construction contracts usieepercentagef-completion methods to recottierevenues and might have
larger accruedevenues (positive accrualf)an 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 accrueskpensesnggative accrualelative tothe other industries on average.
Likewise industries may differ in their market pow@oncentration) affectinthe general payment
terms andhe operating cycle with customers or suppliéfbe @erating cycleganalso differ if the
industrieshave merchandising or servigperationsSimilarly, theyearfixed effects would account for
differences inregulations time trendsand changing consumestemand that matter for variation in
accruals over timén fact,Givoly and Hayn(2000)find a timeseries trendbwardsincreasing negative
accumulated accruals (and conservatibatjveen 195@nd200Q and sothe yearfixed effect could
controlsuchtime trendsCollectively,theindustrial and temporal factolave reversedthes t i mat e s 6
direction,but based on thestatisticaland theoreticadignificance theyappearelevant to control.

The estimatefor PanelB of Table4 arewith both thefixed effects. Column @) interpretsas
one standard deviationcreasen passivdO leads td).298standard deviatiomcreasén CONSACC.
These results are in line withl. Passive investors ledhle firms to recognizefewer positiveaccruals
(accrued revenueand more negativaccruals éccrued expensesh averagdf switching fromR1000
to R2000increases thPassive 1@by 10.9% (Panel A of Table Eolumn(6)), acompany mclusion
atthe top ofR2000versusthebottom 0fR1000 couldncreasehe CONSACC by 3.25% ° onaverage
These results are economicallgnificant,given0.298 standard deviation charigen a3-year centered
moving-average ratioPanel Bof Table 4 showsthe estimates ar@ositive, and the coefficient size
increases as thmndwidthgets narroweappeahg to themethodchoserbecausas thebandwidthgets
narrower thesampleisolatesthe local average treatment effectthe fuzzy RDD, andwith marginal
differences in market caparoundR1000/2000 cubff, theexogenous effect is capturekhe estimates
of Panel B of Table 4re mostlystatisticaly significart (p<0.05 and p<0.10)he estimates fofable
5 are withfixed effectsandcontrolsandare interpretedike Panel Bof Table4, where arincrease in

50.298*10.9
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passive |Ocorresponddo anincrease iINCONSACC. Resultsof Table5 are consistentlypositive,
however mostly lessstatistically significantTheestimatesresignificantat 5% when cubic functios
(market capareused The overallack of statistical significande Table Scanbe attributed tohe loss

of observationdecause théata sourcef controlshaslimited data The standard errorgh Table 5
estimates arguite large,even more so for contrefariables.Reconcilingthe findingsof Panel B of
Table 4andTable Swith prior literature the positive relation between passive investors and accounting
conservatisnalignswith the findings of Ramalingegowdand Yu (2012) However their findings are

for the measure COMB. The positive relation between passive 10 and accounting conservatism
oppose®hmed anduellman (2007) who find a negative association between passive |@ON S

ACC, albeit notstatistically significant.

For the controls inTable 5the relationshipbetweennegativeaccrualsand cashflowss
expectedto be positive and theexpectationfollows through. Hwever, the controls cannot be
intempreted causallpecause they do not satisfy the mamiependencassumption andsuallyare also
notstatistically significantFinally, for mostcontrolslike R&D expenssthe relationship with negative
accruals CONSACC) cannotbe anticipated in advance because it depends on the payment terms of
the companiesasto what extent the business pays through casha lbager payment terms with
shortterm liabilities. Neverthelessif at leastsomeof the cashoutflows are deferred,there is an
anticipation of negative accrualdften thecontrolsalign with the predictonsyet, are not significant
Dividend Oceefficientsare significant atthe 10% levelsand are positivdy related to CONSACC,
implying moredividendpayoutsare associated witmoreconservative firmsin contrast, leverage is
not sgnificant yet positive Compared with prior studied Ahmed et al. Z02) and Watt42003) the
significancgand coefficient size)f dividendsrelative toeveragehintstheconservatre firms possibly
favoredmoreinformation totheinvestorsrelative todebtholdergbondholdershareholdemformation
conflict) andpossibly the conservative firms havessdebtcovenantestrictionson dividendpayous.

Table 4: Two-stage least squares instrumental variable regression of CONSCC measure on
Passive Institutional Ownership with and without fixed effects.

Dependent variable: Thrééear centered moving average of (Accruals/Averag
Total assets) x Negative @fCONSACC)

Expected Bandwidth Bandwidth Bandwidth
Sign +250 +150 +50
Panel A: CONSACC without industry and time fixed effects
@ @ [ @ @ [ © |
10 + -.218 -.217 -.249 -.251 -.247 -.243
(210)  (.211) (.410) (412) (.506) (.509)
N 1266 1266 551 551 93 93
Adj. R? .071 .089 .093 .097 114 127
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: CONSACC with industry andime fixed effects
@ @ | @ @ [ 6 |l

10 + .176* .180** 211* .221* .287** .298**
(.032) (.042) (.129) (.104) (.105) (.115)
N 1266 1266 551 551 93 93
Adj. R? .118 121 .137 .145 .168 197
Ln(MktCap) 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-Yeezecentered moving average of
(Accruals/Average Total assets) multiplied by negative one (GADE) and passive ownership with float
adjustment  control.  Specifically, | estimdted 0 YO ®f | )/ T 1 10O QQOH ON

I '0aé @60 O Ry CONSACC (from Compustat) is scaled by its sample standexdation.|Oy is

the percentage of shares outstanding owned by passive mutual funds (from s12 fillings), for any company i as of
CalendarQ3(September) and is scaled by its standard deviattarketcap is the enebf May CRSP market
capitalization of company in year t, FloatAdj a proxy control for floadjustment and is the difference between
endof May and enaf June company ranks, af@land Oare the industryand yearfixed effectsPanel A is

without industry and yearfixed effect and Panel B is with industand yeasfixed effectl instrumentOj; in the

above estimatiowith R200Q which is a dummy variable equal to one if company i is in the Russell 2000 at end
of-May t or zeo if it is in Russell 1000 in yeaFhe data spans for firms in the Russell 1000 and 2000 indexes for
which | obtain constituent list from Bloomberg Terminal, mutual fund holdings data from Thomson Reuters
Mutual Fund Holdings Database artden| match wih data from the daily CRSP fil#he model is estimated

over the 19962006 period with (varying) bandwidth of firmpears (x250, £150, +50) around the Russell
1000/2000 threshold, andith polynomial order controls for Ln (MarketCaft and ar d rerobusbto s , g,
heteroskedasticity, clustered at the firm level and reported in parentheses. The asterigkad Z 2 iAdicate
significance at the 10%, 5%, and 1% levels, respectively

Table 5: Two-stage least squares instrumental variableegression of CONSACC measure on
Passive Institutional Ownership with fixed effects regression and controls.

Dependent variable: Thrééear centered moving average of (Accruals/Average Total assets) x Negative
(CONSACQ)
Expected Bandwidth Bandwidth
Sign +250 +150

1) 2) (3) (4) (©) (6)
10 + .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) (2.947) (1.458) (2.735) (2.991) (2.657)
Dividend ‘ .335* .337* .340** .336* .341* .349**
(.176) (.173) (.172) (.138) (.134) (.132)
Advertising 1 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. R? 677 .689 .698 .823 .815 .805

Ln(MktCap)" 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

Table 5 reports estimates of the instrumental variable estimation of the-Yhezecentered moving average of
(Accruals/Average Total assets) multiplied by negative one (GABE and passive ownership with float
adjustment control. Specifically, | estitead 6 Ov¥ 66 ¢ | 1 O 1 1 10 di QQoH ¢ nody

[ 'Oaé 0@ 6Q O rp The estimation isthe same as in Talflbéve) except | now also include
the control variablesDefinitions for all (control) variables are provided in Appendix IA.addition, because
of the limited observations from the control variable data sowiitte(varying) bandwidth of firmgearsare only
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for (¥\250, +150. Both 10 and CONSACG; are scaled by their sample standard deviatioflse model is
estimated over the 198B006around the Russell 1000/2000 threshold, aith polynomial order controls for
Ln (MarketCap)St andard errors, U, are r ob ufsnleveland regottedino s k e d a
parentheses. The asterisks? zandZ ZiAdicate significance at the 10%, 5%, and 1% levels, respectively

5.3.2Book to market ratio multiplied by negative one (CONS-BTM)

When the dependent variablesG®NSBTM, in regressioiicq. (9), controlling for the running
variable éndof May marketcap) is even more crucial as discussed in section 4.2 and Appendix B.

Looking atPanel Aand Bof Table 6 the bookmarket ratio consistentlghowsan increase in
one standard deviatiasf passivelOs increase<CONSBTME. The mssivelOs lead toanasymmetric
understatemerdf book values of equityelative tomarket values of equityAfter controlling for the
fixed effects,the positive effect of passive 10s on COB3M is reinforced with arincrease in
coefficient size an#leeping intact the statistical significarate5% levelIn additian, jointly testingthe
F-statisticsfor the industry and yeaifixed effectsleadsto 13.57 and 2.48 respectively andthe p-
values<0.05 Controlling for the variation across industriesould, for examplehighlight the book
market differencevary across the industridsecause of different degrees infernally developed
intangible assetée.g.,brand3 that arenot recorded inbooks,yet arereflected inmarketprices. In
addition, the growth options differ between mature and growing industhies2 growth optionare
captured by the market and methebooks As Ramalingegowdand Yu (2012¥ind, passive investors
can have an incremental effect in mitigating informational conflict in indudbeeause ofjrowth
options wherein themanagerare faindto undertakenorenegative net present value (NPV) projects
andoversta¢ book valuesSimilady, temporally technological factors might systematically afford all
companies a highgossibility of growth(optiong, or some(time-varying) regulations in accounting
standardg€an leado temporaldivergence betweermarket and book value€ontrollingfor the fixed
effectspreventsmisattributingtheeffectfrom industrial factors and temporal factors beyond the passive
|l Osd®6 control t o p a s seffectof pas€ive VOB enrcgnseivatisnfisaconfounded.h et r

Panel B ofTable6 Column (6) is interpréedas one standard deviatiorcreasen the passive
IO leads td).398standard deviation increase@®NSBTM. These results are in line wit2. Passive
I0s lead firms tounderstatdook value of equityelative to market value of equityhis alsoimplies
if a companyis includedat thetop of R2000relativeto the bottom ofR100(Q it see an increase of
passive |Gstakeby 10.9%andwill increasets understatement of book values relative to market values
by 4.34% on averagfhe estimates amonsistentpositive,increasewith narrower bandwidthsand
are alsastatisticallysignificanteven at 1%T hecoefficient size (economic effect) argizable compared
to CONSACC, the difference canstembecause booknharket ratio is aonstructfor unconditional
conservatisnandrepresentsumulativeconservatism

Finally, thetime-varying firm characteristic&see alsoWatts 2003 candrive the difference
between book and market numbarsd possiblylead tothe sizable estimatesf Table 6 Table7 is
therefore CONSBTM with thecontrolsand fixed effegtagainthe controls itself cannot be interpreted
causallywithout the mean independence assumptiélowever, Table 7 with controlollectively
shows a decrease iooefficientsizeof passive IOgompared to Tablé. Thecoefficientstayspositive
and significant fothe bandwidthsat 10% significance level$he controlsaimto eliminateanybias in
the coefficiens. Many controls howeverdeviate from theredicteddirection.Mostly, size (log total
assets) isstatistically significant. Sizeis negatively correlated witltCONSBTM, implying that
compaieswith larger total assetmelikely to belessconservativeThesefindings align with LaFond
andWatts (2008who contendbigger firms have less conservative accounstamdard$ecause the

8 In contrastthe accruameasure 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 publicformation,reducing thanvestor needor conservatismSize is
significantly (positively) correlated withthe passive 10with correlation coefficientof 0.0360 (p-
value<0.0%. Including size therefore eliminatasy negative biasn the earlier estimatesf Table6,
andthis meanghe coefficiensizewould be higheafter including sizén Table 7(relative to Table 6)
However,thereare other control variablestoo, togetherthey decrease theoefficient sizeof passive
IOs étakein Table7 (relative to Tablé). For exampldeverayeis positivelycorrelated withthepassive
I0s 6 swithackrelationcoefficientof 0.059 (pvalue<010) andwith CONSBTM as in Table 7
includingleveragehus eliminates positivebiag meaningthat coefficientsize for passive 1@ lower
for Table 7(relative to Table 6 Part of the demand for conservatism is expected from-holu®rs as
contended by Watt€003) and thisthus aligns with the offsetting effect in coefficient siztue to
leverage In addition, R&D is positively associated with COMIM which captuesthe ncrease in
conservatism that appedrscause ofieconomic rent®n assetdn-place highergrowth options or
GAAP conservatismmrather than conservatism drivby passive IO$Ahmed & Duellman, 2007)

Table 6: Two-stage least squaremstrumental variable regression of CONSBTM measure on
Passive Institutional Ownership with and without fixed effects.

Dependent variable: Ratio of Book value of equity to Market value equity x Neg
One (CONSBTM)
Expected Bandwidth Bandwidth Bandwidth
Sign +250 +150 150
Panel A: CONSBTM without industry and time fixed effects

@ @ [ @ [ 6 |
10 + .234%%  237xxx BB 262%% 277 .281**
(.011) (.021) (.041) (.042) (.053) (.054)

N 3455 3455 1911 1911 399 399

Adj. R? 179 186 193 195 213 227
Ln(MktCap" 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: CONSBTM with industry and time fixed effects
L @ @ | @ @ [ (5 (6)

10 +  276%*  282%%* .315** 324 .397** .398**
(.051) (.043) (.087) (.098) (.105) (.109)
N 3455 3455 1911 1911 399 399
Adj. R? .305 .304 277 .295 .346 .350
Ln(MktCap" 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

Table6 reports estimates of the instrumental variable estimation ofatie of book value of equity to market
value of equitybookmarket ratig multiplied by negative one (CONEM) and passive ownership with float
adjustment  control.  Specifically, | estim@ 0 00 Y§ | 1)/ 1110 O QQoH dn
I '0aé 060 O Ry CONSBTM: (from Compustat) is scaled by its sample standard deviatiaris|O
the percentage of shares outstanding owned by passive mutual fumis{2dillings), for any company i as of
CalendarQ3(September) and is scaled by its standard deviattarketcap is the enebf May CRSP market
capitalization of company in year t, FloatAd§ a proxy control for floadjustment and is the differenicetween
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endof May and enaf June company ranks, af@land Oare the industryand yeasfixed effects. Panel A is

without industry and yeasfixed effect and Panel B is with industand yeasfixed effectl instrumentiOy in the

above estimatiowith R200Q 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 yedhe data spans for firms in the Russell 1000 and 2000 indexes for
which | obtain constituent list from BloonmgeTerminal, mutual fund holdings data from Thomson Reuters
Mutual Fund Holdings Database ardenl match with data from the daily CRSP filthe model is estimated

over the 19962006 period with (varying) bandwidth of firaygars (%250, £150, £50) arouh the Russell
1000/2000 threshold, andith polynomial order controls for Ln (MarketCafgt andar d errors, U,
heteroskedasticity, clustered at the firm level and reported in parentheses. The asterighedZ ZiAdicate
significance athe 10%, 5%, and 1% levels, respectively

~y

Table 7: Two-stage least squares instrumental variable regression of CONSIM measure on
Passive Institutional Ownership with fixed effects regression and controls.

Dependent variable: Ratio of Book value of equityMarket value equity x Negative One (COBSM)
Expected Bandwidth Bandwidth
Sign +250 +150
1) (2) 3) 4) (©) (6)

10 174 173* A71* 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 R? 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

Table 7 reports estimates of the instrumental variable estimation of the ratio of book value of equity to market

value of equity (bocknarket ratio) multiplied by negative one (COB$M) and passive ownership with float

adjustment control. Specifically,dstimate 6 0 O 6 Y& | 1 O% 1 1 10 &i QQop ¢ nidy

I "Od ¢ 0§60 O Ry The estimation is the same as in Tablab®ve) except | now also include the

control variables.In addition, because of the limited observations from the control variable data source the
(varying) bandwidth of firmgears are only for (250, £150). Both 1@and CONSBTM; are scaled by their

sample standard deviationBefinitions for all (contro) variables are provided in Appendix Fhe model is

estimated over the 1988006 around the Russell 1000/2000 threshold, witld polynomialorder controls for

Ln (MarketCap)St andard errors, U, are robust tandrbperte¢inoskeda:
parentheses. The asterisks? zandZ ZidAdicate significance at the 10%, 5%, and 1% levels, respectively
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5.3.3 Asymmetric timeliness of earnings to negative returns (CONIB)

Based on Eq.10), if there is anncremental response of earnings to negative retefasve to
positive returndor a company on averadhen theinteraction termNEGxRETwould bepositive.
Likewise theinteractionwith PassivéO, IOXNEGxRETwouldbe positivef it is expected thapassive
10 in particularleadto an incremental response of earnings to negatittens bad news)Sincethis
paper assessdle impact of passivelO on conditional conservatisnthe conditionalconservative
standardfor a companyer secaptured byNEGXRETis notrelevantbut IOXNEGxRET igelevant

Table 8 preserd the resultsof the instrumental variable regression to estimatestfexts of
passive 10on asymmetridimelinessof earnings In Panel A and B of Tablé the coefficient of
IOXNEGXRET is positive showing there isan incremental responsi reporting earnings upon
negative returneelative to positive returnsnderpassive funds o w n.eNeverthelegsn most cases
the coefficients arenot statistically significant at the conventional levdlke estimates also show that
Passive 10 and positive returns increases C@BNGarningsscaledby lagged market equity), and
negative returns decreases COIBS Panel A ofTable 8 Column (6)interprets as one standard
deviation increase in passive 10 stake corresponds to 0.084 standard déviatiag inresponse of
earnings to bad news relative to good news. If switching from R1000 to R2000 indhegsassive
10 stake by 10.9%his means a company that switclfresn R1000 to R200@vould witnessa 0.92%
increase imsymmetric timeliness of earnim@n averageSpecifically sinceH1 is concerned with
conditional conservatism too, tlempirical results oH3 were expected to show similatatistical
significance magnitude and directioAlthoughthe estimatesf H3 arein the predicted direction, the
limited statistical significancand economic significanaontrastso strongefindings ofH1 andH2.

Prior literaturecanpotentially explairthereason fothedivergencéetweerthefindings ofthe
threehypothess Prior literatureoftenshows that the findings from CONSIM and measure CONS
IB often diverge €.9.,Pope& Walker, 2003; Pae, Thorntof, Welker, 2005; Roychowdhu& Watts,
2006; Ryan, 2006; Beave®k Ryan, 2005)Givoly et.al. 007)furtherdiscuss somémitations of the
CONSIB measure and why it potentially diverges from other constructs of conservatism. iestly,
mention that CON$B measure performs poorlp time-seriesdesigns. Moreovedepending on the
information enviroment the CONSIB measurés prone to measurement ervanich often biases the
estimats towards zeroThis measurement errds particularlypronounced for larger firms whetige
CONSIB measure is onthird in magnitude relative to smaller firms (Givoly et al., 200¥he
R1000/200Gareone of the largest companies by marketicape US so these results could kiriven
downwardsdue to measurement errand facesmallerstatisticalpower figh type llerror) with the
empirical estimatedailing to reject the null hypothesis when the null hypothesis is not. true
Additionally, theCONSIB constructiooks at earnings over one fiscal ysarthe effect sizef H3 is
smallwhilst CONSACC average®verthreeyears, the contemporaneowseyeareffectsizecanbe
limited and cumulating over several years would be beité tocapture theincrementaleffect of
passive 10on conditional conservatisiihmed & Duellman, 2007Roychowdhury& Watts, 20).
Moreover, nstead of rgling mostlyon financial statments the CONSIB measure is also sensitive to
marketmispricing sincestockreturns might be incorrdgtcapturing the news anthderlyingcompany
performance (Beatty, 20003ONSIB in this regard is alseriticized because it does not supply a firm
specific measure of conservatism and is affectethey i r més i nf ormati on envir
market unrelated to the contractiefficiency roleof conservatism (Givoly et.al., 200Tn contrast, the
CONSBTM and CONSACC measuresare based mostly on doubleentry bookkeepingand
underpinnings oResidual Income Valuation modéhe seminal work of Feltham and Ohlson (1995).
The Residual Income Valuationodel isa rigorously tested andidely acceped valuation modeln
the accountingiomain Beaver& Ryan, 2000)To this endCONSACC and CONSBTM measures
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